NAB Monthly Business Survey

by NAB Group Economics

Key Points:

J Business confidence lost ground in September —lowest level since pre election -
in the face of a persistently soft operating environment for many firms. Forward

orders remained soft, prompting de-stocking and competitive pricing which

appears to have weighed on profitability. Confidence varies significantly across

industries, with services firms the most optimistic.

J Business conditions fell again in September bringing the index back to its lowest
level in 4 months and confirms our expectation that the (narrowly based) jump

in July would be short lived. Most industries recorded a drop in September,
although transport & utilities were surprisingly strong (falling oil prices and
removal of carbon tax?). Forward orders eased again, implying Q3 domestic
demand will remain soft. Capacity utilisation also fell noticeably.

J A drop in profits and employment drove conditions lower, with the latter
moving significantly into negative territory —in contrast to some other labour
market partials. Forward indicators are soft, but trend conditions in the
‘bellwether’ wholesale industry are a little less weak. Our wholesale leading
indicator implies soft underlying conditions and below trend growth in Q3.

o GDP forecasts revised down modestly: 2014/15 2.8% (was 2.9%) and 2015/16
3.2% (was 3.4%). Unemployment rate still to peak at around 6%%. No change
likely in cash rate until near the end of 2015.

Table 1: Key monthly business statistics*

Jul Aug Sep Jul Aug Sep
2014 2014 2014 2014 2014 2014
Net balance Net balance
Business confidence 9 7 5 Employment [o] -1 -4
Business conditions 8 3 1 Forward orders 5 (o] -1
Trading 12 6 6 Stocks 2 1 -2
Profitability 9 3 [¢] Exports 2 (o] 1
% change at quarterly rate % change at quarterly rate
Labour costs 0.8 0.8 0.8 Retail prices 0.8 0.2 -0.7
Purchase costs 0.5 0.5 0.4 Per cent
Final products prices 0.2 0.2 0.0 Capacity utilisation rate 81.0 80.6 80.2

* All data seasonally adjusted and subject to revision. Cost and prices data are monthly percentage changes expressed at a quarterly rate.

Fieldwork for this survey was conducted from 24 Sep to 3 Oct, covering over 400 firms across the non-farm business sector.
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Analysis

The multi-year high for business conditions in July appears to have
been a flash in the pan, with the index falling for the second straight
month. The business conditions index dropped 2 points in September
(following a 5 point decline) to +1 index points. At this level, business
conditions are still well up on 2013 averages, but below the long run
average of the series (+5). The upward trend in the index has stalled,
with very little impetus from forward indicators to suggest the trend
will resume its upward trajectory in the near-term. The effects of soft
national income growth — a function of lower commodity prices,,
excess capacity and cautious spending behaviour — are being felt
across the economy. This has been reflected in most industries, with
conditions falling in the month for all but transport & utilities (up 14)
and recreation & personal services (unchanged). The strength in
transport & utilities is difficult to explain . But does coincide with
falling oil prices (and improved profitability in the transport sector)
the removal of the carbon tax. .Ex transport and utilities business
conditions would have been -1 index points. Looking through the
monthly volatility, the trend in business conditions still looks
reasonable but unless next month improves will slow significantly.
Trend conditions rose in both wholesale and transport & utilities, both
up 4 points, while mining fell the most (down 4). Mining and retail are
lowest (-17 and -8 points respectively), consistent with lower
commodity prices and wages growth trend as well as low levels of
consumer confidence. Recreation & personal services and construction
are performing best in trend terms.

Business confidence also lost ground, but remains reasonable — albeit
at the lowest level since the pre election jump in mid 2013. The index
dropped 2 points (to +5), with outcomes varying significantly across
industries. For September, mining and wholesale were the only
industries to report a negative confidence index (-22 and -3 points
respectively). Despite remaining positive, confidence fell the most in
construction during the month (down 20), possibly reflecting slower
growth in new approvals (orders also fell) and increasing speculation
that authorities may introduce measure to address speculation in
residential property markets. Looking through the monthly volatility,
trend confidence was down 1 point (to +7), with construction highest
(+15) and mining the lowest by a large margin (-14).

Better conditions eroding away
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Confidence surprisingly robust
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Excluding normal seasonal changes, how do you expect the business
conditions facing your industry in the next month to change?



Forward indicators

The forward orders index dropped by 1 to -1 index points, its lowest
level since April. This is below the long run average for the monthly
series, suggesting soft near term demand and justifying an apparent
de-stocking by firms during the month. The outcome reflected a
particularly large fall in construction (down 30), suggesting the boom
in new residential building approvals is losing momentum. Retail,
mining, manufacturing and transport & utilities all recorded weaker
forward orders as well (down 7, 5, 4 & 3 respectively). In trend terms,
orders were down 1, to +1 point. Orders are now weakest in trend
terms for mining and retail (both -5), but remain strongest for
construction (+6) despite the significant decline in September. Growth
in residential building approvals has moderated, but remains at
elevated levels — as is the pipeline of work to be done.

Capacity utilisation eased a little in September to 80.2%, although
trend utilisation rates have improved steadily since early 2013. This
level is below the monthly survey average of 81.1% (from 1997), as
well as the long-run average of 80.4% (from 1989). The wholesale
industry recorded the largest falls (down 3.1 ppts), but it is
manufacturing that is reporting the lowest utilisation rates (75.9%).
Utilisation rates also fell for recreation & personal services (down 1.0
ppts) and retail (down 0.1 ppts). The large pipeline of residential
building construction is keeping construction utilisation rates elevated
(81.6%), while utilisation in transport and professional services is
generally a little higher. Utilisation in a majority of industries is below
long run averages.

The capital expenditure index fell modestly in September, down 1
point to +4 index points — close to long-run average levels. The trend
index was also down 1, to +4 index points, which suggests a moderate
expansion of non-mining business investment (which has a larger
weighting in the survey). This trend is consistent with improving
investment intentions outside of mining in the Q2 ABS Capex Survey.
Trend mining and rec & pers services capex are highest (+13 and

+9 points respectively).

Elsewhere in the survey, cash flow (not seasonally adjusted) was
strongest in fin/prop/bus services, and weakest in retail.

Sales orders drop - marginally
Forward Orders (net balance)
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Net balance of respondents with more orders from
customers last month.

Capacity utilisation still mixed across industry
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Full capacity is the maximum desirable level of output using
existing capital equipment.



|mplicati0ns fOI’ foreca StS For more information see latest Global & Australian Forecasts

o Disappointing global growth continued into mid-2014 with GDP expanding by a sub-trend 3% yoy and concern over weakness in Japan
and the Euro-zone offsetting solid growth in the US and UK. Chinese forecasts unchanged. We expect global growth to improve to
around 3%% yoy through 2015 and 2016, mainly reflecting faster growth in the US and India as well as a return to more normal growth
in Latin America. Inflationary pressures should remain subdued, allowing central banks in the US and UK to lift rates very gradually
through the next few years while rates should stay low in Japan and the Euro-zone.

o Weaker Q3 and terms of trade means GDP forecasts revised down modestly: 2014/15 2.8% (was 2.9%) and 2015/16 3.2% (was 3.4%).
Unemployment rate still to peak at around 6%:%. We continue to expect no change in cash rate until a tightening cycle begins near the
end of 2015.

o Our model of 6-monthly annualised demand growth, using forward orders as a predictor, has been suggesting stronger growth than the
national accounts in recent quarters. Nevertheless, applying trend forward orders for September to our model for Q3 (+1) suggests that
predicted demand growth will be similar to Q2. Similarly, business conditions over predicted GDP growth in Q2. Based on trend business
conditions from the August monthly survey, our model implies slightly softer predicted GDP growth in Q3. Applying business conditions
derived from our ‘wholesale leading indicator’ implies even softer GDP growth in Q3.

o Wholesalers gave back some of the gains of recent months, suggesting the industry continues to face significant challenges — AUD
depreciation would exacerbate challenges facing wholesale importers. Wholesale conditions eased back into negative territory (-4),
which makes 24 out of 25 months where wholesale conditions have been negative. Based on past relationships, wholesale conditions
have been a reasonably good predictor of overall business conditions — exhibiting strong statistical evidence of a leading relationship
(Granger causality). The measures have diverged since late last year as broader conditions improved, but the gap has since narrowed.
This indicator predicts slightly softer business conditions in Q3 than the regular conditions index, but comes more into line in late 2014.

Wholesale as aleading indicator of business
Forward orders (change & level) as an indicator of Business conditions (change & level) as an indicator of Net bal. conditions Net bal.
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Costs and prices

Labour costs growth (a wages bill measure) was unchanged at 0.8% in
September, consistent with the slack labour market and modest wage
growth.. Labour cost changes varied across industries. The downturn in
mining investment and efforts of mining firms to control costs appear
to be having an impact on the sectors wages. Mining labour cost
deflation ramped-up 0.9 ppts in September to -1.2% -- the largest
decline of any industry by a noticeable margin. The only other industry
to record falling labour costs was wholesale (-0.1%, down 0.2 ppts). In
contrast, labour cost growth was strongest in transport & utilities
(1.4%), fin/ prop/ bus services (1.4%) and recreation & personal services
(2.3%). Transport & utilities and recreation & personal services also
reported the strongest employment conditions in the month. Labour
market conditions are softest in mining and wholesale, consistent with
labour cost deflation. Labour market indicators in Australia have
become difficult to read (largely due to statistical issues with the official
ABS labour market survey), but generally remain soft. Based on the
weakening employment outcomes in the Survey (and official estimates)
the prospects are for further limited wage pressures ahead.

Purchase cost growth was down modestly to 0.4% in September (at a
quarterly rate), which is well down on growth rates seen over 2013.
Purchase costs decelerated in most industries — rec & pers services
eased the most (down 0.4 ppts). Wholesale and transport & utilities
were the exceptions (up 0.9 and 0.2 ppts respectively). As the AUD
depreciates, import cost pressures facing wholesalers could lift further
— purchase cost pressures are strongest in this industry (1.2%, quarterly
rate). Purchase costs growth was weakest in mining (-0.1%).

Final product prices were flat in September (at a quarterly rate)
suggesting only little relief for firm’s margins despite subdued input
cost growth. This means the RBA can maintain their loose stance on
monetary policy to allow greater traction for domestic demand. Retail
prices dropped considerably in September (-0.7%), which could be an
indication of fiercely competitive discounting in the subdued demand
environment — although this bodes well for the CPI outlook. Upstream
price pressures (e.g. manufacturing) are also reasonably subdued
(down 0.5 ppts). The mining sector recorded the most price deflation
(-3.1%), while prices growth is highest in transp & util (0.4%).

Price pressures ease back after temporary spike

Costs & prices (% change at a quarterly rate)
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More details on business activity

Re-stocking seemingly short lived

Stocks (net balance)

Capex still positive, but momentum

Exports increasing moderately

appears to have stalled

Capital Expenditure (net balance) Exports (net balance)
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Range of conditions remains wide, Borrowing conditions & demand for credit worsened in past 3 months
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More details on industries

Business confidence by industry (net balance): 3-month moving average
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Business conditions by industry (net balance): 3-month moving average
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More details on states

Business confidence by state (net balance): 3-month moving average
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Business conditions by state (net balance): 3-month moving average
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Data appendix

Prices & costs by industry (% change at a quarterly rate)
Fin. prop. &

Sep-2014 Mining Manuf Constn Retail Wsale  Tran. & utils Rec. & pers. bus Australia
Labour costs: current -1.2 0.3 0.1 0.5 -0.1 1.4 1.3 1.4 0.8
Labour costs: previous -0.3 0.5 0.1 0.8 0.1 0.9 1.2 1.3 0.8
Labour costs: change -0.9 -0.2 0.0 -0.3 -0.2 0.5 0.1 0.1 0.0
Prices (final): current -3.1 -0.2 -0.1 -0.7 0.3 0.4 0.3 0.3 0.0
Prices (final): previous -0.7 0.3 -0.2 0.2 0.1 0.2 0.3 0.2 0.2
Prices (final): change -2.4 -0.5 0.1 -0.9 0.2 0.2 0.0 0.1 -0.2
Purchase costs: current -0.1 0.7 0.3 0.3 12 0.6 0.3 0.1 0.4
Purchase costs: previous 0.0 0.8 0.5 0.5 0.3 0.4 0.7 0.2 0.5
Purchase costs: change -0.1 -0.1 -0.2 -0.2 0.9 0.2 -04 -0.1 -0.1
Key state business statistics for the month
Sep-2014 Monthly Business Survey Data: By State
NSW VIC Qld SA WA Tasmania Australia

Bus. conf.: current 3 7 2 1 -5 39 5

Bus. conf.: previous 7 6 13 3 2 9 7

Bus. conf.: change -4 1 -11 -2 -7 30 -2

Bus. conf: current - Trend 7 7 9 4 3 18 7

Bus. conf: previous Trend 8 8 13 6 5 3 8

Bus. conf.: change -Trend -1 -1 -4 -2 -2 15 -1

Bus. conds: current 1 12 -6 5 1 0 1

Bus. conds: previous 8 2 -4 -5 11 6 3

Bus. conds: change -7 10 -2 10 -10 -6 -2

Bus. conds: current -Trend 7 5 -1 4 7 2 4

Bus. conds: previous -Trend 7 3 -1 3 10 1 4

Bus. conds: change -Trend 0 2 0 1 -3 1 0



R
Author details

Economic Research

Alan Oster Rob Brooker James Glenn
Chief Economist Head of Australian Senior Economist —
+61 3 8634 2927 Economics & Australia &
Commodities Commodities
+61 3 8634 1663 +61 3 8634 0198

10



Group Economics
Alan Oster

Group Chief Economist
+61 3 8634 2927

Jacqui Brand
Personal Assistant
+61 3 8634 2181

Australian Economics and
Commodities

Rob Brooker

Head of Australian Economics
+61 3 8634 1663

James Glenn
Senior Economist — Australia
+(61 3) 9208 8129

Phin Ziebell
Economist — Agribusiness
+(61 3) 8634 0198

Karla Bulauan
Economist — Australia
+(61 3) 86414028

Industry Analysis
Dean Pearson

Head of Industry Analysis
+(61 3) 8634 2331

Robert De lure
Senior Economist — Industry Analysis
+(61 3) 8634 4611

Brien McDonald
Economist — Industry Analysis
+(61 3) 8634 3837

Amy Li
Economist — Industry Analysis
+(61 3) 8634 1563

International Economics
Tom Taylor

Head of Economics, International

+61 3 8634 1883

Tony Kelly
Senior Economist — International
+(61 3) 9208 5049

Gerard Burg
Senior Economist — Asia
+(61 3) 8634 2788

John Sharma
Economist — Sovereign Risk
+(61 3) 8634 4514

Global Markets Research
Peter Jolly

Global Head of Research

461 2 9237 1406

Australia
Economics

Spiros Papadopoulos
Senior Economist
+61 3 8641 0978

David de Garis
Senior Economist
+61 3 8641 3045

FX Strategy

Ray Attrill

Global Co-Head of FX Strategy
+61 2 9237 1848

Emma Lawson
Senior Currency Strategist
+61 2 9237 8154

Interest Rate Strategy

Skye Masters

Head of Interest Rate Strategy
+61 2 9295 1196

Rodrigo Catril
Interest Rate Strategist
+61 2 9293 7109

Credit Research
Michael Bush

Head of Credit Research
+61 3 8641 0575

Simon Fletcher
Senior Credit Analyst — FI
+61 29237 1076

Equities

Peter Cashmore

Senior Real Estate Equity Analyst
+61 2 9237 8156

Distribution

Barbara Leong

Research Production Manager
+61 2 9237 8151

New Zealand
Stephen Toplis
Head of Research, Nz
+64 4 474 6905

Craig Ebert
Senior Economist
+64 4 474 6799

Doug Steel
Markets Economist
+64 4 474 6923

Kymberly Martin
Senior Market Strategist
+64 4 924 7654

Raiko Shareef
Currency Strategist
+64 4 924 7652

Yvonne Liew
Publications & Web Administrator
+64 4 474 9771

Asia
Christy Tan

Head of Markets Strategy/Research, Asia,

+ 852 2822 5350

UK/Europe

Nick Parsons

Head of Research, UK/Europe,
and Global Co-Head of FX Strategy
+ 44207710 2993

Gavin Friend
Senior Markets Strategist
+44 207 710 2155

Tom Vosa
Head of Market Economics
+44 207710 1573

Simon Ballard
Senior Credit Strategist
+44 207 710 2917

Derek Allassani
Research Production Manager
+44 207 710 1532

Important Notice

This document has been prepared by National Australia Bank Limited ABN 12 004 044 937 AFSL 230686 ("NAB"). Any advice contained in this document has been prepared without taking into account your
objectives, financial situation or needs. Before acting on any advice in this document, NAB recommends that you consider whether the advice is appropriate for your circumstances.

NAB recommends that you obtain and consider the relevant Product Disclosure Statement or other disclosure document, before making any decision about a product including whether to acquire or to 11
continue to hold it. Please click here to view our disclaimer and terms of use.
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