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Amidst myriad global
economic and geopolitical
uncertainties, US
commercial real estate has
an even greater challenge
ahead: demographics.

Focus on the COVID-19 recession, policies to truncate it, and the
path of recovery have dominated the attention of analysts for more
than two years. Macroeconomic factors continue to dominate
our attention now as inflation in the aftermath of the COVID-
recession has been further complicated by Russia’s invasion into
Ukraine. All eyes are on the prospects for the US Federal Reserve
to accomplish a soft landing.

With these trends well-examined at this point, we know that US
commercial real estate investors are well-versed in understanding
the importance of economic growth to property investment
performance. And today, commercial real esate (CRE) in the US
is beginning to confront another foundational challenge:
weakening demographics.

In this article, we identify the components of weakening
demographics measured nationally and highlight differences
across US metro areas. The differences illustrate the importance
of careful metro market selection to counter demographic
headwinds in the years ahead.

FOUR DEMOGRAPHIC CHALLENGES

A review of detailed data points to four demographic trends that
are increasingly worrisome for US economic growth prospects
and the vitality of its US CRE sector:

1. Overall population growth has been slowing alongside
labor force growth, which will impair economic growth
prospects unless productivity improvements provide
an offset.

2. Legalimmigration has been declining along with foreign
student applications to US colleges. Quotas set in US
policy have been difficult to increase and prospects for
more immigrant friendly sentiment appear unlikely.

3. Generationally, Baby Boomers are retiring and dying;
Millennials have largely matured into prime working age,
while up-and-coming Gen Z is smaller than the Millennial
generation which it follows.

4. Beyond Gen Z, the birth rate has shrunk for a variety
of cultural and economic reasons suggesting that a
future baby boom is unlikely to juice up economic
growth prospects.
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SLOWING POPULATION GROWTH

Population growth has generally been slowing since hitting
a year-over-year high of 1.38% in 1992. It has been slowing
precipitously since 2016, reaching a fifty-year low of 0.35%
in 2020, and data points for 2021 are expected to be even
lower. The slowing growth is being caused by the components
of population change: births, deaths, and net migration. As
Exhibit 1 illustrates, the number of births has been stagnant or
declining since 2008. Meanwhile, the number of deaths has been
steadily increasing, even before the COVID pandemic, due to
the aging population. The natural increase in population, or the
difference between births and deaths, reached a fifty-year low in
2020, which is the most recent reported data.

While the natural increase in
population has been declining,
net migration (the number
of immigrants minus the
number of emigrants) has
been  diminishing  rapidly
(Exhibit 2). The policies of the
Trump administration were
associated with a steep 47%
fall in net migration between
2016 and 2019, and restrictions
on international travel due to
the COVID pandemic caused
immigration to nearly come to
a complete halt.

EXHIBIT 1: US NATURAL POPULATION INCREASE, BIRTHS, AND DEATHS (THOUSANDS)

Sources: US Census Bureau: Population Estimates & Projections; US National Center
for Health Statistics; Moody’s Analytics Estimated. As of December 31, 2020.
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EXHIBIT 2: US POPULATION NATURAL INCREASE AND NET MIGRATION

(THOUSANDS) AND GROWTH (%)

Sources: US. Census Bureau: Population Estimates & Projections; US National Center
for Health Statistics; Moody’s Analytics Estimated. As of December 31, 2020.
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GENERATIONAL TRENDS

In addition to the slowing growth rate of the overall population,
there are significant demographic changes underway that will
transform the economy and US CRE prospects (Exhibit 3). The
most important change is aging of the Baby Boomer generation.
Until recently, the Boomers, defined as those born between 1946
and 1964, was the largest generation in US history.! Boomers have
dominated the labor force since the 1970’ and have enabled much
of the economic expansion seen since then. However, they are now
reaching retirement age, which will have ongoing effects on the
labor market. The oldest Boomers began to reach the traditional
retirement age of 65 in 2011 and all the boomers will have reached
that age by 2029.

The current demographic trends suggest
that the economy will be grappling with a
contracting labor force for years to come.

aVaVe VoW

EXHIBIT 3: 2010 AND 2020 POPULATION
BY GENERATION (MILLIONS)

Source: US Census Bureau: Annual Estimates of the Resident Population by Single Year
of Age and Sex for the United States. As of July 31,2010, and July 31, 2020.
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The second demographic sea-change focuses on Millennials,
defined as those born between 1981 and 1996,' and now
comprising a larger cohort than boomers. Millennials have now
all matured into the prime working age category (defined as 25
to 54). As they continue to form and expand their households,
they will reach their prime earning and spending years over the
next two decades. As the Boomer generation declines in size,
spending power, and influence, the dominance of the Millennial
generation will grow and its influence over the economy and
trends in CRE will strengthen.

The third demographic trend that will shape the future is
Generation Z, defined as those born between 1997 and 2012.!
The most crucial characteristic of Gen Z is its relatively smaller
size compared with both Millennials and Boomers. Therefore,
as Boomers retire there will be fewer workers to take their place
in the labor force. This will cause significant headwinds for the
economy and CRE prospects.

EXHIBIT 4: EMPLOYMENT GROWTH, DEMOGRAPHICS,
AND PRODUCTIVITY

Source: Federal Reserve Bank of St. Louis, US Bureau of Labor Statistics. As of December
31,2010, and December 31, 2021.

LABOR LABOR
REAL GDP POPULATION FORCE PRODUCTIVITY
AVERAGE 2000-10 2.0 1.2 0.9 2.7
SKEW 2000-10 -1.4 1.7 -0.3 -0.3
AVERAGE 2011-21 2.0 0.8 0.4 1.2
SKEW 2011-21 -1.4 -0.2 -2.1 0.3

ECONOMIC GROWTH PROSPECTS

Economic growth is dependent on population growth, the
growth of the labor force, and labor productivity. The current
demographic trends suggest that the economy will be grappling
with a contracting labor force for years to come. Labor productivity
spurred by investment in technological innovation helped the US
economy sustain its 2% real growth over the last two decades.
However, as shown in Exhibit 4, population growth and labor
force growth weakened in the most recent decade with a negative
skew. Productivity gains weakened as well.

Increasing the amount of legal immigration would be the most
immediate and impactful solution, but the quotas defined in US
policy have been difficult to increase and prospects for more
immigrant friendly sentiment appear unlikely.

Looking even further ahead, the US birth rate has shrunk for a
variety of cultural and economic reasons suggesting that a future
baby boom is unlikely to juice up the labor force. That leaves us with
productivity as the primary prospect for economic growth in the
future. Surely improvements in technology will create significant
increases in productivity, especially as robotics and artificial
intelligence take root. However, the industries that stand to lose
the largest number of workers due to retirement—education and
health services, and professional and business services—are also
likely to be the hardest to automate. Altogether, expectations of a
return to the 2% real growth trend, even after current economic
woes are eased, will be a challenge.
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DEMOGRAPHICS CHALLENGES DIFFER ENORMOUSLY
ACROSS US METRO AREAS

PLACE MATTERS

Demographic headwinds will not affect all localities the same way.
While the future distribution of population growth is subject to
divergence, the recent past can give us hints. Exhibit 5 shows that
among the fifty largest metro areas in the US, population growth
has varied significantly in recent years. On average, the twenty-first
to the thirtieth largest metros saw the largest growth rate of 1.2%
between 2015 and 2020. That is more than double the pace of the

national increase, 0.5%.

EXHIBIT 5: 2014-2020 POPULATION GROWTH OF FIFTY
LARGEST METRO AREAS BY SIZE

Source: Moody’s; US Census Bureau; American Community Survey: 5-Year Estimates.

As of December 31, 2020.

AVG. STRONGEST WEAKEST
LARGEST METROS GROWTH GROWTH GROWTH
US AVERAGE 0.5%
1-10 LARGEST 0.8% Phoenix 2.0% Chicago -0.2%
11-20 LARGEST 0.8% Tampa 1.8% Detroit 0.1%
21-30 LARGEST 1.2% Austin 2.4% Pittsburgh -0.3%
31-40 LARGEST 0.7% Jacksonville 1.9%  Cleveland -0.2%
41-50 LARGEST 0.6% Raleigh 2.1% Buffalo -0.1%

Within the ten largest metros, growth rates
have also been quite varied, with Phoenix
and Dallas enjoying growth rates of 2.0%
and 1.8%, respectively, while the New York
and Chicago metros have declined.

Pavav eV N

Within this cohort, blockbuster
population growth has occurred
in Austin at 2.4% and Orlando
at 2.2%. But other medium-
sized metros in this group
have fared very differently;
Pittsburgh has declined while
St. Louis and Cincinnati have
barely grown at all. Within the
ten largest metros, growth rates
have also been quite varied,
with  Phoenix and Dallas
enjoying growth rates of 2.0%
and 1.8%, respectively, while
the New York and Chicago
metros have declined.

As investors work to designate
target markets, this metric of
pre-COVID population growth
offers insight into the relative
attractiveness of metro areas for
both population, and economic
growth associated with
population growth. Researchers
have identified the key drivers
of relative attractiveness to
include the cost of living, the
cost of doing business, and the
concentration  of industries.
Austin is a case In point; it
has an agglomeration of tech
industries along with cost of
living and cost of doing business
advantages compared to the tech
centers on the West Coast.

APARTMENT SECTOR

Apartment demand is directly fed by population growth,
employment, and income, which direct demand to the various
quality-rent cohorts that comprise apartment supply. These
demographic drivers are not uniform across localities, resulting
in stronger demand for new supply in growing areas compared to
declining demand in shrinking areas. Middle-market apartments
in particular will benefit from relatively stronger demographics in
some metros compared to relatively weaker demographics in others.

The past decade’s growth in multifamily apartment demand has
been fueled by the large Millennial generation’s initial household
formation. With the youngest Millennials now age 26, they are now
all in or surpassing the prime renting ages of 25 to 34. They will
increasingly be looking for more space and ownership opportunities
as they mature and grow their families.

The resulting increase in demand for single family ownership was
boosted by historically low mortgage borrowing rates during the
COVID recovery, and home prices soared. Higher borrowing
costs and more expensive home prices are now stifling demand.
Additionally, the overall economic well-being of the Millennial
generation in young adulthood has been weaker compared with
prior generations at the same age (Exhibit 6). With more debt, lower
earnings, fewer assets, and less wealth than previous generations,
Millennials have had to delay many life milestones and will
continue to rent longer than previous generations.? This is positive
for apartment investments.
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EXHIBIT 6: DISTRIBUTIONAL FINANCIAL ACCOUNTS:

NET WORTH BY AGE

Source: Moody’s, US Board of Governors of the Federal Reserve System: Distributional

Financial Accounts. As of June 30, 2022.
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The smaller Gen Z population
will mean that there will be
fewer new households formed
in the coming years. As Exhibits
7 and 8 illustrate, demand from
younger people for apartments
has been slowing, and will be
stagnant at best, in the coming
years. But, on the other hand,
GenZ mightearn higherincomes
sooner than Millennials, due to
the tightening labor market,
and will subsequently be able to
form households sooner. They
might even be more mobile than
previous generations due to
work-from-home opportunities
persisting beyond COVID.

Beyond dealing with the
uncertainties of Gen Z, rental
markets will need to cater to
the growing older population
as well. There is a significant
population of baby boomers
thatare already renting but their
needs may change as they age.
There will be some opportunity
created by Boomers downsizing
from  homeownership  to
apartment rental.

As older adults provide a larger
portion of the demand for rental
housing, more  multifamily
properties will be designed or
rehabbed with their needs in
mind. Basic accessibility features
that allow people to age in place,
such as step-free entrances
and levered door handles,
will become more important.
Landlords may also consider
more extensive accessibility
features to attract seniors.

As older adults provide a larger
portion of the demand for rental
housing, more multifamily
properties will be designed or
rehabbed with their needs in
mind. Basic accessibility features
that allow people to age in place,
such as step-free entrances
and levered door handles,
will become more important.
Landlords may also consider
more extensive accessibility
features to attract seniors.

EXHIBIT 7: CHANGE IN NUMBER OF RENTER
HOUSEHOLDS BY AGE CATEGORY

Source: US Census Bureau; American Community Survey: 5-Year Estimates. As of
December 31, 2020.
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EXHIBIT 8: NUMBER OF RENTER HOUSEHOLDS
BY AGE CATEGORY (MILLIONS)

Source: US Census Bureau; American Community Survey: 5-Year Estimates.
As of December 31, 2020.
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INDUSTRIAL, OFFICE AND RETAIL SECTORS

Industrial, office, and retail space demand are indirectly affected by
shifting demographics primarily through the impact on economic
growth. With demographic prospects differing across localities,
prospects for these sectors are also subject to wide geographic
differences. While the apartment sector is the most sensitive
to demographic changes, grocery-anchored retail is affected by
gains or losses in numbers and spending power of local shoppers.
Some locales will have demand for new grocery-anchored centers;
other locales will see diminishing vitality in that sector as
population declines.

COMBATTING THE HEADWINDS

US CRE investors monitor economic growth closely with the
understanding that it drives demand for space. Beginning in 2020,
the impact of the COVID pandemic was the focus of attention
as it impaired economic growth globally. Now, as the pandemic
fades in importance, attention is focused on inflation, monetary
policy, and the disruption in food and energy sectors due to the
war in Ukraine. These near-term challenges will pass with time and
investors will need to direct their focus to the US CRE demand
drivers that emerge. In this paper, we identify population growth
prospects over the medium term as a potential pain point for US
CRE. Slow population growth is underway in the US and will likely
continue. Productivity growth is also relatively slow. Together they
create a constraint on economic growth prospects and the demand
it creates for CRE.

The demographic constraint on top line economic growth will
make it imperative for investors to pay close attention to the very
different prospects for individual property subsectors in individual
metro areas. Demographic evolution for the US as a whole will
not affect all locales equally. The differences in turn translate into
different investment prospects. Specifically, both middle-market
apartments and grocery-anchored retail will benefit from relatively
stronger demographics in some metros versus relatively weaker
demographics in others. It is worth noting that the locational
decisions of Millennials have been a determinant of stronger versus
weaker metros in the recent past. Similarly, the locational decisions
of Gen Z will drive relative growth in the future.

The demographic constraint on top
line economic growth will make it
imperative for investors to pay close
attention to the very different prospects
for individual property subsectors in
individual metro areas.

ABOUT THE AUTHORS

Martha Peyton, PhD, is Managing Director of Real Assets
Applied Research for Aegon Asset Management, the global
investment management brand of Aegon Group.

NOTES

! Dimock, Michael. “Defining Generations: Where Millennials End and Generation Z
Begins.” Pew Research Center, April 21, 2022. https://www.pewresearch.org/fact-
tank/2019/01/17/where-millennials-end-and-generation-z-begins/.

2 Kurz, Christopher, Geng Li, and Daniel J. Vine. “Are Millennials Different?”
Board of Governors of the Federal Reserve System. Federal Reserve, November 1, 2018.
https://doi.org/10.17016/FEDS.2018.080

38



AFIRE 2022

Demographic evolution for the US as a
whole will not affect all locales equally.
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The locational decisions of Millennials
have been a determinant of stronger
versus weaker metros in the recent past.
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Similarly, the locational decisions of
Gen Z will drive relative growth in
the future.
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