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key points:

« Small businesses reported lower business conditions and confidence inthe Q2 NAB Small and Medium Enterprises [ Business Confidence 5 5
(SME) Business Survey, pulling back most of the gains since the second half of last year. This is in contrast to larger  Low-tier firms 4 9 3
businessesin the Quarterly NAB Business Survey (@BS), where business conditions continued to improve strongly while Mid-tier irms 7 10 6
confidence also remained above average. Overall however, SME confidence and conditions remained above their High-tier firms 5 12 8
respective average level since the survey started in 2006. Business Conditions 6 9 7

+ While the weakening in SME conditions and confidence was largely broad-based across industries and firm sizes, Lowrrie ik 1 c 3
leading indicators were mixed, pointing to improving capital expenditure and capacity utilisation, but declining orders Mid‘ﬁ?" irms 10 8
and cashflow. Whether this worsening in conditions for SMEs is the start of a renewed downward trend or a temporary High-tier firms : CE 9
pull-back remains to be seen. Trading Conditions 14 L &l

» The declines in business conditions and confidence were especially pronounced for the smallest SMEs (turnover $2-$3 m Lo,w_tTer _ﬁrms > o >
p.a.). Trading conditions declined the most at the low-tier firms, moderately at mid-tier firms while improving slightly at Mid-tier irms 18 18 16
high-tier firms. Profitability has fallen across firm sizes from their Q4 2016 peak while employment conditions have been H19h_ne.r.ﬁrms 2 18 25
mixed and lower than for larger businesses in the QBS, although remain above the average since 2006. Pmﬁt?bm_ty 6 6

» Across states, conditions fellin all three major eastern states, while improving strongly in South Australia and Western I;:ZE:: ]ﬁr:nm: 5 ; Z
Australia. Business confidence fell across all states. T

High-tier firms 5 9 7

« By industry, finance and health services again reported the strongest business conditions, leading other industries by a Employment a 3 3
large margin. Business conditions fell across most industries, except for finance, manufacturing and business services. Low-tier firms = o 1
Business confidence also fell across the board (except for transport), albeit remaining positive for mostindustries except Mid-tier irms 2 a )
retail. Retail business conditions were the weakest and deteriorated further in Q2. This result was different from the High-tier firms L . .

recent improvement reported by larger retailers (as seen in both the NAB monthly and quarterly business surveys) and
together with negative retail confidence remained worrying. NLta:

» Firms again identified a lack of demand and new orders as the biggest constraints on business performance, which Low-tier firm: turnover $2 —3m p.a.;

perhaps explains the subdued growth in final product prices. Faced with a higher overheads growth, margins were Mid-tier: $3 - 5m. High-tier; $5 — 10m
squeezed and profitability declined.

Index SME Business Conditions and Confidence Index Business Conditions (net bal, sa), SME & QBS
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COMPONENTS OF BUSINESS CONDITIONS
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Business conditions continued to pull back in Q2 from the recent peak in Q4 2016.
While at lower levels, trading conditions, profitability and employment (+14, +6 and
+2 points respectively) remained above respective average levels since the survey
started in Q2 2006.

The biggest decline in trading conditions was reported by the smallest SME firms
(with turnover of $2-3m p.a.), while mid-sized SMEs (turnover $3-5m) only reported a
slight deterioration and the largest SMEs (turnover $5-10m) continued to experience
improving trading conditions. The continual improvement in trading conditions at
mid-sized and large SMEs is consistent with the overall trend observed in the QBS
survey of larger firms. On the other hand, trading conditions at the smallest SMEs
tend to be volatile and that may be due to their less diversified business models
which could expose such businesses to single factor risks. Profitability fell across
firm sizes from their Q4 2016 peak. The opposite was observed in the main QBS
sample, where profitability continued to improve. SME firms reported feeling the
squeeze between subdued final product price growth and higher overheads growth.
Employment conditions were mixed. While larger businesses reported much
stronger hiring intentions in the GBS survey (a promising sign given the current slack
in the labour market), the employment index in the SME survey is still above its
historical average of 0. That said, SMEs account for the largest share of total
employment in Australia by firm size, and until employment conditions show a
sustained improvement at the smaller firms, labour market conditions will likely
remain subdued.

Across states, conditions fell in all three major eastern states, while improving
strongly in South Australia and Western Australia. South Australian firms reported a
strong bouncein conditions however confidence fell further, a similar result
observed in the main QBS survey. Western Australian business conditions remained
negative and confidence subdued too, despite showing some improvements. For
more state details, see page 8.
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CONDITIONS AND CONFIDENCE BY INDUSTRY
Flhrnce andl Aealth services condldions sfmfga;é whle retadl /gy;

. Finance and health services again reported the strongest business conditions,
leading other industries by a large margin. Businesses in these industries often offer
services such as accounting, financial planning and ancillary healthcare. Positive
business conditions were also reported in the QBS for businessesin these industries.
SMEs in business and property services have also been reporting healthy business

Index  SME Business Conditions and Confidence by Industry (net bal, sa)

40 conditions, although property business conditions tend to be more volatile.
= SME Conditions ® SME Confidence . In Q2, business conditions fell across most industries, except for finance, business
30 services and manufacturing. Finance has been reporting improving conditions, as the
economy transitions away from mining towards services industries. It remains to be
20 seen whether the improvement in manufacturing is short-lived, especially given a
decline in manufacturing confidence.
10 . . . ..
. Business confidence also fell across the board (except for transport), albeit remaining
positive for mostindustries except retail. Health again reported the strongest
0 business confidence.
10 . At the other end of the spectrum, retail, hospitality and manufacturing have been
e o 3 o \ 5 & A battling with subdued and often negative business conditions. The further
& 2 Qe“ RIS SN SN AN o<© Q\é@ deterioration in retail conditions is especially worrying. This is different from the
o N <O © S O o & o ! ) !
4 ? << ) Q R\ & recent improvement reported by larger retailers (as seen in both the NAB monthly
° “\?F ((\‘c and quarterly business surveys). It may be that SME retail businesses are more
P‘d'o constrained to a single location and/or product/service offering and therefore face a
greater level of risk. Retail business confidence has also been struggling in negative
territory, a lower reading than in the QBS. The results indicate SME retailers are
particularly pessimistic about their business outlook, perhaps worried about the
entry of Amazon, global competitive pressures and the increasing movement
towards online platforms, to name a few. For more industry details, see page 7.
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COMPARISON WITH LARGER BUSINESSES
fullback saw S We/ﬁ/ﬂ% larger bustnesses

Business Confidence (net bal, sa), SME & QBS . A pull back in both business conditions and confidence saw SMEs underperform

Index compared to larger businessesin Q2. As discussed previously, the retreat in
20 conditions and confidence was broad based across industries, firm sizes and states
10 (with the exception of SA and WA). The decline was especially pronounced for the
smallest SMEs (turnover $2-$3m). These are in contrast to the positive results seen in
0 the QBS, which saw business conditions jump to the highest level since 2008 and
confidence also steady at above average levels.
-10
-20 — SME Confidence Q85 Confidence . Leading indicators were mixed. Capacity utilisation continued to improve strongly
0 and the gap between SME and QGBS businesses closed further. A capacity utilisation of

81% indicates SME firms were operating at a good level of capacity (just above the
average of 80%) and also have room to produce more should demand rise. Capital
expenditure also improved in the quarter. While still lagging behind QBS, an increase
Index  Business Conditions (net bal, sa), SME & QBS suggests firms might be expecting better operating conditions and therefore
increased their capital spending.
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20
10
. On the other hand, orders at SMEs fell to near zero, suggesting little growth, while
0 QBS orders improved strongly in the quarter. Cashflow also weakened in the quarter
10 while stocks remained steady at subdued levels.
-20 - »
. SME Conditions QBS Conditions . Overall it seems there is still a level of uncertainty facing small businesses in the

current economic environment, especially as wages and consumer spending growth

200 2010 2011 2012 201 201 201 2016 201 .
9 3 4 5 7 remain subdued.
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CONSTRAINTS ON QUTPUTS AND PRICE MEASURES
Concern over weak demandl andl availability of ihputs saw margins squeezed

Factor constraining output . When asked which factors were currently constraining output, sales & orders

Index remained the biggest constraining factor, followed by the availability of labour,

70 premises & plant, and finally the availability of materials. Looking ahead, firms were
most worried about the impact on their profitability from future demand conditions,

60 followed by wage costs, government policy and the availability of suitable labour, while

50 the.concern over interest rates remained low in this current low interest rate
environment.

40

30 o . These constraints are reflected in input costs and final product price growths. Final

>0 —Sales & Orders —Availability of labour product price has been quite subdued, as demand conditions remain weak (see bottom
right chart). Although final product price growth picked up somewhat this year, it lags

10 behind purchase costs, overheads and labour costs growth. As a result, sales margins

0 ! . . . . . . . . have been squeezed and been growing at negative rates for quite some time. This has

possibly impacted on firms’ profitability, with SME firms of all sizes reporting worsening

200 2010 2011 2012 201 201 201 2016 201 q 91 .
9 3 4 > / profitability this year.

Factor constraining output (continued)
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STRATEGIES
Website andnew product,Services the mast popular strateqy

Strategies employed to improve competitiveness

. Regarding strategies employed to improve competitiveness in the past year, over
60% 50% of businesses utilised websites, an rising trend observed over the years. The
second most popular strategy was launching new products or services. Better
marketing, both online and tradition, was also a preferred strategy.

mJun-16 mJun-17

. While price discounting was still used by 17% of firms, it has been losing popularity
over time. So has R&D, outsourcing and moving to a new location.
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INDUSTRY

BUSINESS CONDITIONS BY INDUSTRY
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STATE

BUSINESS CONDITIONS BY STATE
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FIRM SIZE

Business Conditions (net bal., s.a.)
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Firm sizes are determined by their annual gross sales.
Low-tier firms: $2 million - $3 million
Mid-tier firms: $3 million - $5 million
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FIRM SIZE (CONTINUED)

Employment by SME category (net bal., s.a.)
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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 continue to
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