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The fi rst Federal Reserve interest rate hike in almost a decade  
highlights that the U.S. economic recovery has fi nally reached 
some semblance of full employment. That is, a zero interest 
rate policy is simply incompatible with an economy growing 
about 2.5%, with an unemployment rate of 5%, and with wages 
showing signs of rising. Although the degree of slack left in 
the economy is still hotly debated, reaching full employment 
has historically proved very important for equity investors. 
Not only have stock returns proved much less robust once the 
unemployment rate has reached 5%, but sector leadership has 
also undergone a fairly radical change. 

Crossing the full employment threshold
During most of the post-war era, the economy was considered 
to be near full employment once the unemployment rate 
declined to between 4% to 5%. Reaching full employment 
marks an important shift in the economic cycle. Once slack in 
the economy is no longer excessive, further economic growth 
begins to pressure resource prices and other business costs, 
infl ation risk increases, interest rates typically rise, and policy 
offi  cials begin to lessen or reverse accommodation. 

Chart 1 illustrates the U.S. unemployment rate. Since 1948, 
the unemployment rate has been at or below 5% (i.e., at full 
employment) only about one-third of the time. Most of the 
sub-5% labor markets were either prior to the 1970s or since the 
mid-1990s. Many compare the contemporary era of low infl ation 
and near-zero interest rates with the 1950s and as this Chart 
illustrates, a sub-5% unemployment rate during the balance of 
this recovery seems likely to be yet another similarity.  

Since the unemployment rate recently neared 5%, wage 
infl ation has shown signs of quickening providing the 
underpinnings last week for the fi rst Fed funds rate hike in 

this recovery. The contemporary recovery has seemingly reached 
full employment and if history is any guide, stock investors 
should be prepared for some key changes during the rest of this 
bull market. 

Full employment changes the stock market
Exhibit 1 illustrates the performance of the overall U.S. stock 
market and its individual sectors during the post-war era when 
the unemployment rate was above 5% compared to when full 
employment was reached. The data for this comparison and the 
sector indexes (the defi nitions of the sectors are shown in Exhibit 
2) are from the extensive Kenneth R. French data library. It has 
market capitalization weighted indexes which include all U.S. 
stocks on the NYSE, AMEX, and NASDAQ since 1948.  

Chart 1

U.S. labor unemployment rate

 Note: Since 1948, the U.S. unemployment rate has been above 5% about 

two-thirds of the time.
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Chart 2

 Exhibit 1: Sector returns and the unemployment rate 

Chart 3

Average annualized U.S. sector returns since 1948 when 

U.S. unemployment rate is 5% or less*.

Chart 4

Average annualized U.S. sector returns since 1948 when 

U.S. unemployment rate is above 5%*.

U.S. sector returns below and above 5% unemployment** 

**Average annual returns of each sector since 1948 when the unemployment 

rate was 5% or less as a percent of the average annual returns when the 

unemployment rate was above 5%.

*Data source for sector return: Kenneth R. French data library. Sector defi nitions are on top of the next page.
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1. NoDur: Consumer non-durables -- food, tobacco, textiles, apparel, leather and toys
2. Durbl: Consumer durables -- cars, TV’s, furniture and household appliances 
3. Manuf: Manufacturing -- Machinery, trucks, planes, off  furn, paper and com printing 
4. Energy: Oil, gas, and coal extractions and products
5. Chems: Chemicals and allied products
6. BusEq: Business Equipment -- Computers, software and electronic 
7. Telcm: Telephone and television transmission equipment
8. Utils: Utilities 
9. Shops: Wholesale, retail and some services(laundries, repair shops)
10. Hlth: Heathcare, medical equipment and drugs
11. Money: Finance 
12. Other: Mines, Constr., Bldmt., Trans., hotels, Bus. Serv. and entertainment 

 Exhibit 2: Kenneth R. French U.S. stock sector defi nitions 

The charts in Exhibit 1 are based on average annualized total 
returns derived from all monthly data since 1948 comparing 
returns when the unemployment rate was above 5% to returns 
when the unemployment rate was 5% or less. Chart 1 shows 
that nearly every stock sector (except energy stocks) posts 
signifi cantly lower returns once full employment is reached 
compared to when the unemployment rate is above 5%. Indeed, 
the annualized return of the overall stock market is 50% lower 
once full employment is reached and many sectors (e.g., Chems, 
Shops, Durable, Other, and NoDur) produce returns which are 
only about one-third of what they are when the unemployment 
rate is above 5%. Chart 2 illustrates that full employment brings 
new challenges for the stock market. Continued economic 
growth typically produces cost-push pressures eroding profi t 
margins and infl ation and interest rates usually begin to rise. 
Although full employment does not necessarily end a bull 
market, as Chart 2 shows, it does tend to signifi cantly lower 
future stock returns. 

Charts 3 and 4 illustrate that full employment also typically 
brings a leadership change in the stock market. Chart 4 ranks the 
annualized sector returns in the post-war era when the economy 
was at less than full employment while Chart 3 shows the 
ranked sector returns once full employment is reached. Several 
points are noteworthy. First, before the economy reaches full 
employment, returns across the stock market are much higher 
compared to when the economy is at full employment. Overall, 
the annualized U.S. stock market total return averaged about 
15% when the economy was at less than full employment 
compared to only about 7% once full employment is reached. 

Second, the dispersion of sector returns within the stock 
market widens considerably once the economy reaches full 
employment. Before full employment, the stock market sector 
return diff erential is only 4.27% (i.e., from Chart 4 the diff erence 
in annualized returns between the best performing sector NoDur 
and the worst sector Utils is 4.27%). However, the sector return 
diff erential widens considerably to 9.31% once the economy 
operates at full employment. When the unemployment rate 
is above 5%, the most important investment theme is to be 
overweight the stock market. Individual sector or stock picking is 
less important (because sector/individual stock return dispersion 
is low) compared to the overall asset allocation decision. 
However, once at full employment, sector or stock picking 
prowess becomes much more important. Return dispersion tends 
to widen improving the potential to add signifi cant alpha from 
sector/individual stock selections. 

Finally, the stock market has usually experienced a 
signifi cant leadership shift once the economy reaches full 
employment. Chart 4 shows when the economy is at less 
than full employment it has been led mostly by consumer 
sectors (e.g., NoDur, Shops, Durbl, and Hlth). Conversely, at 
full employment, the stock market has been led more by 
industrial sectors (e.g., Enrgy, BusEq, and Manuf). While the 
leadership change is not perfect (e.g., historically, Hlth does 
well in both environments), Nondur and Durbl are among the 
best performing at less than full employment and the worst 
performing at full employment. Likewise, while Energy is 
among the worst performing at less than full employment it is 
the best performer once full employment is reached.  
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Written by James W. Paulsen, Ph.D.
An investment management industry professional since 1983, Jim is 
nationally recognized for his views on the economy and frequently 
appears on several CNBC and Bloomberg Television programs, including 
regular appearances as a guest host on CNBC. BusinessWeek named him 
Top Economic Forecaster, and BondWeek twice named him Interest Rate 
Forecaster of the Year. For more than 30 years, Jim has published his 
own commentary assessing economic and market trends through his 
newsletter, Economic and Market Perspective, which was named one of 
“101 Things Every Investor Should Know” by Money magazine.

Summary and conclusions 
Last week’s hike in the Federal funds interest rate refl ects 
an economy fi nally recovering back near full employment. 
Historically, reaching full employment has proved highly 
signifi cant for stock investors. In the post-war era, once a 5% 
unemployment rate is reached, both the character and the 
performance of the U.S. stock market have been altered.

While reaching full employment does not necessarily suggest 
an imminent end to the current bull market, it does suggest 
investors should anticipate signifi cantly smaller future returns. 
Moreover, it has often led to much wider return dispersions 
favoring stock pickers over asset allocators, and fi nally, it has 
typically produced a major leadership change away from 
consumer toward industrial sectors.   
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