SEPTEMBER 2017 ap

i
q
8

1
Business Confidence 11 5

qu points:

e The NAB Small and Medium Enterprises (SME) Business Survey showed an improvement in both business conditions | Low-tier firms 10 -4 8
and confidence in Q3. Business conditions have recovered from the small dip in Q2, while confidence bounced back Mid-tier firms 10 6 5
strongly although remained below its high in Q1 2017. Both business conditions and business confidence are above their High-tier firms B 9 ©
averages since the survey started in 2006. Business Conditions 9 8 9

e There was, however, divergence in performance across firm sizes. While high tier SMEs reported healthy levels of Low-tier firms 6 3 1
trading, profitability and employment, low tier SMEs were seeing positive trading conditions but weak profitability and Mid-tier firms 9 8
employment. Employment conditions at the smallest SMEs have been depressed for some time. Nonetheless, the smallest High-tier firms 12 10 14
SMEs remained upbeat, reporting a strong increase in business confidence. Trading Conditions 17 15 17

e Anincreasing proportion of firms identified the availability of suitable labour as a concern, along with sales & Low-tier firms 10 5 7
orders. As the labour market improves and the unemployment rate continues to decline, finding the right skills might be Mid-tier firms 19 18 18
getting more difficult. Labour cost growth has increased strongly this quarter. Along with rising input cost growth and " High-tier firms 19 19 20
limited final price growth, margins were squeezed. Profitability 9 6 9

» Despite these constraints, SME firms remained upbeat, with business confidence surpassing that at larger businesses in Low-tier firms 8 3 1
the NAB Quarterly Business Survey (QBS). Leading indicators were mixed. Capacity utilisation fell in the quarter but was Mid-tier firms 8 7 7
up from a year ago. Forward orders, stock levels and capital expenditure intentions all rose. Cash flow also rose strongly. High-tier firms 9 8 14

» Across states, Victoria reported the highest levels of business conditions and confidence. Business conditions improved Employment 2 2 1
the most in QLD during the quarter but fell in NSW, SA and WA. More encouragingly, business confidence rose across the Low-tier firms 0 0 5
board. WA has been reporting improving business confidence and it will be interesting to see when (and if) that Mid-tier firms =il 1 =il
translates into improvements in WA business conditions. High-tier firms 5 5 5

« The health sector again reported the strongest business conditions across industries. Other services industries including
property, finance, wholesale and business services also outperformed. At the bottom end of the scale was the retail Note:. ;
sector, which has been struggling with depressed business conditions for some years. Meanwhile, the resilience of Lo‘w-t]er firm: turnoyer 5,2 S MEPdy;
manufacturing was surprising in the face of car plant closures and an elevated AUD, a result also observed in the QBS. Mid-tier: 53 — 5m; High-tigr, 55 — 10m

Index SME Business Conditions and Confidence Index Business Conditions (net bal, sa), SME & QBS
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CONDITIONS & CONFIDENCE BY FIRM SIZE
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SME Business Conditions Components (net bal, sa)
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SME business conditions improved slightly in Q3 to +9 index points from +8 in Q2. Business
conditions have held in a range of +8 to +9 index points for the past three quarters — down
marginally from the peak of +10 index points in Q4 2016, but well above the series average of +4
index points since 2006. The trading and profitability components of business conditions
improved in Q3, while employment conditions worsened slightly.

The increase in conditions in Q3 was driven by improvements at the largest SMEs (turnover
between $5 and $10 million p.a.). Conditions at low tier firms meanwhile continued to worsen
from the Q4 2016 high of +8 index points to +1 index points (see chart on page 8). Conditions for
mid-tier firms also edged down to +8 but have only eased a little in recent quarters.

Looking at the three components of business conditions, trading conditions remained the
highest. Both high and mid tier firms enjoyed healthy trading conditions, at nearly +20 points.
Trading at low tier firms has been more volatile, but improved in Q3, to be at +7, also a very
positive reading. Profitability showed strong improvement at high tier firms, reaching +14, the
highest since the GFC. Profitability was unchanged at +7 at mid tier firms while declining to +1
from +3 at low tier firms. Employment was steady at top tier firms, while declining at mid and
low tier firms. Employment conditions have been negative at the smallest SMEs for some time,
which is of concern. As these firms battle with volatile trading conditions and profitability, their
hiring needs have remained more depressed. In contrast, an employment conditions reading of
+5 at top tier firms indicates increases in hiring.

SME Business confidence rebounded to +8 from +5 in Q2, although remains below the recent
peak of +11 in Q1. Despite the weakening in conditions at the low tier firms, their confidence
surged during the quarter, to +8 points from -4. Top and mid tier firms’ business confidence was
largely stable at around +10 and +6 points, suggesting a positive outlook. The largest SMEs now
enjoy the highest level of business confidence as well as conditions.

Note:

Profitability by SME category
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1. Business conditions are the average of three indices on trading, profitability and
employment;
2. Low-tier firm: turnover $2 — 3m p.a.; Mid-tier: $3 — 5m. High-tier: $5 — 10m
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CONDITIONS AND CONFIDENCE BY STATE
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Index SME Business Conditions and Confidence by State (net bal, sa)
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SME Business Confidence by State

SME Business Conditions & Cash flow

Victorian SMEs reported the highest business conditions and confidence in Q3 across
all states, a result that has been consistent this year and reflected the state’s
economic outperformance. Victorian business conditions rose +6 points to +20, to
record the highest conditions reading across the states for the third consecutive
quarter, after surpassing New South Wales in Q1 2017. Victorian business confidence
also increased to +10 points following a drop to +9 in Q2.

Business conditions improved the most in QLD during the quarter, rising +13 points
to +16. In contrast, conditions fell in NSW, SA and WA. It was the third quarterly fall
in conditions in NSW, down to +6 points, albeit still quite a positive reading. South
Australian business conditions were at +4 points while WA conditions have been
fluctuating in negative territory for some time, now at -9 points, indicating a
contraction.

More encouragingly, business confidence rose across the board. The biggest
improvement was in SA, where confidence rose +11 points to +7 from a negative -4.
The sample size for SA was smaller however, so the results should be read with
caution. Confidence also improved again in WA, the fourth consecutive quarterly
increase after some negative readings last year. It will be interesting to see when the
improved sentiment will translate to positive business conditions in WA. The three
biggest Eastern states also enjoyed small increases in business confidence, overall a
positive sign.

Cash flow has increased strongly with better business conditions. The increase was
driven by mid and high tier firms while cash flow declined at low tier firms, another
concerning result consistent with falling profitability and employment conditions at
the smallest SMEs.

Cash flow by firm size
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CONDITIONS AND CONFIDENCE BY INDUSTRY
Herlth continned lo leadl th business condlitions, but confinence Aroppes

. Across industries, health again reported the strongest business conditions in Q3.
Other services industries including property, finance, wholesale and business services
also outperformed. At the bottom end of the scale was retail, who has been
struggling with negative business conditions for some years.

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

. Conditions fell during the quarter in the better performing industries, including a
sharp fall in finance, transport and health, while improving in wholesale, property,
hospitality and the struggling retail industry. It narrowed the gap between the best

20 and worst performing industries, to a 26 point difference (between health’s +24 and

retail’s -2 points) from a 37 point difference in Q2 (health +29 and retail -8).

30
B SME Conditions B SME Confidence

. The property sector was the most upbeat this quarter, reporting the highest business
confidence, followed by wholesale, manufacturing and accommodation cafes &
restaurants. The increase in manufacturing SME confidence was somewhat

0 surprising, given the imminent car plants closures when the survey was conducted

and the elevated level of the Australian dollar. (The exchange rate averaged $US 0.79

when the survey was conducted, almost 5 cents high than the average seen during

10

-10 the Q2 survey). Similar improvements in manufacturing were also observed in the
N ) 82 N2 PR \C SR St SO QBS, suggesting other parts of the manufacturing industry might be providing
X2 (2 5 '60 o AN 0(\ X < ‘)Q (2 . . . . . 9 g 99
N Q(o o X %\)‘7 ,@é X< © 3 <« offsets. A big decline in health business confidence, despite continually positive
,600 o S < conditions, was also hard to explain. Perhaps health business owners are a more
«° ! pessimistic demographic, consistently reporting downbeat business confidence
> despite strong conditions (more details on page 8).

. Retail was the only industry with both negative conditions and confidence. The
industry faces numerous challenges at present, including tough competition,
subdued demand and other structural changes.

. For more industry details, see page 8.

SME Business Conditions by Industry
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COMPARISON WITH LARGER BUSINESSES
SHE conaltions laqqed while confinience overtook larger businesses

Business Conditions (net bal, sa), SME & QBS * Both conditions and confidence improved for SMEs in Q3, while conditions for larger
businesses reported in NAB’s Quarterly Business Survey (QBS) rose but confidence fell
slightly. This saw SME conditions lagging behind larger business conditions while

10 confidence overtook.

» Looking deeper into the components of business conditions (trading, profitability and

Index
20

0 : s T
employment), trading conditions have been largely similar in the SME and QGBS surveys,
-10 while SMEs tend to face lower profitability and more subdued employment conditions
(more details on page 12). What is somewhat concerning is the weakening in
-20 SME Conditions QBS Conditions employme'njc copditiops at SMEs, at a time when larger pusinesses are reportil')g '
30 stronger hiring intentions. The weakness was largely driven by the low and mid tier

SMEs, whereas larger SMEs reported positive employment conditions. A reading of +1
point was still above the long-run average of zero for SME employment conditions,
indicating a small expansion in its work force. The overall improvement in the labour
market should see SME employment conditions improve along with QBS. However there
has been an increasing proportion of SMEs identifying the availability of suitable labour
as an issue. Perhaps that indicates that subdued employment conditions are at least in
part a result of supply, rather than demand. That is, a larger share of SMEs might wish to
increase hiring but struggle to find workers with the right skills. That theory is consistent
with a rise in labour cost growth in the quarter, to 0.8% q/q from 0.4% in Q2. This could
present further challenges to profitability. Sales margins growth also remained negative.
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Business Confidence (net bal, sa), SME & QBS

Index

« Leading indicators were mixed. Capacity utilisation fell during the quarter but was up
from a year ago. Forward orders, stock levels and capital expenditure intentions all rose,
consistent with the improvements in business conditions and confidence. In contrast, the

= SME Confidence = QBS Confidence equivalent GBS leading indicators eased, while still suggesting continued expansion in

-30 the next 12 months.
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e For more details, see page 12.

Employment % Capacity Utilisation (per cent, s.a.) SME & QBS . Capital Expenditure (net bal., sa.), SME & QBS
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CONSTRAINTS ON OUTPUT AND PRICE MEASURES
/f/e/yw; Squeczed as iput cost growth outstr s finalprice  growth

Factor constraining output . When asked which factors were currently constraining output, sales & orders
remained the biggest constraining factor, followed by the availability of suitable labour,
premises & plant, and finally the availability of materials. The concerns over all four
factors rose during the quarter, with the biggest increases in concerns over the

70 availability of suitable labour and sales & orders. Concerns over the availability of

suitable labour have crept up over the past two years. This has been consistent with the
60 overall tightening of the labour market and fall in the unemployment rate during this
50 period (although spare capacity in the labour market does remain). Labour cost growth

as reported in the survey also increased to 0.8% q/q from 0.4% in Q2. Concern over the

40 availability of materials has also risen, as surveyed purchase costs price growth
increased to around 0.6% q/q from 0.5% in 2016.

Index

30
Sales & Orders e Availability of suitable labour
20 . These constraints are reflected in input costs and final product prices. Growth in
10 final product prices fell slightly this quarter and remained below input costs growth.
Growth in both labour costs and overheads increased this quarter, while growth in
0 | purchase cost was steady. As final price growth continued to fail to catch up with input
2009 2010 2011 2012 2013 2014 2015 2016 2017 costs growth, margins were squeezed. There have been more firms reporting narrowing
sales margins than those with improving margins for a number of years. As a result, this
has possibly eaten into SME firms’ profitability.
Factor constraining output (continued) % SME Input Costs and Final Price Growth Index
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STRATEGIES
Wetbsite andl new product/Servizes the most popular strateqy

Strategies employed to improve competitiveness

. Most firms have employed one or more strategies to improve their
60% competitiveness in the market over the last 12 months. Website and launching new
product/services have remained the most popular strategies. While marketing has
also been a popular strategy, traditional marketing has given way to online
mSep-16  WSep-17 marketing. Opening a new location or moving locations have not been employed by
as many, perhaps as that option may not be viable for many SMEs. While price
discounting was still used by 17% of firms, it has been losing popularity over time.
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INDUSTRY

BUSINESS CONDITIONS BY INDUSTRY
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FIRM SIZE

Business Conditions (net bal., s.a.)
Index

30
20

10 /\

_ : A A /:\

Low — i High

o

2009 2010 2011 2012 2013 2014 2015 2016 2017

Trading Conditions by SME category
Index

30
20

A A
AN A"

Low e— i High

o

2009 2010 2011 2012 2013 2014 2015 2016 2017

Note:

Firm sizes are determined by their annual gross sales.
Low-tier firms: $2 million - $3 million
Mid-tier firms: $3 million - $5 million
High-tier firms: $5 million - $10 million
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FIRM SIZE (CONTINUED)

Cash Flow (net bal., s.a.)

Employment by SME category
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COMPARISON WITH 0BS (LARGER BUSINESSES)
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