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KEY TAKEAWAYS

The gap between GDP
growth in the first and
second quarters has
widened over the past
20 years, particularly
over the last 10.

We believe the Fed is on
track for two rate hikes
this year, and GDP
growth of 3% in the
second half of 2016 may

result in a third rate hike.

— MemberFINHA/SIPC
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G0P GAP

John J. Canally, Jr., CFA Chief Economic Strategist, LPL Financial

How fast the economy is growing at any given point in time is important to know.
Citizens, policymakers, investors, central banks, and, in election years, politicians,

all want to know how we're doing. These days, they want to know instantly. The
problem is, getting a good read on how fast an economy is growing, in real time, is
difficult at best. Trying to ascertain how the sectors of an economy (manufacturing,
consumer, business spending, construction, etc.) are performing is even more
difficult. Yet, despite all the issues, every day, week, month, or quarter, we obsess
over the economic data and the pace and composition of growth in the U.S. (and
global) economy.

See foday’s Weekly Market Commentary for previews of the upcoming
0PEC meeting, the May jobs report, and other potentially market-moving
events ahead for June.

While it's true that gross domestic product (GDP) is the most comprehensive

look at the health of a nation’s economy, it is not very timely, and it is subject

to substantial revision over time. In addition to those “faults” in recent years, a

gap has opened up in the quarterly pattern of GDP growth and appears to have
widened substantially, making the data even more difficult to interpret, especially in
the first two quarters of the year.

The U.S. Bureau of Economic Analysis (BEA) released its latest estimate of the
nation’s first quarter 2016 GDP last Friday, May 27, 2016. The initial take on first
quarter 2016 GDP growth, at just 0.5%, was released in late April 2016. Based on
the new and revised input data (construction, factory shipments, retail sales, etc.)
released since late April 2016, first quarter GDP was revised up to 0.8%.

SEASONAL ADJUSTMENT AND GOP

GDP is reported by the BEA in several different ways, but the most commonly cited
way is on a “real” (inflation-adjusted) seasonally adjusted annualized basis. GDP is
seasonally adjusted to smooth out the fluctuation in the economy related to weather
patterns, shopping patterns, holidays, school vacations, and other factors, to allow
apples-to-apples comparisons between quarters. For example, vehicle assembly
plants typically shut down in July, which would depress GDP in the third quarter
(July, August, and September) relative to the second quarter (April, May, and June).
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Similarly, jewelry sales spike around Christmas and
again at Valentine's Day. Seasonally adjusting the
data helps market participants to see through the
swings in the seasonal data and may better reveal
the true underlying health of the economy at any time
of the year.

All else being equal, over long periods (40 or 50
years), annualized GDP growth across all four
quarters in a year should be roughly similar, and
differences in growth rates between quarters
should also be minimal and stable. In recent
years, however, there has been a widening gap
between GDP growth in the first quarter and the
second quarter that did not exist in the 45-50
years between 1950 and 1995; as a result, market
participants have begun to question how well the
statisticians and economists at the BEA are making
these adjustments.

THE FIRST QUARTER GOP GAP

Figure 1 shows the quarter-to-quarter annualized
growth rates in seasonally adjusted real GDP in each
quarter for different time periods. For example, in
the 46 first quarters from 1950 through 1995, real
GDP growth averaged 4.3%. GDP growth averaged
3.9% in second quarters, 3.7% in third quarters,

and 3.0% in fourth quarters. In general, from

1950 through the mid-1990s, there was not much
difference in quarterly growth rates, which suggests

TIMELINESS VS. ACCURACY

Those responsible for collecting and disseminating
economic data face the constant trade-off between
timeliness of the data and the ultimate accuracy in
capturing the economic phenomenon the data are trying
to measure. Many nations (both developed and
emerging) worldwide have robust processes in place to
gather and report economic data on a timely basis. But
generally speaking, the U.S. has the most reliable,
comprehensive, timely, and conflict-free economic data
collection and reporting system in the world. Despite
our leading position on collection and distribution, the
economic data digested on an hourly, daily, weekly,
monthly, and quarterly basis are still subject to a great
deal of uncertainty and revision.

that the seasonal adjustment process for GDP was
relatively effective at smoothing out the quarter-
to-quarter blips in the economy due to weather,
purchasing patterns, shifts in holidays, the timing of
school holidays, and auto plant shutdowns. During
those 46 years, the first quarter was the weakest
quarter of growth 13 times, or 28% of the time,
which is about what you would expect.

But what about the difference between growth in
the first and second quarter? This is at the center of
attention this week after the tepid reading on first

n THE GAP BETWEEN GDP GROWTH IN @1 AND 02 HAS WIDENED IN THE PAST 10 TO 20 YEARS

Q1 Slowest
o1 02 03 04 01-02 Q2 Faster Quarter of
Difference Than Q1
the Year
1950-1995 4.3% 3.9% 3.7% 3.0% 0.4% 22 of 46 Years 13 of 46 Years
(48%) (28%)
Last 20 Years 1.3% 3.3% 2.5% 2.5% 2.0% 14 0f 20 Years 11 of 20 Years
(70%) (55%)
Last 10 Years -0.3% 2.4% 1.6% 1.5% 2.7% 7 of 10 Years 6 of 10 Years
(70%) (60%)

Source: LPL Research, Bureau of Economic Analysis 05/31/16
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quarter GDP (+0.8%) versus a consensus estimate
for second quarter GDP tracking at between 2.5%
and 3.0%, based on the economic data in hand for
April and May. From 1950 through 1995, growth in
the first quarter averaged 4.3% and growth in the
second quarter averaged 3.9%, a difference of just
0.4%. Indeed, in 24 of those 46 years (52% of the
time), growth in the first quarter was faster than in
the second quarter, but that has changed over the
past 20—and especially the past 10—years.

Since 1995, first quarter GDP growth has averaged
1.3%, and, on average, is the quarter with the
slowest growth; it has been worst performing
quarter of the year in 11 years, more than half the
time. Again, if seasonal adjustment was working,
this should not be the case over a 20-year period;
quarterly variations should be more randomly
distributed throughout the year. Over that same
time, GDP growth in second quarters has averaged
3.3%, a full 2 percentage points higher than growth
in first quarters. In 14 of the past 20 years (70% of
the time) GDP growth in the second quarter has
been faster than in the first.

Over the past 10 years, this GDP gap has widened
even more. Reported GDP growth in the first
quarter between 2007 and 2016 has been -0.3%.
Although this figure is clearly skewed lower by the
5.4% drop in real GDP in the first quarter of 2009, it
is well below the average gain in second quarters
over this period (2.4%); also, the 2.7% gap between
growth in the first and second quarter is nearly
seven times as wide as it was between 1950 and
1995. GDP growth in the first quarter has been the
slowest quarter of growth in 6 of the past 10 years,
again, not what you would expect if the seasonal
adjustment process was working.

Academics and government statisticians have written
many papers on why this is happening, but we'd do
them a disservice by trying to recap them here. A
year ago, in May 2015, the BEA acknowledged this
gap, calling it “residual seasonality” and said it would
attempt to adjust for it in the future; although more
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than a year later, the “gap” between first quarter and
second quarter GDP still exists.

WHAT DOES THE SEASONAL GOP GAP
MEAN FOR THE FED?

Why do markets care about this quirk? The market
and Federal Reserve (Fed) policymakers are well
aware of the first quarter GDP gap and will likely look
at average GDP growth in the first and second quarter
to get a better gauge of the economy. The GDP data
for the second quarter of 2016 are not due out until
July 29, so Fed policymakers won't have that data in
hand when they meet on June 14-15 or July 26-27. If
second quarter GDP accelerates to 3%, GDP growth
in the second quarter would be faster than the first for
the seventh time in the past 11 years.

In addition, should it land at around 2% for the first
half of the year (first and second quarters), real GDP
would be growing faster than potential GDP, taking
up slack and slowly pushing up wages/inflation.
(See our Weekly Economic Commentary, "Building
Blocks.”) Potential GDP is the “maximum” growth
rate for an economy, based on labor force growth
and productivity, and due to stagnant productivity
and slow growth in the labor force, potential GDP is
running at just under 2.0%. Even with the economy
growing at around 2.0%, the Fed is already on pace
to do two interest rate hikes this year. If growth
accelerates into the 2.5-3.0% range in the second
half of 2016, the Fed could be considering a third
rate hike later this year. m
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IMPORTANT DISCLOSURES

The opinions voiced in this material are for general information only and are not intended to provide specific advice or recommendations for any individual. To
determine which investment(s) may be appropriate for you, consult your financial advisor prior to investing. Any economic forecasts set forth in the presentation
may not develop as predicted and there can be no guarantee that strategies promoted will be successful.

Investing in stock includes numerous specific risks including: the fluctuation of dividend, loss of principal and potential illiquidity of the investment in a falling market.

Gross domestic product (GDP) is the monetary value of all the finished goods and services produced within a country’s borders in a specific time period, though
GDP is usually calculated on an annual basis. It includes all of private and public consumption, government outlays, investments, and exports less imports that
occur within a defined territory.

This research material has been prepared by LPL Financial LLC.

To the extent you are receiving investment advice from a separately registered independent investment advisor, please note that LPL Financial LLC is not an affiliate of and
makes no representation with respect to such entity.
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