40Credit, 3500word case report. Read through the case and answer the following question and focus on following broad areas: 

What is your assessment of the takeover of Southcorp by Foster's?  What is the strategic logic of this acquisition? Is it likely that Foster's will be a good corporate parent for Southcorp? How will value be added at the corporate level?
· Identification of issues

· Analysis and assessment

· Strategy formulation

· Issues in implementation

· Recommendations

· Conclusion

At least 17 Harvard reference, must be academic journal.  10days for this assignment. 
Southcorp limited: winemaker’s winding road
On 13 January 2005, Foster’s Group, a leading Australian alcoholic beverages company, announced the purchase of an 18.8 per cent interest in Southcorp Limited, a major Australian wine producer, from Southcorp’s largest shareholder, reline investment Pty Ltd, the Oatley family’s investment vehicle. On 17 January 2005, Foster’s revealed that it intended to launch a hostile takeover bid for the remaining Southcorp shares at a price of $4.17 per share in cash. The sale price, agreed with Relin Investments, was extended to all Southcorp shareholders and valued 100 per cent of the shares in Southcorp at $3.1 billion.

Frank Swan, chairman of Foster’s commented:

The acquisition of Southcorp is an excellent strategic fit. It will enhance Foster;s long-term global growth prospects and deliver significant benefits to shareholders of both companies.

Foster’s president and CEO, Trevor O’ Hoy was also optimistic about the acquisition:

The combination of Foster’s and Southcorp will transform the global wine industry and significantly enhance australia’s competitive position on the global stage. It will creat an enhances platform for growth and deliver long-term benefits to shareholders, employees, customers and consumers of the combined company. The breadth and quality of our two highly complementary wine portfolios including brands such as Penfolds, Wolf Blass, Rosemount and Beringer-will position Foster’s at the forefront of the global premium wine industry. Foster’s will become the leading provider of premium Australian wine to customers and consumers in Australia, the US and the UK, with sales of over A$2.6 billion equating to around 39 million cases of wine annually.

The news of the takeover hardly took anyone by surprise: in recent years Southcorp’s performance had been lackluster and its share price tumbling (see exhibit 1 for Southcorp’s historical financials and exhibit 2 for share price data). Regardless of the outcome of Foster’s bid, it was clear that it was only a matter of time before Southcorp’s premium brands would fall into the hands of another,more powerful industry player. Many observers pondered the strategic evolution of Southcorp, once a diversified industrial company and an aggressive acquirer itself, which became a single-purpose wine business and eventually an acquisition target.

SOUTHCORP’S STRATEGIC EVOLUTION

EARLY HISTORY

Southcorp began as a single-business brewer in 1888, when the South Australian Brewing Malting, wine and Spirits company was established in Adelaide , the capital of South Australia. Over the years, the company developed into a vertically integrated operation with brewing interests, wine and sprits wholesaling, retailing interests and hotel operations. Throughout the late 1970’s and early 1980s brewing remained the company’s primary activity. For more than 100 years, South Australian Brewing Holdings (SABH), as it became known, dominated the South Australian beer market, comfortably cashing up on the positional advantage. However, the strategy of the company was beginning to change in the mid-1980s in response to environmental and competitive threats. Beer production had peaked by 1981, and opportunities would be limited within South Australia and would prove to be difficult beyond its borders.

During 1981-87, SABH grew through acquisitions and capital investment. At that time, the Australian capital markets were relatively inefficient, and many corporations, including SABH, were exploiting these capital share through successive acquisitions, and were rewarded by the stock market for frowth.SABH’s acquisition in often unrelated businesses were largely opportunistic, debt funded and backed by cashflows from brewing operations.   At that time, SABH had no idea of how to invest the cashflow from its core business into new activities and settled into the role of equity investor. Its portfolio read like a who’s who of Adelaide business, including FH Faulding(22 per cent), cooper and sons Limited (26 per cent), Elders IXL(9 per cent) and CC Bottlers(20 per cent). From 1985-87 (before the market crash), the value of this portfolio had growth from $157 million to $485 million, representing 67 per cent of SABH’S total assets. In 1984, SABH also entered into the wine industry through a friendly takeover of one of australia’s oldest winemaking enterprises B seppelt & Sons Limited, who were on the edge of bankruptcy. This acquisition was not regarded as a serious entry into the industry but rather reflected a corporate fashion trend to own a winery.

The beer wars of the mid-1980s saw the emergence of Carlton United Breweries (CUB, which later became part of Foster’s Group) and Bond Brewing as national brewers, both attempting to enter South Australia. Although SABH held almost 80 per cent of the local market share, beer volumes fell substantially, and so did the contribution of beer to the company’s profits: although in 1981, brewing accounted for as much as 86 percent of the business, in 1985, its contribution was reduced to 41 percent.

ROSS WILSON’S ERA

In 1987 the 39-year old Ross Wilson, a former special projects officer at J Gadsden (acquired by SABH in 1986) who eventually went on to manage SABH’s packaging division, became SABH’s managing director. At that time, SABH was a strang hybrid with a near monopoly over the local brewing industry but not much else beyond Gadsden Packaging and minority investment in Elders, Pacific Dunlop and Coca-Cola Bottlers. In the vext seven years, Ross transformed the conservative company. First, he made the timely decision to divest the share portfolio for $268 million ahead of the stock maeket crash in 1987, which keft SABH cashed up for further growth. Second, he set the context for adopting a strategy to diversify the once provincial brewers. The essence of the strategy was to set up three core businesses in food and beverages, packaging, and householder appliances- businesses that could achieve sustained market leadership in all products and services (being number one or two or else leaving the industry)- could either be grown locally and taken offshore or had a competitive edge to trade internationally from Australia. Consistent with this strategy, during the late 1980s and early 1990s, SABH made several acquisitions in packaging, wine, water heaters and appliances turning packaging into a major contributor to the company’s earnings.
 Third, Ross changed SABH’s purely domestic focus. For almost 100 years, SABH, as had many other traditional affair, and simply a way to get rid of surplus production that could not be sold locally. Ross forced executives to regard exports as the key to the company’s success rather than a sideline. By the 1990s, with a market capitalization of 1.01 billion and annual profit growth of 40 per cent during 1984-89, SABH was positioned as the seventeenth-largest company in Australia. Ross was views as having mapped out clear strategies and having made tough decision on crucial matters such as debt, acquisitions and restructuring. Ha also introduces(in 1988) a new control system by tying executive remuneration to performance of their unit and the group as a whole. This system was believed to prevent managers from becoming too ‘parochial’. Hopes of the business community for the company’s international expansion plans ran high.

Southcorp’s serious entry into the wine industry was the acquisition, in 1990, of Penfolds for $423 million. Penfolds, one of the finest Australian wine companies and the owner of the iconic Penfolds Grange, became part of the SABH’s beverage and food division, adding such well known labels as Kaiser Stuhl, Wynns Coonawarra Estate, Seaview, Killawarra, Tollana and Lindemans to its portfolio. Penfolds was an expensive acquisition (16 times earnings before interest and tax), and there were speculations that this move was more of an attempt to bail out a member of the Adelaide community. Buying Penfolds gave SABH the largest share, 32 per cent, of the domestic market, shared with Orlando Wyndham (20 per cent), Mildara (11-12per cent) and Thomas Hardy(11-12 per cent).
The company’s growth in the early 1990s stalled, in part because of the recession after the 1987 market crash. Since the late 1980s, SABH was actively looking for opportunities to expand its brewing operations and implement its strategy of becoming either number one or two in the beer business nationally. In 1992, Ross developed plans to become part of an international brewing business and put forward a merger proposal to Foster’s. the proposal was rejected because of Foster’s concerns that the merger offered minimal synergies and did not fit its plans to become a single purpose international brewer. SABH eventually sold its brewing, malting and hotel assets to Lion Nathan for $225 million.

The acquisition of the number two US hot water company Mor-Flo in July 1992 further compounded SABH’s problems. The investment community responded to the acquisition by driving the share price down, assessing Ross’s performance as less than glowing: he paid too much for some assets, lost a key canning contract with CUB and made some wrong decisions on packaging investments (see exhibit 3: Southcorp’s performance in 1987-1994). Confronted with strong opposition, Wilson left in early 1994. The new managing director, Graham Kraehe, came in December 1994 from Pacific BBA to head Southcorp Holdings (the name was changes from SABH in 1993, after the disposal of the brewing assets). 

Graham Kraehe’s leadership 
Although Graham had a formidable reputation for turning companies around, he had a tough job ahead of him. The packaging and water heaters groups had lost some major accounts, partly because of apparent personal friction between senior executives and major customers. The appliances group was involved in a price and warranty war with its competitors. The water heater business in the United States was losing money. The packaging business did not have any exposure to critical growth sectors of the industry.
Graham continued the strategy of growth through acquisitions but took steps to divest noncore businesses and actively manage the portfolio. Southcorp focused on businesses with strong competitive advantages I brands, technology, scale and market position that could be expanded overseas, either through exports or foreign direct investment. The essence of the corporate strategy was, to some extent, a continuation of Ross Wilson’s approach: to gain a number one or two position in each of the businesses in the company’s portfolio or leave the industry. Despite these measures, by 1995 Southcorp’s stock had reached an all time low of $2.80. Some critics argued that Southcorp was suffering a capital markets distrust of conglomerates along with other Australian diversified industrials. Speculation was ripe that Foster’s eyed Southcorp as possible acquisition target. 
In 1996-97, Graham regained the equity market confidence with remarkable rapidity, reflecting Southcorp’s consolidation and refocusing its core businesses, with acquisitions designed to improve existing synergies. Southcorp’s wine group strengthened its position as a global supplier of premium wines. Additionally, the purchase of Mildara Blass by Foster’s at 30times its earnings forced the market to rerate wine companies. The appliance group had grown and enjoyed a more successful 1997 year, helped by growing demand because of improvements in housing starts and the lower Australian dollar. The packaging group expanded operations in Australia and Asia, and was positioning itself in areas with stronger growth prospects. In 1996, a new advertising campaign “Southcorp-the name behind the brands “was launched to use and further strengthen Southcorp’s corporate image. 
 Nonetheless, many in the investment community believed that the most desirable course for the company was to slim down. In response, Graham contended that the stock offered investors an ideal group of uinesses in terms of their exposure to cyclical and noncyclical elements of the domestic economy as well as geographical diversification and participation in wine. 
I don’t see us as a conglomerate because we only have three businesses. Some conglomerates have 13 businesses and it is hard to know what they are going. That really isn’t the case with us. By having such diversification we reduce our exposure to various elements. 
 In response to shareholders’ questions about the benefits of Southcorp’s diversified structure with three businesses, the 1997 annual report stated the following: 
Our approach to the company’s management is supported by international studies which have concluded that there is no statistical difference in total shareholder return between well managed diversified and non-diversified companies. 
We believe a well managed diversified company can create value for shareholders through and active program to maximize cross-business synergies, such as global communication system incorporating 3000 electronic mail users and a data network which is enabling the roll-out of common system across all Southcorp businesses. Other initiatives included group wide common purchasing projects and the transfer of best practice across the Corporation. These activate and a number of people initiatives (….) are facilitated by corporate management. 
Graham also worked hard at redefining the incentive system for senior managers, so that their performance was measured against the performance of each division and business within each division. The measure used was superior earnings growth, where the term “superior” meant “greater than average” growth in that industry. In addition to the divisions’ monthly operational board meetings with the managing directors, Southcorp’s senior management met biannually to share ideas, network and communicate organizational objectives. In 1999, Southcorp organized an innovation conference, which encouraged idea generation. There was also a graduate recruitment program in place included a two-year rotation throughout the company. Although there was no formal staff movement between divisions or corporate centre, vacant positions were advertised internally, which had resulted in movements over the years. 
By the late 1990s, Southcorp limited (which changed its name to more accurately reflect an active approach to corporate strategy) had three business units: packaging, water heating and wine. The EVA analysis, which was introduced by Graham in 1997-98, clearly indicated that while the wine and water heating divisions were value creators, the appliances and refrigeration units destroyed economic value. The whitegoods business, known for its Chef, Dishlex and Hoover brands, was sold to Email Limited in early 1999, generating $145 million in cash after restructuring costs and write-down of assets. The heating and cooling business in Adelaide was sold to ILEC Investment Pty Ltd in July 1999, which completed Southcorp’s exit from the appliances business. In each of the remaining businesses, Southcorp was number one or two in the Australian market, which provided strong cash flow to support international growth initiatives, particularly in wine. 
In 2000, SAP was implemented across the organizations, which was a key platform for moving toward integration of businesses. This initiative was intended to prepare the company for e-commerce, which was expected to included supply chain management, infrastructure and distribution improvements, and help to focus on cost reductions, such as moving from 20 payroll systems to one. An e-commerce group was established at the corporate level to provide leadership and knowledge transfer across divisions. 
Southcorp’s Transformation 
In 2000, Graham Kraehe retired from Southcorp and Tom Park, the executive general manager of Southcorp’s wine division, took over. Tom had enjoyed a successful international career, including 12-year tenure with Kraft Foods International. In 2001 Southcorp was trading on a price/ earnings ratio of 14.7 times, which stood at a large discount to the All Industrials average of approximately 20 times. The media commented: the market will be looking for more than visionary prose from Mr Park. It wants details about his strategy for delivering the Southcorp promise of creating the leading global branded wine company. It also wants reassurance the days of lackluster returns are behind the company. 
Southcorp’s divestiture program continued. Unable to achieve a dominant position in the packaging business, in 2000, Southcorp sold the Australasian and Pacific assets for $800 million to Visy industries, a major Australian paper and packaging company. The US packaging business was divested in management buyback in February 2001, for $175 million. 
Feeling the pressure to deliver on its stated strategy of becoming a global player in wine, in the early 2000s, Southcorp was on the lookout for a suitable acquisition target, primarily in the United States. Failing to acquire Beringer Wine Estates (acquired by Foster’s) and Kendall Jackson, in early 2001, Southcorp merged with Rosemount wine estates, a premium Australian wine company owned by the Oatley family. Some commentators argued that the $1.5 billion acquisition was, in effect, a reverse takeover of Southcorp by Rosemount, made possible because of Southcorp’s inferior performance. Tom Park believed that the merger was entirely consistent with Southcorp’s vision of becoming the leading branded wine company and provided a good strategic fit. The merger lifted Southcorp’s market capitalization to $4 billion, gave access to premium wine brands and created the world’s largest premium-branded wine company. It improved what became known in the wine industry as “the Southcorp model”: a business based on a wide, although primarily Australia –based, portfolio of premium brands distributed through its international distribution network. 
Tom’s brief tenure effectively ended with the merger, and Keith Lambert of Rosemount assumed leadership of the merged company.  The acquisition was share-based, so the Oatley family (of which Keith was part) became the largest shareholders of Southcorp.  Keith continued the divestiture program.  Southcorp’s very profitable water heating business (which had 75 per cent of the market in Australia and New Zealand and 25 per cent of the market in the United States) and Goyen Valve Controls were eventually sold, and the once diversified industrial company became a single-purpose wine business.  With the divestment of the cashflow-generating packaging and water heating business, raising funds in equity markets could be problematic and expensive, unless the company could develop a winning global wine strategy for its high-growth, high-risk wine business and demonstrate solid financial performance.
Southcorp’s wine business
Throughout the 1990s, Southcorp’s wine business had maintained leadership in the domestic market and led the restructuring of the wine industry through rapid consolidation.  Both Ross Wilson and Graham Kraehe had been instrumental in moving the wine business from being a very strong national player to becoming a global business.  Starting in 1993, the value of the wine business began to be fully realized.  Premium and super-premium wine companies were added to its portfolio (e.g. Devil’s Lair and Coldstream), and a $500 million injection of capital over five years boosted Southcorp’s grape-growing capacity and modernized its winemaking facilities.  Under new management, intensive cost-cutting measures were initiated: wineries had bee merged, employees retrenched, stock levels trimmed and earning before interest and tax-to-sales margins lifted.  Export-driven strategies were complemented, in the late 1990s, with investment through joint ventures in France, Moldova and California. 
Southcorp achieved considerable success in establishing its brands and building its own distribution network in international markets.  Much of this success was attributed to its flagship brand Penfolds Grange, which was acclaimed the best wine of the year in 1995 by the influential American magazine Wine Spectator, while the 1995 vintage Grange was named as one of the top 12 wines of the century.  Lindermans, Southcorp’s second brand with global potential, also received much acclaim.  By the early 2000s, Southcorp became one of the top ten wine companies in the world, with 50 per cent of its production exported.
Southcorp Wines’ formidable export success throughout the 1990s failed, however, to translate into superior financial performance in the late 1990s-early 2000s.  Before Tom Park assuming leadership, return on capital in wine fell to 10 per cent (compared with the 15 per cent of major competitors).  Although the division was still the largest wine company in Australia, it was small compared with other alcoholic beverages companies and was considered inefficient and too diversified by international investors.  The merger with Rosemount, commitment to becoming a pure wine company and subsequent adoption of the Rosemount model had a positive effect on the share price.  Rosemount had a truly impressive performance record: in the four years to 2001, it had compound revenue growth of almost 40 percent, a return on capital of 30 per cent and a margin of 29 per cent.
According to the new CEO Keith Lambert, Southcorp’s problems included a production-driven culture, and inability to track the success and failure of wine products and brands, the slow release of wine to the market and the inefficient use of capital.  Costs associated with implementing the SAP computer system, resulting in supply chain inefficiencies, and Olympic sponsorship expenses exacerbated the situation.  Keith’s first priorities were the introduction of a market-driven approach and implementing a materials requirement plan in Southcorp Wines, cutting staff numbers and finalizing a joint venture agreement with Robert Mondavi, a premium Californian wine producer.  Keith predicted initial synergies of $20 million, which in time would translate into $50 million the $100 million a year.  Analysts, however, were less optimistic, arguing that the cultures of the two companies were too different and the problems with Southcorp too deep to expect smooth integration.
Keith showed unrelenting commitment to improving the merged company’s performance but some of his actions proved more controversial.  One was the inability (or perhaps unwillingness) to hold on to key Southcorp staff.  Most of Southcorp’s winemakers and viticulturalists were either retrenched or left the company (they were replaced by the Rosemount staff and fresh college graduates).  Many of Southcorp’s marketing executives in Australia, the UK and the United States also departed within a year of the merger.  Rosemount distributors were given preference and those of Southcorp terminated.  The results were devastating, particularly in the United States, where brands were squeezed because shelf space lacked.  Therefore, the very popular Lindermans Bin 65, which had been growing at a double-digit rate in the United States In the 1990s, fell into single-digit growth and eventually declined into negative rates.  The application of the Rosemount marketing approach to the Southcorp business model had a particularly disastrous effect.  Rosemount had built its success on offering drinkable wines at relatively low prices, and there were questions in the trade whether the Rosemount style of wines contained residual sugar to make wines soft and more palatable (made possible because of Rosemount’s microoxygenation technology, which made reds ready for the market within one year).  Some of the releases of cheaper Penfolds reds received poor reviews, and many observers called tinkering with a label such as Penfolds shortsighted.  Discounting ultrapremium St Michael and John Riddoch did further damage to the prestige of Southcorp’s brands.
Large supermarket chains were major beneficiaries of this volume-driven approach: in 2001, supermarkets accounted for 29 per cent of Southcorp’s business;  a year later, it was 42 per cent.  In the UK and Australia (where retail chains Coles and Woolworths controlled 50 per cent of the liquor market) supermarket chains pushed Lambert for bigger discounts.  In the UK, for example, in 2002, Southcorp reduced its selling price to retailers by 30 per cent (compared with 2001’s price).  In a well-publicized move, UK supermarket Tesco returned a major shipment back to Southcorp because a promotional deal did not work out.  The rest of the industry – Foster’s, Orlando Wyndham and BRL Hardy – had no option but to follow Keith’s price discounting (refer to exhibit 4 for wine market shares in Australia).  The situation was exacerbated by record domestic vintages in Australia and the United States, which led to oversupply of grapes and, therefore, availability of cheap and mid-range wines in Southcorp’s major international markets.  The deteriorating global economic environment, industry wide consolidation and changes in consumer preferences added to Southcorp’s problems.  As a result, its profits and share price fell substantially, and Keith was compelled to issue profit warnings and write down inventory.  In February 2003, Southcorp announced more than $900 million in trading losses and write-downs, the tenth-largest loss in Australian corporate history, made worse by the problems plaguing the industry in general:  Profitless export growth (because of the rising Australian dollar) and the grape oversupply.
John was quick to announce what he termed Project Veraison, a program aimed at turning the company around.  He and his senior management team were credited with restoring investor confidence during his short tenure at the helm of Southcorp.  Yet even John’s enthusiasm could hardly protect Southcorp from losing its independent status: the media were speculation on which was to become the new corporate parent for Southcorp – Allied Domecq, Diageo or perhaps Foster’s.
Foster's: the new corporate parent?
The strategic evolution of Foster's was somewhat similar to that of Southcorp and indeed many other diversified industrials in Australia. What eventually became a diversified alcoholic beverages company began in 1888 as a small lager in Victoria. The brewery grew through amalgamation (in 1907, Foster's and five other Melbourne brewers amalgamated to form Carlton and United Breweries, or CUB), expansion of national reach and acquisition of major competitors. It’s technological, brand-building and distribution capabilities combined with economies of scale were major factors in CUB establishing a marketing approach built around national brands and becoming an export success.

In 1983, CUB was acquired by Elders IXL, a highly diversified pastoral, trading and finance company. Elders' high gearing eventually led to the breakup and disposal of all its businesses except for the brewing interest, which in 1990s was renamed Foster's Brewing Group. After a period of extensive diversification by Elders, in the early 1990s, Foster's was labouring under more than $2 billion in debt and gearing levels in excess of 300 per cent. after a near-death experience and a massive sale of noncore asses, Foster's transformed itself from being a sprawling conglomerate with $15.4 billion of assets in finance, brewing, agribusiness and entrepreneurial investment businesses to a predominantly brewing group with assets of $7.4 billion. By the late 1990s, CUB was still the lowest-cost producer in the Australian brewing industry, controlling more than 56 per cent of the domestic market share (with Lion Nathan controlling 41 per cent). Its domestic strategy had been based on product innovations linked to consumer preferences, product quality, technical pre-eminence and national brand identity, first with Victoria Biter, and subsequently with Foster's Light Ice and Carlton Cold.

Throughout the 1990s, CUB was highly successful in the domestic market, showing double-digit earnings growth for many consecutive years despite the declining volumes, and developed an equally successful exporting business. By contrast, its international beer strategy based on foreign direct investment had failed to meet expectations: in 1990-2000, Foster's lost more than $250 million from its overseas operations in the UK, Canada and Asia. During those years, it poured the cash flow from its high-return domestic operations into acquisitions and joint ventures in foreign market and then disposed of them to invest into more (usually unsuccessful) operations in the hope of sustaining revenue growth. It eventually sold off all UK and Canadian operations, while Foster's Asian operations (which comprised breweries in India, Vietnam and China) broke even in 2001 for the first time.

Foster's diversification into wine - in 1996, it purchased Mildara Blass, a premium Australian wine producer, for $482 million -  was triggered by declining beer volumes in the domestic market and lack of success in its international beer strategy. At that time, Mildara Blass commanded 9 per cent of the bottled wine market, 25-30 per cent of the premium bottled wine market, 55 per cent of the sparkling wine market and about 6 per cent of the Australian export market, and was one of the most profitable wine producers in Australia. Despite being a profitable company, Mildara Blass' return on capital employed (ROCE; 8 per cent in 1996 lifted to 13 per cent in 2000) was considerably below the 16 percent ROCE hurdle established by the corporate centre. the inability to achieve higher return from the traditional wine business, at least in the short tern, was the reason behind Mildara Blass' diversification into wine clubs with the acquisition of Cellarmaster's and into wine services. Opportunities to grow in the highly concentrated domestic market were, however, limited. The business expanded rapidly between 1998 and 2001 through acquisition of traditional wine producers, wine clubs and contract services businesses in Europe, Japan and the United States and investments in vineyards and joint ventures in California and Chile.  Mildara Blass' international strategy was focused on developing premium brands, improving margins. Delivering capital efficiency and gaining better access to distribution. Foster's management contended to be the only major wine producer in the world that could lay claim to being market leaders in wine trade, wine clubs and wine services. The sale of noncore parts of the business, including Australian Leisure and Hospitality Group and the Lensworth property division in 2003-04, marked Foster's shift to being a pure multibeverage organisation.

Mildara Blass' most important international acquisition occurred in 2000 with the purchase of Beringer Wine Estates, a premium Californian producer, for $2.6 billion, which created one of the largest premium winemakers in the world and firmly shifted the balance of Foster's assets from beer to wine. The wine business (renamed Beringer Blass Wine Estates) struggled in the early t mid-2000s: the wine clubs and services businesses were poor performers, and there were significant integration problems with Beringer Blass Wine Estates. On balance, the wine business in Foster’s portfolio proves to be a substantial value destroyer. 

When commenting on the takeover bid for Southcorp, Foster's CEO Trevor O'Hoy stated: 


Our decision to proceed with this transaction has been made in the context of increasingly favourable industry trends, and greater confidence in the outlook for the North American wine market and New World wine markets generally.

Many industry observers, however, doubted the optimistic assessment of these trends and their implications for firm strategies in the industry, which had been undergoing dramatic structural change.  

Trends in the global wine industry
One of the most pervasive trends was the consolidation of wine suppliers through domestic and cross-border mergers and acquisitions (see exhibit 5). Traditionally, the world-wide wine industry, estimated at more than US$100 billion (2003-04, retail), was very fragmented. There were more than a million wine companies around the world, and none controlled more than 1 per cent of retail sales, with the top ten players commanding 11 per cent of global market share (based on volume). industry consolidation was driven by a range of factors, including the capital-intensive nature of the industry and the consequent need to achieve economies of scale, a consolidating retail base, an increased interest in branded wines from both consumers and retailers, the threat of a global wine surplus which could put a pressure on margins, and the fear by the New World producers (such as Australia, Argentina, the United States and New Zealand) of retaliation by Old World countries (such as  France, Italy and Spain). Consolidation of retailers, and therefore, an increase in market power was particularly often cited by CEOs of alcoholic beverages companies and many analysts as a major driver of wine industry consolidation.

Two factors were believed crucial to competitive success in the wine industry: differentiation of the product offering and access to distribution. In the struggle to differentiate their products, wine producers adopted two main approaches: labeling by region or terroir (as in the Old World) and branding (adopted primarily in the New World). It was unclear which approach was proving to be more successful or profitable. On the one hand, labeling by region had the advantage of imparting a sense of place, authenticity and even mystique. branded wine, one the other hand, was a starting point for inexperienced consumers and had the prospect of creating customer loyalty and, therefore, higher sales volumes and profit margins. Access to distribution was a significant entry barrier in most international markets, which many wine firms tried to overcome through mergers and acquisitions. According to wine Spectator, an influential US magazine: 


Today, the problem isn't making fine wine. There is plenty of talent available. The problem now is selling fine wine...distribution, you see, is the real problem... we're seeing wine diversity slowly being strangled.

Not all industry observes believed in the espoused virtues of global scale and scope in the wine industry. Thus, on analyzing the industry in depth, Michael Roberto of Harvard Business School made the following conclusion:


First, the size of the scale and scope economies appears to be modest in this industry. [...] productions economies are limited, sales force economies are questionable, and the geographic diversification of risk may be more effectively achieved by shareholders rather than wine producers. Second, institutional contexts in various nations are quite rigid, i.e., the French regulatory regime is not changing very quickly, nor is it likely to do so. In short, two sets of factors affect global industry structure: economic factors and institutional/contextual factors. While economic factors may be a catalyst for consolidation, contextual factors may be quite rigid and, therefore, may be constraining the trend toward consolidation in some regions of the world.

He then commented on the competitive strategies of alcoholic beverages firms who were driving industry consolidation, using Foster’s as an example:


The alcoholic beverages producers moving into the wine business have been quite explicit about the fact that they see premium wine as their next growth engine, given flat sales in their core businesses. Foster's Group provides the best example of this strategy. They have declared a vision of becoming 'a global wine company with a leading presence in every premium wine market worldwide'. In their 2001 annual report, the company actually has a headline that reads 'Beer=Returns', while a second headline reads 'Wine=Growth'. In short, the companies are quite clear that they are deriving cash flow from the mature, but highly profitable, beer business; then, they are using that cash flow to subsidies a growth strategy in the wine business. this raises an important question: does the cross-subsidisation strategy enhance shareholder value?[...]thus, the only way that this corporate strategy adds value for shareholders is if the beer and wine businesses are somehow more valuable together than apart, i.e. if there are sizable economies of scope.[...]the economies appear to be mainly in the distribution area. Even then those economies seem to be limited to negotiating powers, because there are serious questions about whether firms can consolidate the physical distribution of beer, wine and spirits without compromising product quality.

other observers were equally sceptical about the globalisation potential of what appeared to be a collection of local industries, mainly because the structures of specific country markets varied considerably: the European Union had strong appellation control; the UK market was dominated by retailers' private labels; and the US market had an archaic three-tier distribution system, a remnant of the prohibition law in the 1930s. The geographical indication systems in France, Switzerland, Italy, Portugal, Spain, and Greece were highly prescriptive and incorporated a tightly regimented series of laws and regulations that described the steps that must be followed from the moment of vine planting through to the bottling, labeling and selling of wines. Another big obstacle to globalisation was parochialism of consumers in wine-producing countries: in France, for example, imports commanded less than 5 per cent of the market ad the situation in Australia was no different. a s a result of these differing market structure, the wine industry - contrary to the claims made by many executives and the media - did not have real global brands(with the exception of high-end champagnes).

These trends raised the question whether the proposed takeover, which would create the largest wine company to vial global leaders Pernod Richard, Allied Domecq, Constellation and Diageo, made strategic sense.  Foster’s was yet to make a convincing case about  the expected synergies between the two companies but some analysts and institutional shareholders had an uneasy feeling that the acquisitions was a somewhat desperate attempt to make Fosters' struggling wine business work. They also wondered whether Southcorp's wine business would be better off under Foster's than it had ever been before.

