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What does 2023 hold for
the Philippines’ economy?

While the Philippines has not yet reached growth rates experienced before 2020, big
opportunities exist across sectors. If companies rethink strategies, sound economic
growth can occur in 2023.
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Exhibit 1

The Philippines ended 2022 with one of the fastest growth rates on record, but is still barely
ahead of pre-COVID-19 levels.

Real GDP growth rate, % vs previous period

2020 2021 2022 2022 vs 2019
Philippines  -9.6b +3%
Indonesia +7%
Vietnam +14%
Thailand -3%
Malaysia +6%

Source: National Statistics Offices

%2023 inflation seen topping official target,” Manila Times, January 13,2023.

The COVID-19 pandemic and other geopolitical events have caused a global crisis
over the past couple of years. Major upheavals of this scale are not unknown—in the
20th century, various significant events shook the world, like both World Wars and the
Cold War. Between these periods of disruption, global events played out across three
“eras”: the Post-War Boom after the Second World War, the Era of Contention from
1972 to 1974, and the Era of Markets from 1989 to 1992, each of which had distinct

characteristics and opportunities.

The effects of the current crisis, both humanitarian and economic, cannot be
underestimated. However, as the world continues to emerge from the pandemic,
business leaders can take advantage of these upheavals, and shape innovation

and growth—as evidenced in previous eras—by anticipating future disruptions and
shaping strategies accordingly. This kind of “era thinking” is particularly valuable in
the Philippines, where disruptions caused by the conflict in Ukraine and international

supply-chain crises have had a clear impact.

Looking ahead into 2023, the economic forecast for the Philippines remains a moving
target. After arecord 10 percent contraction in 2020, the country may bounce back in
2023 with projected growth of around 5.3 percent, though it will hardly rise above pre-
COVID-19 levels (Exhibit 1).

Key challenges face the country: significantly high unemployment numbers; a high
inflation rate (forecast to reach 5.1 percent in 2023); rising policy rates; import and export
bottlenecks; and the declining strength of the Philippine peso against the American
dollar.!
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Exhibit 2

Real estate and construction industries may be affected by policy rates and supply-chain issues in 2023.
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Source: Colliers; Oxford Economics in partnership with McKinsey

The state of the Philippines’
economy in five major sectors

This article analyzes five key sectors that offer a detailed
insight into the state of the Philippines’ economy in 2023 and
beyond. As the data shows, the outlook is complex—there are
serious issues to address, but also reasons for optimism.

Real estate and construction

Several global and macroeconomic shocks will likely impact
the Philippines’ post-pandemic economic recovery in the

real estate and construction sectors. Policy rates may reach
6.25 percent in the first half of 2023, which would negatively
impact home lending rates and increase the strain on a sector
that must also address the increased costs of construction
and logistics caused by supply-chain issues (Exhibit 2).
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Exhibit 3

Real estate is likely to experience continued recovery in 2023, supported by emerging

industries and easing restrictions.
Real estate landscape

Segment Outlook

Office .

Increase in transaction as employees return
to offices but hybrid work arrangements
may persist

Adoption of sustainable office spaces

Take up will be driven by e-commerce,
BPOs,"' and data centers

Vacancy rates

2023 forecast

Average rent

l

New supply

+ 641100 sgm

Residential

ﬁ

Demand for integrated communities and
sustainable communities will increase
Higher construction costs and interest rates
may dampen growth

\

+ 3,540 units

Retail .

E-commerce will likely impact retail space
as well as recovery of leisure and
entertainment facilities

Recent amendments to the Retail Trade
Liberation Act and Foreign Investments Act
may boost expansion

+ 448,900 sgm

Industrial

.

Demand to be sustained by growth in
e-commerce, manufacturing, and logistics
(ie, cold chain and warehouse)

Economic uncertainty may impact
expansion, but more FDI? will be realized
given recent initiatives (eg, CREATE,
industrial parks)

+132 ha

Leisure

"Business process outsourcing.
?Foreign direct investment.
Source: Colliers; PhilCare

“Revenge” travel of local tourists will drive
higher occupancy across the country
Hotels have converted some facilities into
private offices and flexible workspaces

2“Philippines raises carbon emissions target to 75 percent by 2030,” Reuters, April 16, 2021.

+ 4,140 rooms

Nonetheless, more optimistic projections include an expansion
in real estate investment opportunities and the emergence

of green real estate, a promising step toward the Philippines’
goal to reduce carbon emissions by 75 percent by 2030.2

Much of the sector is expected to recover to pre-pandemic levels
by the end of 2023, and construction by the end of 2024. Much of
this growth will likely be driven by residential building construction,
predicted to grow by 12 percent. Non-residential construction, by
contrast, has yet to recover to pre-pandemic levels (Exhibit 3).
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Exhibit 4

Return-to-office policies will likely boost demand, but redefined office spaces will be needed.

Metro Manila demand and vacancy forecast, sqm Work arrangement preference,! %

—Vacancyrate, %  IlTake up Fully remote [ Hybrid I Fully onsite

20 18
16
15
o
10 S 36 35 74%
5 flexible working time?
0
o
55%
four days remote
2020 2021 2022 Global PH
Office demand is expected to pick up along with an influx ... but with redefined ways of working

of new supply ...

"PhilCare Wellness Index (2021: 1,500 respondents nationwide) vs McKinsey COVID-19 Smart Working survey (multiple choice).
2Qualtrics XM Asia Pacific Employee Survey 2022: 1,000 respondents nationwide (multiple choice).
Source: Colliers; PhilCare

3Vaughn Alviar, “Hybrid work is the future,” Philippines Daily Inquirer, March 11,2022.

There will likely be an increased demand for office space,
caused by companies introducing return-to-office policies, as
well as aresurgence in the need for industrial, retail, and leisure
spaces, both of which would boost sector-wide growth.

Another consideration is hybrid working—this is in fact higher in the
Philippines than the global norm.® Office spaces may need to be

reinvented as companies look to adopt more hybrid ways of working.

This could result in vacancy rates persisting, however the growth
of coworking facilities and the desire for sustainable buildings will
necessitate innovations in construction techniques and leasing
agreements, thus encouraging sector-wide growth (Exhibit 4).
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Exhibit 5

The 2023 outlook for the travel and hospitality sectors is stronger than for the airlines industry. Travel and hospitality

The outlook for the travel and hospitality sector is strong,

Sector GDP, annual growth, % 1111 HE High with a full recovlery to pre-pandemic levels §xpected by QOIQA.L
Outbound and inbound travel may be sluggish due to remaining
Hospitality (2023 recovery) international travel restrictions and further health and safety
21 21 concerns: 71 percent of Asian countries stillimpose travel

6 U __- restrictions to varying degrees; Europe is more lenient with

50 percent of countries imposing no restrictions at all.*

Despite this, hotel occupancy is expected to rise as more foreign
tourists visit the Philippines (Exhibit 5). China’s removal of quarantine
on arrival from January 8, 2023, and Hong Kong’s withdrawal of
mandatory quarantine on arrival in September 2022, are both

-45
2019 2020 2021 2022 2023F

Air transport (2024 recovery)

6 6 & 6 reasons for optimism. If mainland China’s air travel were to recover
at the same pace as Hong Kong'’s, four million air passengers a
month out of China can be expected by the second quarter of 2023,
—31 pushing air travel back up to 40 percent of pre-COVID-19 levels.?
2019 2020 2021 2022 2023F

Full recovery to pre-COVID-19 by 2024

"Air Asia and Tengere survey.

““UNWTO/IATA destination tracker—easy tracker,” UNWTO, January 2023.
®Steve Saxon, “What to expect from China’s travel rebound,” McKinsey, January 25, 2023.
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Exhibit 6

Philippine tourism is forecast to return to pre-pandemic levels by 2024, driven by domestic demand.

Tourism expenditure,’ $ bn M Domestic lInbound [ Outbound

190
Recovery of

inbound and 190 25
outbound in 2026

Sector recovery in 2024,
driven by domestic demand 190 16 .

2016 2016 2017 2018 2019 2020 2021 2022 2023 2024 2025 2026 2027 2028 2029 2030

'Business and leisure travel for outbound and domestic trips, including expenditure for transport, accommodation, entertainment, food and beverages, activities,
retail and others.
Source: Oxford Economics in partnership with McKinsey

SKatlene O. Cacho, “Air travel approaches pre-pandemic levels,” SunStar, December 20, 2022.

Several key trends are expected to influence economic recovery
in the sector, the impacts of which may be both positive and
negative. High inflation, for example, has increased airlines’
operating expenses. The weakening peso, by contrast, could
have a positive effect by encouraging locals to travel and

spend within the country rather than abroad. In fact, local

air travel is already on the rise and is expected to reach pre-
COVID-19 levels in the second half of 2023 (Exhibit 6).°
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Exhibit7

“Revenge” leisure travel demand could drive recovery in 2023, while business travel is expected to lag.

Expenditure by travel type, PHP bn Traffic type, %
3.0
2.9 ~ 01 Low HHNE N Il W High
02 27
~ 04
Business I 48 62 67

Leisure

II 70

2019 2020 2021 2022 2023 2024

2019 2020 2021 2022 2023 2024

Source: Euromonitor

The growth of “revenge travel” (travelling widely and often to
make up for time and opportunities lost during the COVID-19
pandemic and attendant travel restrictions) also contributes to the
robust growth of leisure travel, while business travel is recovering
more slowly (Exhibit 7). This is largely due to the inconsistent
travel restrictions between countries, and remote working

tools that do away with the necessity of meeting in person.
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Exhibit 8

The hospitality industry is expected to recover faster than airlines in 2023.

Lodging sales, PHP bn

B Hotels MShort-term rentals Other lodgings

326 240
312 19
19 wigw
199 79
176
Luxury and upscale 83
y p 58
275 275
Mid-market
Other 15 14 15
2019 2020 2021 2022 2023 2024 2025 2019 2022 2023
Lodging to rebound driven by staycations, domestic tourism, Mid-market hotels are poised to recover faster by
and conversion of facilities into work-friendly locations combining safety and affordability while capitalizing

on local travelers

Source: Euromonitor

Sustainable tourism and increased awareness of eco-friendly travel
options may not negatively affect the number of tourists visiting

the Philippines, but they will likely change how visitors and locals
arrive in, and travel through, the country. The fact that the hospitality
industry has recovered more significantly than airlines shows this.
Other contributing factors include the increase in domestic travel and
the popularity of the “digital-nomad” lifestyle, which allows travelers
to live and work for extended periods in their destinations of choice,
rather than flying between destinations frequently (Exhibit 8).
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Exhibit9

The financial industry in 2023 may be affected by global macroeconomic shocks and the push for
interoperability and digitization.

Sector GDP-financial services, annual growth, % Low Il B High

1.9

56 5.4
47 4.2

2019 2020 2021 20221 2023F

‘Interest rate hikes benefit 2022
Source: Economist Intelligence Unit; EMIS insights; Fitch Solutions; Oxford Economics in partnership with McKinsey; McKinsey analysis

7Lawrence Agcaoili, “More BSP rate hikes boom as inflation spikes,” Philstar Global, January 6, 2023.
840021 financial inclusion survey,” Bangko Sentral ng Pilipinas, 2021.

Financial services

The strength of the Philippines’ financial services sector in 2023
will likely be subject to two key factors: interest rate hikes and
rising inflation. Interest rate hikes could have a positive effect

by widening the net-interest margin, but macrovolatility could
cause a slowdown in new loans. Rising inflation will likely increase
the pressure on wages and increase operational costs.

The financial sector is already responding to these challenges.
Itis prioritizing the interoperability and digitization in top banks,
and the country’s central bank, Bangko Sentral ng Philipinas, is
expected to increase interest rate hikes to keep up with inflation.”

Banks have taken additional steps. These include recovering
nonperforming loans, reducing loan loss provisions with an
outlook onimproved credit status, and the emergence of digital
neobanks, which offer higher savings interest rates and faster
customer acquisition. Perhaps most crucially, there are growing
efforts to make banking more accessible and inclusive. The growth
of digital banking is significant: in 2021, 60 percent of Filipinos
used digital banking (a sharp increase from 17 percent in 2019),
and growth is expected to accelerate in 2023 (Exhibit 9).8
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Exhibit 10

The power sector is expected to rebound in 2023, though the outlook will be affected by the energy Energy
transition. Growth in the Philippines’ energy sector contracted to 4.8
percentin 2022 and is expected to rebound to 5.5 percent in
Sector GDP—electricity, power generation, and distribution Low HEE N [ I W High 2023, However, the sector needs to ensure that this growth
6.4 63 target can be met given looming supply constraints and while
: accelerating the transition to green energy (Exhibit 10).

-1.2
2019 2020 2021 H12022 A 2022 2023F 2024F

Source: Department of Energy, Philippines Government; Oxford Economics in partnership with McKinsey
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Exhibit 11

Supply-demand balance: At the current trajectory, the market is expected to become tighter as growth
in demand may outstrip that of supply.
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Source: IEU; International Energy Agency; OECD

9“Malampaya depletion expected by 1st quarter of 2027,” BusinessWorld, May 19, 2021.
©Philippine energy plan 2020—2040, Department of Energy, Republic of the Philippines, 2020.

Due to a growing population, an economy coupled with the depletion
of domestic gas from the Malampaya gas field, and a heavy

reliance on imported fuel, a power supply shortage is expected
closer to 2024 to 2025.° This will put sustained upward pressure

on prices and an urgency to bring greenfield capacity online.

On the energy transition, major players are addressing the challenge
by diversifying energy assets across the board, with investments

in cleaner technologies such as solar, hydro, and battery energy
storage systems. These efforts are underway in both the private

and public sectors. For example, the Philippine government has
introduced measures to improve the availability and sustainability

of energy. Legislation has been passed to reduce fuel and power
costs via subsidies for transport operators, boost investments
inindigenous energy resources such as coal, and strengthen
electric cooperatives for broader access to electrification.!

The Philippines may generate enough energy to cover

its consumption needs, but the supply-demand balance

will remain tight, with clear downside risks. Threats to the
energy supply include rising oil and gas prices, supply-chain
disruptions, and currency depreciation (Exhibit 11).
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Exhibit 12

The healthcare industry’s growth is expected to level off in 2023, though demand growth
will likely increase.

Overall outlook sector GDP, annual growth, % Low HEE N [ I W High

Healthcare services

4.9 3.9
14
-b1
2019 2020 2021 20221 2023F
Pharmaceutical manufacturing
26.2
3.3
2019 2020 2021 20221 2023F

'Growth leveling off after initial boost due to COVID-19
Source: Economist Intelligence Unit; EMIS insights; Fitch Solutions; Oxford Economics in partnership with McKinsey; McKinsey analysis

Healthcare

The healthcare sector experienced strong growth during the
COVID-19 pandemic: in 2021, healthcare services increased by

141 percent and pharmaceutical manufacturing by 12.9 percent.
Growth stalled in 2022 (3.9 percent and 8.25 percent for healthcare
services and pharmaceuticals respectively), and this trend is
expected to continue in 2023. While demand will continue to grow,
the sector will have to address three major challenges (Exhibit 12).
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Exhibit 13

The healthcare industry’s growth outlook varies by subsector.

Philippines’ healthcare overview and value chain

A: Products B: Healthcare providers C: Payors
Pharmaceutical Hospitals Healthcare
manufacturing Pharmacies Primary care and clinics digital and IT HMOs
Market size ~PHP 40-50 bn' ~PHP 250 bn? <—— ~PHP513bn*—————————> ~PHP 20-30 bn* PHP ~50 bn®
Growth (vs . )
S - —_—
GDP growth) Med Med Med-High High Med
Number of 400+ 29,000+ 28,000+ ~2,000+ 400° 30
players (Hospitals
and infirmaries)
Market share ~40-50% ~80%7 Highly fragmented ~11% Fragmented ~80%
of top three (Private hospitals
only)
Trends Looming price Generic drugs  Government focus Consolidation Opportunitiesin ~ Partnerships
controls to see the most on increasing across levels of remote health with
growth dueto  primary care care, new patient monitoring and conglomerates
government facilities touchpoints back-end IT to scale
policies solutions business
operations

'GVA of pharmaceuticals manufacturing, 2021.

Total health expenditure—pharmacies, 2020.

STotal health expenditure—ambulatory, ancillary, hospitals, preventive care, 2020.

“Digital health revenues, 2021.

°Revenues, 2021.

SHealth IT-BPM players.

"Mercury Drug and Robinsons Drugstore segment (Rose Pharmacy, Southstar, The Generics Pharmacy).

Source: Department of Health, Philippines Government; EMIS; Euromonitor; Fitch Solutions; Insurance Commission; Ken Research; Philippine Competition

Commission; PSA; Statista

"“Universal health care,” Department of Health, Republic of the Philippines, 2019.

First, rising inflation will impact costs for service providers and
manufacturers, though prices will initially lag due to procurement
contracts being set in advance. One of the biggest drivers of inflation
isanincrease in healthcare wages, especially of hospital staff such

as nurses, who are in short supply locally and globally. Second,
supply-chain disruptions will drive up medicine price variations and
production inefficiencies, particularly as the Philippines is a net
importer of pharmaceuticals. And third, turnover levels for health
workers are expected to remain high, straining the capacity of service
providers and potentially resulting in a poor quality of healthcare.

To address these challenges, the sector is renewing the
emphasis on universal healthcare and building robust healthcare
ecosystems. The Department of Health aims to close the supply-
demand gap in healthcare by increasing facilities in areas outside
Metro Manila and making medicines more affordable."

In the private sector, key players are investing strategically to cover
the healthcare value chain, and making concerted efforts to tap into
growing online markets through electronic medical records, all-in-
one telemedicine and consultation apps, and other ancillary services.

The Philippines’ healthcare sector is so vast that broad, sector-
wide forecasts can sometimes obscure as much as they reveal.

The outlook becomes clearer when subsectors are evaluated on
their own terms, as they diverge widely in market size, are subject

to different trends, and experience different rates of growth. The
healthcare providers subsector, for example, boasts a larger market
size than the products and payors subsectors combined (Exhibit 13).
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Despite significant growth in 2022, the Philippines still has

some catching up to do. There is no doubt that it faces global
macroeconomic headwinds in 2023, however big pockets of
opportunity exist within each of its biggest sectors. To grasp these
as soon as possible, companies need to rethink how they deliver
to customers and operate their businesses. With such strategies
in place for possible future disruptions, the Philippines can stand
strong and continue to grow its economy in the year ahead.

About the author(s): Jon Canto is a partner in McKinsey’s
Manila office, where Danice Parel and Vicah Villanueva
are consultants, and Kristine Romano is a partner.

The authors wish to thank Ryan Delos Reyes, Aaron Ong, and
Jeongmin Seong for their contributions to this article.
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