
 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

The General Economy            

One of the things they try to teach you when writing about economics for non-economists is to never 

include an equation.  Let’s break that rule this time.  Hang in there; you will be able to follow this. 

 

In past columns we have discussed what goes into the nation’s Gross Domestic Product (GDP) as being 

explained by: 

GDP = C + I + Nexp + G 

Or in words, a nation’s gross domestic product is equal to the sum of Consumption, net Investment, Net 

Exports and Government spending.  And we’ve talked before that consumption makes up roughly 70 

percent of the overall GDP, with the remaining 30 percent being split in varying degrees among the 

remaining three parts, but mainly I and G given that the United States is almost always a net importer. 

(There have been times…) 

 

Then, on its face, the talk we’ve heard on the news about too big a cut in government spending could 

lead us back into another recession would appear to be borne out of this equation.  Government spending 

falls and GDP would have to fall as well. 

 

But it is not as simple as that.  We need to recognize two things: first, where is it “G” comes from?  

With the exception of the Federal Reserve, Government can only spend what it takes from the rest of the 

economy either in the form of current or future taxes.  And taxes are not consumption.  So a boost in G 

is offset by a reduction in either current or future C, I or Nexp.  Even if this increase in G comes from 

borrowing, the money for that borrowing, to the extent it comes from the domestic economy, comes out 

of current year consumption – financing dollars have to come from somewhere.   
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This leads us to the second thing: time.  G may be higher than taxes collected in any particular year, but 

only if the government can borrow to make up the difference.  And even when the government does 

borrow, the payments associated with those loans just come out of some future government 

spending/taxes stream. So you might use government spending today to boost G which in turn boosts 

GDP, but eventually you have to pay those loans back which can only occur with a higher future tax 

revenue stream than would otherwise have needed to be the case with a smaller G today. 

 

It may upset some folks, but this is exactly how a stimulus package can in fact raise GDP today.  By 

boosting G, one is essentially forwarding some future part of economic activity into the near term.  But 

by doing so, one must also admit up front that you are also lowering future economic activity. 

 

So back to the issue of lower G.  In the short run, there may be some negative effects on overall GDP.  

But proponents of stimulus packages can’t have it both ways.  If government sponsored stimulus 

packages can boost economies today only to lower future economic activity from what would otherwise 

have been the case, lowering G today should lead to higher levels of overall economic activity in the 

future.   

 

The effects of government spending cuts might be felt for a quarter or two.  But with less future 

government need for borrowing and for a tax stream to fund future Gs, you will quickly find the overall 

economy doing quite nicely - Thank you. 

 

Livestock Market Update            

Cattle Market Reaches New Highs 

Last week was an interesting week 

in the fed cattle market; and it has a 

lot of market watchers (including 

this one) scratching their heads.  

Last week, cash fed cattle traded 

hands in significant volume on 

Friday at mostly $110.00.  For the 

week, the 5-Area weighted average 

fed steer price worked out to 

$109.68 – surpassing the previous 

high-water mark of $108.80 set 

back in October 2003.  After last 

week, as figure 1 shows, fed cattle 

prices are around $15 per 

hundredweight above year-ago 

levels.     

 

The cash trade last week seemed 

largely to have been pulled along by 

the futures market.  Softer 

wholesale beef prices suggested that 

feeders would have a hard time 

squeezing anything else out of the 

cattle market last week.  However, 



the futures market – anticipating 

tighter inventories and high feeding 

costs for as far as the eye can see – 

spent the entire week moving 

steadily higher.  By Friday, even 

steady cash trade would have left 

basis weaker than apparently 

anybody could stand, giving feeders 

the edge they needed to achieve 

another week of cash market gains.  

Fed cattle basis is still around $1.50 

weaker than it was a year ago, but it 

is now not out of line with historic 

averages.  Figure 2 shows weekly 

Texas/Oklahoma fed steer basis for 

the first quarter of 2010 and 2011 

compared with the 2007 – 2009 

average.   

 

The question now is whether or not 

the cattle market can maintain these 

historically lofty prices.  As noted, 

futures prices are factoring in tight numbers and high costs for at least the rest of the year, meaning that 

prices on deferred futures contracts are at a premium to current prices.  On the other hand, wholesale 

beef prices have begun to slip in the last couple of weeks.  The Choice cutout has declined by about 

$5.50 per hundredweight since the end of January.  The Select cutout has held up a good deal better, 

narrowing the Choice/Select spread to just $0.27 through last week.  The spread generally narrows 

seasonally at this time of year.  In fact, the spread has fallen below the $1 mark in mid-to-late-winter in 

every year since 2008.  This is not typically a great sign for demand – suggesting that lower-valued cuts 

are carrying more of the weight of the cutout value – but, as noted, it is not terribly unusual for this 

season.  At any rate, with wholesale prices getting a bit soft, it looks like in the short run packer margins 

will be squeezed pretty hard.  If the futures market takes note of this, it will be difficult to push futures 

higher, at least for now.  If futures continue to trade on longer-run supportive factors, basis is likely to 

weaken again.  This would increase the incentive to defer marketings at a time when on feed numbers 

have already been creeping steadily higher.   

 

Speaking of on-feed numbers, USDA released the February Cattle on Feed report on Friday.  There 

were no major surprises in the report, as shown in Table 1 below: 

 

Table 1.  February Cattle on Feed (COF) Summary: Actual vs. Pre-Report Figures   

  % of Previous Pre-Report Estimates* 

 1,000 head Year Average Range 

On Feed February 1 10,779 105.6 105.1 104.0 – 

106.0 

January Placements 2,462 104.1 103.5 98.0 – 109.2 

January Marketings 1,802 100.1 100.6 99.0 – 103.0 
*Source: Dow-Jones Newswires through the Livestock Marketing Information Center.   

 



Placements were a little on the high side 

and marketings were a little on the low 

side of pre-report expectations, but both 

were well within the range of pre-report 

estimates.  One rather bearish implication 

of the report is that the total on-feed 

figure moved higher between January 

and February.  As figure 3 illustrates, this 

is something of a counter-seasonal move.  

Again, with the cash/futures relationship 

potentially encouraging feeders to defer 

marketings, this trend may be reinforced 

in coming weeks. 

 

Hog Market Update 

The situation in the hog market is very 

similar to that of the cattle market.  Over 

the last couple of weeks, barrow and gilt 

prices have moved up to match the 

bacon-fueled highs in the low-80s set 

early last summer.  Last week, the 

national weekly weighted average 

barrow and gilt price was $81.72 

(dressed basis).  Lean Hog futures 

remain very supportive of cash prices.  

The June Lean Hog contract has been 

steadily moving further into record 

territory for most of the year.  Last 

Friday, that contract notched a new 

record high close at $102.78. Like Live 

Cattle futures, the market is looking at 

tight numbers and high costs for the 

foreseeable future.  Will consumers 

continue to pay up at the retail meat case 

to support those price levels?  So far, the 

wholesale pork market is pulling its 

weight.  In contrast to wholesale beef 

prices, the upward trend in pork prices 

has really not yet been interrupted.  Last 

Friday, the pork cutout worked out to 

$90.39, its highest level since last September.  However, with wholesale beef prices showing some early 

signs of strain and with retail and wholesale broiler prices now actually below year-ago levels, pushing 

pork prices much further may be a tall order.  Figure 4 shows the recent history of the pork cutout. 

 

Meat Export Update 

One of the factors clearly helping meat prices reach their current levels is strong foreign demand.  Meat 

export figures are now available for the entire 2010 calendar year.  Overall, considering the difficult 

economic environment early in the year, exports in 2010 were quite good.  Beef exports increased by 



19% over 2009 on a quantity 

basis, reaching their highest 

level since 2003 – the last pre-

BSE year.  On a value basis, 

beef and beef variety meat 

exports actually exceeded the 

2003 level, obviously an 

important and long-awaited 

milestone in the beef industry.   

 

The pork industry reached a 

similar milestone: the value of 

pork and pork variety meat 

exports in 2010 narrowly 

exceeded the record 2008 level. 

Larger exports to Japan, 

Mexico, and Canada (the three 

largest destinations for US pork 

exports in both 2008 and 2010) 

offset much lower exports to Russia and China.  As with beef, the quantity of pork exports was still 

below the 2008 quantity, but higher prices more than made up this difference in volume.   

 

Chicken exports struggled for much of 2010, with both the quantity and value of chicken exports posting 

a second straight year of decline.  Of course, the virtual total loss of Russia and China for much of the 

year took a significant toll on chicken exports.  Interestingly, while the value of 2010 exports to Russia 

amounted to just 40% of the record 2008 year, Russia was still the second largest importer of US 

chicken in 2010.  This underscores just how big a customer Russia is for US chicken.  Figure 5 shows 

the value of beef, pork, and chicken exports since 2000. 

 

Energy Update:  Covering the “Spread”: WTI vs. Brent        

There is no doubt that the months of February through the beginning of April are geared for sports 

fanatics.  With the Super Bowl held in early-February and the NCAA college basketball tournament 

ending in early-April, many individuals are holding the term “spread” in high regard.  This same idea 

can be thought about in oil markets as well.  With rising tensions in the Middle East and the market 

fundamentals influencing oil markets, the WTI/Brent spread is becoming a highlighted feature in 

explaining market behavior.  This month’s oil market energy update will highlight the WTI/Brent spread 

and discuss how each spot price is being affected by the economic impacts from this past month. 

 

The Importance of Egypt 

News from this past month has been swept with the continuing tensions in the Middle East.  With 

tensions easing in Egypt after the resignation of President Mubarak, concerns over other Middle Eastern 

countries such as Algeria, Libya, Iran, Yemen, Bahrain, etc. remain on high alert.  Why should we be 

concerned with rising tensions in the Middle East?  For starters, the U.S. imports approximately 20% of 

total crude oil products from Middle Eastern countries. But more importantly, the main concern in Egypt 

dealt with the transit corridors of the Suez Canal and the Sumed Pipeline.  These concerns continue to be 

monitored albeit the fact that tensions in Egypt are beginning to settle.  However, tensions spreading 

elsewhere in the Middle East could affect these concerns and create further market uncertainty.  



 

The Suez Canal is a waterway that 

connects the Mediterranean Sea to the Red 

Sea.  Crude oil and other related oil 

products can be shipped in both directions: 

Northbound (from the Red Sea to the 

Mediterranean) and Southbound 

(Mediterranean to the Red Sea).  In 2010, 

the International Energy Agency reported that oil shipments from the Northbound pathway served 56% 

of flow as compared to the Southbound at 43%.  The recent news concerning possible transportation 

deficiencies with the Suez Canal are predominantly discussing Northbound flow.  Closure of the canal 

would result in oil tankers being rerouted around Africa.  To put this into perspective, traveling around 

Africa would add over 6,000 miles of transit to deliver oil and gas to global markets.  Furthermore, it 

would take 15-20 additional days to get the supplies to global markets (not to mention, tack on 8-10 

more days to the U.S.), thus increasing freight and transportation costs that would eventually be passed 

down to whom else?  The consumer. 

 

The Sumed crude oil pipeline connects the Mediterranean with the Red Sea and has a total capacity of 

2.4 million barrels per day.  The Sumed pipeline supplies oil to the Mediterranean with Middle Eastern 

oil.  Similar to the closure scenario for the Suez Canal, disruption to the Sumed pipeline would require 

additional time and costs. In order to get crude oil products to the U.S. and to other global markets, 

tankers would have to sail around Africa, increasing time and transportation costs.     

 

The WTI vs. Brent Price Spread 

Generally speaking, the WTI/Brent
1
 spread is a measure for dictating price premiums.  Normally the 

WTI/Brent spread is +/- $3-5 per barrel.  As of week ending February 11, the current weekly spread is 

now at $14.39 in favor of the Brent.  This suggests that there is a price premium of $14.39 for the Brent 

as to the WTI.  Why has the WTI/Brent spread widened these past few weeks?  Events in the market and 

around the globe have structurally influenced each set of prices on a different scale.  Let’s take a look at 

a couple factors that have been 

influencing each spot price in the past 

month.  

 

Looking at the Brent, weekly average 

prices have increased from $94.72 per 

barrel from the beginning of the year to 

its current price at $99.90 per barrel, a 

5.5% increase.  This increase has been 

due to a multitude of factors, but two 

factors that created a stir were the 

production declines in the North Sea 

and market speculation due to events in 

the Middle East.  Production declines, in 

large part, were due to maintenance on 

platforms in the North Sea creating a 

                                                 
1
 The Brent is a benchmark for crude oil price in Europe and is sourced from the North Sea.  The WTI is a benchmark for 

crude oil price in the U.S. and is mostly sourced in the Midwest and Gulf Regions. 

Percent Northbound Southbound Unknown Total

2009 52% 46% 2% 100%

2010 56% 43% 1% 100%

Source: APEX from IEA

Oil Shipment Split Through the Suez Canal in '09 and '10
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further premium to the WTI.  As for the tensions in the Middle East, the Brent has reacted bullishly due 

to increased market speculation.  With tensions expected to increase over parts of the Middle East, 

Europe is more vulnerable to supply disruptions and oil producer instability than the WTI, especially 

since inventories in the U.S. were higher than expected (as indicated in the next paragraph).  

 

Looking at the WTI, weekly average prices have decreased from $89.54 per barrel at the beginning of 

the year to its current price at $85.51 per barrel, a 4.5% decrease.  With modest bullish and bearish 

weekly behavior since the New Year, supply concerns and macroeconomic variables on a global and 

domestic front are two of the driving forces behind the uncertain behavior.  As for supply, Cushing, 

Oklahoma
2
 inventories remain high at around 37.5 million barrels and are creating bearish behavior to 

the WTI spot price.  Furthermore, weekly crude oil stock levels have increased approximately 4% since 

the beginning of the New Year.  With the U.S. importing approximately 3.27 million barrels annually 

from Egypt (35
th

 importing country) and with total stocks increasing by 4%, Egypt created no physical 

impact on supply to the U.S.  As for macroeconomic effects, China raised its interest rate by 0.25% in 

order to control for inflation.  However, on the domestic front, the U.S. Department of Labor indicated 

that initial unemployment claims fell by 36,000 during the first of the month to 383,000, creating some 

excitement for market bulls. 

 

The Corn/Oil Relationship 

 The Energy Information Administration (EIA) released its February 2011 Short-Term Outlook at the 

beginning of the month and annual crude oil price forecasts have stayed relatively consistent from 

January to February. The February outlook forecasts WTI spot crude oil prices to average $93.26 per 

barrel in 2011 and $97.50 per barrel in 

2012.  Gasoline prices are projected to 

average $3.15 per gallon while diesel 

prices are projected to average $3.43 per 

gallon.  The current retail price for 

gasoline is $3.14 per gallon, down $0.01 

from the 2011 projection whereas the 

current retail price for diesel is $3.53, up 

$0.10 from the 2011 projection.  

 

With the potential for another food versus 

fuel debate in 2011, the relationship 

between the price of corn and the price of 

crude oil is a topic for discussion.  In 

terms of [strictly] the heating energy value 

between corn and oil, what should the 

price of corn be when current weekly crude oil prices are $85.51 per barrel?  On a heating energy value 

basis only, oil at $85.51 per barrel is equivalent to corn at $5.57 per bushel.  As a benchmark, $100 per 

barrel of oil on a heating energy basis is equivalent to corn at $6.50 per bushel.  With bullish behavior 

for crude oil prices expected for 2011, one should not be surprised at high corn prices as well.  

 

                                                 
2
 Cushing, Oklahoma is the delivery point for the WTI spot price contract. 

2011 Real 

Weekly Avg. 2011 Forecast 2012 Forecast

WTI Crude ($/barrel) 

(As of 2/11/11)
$85.51 $93.26 $97.50

Corn Price: Heating 

Value Equivalent to 

Oil ($/bu.)

$5.57 $6.06 $6.33

Gasoline ($/gallon) $3.14 $3.15 $3.30

Diesel ($/gallon) $3.53 $3.43 $3.51

Natural Gas 

($/mmBtu)
$4.17 $4.16 $4.58

Data Source: EIA


