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Energy prices driving an outsized price shock
bhut state energy rebates means the full impact is delayed until

the end of the year.

¢ The Australian energy market has been hit by a perfect story
of rising demand, a reduction in output from coal fired base
load generation plus record high coal and gas prices. There
has been a surge in renewable energy supply but it has not
been enough to offset the loss of coal fired generation nor the
rise in gas and coal prices.

* As a result Default Market Offers (DMO) for electricity bills
have been lifted between 5% (in WA) and 14% (in NSW) so far
this year with a clear risk that if wholesale electricity prices
don’t come down soon they will have to be increased further.
To offset this increase state government energy rebates have
been announced with various terms and conditions for appli-
cation. Western Australia is the most generous offering a $400
rebate, the Victorian rebate is $250 while New South Wales
and Queensland are offering $180 and $175 respectively.

¢ These price rises and rebates means electricity bills are going
to be pushed (price rises) and pulled (rebates lowering power
bills) through the remainder of 2022. Westpac has forecast
that electricity bills are set to fall 28% in September (due to
the rebates) lift 65% in December (not a full bounce back as
some rebates are still being applied) then a further lift 11% in
March 2023.

June & September Quarter 2022 CPI

March 2022 June 2022 f/c
Item % qtr contrib % qtr contrib
Food 2.8 0.46 11 0.19
of which, fruit & vegetables 5.8 0.13 2.6 0.06
Alcohol & tobacco 11 0.10 1.3 omn
of which, tobacco 1.2 0.04 1.9 0.07
Clothing & footwear -0.6 -0.02 1.2 0.04
Housing 2.7 0.63 2.2 0.53
of which, rents 0.6 0.04 0.6 0.04
of which, house purchases 5.7 0.51 4.6 0.41
of which, utilities 1.1 0.05 0.9 0.04
H/hold contents & services 1.1 0.10 1.3 0.12
Health 23 0.14 2.5 0.16
of which, pharmaceuticals 5.7 0.06 -0.6 -0.01
Transportation 4.2 0.45 2.0 0.22
of which , car prices 1.0 0.03 1.0 0.03
of which, auto fuel 1.0 0.38 4.4 0.5
Communication 0.3 0.01 0.1 0.00
Recreation 0.6 0.05 0.7 0.06
of which, audio vis & comp -0.4 -0.01 0.7 0.01
of which, holiday travel -0.6 -0.01 1.0 0.02
Education 4.5 0.21 0.1 0.00
Financial & insurance services 0.5 0.03 0.5 0.03
CPI: All groups 2.1 - 1.5 -
CPI: All groups % year 5.1 = 5.8 =

Sources: ABS, RBA, Westpac Banking Corporation.

¢ This volatility can be illustrated in the annual pace of electric-
ity price inflation with a low of -27%yr in September 2022, a
peak of 99%yr in September 2023 before settling back to a
5%yr pace at December 2024.

* We have also updated the June quarter estimates to incor-
porate the latest rise in fuel prices as well as stronger fruit &
vegetable prices. These update have lifted our June quarter
CPI forecast to 1.5%qtr/5.8%yr from 0.9%qtr/5.2%yr currently.

¢ Due to the rebate volatility in power bills the September quar-
ter forecast is now 0.6%qtr/5.7%yr (was 1.0%qtr/5.4%yr) and
the December quarter forecast is now 2.2%qtr/6.6%yr (was
1.5%qtr/5.6%yr), a new higher peak in the annual inflation rate.

¢ These changes also had an impact on our estimates of
core inflation. The trimmed mean is now forecast to rise
1.3%qtr/4.5%yr in June (was 1.0%qtr/4.2%yr), 1.0%qtr/4.8%yr
in September (was 1.0%qtr/4.5%yr) and 1.0%qtr/4.8%yr in
December (was 1.0%qtr/4.4%yr). As noted, the peak in core
inflation has lifted from 4.5%yr in September to 4.8%yr in
December.

Inflation indicactors

Jun-22 Sep-22 Dec-22 Mar-23 Jun-23

AUD/USD (index)  0.72 0.73 0.75 0.77 0.78
AUD/USD %yr  (%yr) -6.4 -0.2 3.4 5.8 7.8
TWI (index) 64.0 64.0 64.0 64.1 64.3
TWI %yr (%yr) 0.8 4.6 4.2 4.8 0.4
Brent US$bbl  (index) 12 nz 12 107 102
Brent %yr (%yr) 62.8 60.9 41.3 1.7 -89
Output gap t-3 (index) 1.6 1.6 1.3 0.9 0.6

Inflation forecasts

Jun-22 Sep-22 Dec-22 Mar-23 Jun-23

CPI (index)  125.7 126.5 129.3 130.8 131.6
(%atr) 1.5 0.6 2.2 1.2 0.6
(%yr) 5.8 5.7 6.6 5.6 4.7
Trimmed mean (%qtr) 1.3 1.0 1.0 0.8 0.8
(%yr) 4.5 4.8 4.8 4.2 3.7

Past performance is not a reliable indicator of future performance. The forecasts given above are predictive in character. Whilst every effort has been taken to ensure that the assumptions on which the forecasts are based
are reasonable, the forecasts may be affected by incorrect assumptions or by known or unknown risks and uncertainties. The results ultimately achieved may differ substantially from these forecasts.
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An unprecedented rise in electricity prices

This year has seen an unprecedented surge in Australian whole-
sale electricity prices. Depending on which contract you use the
increases in electricity prices so far this year range from a low
of 281% in Victoria to a high of 602% in Queensland. To give this
increase some perspective the introduction of the carbon tax by
the Gillard government on July 12012 saw wholesale electricity
prices rise 31% by mid 2013. Even the major drought of 2007,
which saw a significant limit on power generation in Qld and
parts of NSW due to a lack of water for the boilers and con-
densers lifted wholesale prices 89% while in 2016/2017 a spike
in gas prices, just as some of the old coal fired power plants
were retired, saw a 141% lift in electricity prices by May 2017.

A short history on Australian gas and electricity prices

For a long time up to 2016, and outside of the introduction of
the carbon tax, the electricity market was in over capacity so
electricity prices tended to approximate the short run marginal
cost of generation from the large, old, coal fired power plants.
That changed in 2016 and 2017 when power companies made
the decision to retire a number of older, more marginal coal
fired power plants sooner than expected. While renewable
power generation was expanding rapidly there was not enough
to fill in the hole in supply with the shortages being made up
gas fired generators. As such gas became the fuel that set the
marginal price of generation capacity needed to fill the gap.

At the same time the Australian gas industry was rapidly ex-
panding its export market resulting in it drawing on the local
market for supplies forcing Australian gas prices into alignment
with global market prices. Global demand for LNG was very sol-
id during this period of time pushing prices higher in the Asian
market and thus in the Australian market as well. So a combina-
tion of a more expensive fuel having a greater share of supply,
as well rising prices for that fuel, drove Australian electricity
prices higher during this time. Queensland was the first state to
react forcing state owned generators to reduce prices (which
would have cut margins and dividends to the state government)
and was followed by a lift in generation from other states just as
global gas prices started to ease.

From 2019 renewable energy increased its share of power gen-
eration and with a marginal cost of zero renewables continue to
supply power (when they can) even when prices fall below the
cost of production for thermal generators. Combined with fall-
ing global gas prices the growing share of renewable generation
saw prices fall back to the short-run marginal cost of electricity
generation. This new equilibrium lasted till the energy shock of
2022.

A perfect storm hits Australian energy prices

Australian LNG export prices have traditionally been indexed to
crude oil prices - that is the average price of Brent three months
earlier sets the price of current Australian LNG exports. As

such with the Russian invasion of Ukraine in February, and the
resulting sanctions imposed on Russian crude exports, the price
of crude has surged to be just under US$120/bbl. Therefore, it is
not surprising that Australian LNG export prices have followed
Brent higher and are likely to go even higher through the next
few months. As Australian domestic gas prices are in parity with
export prices the rise in global gas prices have been driving do-
mestic prices higher. But it is important to note that the global
gas market was tightening before the Ukraine invasion with de-
mand running ahead of supply. European gas prices started to
surge in early 2021 as Russian gas flows were reduced against
the backdrop of rising Asian demand with prices there back to
around 2013 highs. By early 2022 US gas prices hit the highest

Past performance is not a reliable indicator of future performance. The forecasts given above are predictive in character. Whilst every effort has been taken to ensure that the assumptions on which the forecasts are based
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are reasonable, the forecasts may be affected by incorrect assumptions or by known or unknown risks and uncertainties. The results ultimately achieved may differ substantially from these forecasts.
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levels seen since late 2008. As a result, Australian gas prices
lifted from around $5/gigajoule at 2020 Q3 to $10/gigajoule in
early 2022 (a 100% increase) then saw prices surge 290% to a
peak of $39/gigajoule in late May, a record high for a sustained
price (previous highs were due to extreme daily volatility).

But it is not just rising gas prices. The resulting sanctions ap-
plied to Russian exports due to the invasion of Ukraine hit not
just hit crude oil exports but also coal exports. At the same time
Australian exports have been less than usual due to weather
and maintenance disruptions to production. As such, Australian
thermal (used for power generation) coal prices exported from
Newcastle have lifted 143% so far this year from US$143/t at the
end of December to a peak of US$432/t in late May.

Historically, Australian generators have used long term indexed
contract of supply for pricing coal but over the last few years an
increasing share of supply has come from the spot market. As
such the recent surge in thermal coal export prices is having a
larger impact on generators than usual. We can see this in some
of the impact of coal prices in the variation in electricity prices
by state. Victoria, which uses brown (lignite) coal for its gen-
eration does not facing the same international price pressure
that black (bituminous) thermal coal because only very small
quantities of brown coal are exported. Since the September
quarter of 2022 we have seen a much smaller rise in wholesale
electricity prices in Victoria (+254%) than in NSW (+277%), Qld
(+502%), and even SA (+288%) which is the state that has the
largest share of renewable power generation.

A perfect storm hits Australian energy prices

In the latest Quarterly Energy Dynamics Q12022 the AMEO not-
ed four keys issues for the early 2022 spike in power prices.

* Thermal generation reduction and price rises: Since 2018
there has been a steady decline in output from black coal
power generator. The availability of thermal generators was
significantly lower this March quarter than in 2021, with
generation availability down by an average of 456 MW (3%),
its lowest level for March since at least 2002. The significant
increase in prices for traded fuels over the last year have
influenced thermal generators’ bidding. Black coal generators
have repriced into higher price bands since March 2021. As we
noted earlier gas prices are up significantly from March 2021
and are reflected in gas-fired generators’ offers.

Higher operational demand: Relative to March 2021, oper-
ational demand was up 314 MW across the NEM (National
Energy Market), driven by a strong increase of 774 MW (3.3%)
in underlying demand due to a return of warmer conditions
following a very mild March 2021 and increased economic
activity as the economy continues to open from Covid lock-
downs.

Increased price volatility: Price volatility, largely in Queens-
land, added $13/MWh to the NEM price average for March,
compared to $5/MWh in March 2021 and $8/MWh in the
December quarter.

Price separation by region: Energy prices were again substan-
tially higher in Queensland and New South Wales than in the
southern NEM regions. Transmission constraints contributed
significantly to holding back flows of lower-priced energy from
south to north, particularly during daytime hours.

Past performance is not a reliable indicator of future performance. The forecasts given above are predictive in character. Whilst every effort has been taken to ensure that the assumptions on which the forecasts are based
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Impact of wholesale price inflation to be delayed by rebates Quarterly energy dynamics
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Past performance is not a reliable indicator of future performance. The forecasts given above are predictive in character. Whilst every effort has been taken to ensure that the assumptions on which the forecasts are based
are reasonable, the forecasts may be affected by incorrect assumptions or by known or unknown risks and uncertainties. The results ultimately achieved may differ substantially from these forecasts.
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Things you should know.
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Disclaimer
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a legally binding contract. Past performance is not a reliable indicator of future performance. Whilst every effort has been taken to
ensure that the assumptions on which the forecasts are based are reasonable, the forecasts may be affected by incorrect assumptions
or by known or unknown risks and uncertainties. The ultimate outcomes may differ substantially from these forecasts.
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