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Construction Activity: Boom or Bust?

Construction spending historically has played a major role in over-

all business activity. Although low interest rates have kept housing

affordable, incomes must continue to increase fast enough to offset

higher prices if the housing market (and thus the overall construction

sector) is to remain healthy.

Trends in construction activity often
are a useful indicator of the prospects for
growth in the general economy. The peaks
and troughs of activity in the highly cycli-
cal construction sector often lead turning
points in the business cycle. Although the
construction industry accounts for only
about eight percent of Gross Domestic
Product and construction workers for five
percent of total employment, such activ-
ity has a large economic “ripple” effect.
For example, the construction of new
houses creates a demand for other manu-
factured goods such as appliances, car-
pets, and furniture. Therefore, the signifi-
cance of new construction put in place is
much greater than its overall share of eco-
nomic activity might suggest.

The construction industry has been a
major factor behind the strong economy.
Except for the slowdown that occurred
during 1994, total construction activity has
boomed since 1991. There are some signs,
however, that activity may be close to its
peak.

After contracting between February
and July of 2000, construction activity re-
bounded to reach an all-time high in March
2001. The estimated seasonally adjusted
annual rate of new construction put in
place at that time was $741.5 billion in
constant 1996 dollars. (See Chart 1.) Since
then, however, industry activity has
stalled. The current prevailing overall
trend is the net result of opposing trends
within the three major subsectors of con-
struction. In particular, over the past 12
months public construction has jumped
10 percent, while private nonresidential
construction grew a more modest 1.6 per-
cent. Private residential construction held
steady. The year-over-year comparisons,
however, mask changes that have devel-
oped since February, especially with re-

spect to commercial building activity.

Public Construction Boom

The value of new publicly owned con-
struction, which accounts for almost one-
quarter of all new construction put in
place, reached a seasonally adjusted an-
nual rate of $172.6 billion in May, a record
high. Constant-dollar spending on high-
ways and streets, the largest category of
public works (accounting for three of ev-
ery 10 dollars spent), increased 14.8 per-
cent during the past 12 months. During
the same period, spending on prisons, po-
lice and fire stations, courthouses, civic
centers, passenger terminals, etc. increased
19 percent. However, the greatest increase
in public construction spending—25 per-
cent—was for education buildings. Such
buildings include public libraries and mu-
seums in addition to schools.

The recent boom in public construc-
tion, which is less cyclical than either resi-
dential or nonresidential construction, has

clearly provided a short-term boost to the
economy. One consequence of this spurt,
coupled with the recent lull in commer-
cial building (discussed below), is that
public construction now accounts for
nearly as large a volume of new construc-
tion put in place as does the private non-
residential sector. Nonetheless, whether
these outlays will represent a productive
investment of resources remains to be
seen.

Nonresidential Construction Bust

In contrast to the surge in public build-
ing activity, private nonresidential con-
struction has cooled significantly during
the past 12 months. After rising at a ro-
bust 8.6 percent clip throughout 2000 and
reaching a record peak in February 2001,
the value of total nonresidential construc-
tion put in place fell from a seasonally
adjusted annual rate of $187.1 billion to
$181.1 billion. Spending across all major
subcategories has either dropped or re-
mained flat. So far this year, the constant-
dollar amount of construction of factories
and other industrial buildings is off 13.9
percent, while new office building spend-
ing is down 10.9 percent. Taken together,
these two categories account for 40 per-
cent of the total value of private nonresi-
dential construction put in place. The rest
of the decline in the sector was spread
between “other commercial buildings,” (a
catchall category consisting of shopping

Chart 1:␣ ␣ Value of New Construction Put in Place
(Billions of 1996 Dollars)

Note:␣ ␣ All series are 3-month moving averages of seasonally adjusted monthly data at annual rates.
Source of data for Charts 1 and 2: Commerce Department, Current Construction Reports.
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centers, department stores, warehouses,
banks, restaurants, and gas stations) and
hotels and motels.

Beyond reducing outlays for commer-
cial building, businesses have also cur-
tailed investment in information process-
ing hardware (such as computers and pe-
ripheral equipment) and purchases of soft-
ware. Along with nonresidential struc-
tures, investment in equipment had been
a major source of economic growth for
most of this business expansion, particu-
larly since 1994.

Residential Construction Leveling Off

The value of new private residential
construction put in place peaked at a sea-
sonally adjusted annual rate of $336.6 bil-
lion in February 2000. Homebuilding then
contracted, later picking up in the fall. To
date however, constant-dollar spending on
new homes remains 1.5 percent off its high.
All of the increase was accounted for by
new single-family housing units. Construc-
tion of multi-family housing such as apart-
ments, townhouses, and condos has been
contracting since January.

Although current data are not avail-
able, the latest numbers on hand indicate
that outlays for improvements to existing
housing rose seven percent in 2000. This
figure could rise markedly if Americans
prefer investing in home improvements,
additions, and alterations to buying stocks.
For many families, the combination of low
interest rates, the ability to utilize debt
leverage, and the tax advantages of own-
ership make housing an attractive invest-
ment. Of course, one downside is that a
home is not a liquid asset. Another is that
new construction may have, on comple-
tion, a lower market value than it cost to
build. Improvements account for roughly
30 percent of residential building activ-
ity.

The flatter trend in homebuilding in
recent months is evident in a number of
key indicators of residential construction,
namely, housing permits, starts, and
completions. New housing permits ini-
tially reached a peak in January 1999, then
dipped, ultimately rebounding to set a new
high in January 2000. Although permits

contracted 11 percent through
August 2000, they have since
climbed nearly five percent.
With the exception of the
Northeast, activity remains
solid in every region of the
country—especially in the
South, where almost half of all
building permits for new pri-
vately owned housing are is-
sued.

While permits and starts
reflect plans for construction

activity, home sales reflect demand. De-
spite the economic slowdown, home sales,
both new and existing, remain robust.
Newly-built homes have sold at a season-
ally adjusted annual rate exceeding
900,000-units since December 2000.
Year-to-date, 423,000 houses have sold
compared with 389,000 sold during the
same period last year—an
increase of nine percent.
Brisk sales and fewer
completions have reduced
the length of time to sell off
the inventory of unsold new
homes at the current sales
rate to a record low 3.7
months. (See Chart 2.) Ac-
cording to the latest data,
sales of existing homes,
which account for a greater
share of total sales, reached
an annual sales rate of 5.2
million units in April. If the
current pace continues,
sales of existing homes will
match the highest total on
record set in 1999.

As shown in Chart 3,
with respect to housing
prices, the average purchase
price of a newly built
single-family home peaked
in December 2000 and has
since declined 1.6 percent
to $242,000. The combina-
tion of lower prices and
lower borrowing costs,
however, has pushed the
average monthly payment
on a new house down to
$1,237. Although the aver-
age price of an existing
house increased by $13,000
to $208,000, lower mort-
gage rates reduced the av-
erage monthly payment to
$1,038, or $50 less than a
year earlier, making hous-
ing more affordable.

Outlook

Despite rising prices,
the combination of modest

Chart 3:␣ ␣ Prices and Mortgage Terms for
              New and Existing Homes
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income growth and relatively low mort-
gage rates has kept housing affordable—
and housing as well as other construc-
tion can be expected to benefit as long as
interest rates remain low. The ups and
downs of residential construction during
the past three years closely followed the
path of interest rates. However, the Fed-
eral Reserve directly influences only
short-term interest rates, and what its dis-
count rate policy over the next year might
be no one can say at this time. In any
event, the Fed has no direct control over
long-term rates, which have not always
followed the downward path with short-
term rates. If the economy continues to
weaken, lower incomes and rising un-
employment will likely reduce the de-
mand for housing. In this event, residen-
tial construction could be contained at or
below its current level. ❑

Chart 2
New Single-Family Houses
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* This article, by Leonard Read, is reprinted from
the Foundation for Economic Education, Inc., 30
South Broadway, Irvington-on-Hudson, NY
10533. Mr. Read was founder and first president
of FEE.

I, PENCIL

Leonard Read’s 1958 essay, “I, Pencil” underscores the impor-

tance of promoting individual freedom and allowing people to turn

their efforts to any task for which they might be best suited—for the

benefit of both themselves and their fellows—even if the end result is

“just” a pencil.

I am a lead pencil—the ordinary
wooden pencil familiar to all boys and
girls and adults who can read and write.

Writing is both my vocation and my
avocation; that’s all I do.

You may wonder why I should write
a genealogy. Well, to begin with, my
story is interesting. And, next, I am a
mystery—more so than a tree or a sun-
set or even a flash of lightning. But,
sadly, I am taken for granted by those
who use me, as if I were a mere inci-
dent and without background. This su-
percilious attitude relegates me to the
level of the commonplace. This is a spe-
cies of the grievous error in which man-
kind cannot too long persist without
peril. For, the wise G. K. Chesterton
observed, “We are perishing for want
of wonder, not for want of wonders.”

I, Pencil, simple though I appear to
be, merit your wonder and awe, a claim
I shall attempt to prove. In fact, if you
can understand me—no, that’s too much
to ask of anyone—if you can become
aware of the miraculousness which I
symbolize, you can help save the free-
dom mankind is so unhappily losing. I
have a profound lesson to teach. And I
can teach this lesson better than can an
automobile or an airplane or a mechani-
cal dishwasher because — well, because
I am seemingly so simple.

Simple? Yet, not a single person on
the face of this earth knows how to make
me. This sounds fantastic, doesn’t it?
Especially when it is realized that there
are about one and one-half billion of
my kind produced in the U.S.A. each
year.

Pick me up and look me over. What
do you see? Not much meets the eye—
there’s some wood, lacquer, the printed
labeling, graphite lead, a bit of metal,
and an eraser.

Innumerable Antecedents

Just as you cannot trace your family
tree back very far, so is it impossible
for me to name and explain all my ante-

cedents. But I would like to suggest
enough of them to impress upon you
the richness and complexity of my back-
ground.

My family tree begins with what in
fact is a tree, a cedar of straight grain
that grows in Northern California and
Oregon. Now contemplate all the saws
and trucks and rope and the countless
other gear used in harvesting and cart-
ing the cedar logs to the railroad siding.
Think of all the persons and the num-
berless skills that went into their fabri-
cation: the mining of ore, the making of
steel and its refinement into saws, axes,
motors; the growing of hemp and bring-
ing it through all the stages to heavy
and strong rope; the logging camps with
their beds and mess halls, the cookery
and the raising of all the foods. Why,
untold thousands of persons had a hand
in every cup of coffee the loggers drink!

The logs are shipped to a mill in San
Leandro, California. Can you imagine
the individuals who make flat cars and
rails and railroad engines and who con-
struct and install the communication
systems incidental thereto? These le-
gions are among my antecedents.

Consider the millwork in San
Leandro. The cedar logs are cut into
small, pencil- length slats less than one-
fourth of an inch in thickness. These
are kiln dried and then tinted for the
same reason women put rouge on their
faces. People prefer that I look pretty,
not a pallid white. The slats are waxed
and kiln dried again. How many skills
went into the making of the tint and the
kilns, into supplying the heat, the light
and power, the belts, motors, and all
the other things a mill requires? Sweep-
ers in the mill among my ancestors?
Yes, and included are the men who
poured the concrete for the dam of a
Pacific Gas & Electric Company
hydroplant which supplies the mill’s
power!

Don’t overlook the ancestors present
and distant who have a hand in trans-
porting sixty carloads of slats across the
nation.

Once in the pencil factory—
$4,000,000 in machinery and building,
all capital accumulated by thrifty and
saving parents of mine—each slat is

given eight grooves by a complex ma-
chine, after which another machine lays
leads in every other slat, applies glue,
and places another slat atop—a lead
sandwich, so to speak. Seven brothers
and I are mechanically carved from this
“wood- clinched’” sandwich.

My “lead’” itself—it contains no lead
at all—is complex. The graphite is
mined in Ceylon. Consider these min-
ers and those who make their many tools
and the makers of the paper sacks in
which the graphite is shipped and those
who make the string that ties the sacks
and those who put them aboard ships
and those who make the ships. Even
the lighthouse keepers along the way
assisted in my birth—and the harbor
pilots.

The graphite is mixed with clay from
Mississippi in which ammonium hy-
droxide is used in the refining process.
Then wetting agents are added such as
sulfonated tallow—animal fats chemi-
cally reacted with sulfuric acid. After
passing through numerous machines,
the mixture finally appears as endless
extrusions—as from a sausage
grinder—cut to size, dried, and baked
for several hours at 1,850 degrees Fahr-
enheit. To increase their strength and
smoothness the leads are then treated
with a hot mixture which includes
candelilla wax from Mexico, paraffin
wax, and hydrogenated natural fats.

My cedar receives six coats of lac-
quer. Do you know all the ingredients
of lacquer? Who would think that the
growers of castor beans and the refin-
ers of castor oil are a part of it? They
are. Why, even the processes by which
the lacquer is made a beautiful yellow
involves the skills of more persons than
one can enumerate!

Observe the labeling. That’s a film
formed by applying heat to carbon black
mixed with resins. How do you make
resins and what, pray, is carbon black?

My bit of metal—the ferrule—is
brass. Think of all the persons who mine
zinc and copper and those who have the
skills to make shiny sheet brass from
these products of nature. Those black
rings on my ferrule are black nickel.
What is black nickel and how is it ap-
plied? The complete story of why the
center of my ferrule has no black nickel
on it would take pages to explain.

Then there’s my crowning glory, in-
elegantly referred to in the trade as “the
plug,” the part man uses to erase the
errors he makes with me. An ingredient
called “factice” is what does the eras-
ing. It is a rubber-like product made by
reacting rape- seed oil from the Dutch
East Indies with sulfur chloride. Rub-
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ber, contrary to the common notion, is
only for binding purposes. Then, too,
there are numerous vulcanizing and ac-
celerating agents. The pumice comes
from Italy; and the pigment which gives
“the plug” its color is cadmium sulfide.

No One Knows

Does anyone wish to challenge my
earlier assertion that no single person
on the face of this earth knows how to
make me?

Actually, millions of human beings
have had a hand in my creation, no one
of whom even knows more than a very
few of the others. Now, you may say
that I go too far in relating the picker of
a coffee berry in far off Brazil and food
growers elsewhere to my creation; that
this is an extreme position. I shall stand
by my claim. There isn’t a single per-
son in all these millions, including the
president of the pencil company, who
contributes more than a tiny, infinitesi-
mal bit of know-how. From the stand-
point of know-how the only difference
between the miner of graphite in Ceylon
and the logger in Oregon is in the type
of know-how. Neither the miner nor the
logger can be dispensed with, any more
than can the chemist at the factory or
the worker in the oil field—paraffin
being a by-product of petroleum.

Here is an astounding fact: Neither
the worker in the oil field nor the chem-
ist nor the digger of graphite or clay nor
any who mans or makes the ships or
trains or trucks nor the one who runs
the machine that does the knurling on
my bit of metal nor the president of the
company performs his singular task be-
cause he wants me. Each one wants me
less, perhaps, than does a child in the
first grade. Indeed, there are some
among this vast multitude who never
saw a pencil nor would they know how
to use one. Their motivation is other
than me. Perhaps it is something like
this: Each of these millions sees that he
can thus exchange his tiny know-how
for the goods and services he needs or
wants. I may or may not be among these
items.

No Master Mind

There is a fact still more astounding:
The absence of a master mind, of any-
one dictating or forcibly directing these
countless actions which bring me into
being. No trace of such a person can be
found. Instead, we find the Invisible
Hand at work. This is the mystery to
which I earlier referred.

It has been said that “only God can
make a tree.” Why do we agree with
this? Isn’t it because we realize that we

ourselves could not make one? Indeed,
can we even describe a tree? We can-
not, except in superficial terms. We can
say, for instance, that a certain molecu-
lar configuration manifests itself as a
tree. But what mind is there among men
that could even record, let alone direct,
the constant changes in molecules that
transpire in the life span of a tree? Such
a feat is utterly unthinkable!

I, Pencil, am a complex combina-
tion of miracles: a tree, zinc, copper,
graphite, and so on. But to these
miracles which manifest themselves in
Nature an even more extraordinary
miracle has been added: the configura-
tion of creative human energies—mil-
lions of tiny know-hows configurating
naturally and spontaneously in response
to human necessity and desire and in
the absence of any human master-mind-
ing! Since only God can make a tree, I
insist that only God could make me.
Man can no more direct these millions
of know-hows to bring me into being
than he can put molecules together to
create a tree.

The above is what I meant when writ-
ing, “If you can become aware of the
miraculousness which I symbolize, you
can help save the freedom mankind is
so unhappily losing.” For, if one is
aware that these know-hows will natu-
rally, yes, automatically, arrange them-
selves into creative and productive pat-
terns in response to human necessity
and demand—that is, in the absence of
governmental or any other coercive
master-minding—then one will possess
an absolutely essential ingredient for
freedom: a faith in free people. Free-
dom is impossible without this faith.

Once government has had a mo-
nopoly of a creative activity such, for
instance, as the delivery of the mails,
most individuals will believe that the
mails could not be efficiently delivered
by men acting freely. And here is the
reason: Each one acknowledges that he
himself doesn’t know how to do all the
things incident to mail delivery. He also
recognizes that no other individual
could do it. These assumptions are cor-
rect. No individual possesses enough
know-how to perform a nation’s mail

delivery any more than any individual
possesses enough know-how to make a
pencil. Now, in the absence of faith in
free people—in the unawareness that
millions of tiny know-hows would natu-
rally and miraculously form and coop-
erate to satisfy this necessity—the indi-
vidual cannot help but reach the erro-
neous conclusion that mail can be de-
livered only by governmental “master-
minding.”

Testimony Galore

If I, Pencil, were the only item that
could offer testimony on what men and
women can accomplish when free to try,
then those with little faith would have a
fair case. However, there is testimony
galore; it’s all about us and on every
hand. Mail delivery is exceedingly
simple when compared, for instance, to
the making of an automobile or a calcu-
lating machine or a grain combine or a
milling machine or to tens of thousands
of other things. Delivery? Why, in this
area where men have been left free to
try, they deliver the human voice around
the world in less than one second; they
deliver an event visually and in motion
to any person’s home when it is hap-
pening; they deliver 150 passengers
from Seattle to Baltimore in less than
four hours; they deliver gas from Texas
to one’s range or furnace in New York
at unbelievably low rates and without
subsidy; they deliver each four pounds
of oil from the Persian Gulf to our East-
ern Seaboard—halfway around the
world—for less money than the gov-
ernment charges for delivering a one-
ounce letter across the street!

The lesson I have to teach is this:
Leave all creative energies uninhibited.
Merely organize society to act in har-
mony with this lesson. Let society’s le-
gal apparatus remove all obstacles the
best it can. Permit these creative know-
hows freely to flow. Have faith that free
men and women will respond to the In-
visible Hand. This faith will be con-
firmed. I, Pencil, seemingly simple
though I am, offer the miracle of my
creation as testimony that this is a prac-
tical faith, as practical as the sun, the
rain, a cedar tree, the good earth.❑


