Box A

Recent Developments in Energy Prices

Wholesale electricity prices in the National
Electricity Market (NEM) have increased
sharply over the past six months, to be
around four to five times higher in June and
July than at the start of the year (Graph A.1).
While futures markets suggest that wholesale
electricity prices will decline over the coming
quarters, they are expected to remain high
relative to 2021. Wholesale gas prices are also
significantly higher than one year ago.

These higher wholesale prices will be passed
through to retail electricity and gas prices for
households and businesses over time, adding
to Consumer Price Index (CPI) inflation. Such
price increases directly affect inflation
because these two items account for about
3% per cent of the CPI basket. They also
indirectly affect inflation, as businesses
gradually pass these higher costs onto
consumers via higher prices for goods and
services.
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A combination of factors has caused
wholesale electricity prices to
rise sharply

The NEM is the wholesale market through
which generators sell and retailers buy
electricity. Electricity generators submit bids
into the NEM signalling how much electricity
they are willing to supply and at what price;
the generators that bid the lowest are then
chosen to generate electricity to meet
demand. The wholesale electricity price — or
the ‘spot price’ — is the bid offered by the
highest-bid generator that is chosen. The
NEM operates across Queensland, New South
Wales, the ACT, Victoria, South Australia and
Tasmania. Western Australia and the
Northern Territory each have separate
electricity systems and regulatory
arrangements.

Around 60 per cent of electricity generation
in the NEM stems from coal-fired power. As
such, disruptions in several large coal-fired
power plants over recent months put
pressure on the supply of electricity. A
number of plants have been offline in recent
months, with some facing unplanned
maintenance problems. Other plants
produced less power than usual due to a
combination of factors, including difficulty
accessing sufficient coal because of supply
chain issues and illness-related staff
absenteeism, and/or production at some coal
mines being disrupted by rainfall and
extraction difficulties. As a result, coal-fired
electricity generation has been substantially
lower in 2022 than in recent years

(Graph A.2).
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Another factor that has put upward pressure
on electricity prices is the sharp increase in
domestic and overseas thermal coal spot
prices since the start of the year, from already
elevated levels (Graph A.3). While many coal-
fired generators source coal through long-
term contracts or from their own mines,
some source coal from spot markets.
Moreover, in aggregate, generators have
sourced a larger-than-normal share of coal
from the spot market recently because of
disruptions to usual coal supplies. As a result,
generators have increased the price at which
they are willing to supply electricity,
increasing prices in the NEM.
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Meanwhile, total demand for electricity from
the NEM was slightly higher in May, June and
July this year compared with the same time
in previous years (Graph A.4), coinciding with
below-average temperatures on the east
coast.

Lower coal-fired generation and higher
electricity demand in the NEM has resulted in
greater use of higher-cost gas-fired power
plants to meet demand. The cost of gas-fired
generation in early 2022 was almost double
that seen in early 2021, with domestic
wholesale gas prices rising from ~$6/GJ to
~$11/GJ over the year (for comparison,
export-parity prices were around $40/GJ in
early 2022). However, the most significant
price jump occurred in early May, when the
increase in demand for gas-fired electricity
generation drove a sharp increase in
domestic wholesale gas prices, which
reached $40/GJ by the second week of May
and have remained around this level since
(Graph A3).1 This higher price for wholesale
gas inputs has led to even higher gas-fired
electricity generation costs, and therefore
higher wholesale electricity prices.

Lower-than-expected output from
renewables generation for a time may have
also contributed to the increase in wholesale
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electricity prices. Overall, to date, renewables
generation has been higher in each month of
2022 compared with previous years, largely
due to an increase in capacity. However,
electricity produced per unit of installed
renewables capacity has been lower than in
previous years, partly reflecting adverse
weather on the east coast. This may have put
further pressure on wholesale electricity
prices if market participants had anticipated
that renewables generators would supply
more electricity into the NEM. Lower-than-
expected output from rooftop solar may
have also led households and businesses to
demand more electricity from the NEM in
recent months.

Wholesale electricity prices reached a peak in
mid-June (Graph A.5). This led the Australian
Energy Market Operator (AEMO), which
oversees the NEM, to implement a price cap
for a few days in some states. Subsequently,
some generators withdrew from supplying
electricity until directed to do so by AEMO,
with liaison indicating that the $300/MWh
price cap was below the cost of production
for some generation sources. As a result, the
NEM became difficult to operate and AEMO
suspended the NEM between 15 and

24 June. Since then, the NEM has been
operating as usual and wholesale electricity
prices have remained elevated.

Higher wholesale prices will lead to
higher prices for households and
businesses

Households' electricity and gas prices are
expected to increase significantly in the
September quarter, following the recent
increase in wholesale prices. However, the
bulk of the effect of these higher prices on
the CPI will be delayed until the December

quarter because some state governments
have introduced energy rebates.

Wholesale energy costs account for about
one-third of households’ electricity and gas
bills, as they directly affect retailers’ costs.[2
The pass-through from wholesale electricity
prices to retail prices tends to be gradual,
reflecting the fact that most retailers hedge
at least some of their exposure to
fluctuations in wholesale prices. In addition,
the pass-through of these higher costs to the
prices paid by customers is influenced by
regulatory decisions about the default rate
that customers are charged — commonly
referred to as a default market offer (DMO) or
standing offer — unless they shop around and
get a market offer with a more competitive
rate. The Australian Energy Regulator
increased the default offers for electricity by
7-18 per cent in New South Wales, southeast
Queensland and South Australia from 1 July
2022. The Victorian and Tasmanian regulators
also announced a 5 per cent and 12 per cent
increase, respectively, in their default offers
from 1 July 2022. Around 10 per cent of
residential customers across these regions
are on default offers, with the remaining

90 per cent on market offers. Market offers
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have previously been priced at a significant
discount to default offers; however, at least
some of this discount has been eroded
recently, with price increases for market offers
in the east coast states and South Australia
generally being larger than the increase in
default offer prices. Meanwhile, retail
electricity prices in Western Australia
increased by 2% per cent from 1 July 2022.

Contacts within the Bank's liaison program
generally expect further significant increases
in retail electricity prices in 2023. This is
largely because the recently announced
regulated price increases for 2022 were
decided before the latest run-up in wholesale
prices and because wholesale prices are
expected to remain elevated. Therefore, a
further increase may be required to allow
retailers to recover their costs.

Endnotes

[11 A price cap of $40/GJ is administered in east coast

wholesale gas markets once cumulative seven-
day prices exceed certain thresholds. Price caps
have been in effect in several states at various
times since 30 May.

RESERVE BANK OF AUSTRALIA

Electricity and gas prices faced by businesses
will also increase. Larger businesses are
expected to face greater increases in
electricity and gas bills over the next year
than smaller businesses and households
because wholesale prices make up a larger
share of their energy costs (due to higher
usage). However, most large businesses are
on multi-year fixed-price contracts for
electricity and gas, and therefore higher
wholesale prices will be passed through
more gradually as contracts reset. These
expected price increases are likely to have a
further indirect effect on inflation, to the
extent that firms pass increases in energy
costs onto their customers via higher prices.

[2]  The remaining two-thirds consists of network,

environmental and retail costs.
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