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Introduction

For decades, successive Philippine
administrations have attempted to spur the
growth of Philippine defense industries to achieve
self-reliance in defense equipment, only to be
stifled by various issues affecting the entire
defense enterprise. The lack of political will,
limited resources, technological
deficiencies and tedious bureaucracy were
identified in the available literature as the
underlying reasons why previous attempts to
develop the Philippine defense industries have not

financial

advanced.! There is also a dearth of studies
examining such a topic from a political-economy
and macro-economic lens. This paper seeks to fill
in such aresearch gap. It hopes to provide answers
to the following questions:

e What were the past attempts to implement a
Self-Reliant Defense Posture in the Philippines,
what happened, and why did it not materialize?

e Is there space in the global or regional defense
markets for the Philippine defense industry? If
so, which niches?

e What subsectors/industries can be feasibly
supported using private-sector investment or
private-public partnerships, if at all?

e Whatare the prospects for a Philippine defense
market to generate demand sufficient to
support the defense industry, especially in an
immediate environment post-COVID-197?

This paper is divided into four sections. The
first section provides an overview of the global

defense industrial market, its structure, and recent
developments. The second section will elucidate
the previous and current Philippine efforts to
create a defense industry. The third section will
tackle the issues and challenges hounding the
Philippine defense industrial development,
namely, a stagnant domestic demand, gaps in
Philippine understanding of defense economics
regarding complex weapons, and an overreliance
on real estate-based and private sector-driven
solutions. The last section will consider the
prospects for growth and identify some policy
toward crafting a

recommendations more

coherent defense industrial policy and strategy.

There is no coherent definition of “defense
industry” in Philippine official documents. The
2018 National Security Strategy’s Annex B
identified “strategic industries”
considered vital for national
economic development, but such a term included
industries which have no direct link to defense,
banking,
services.2 For purposes of this paper, “defense

several
security and

such as agriculture, tourism and

industry” refers to the economic sector
responsible for development, production and
maintenance of weapons systems and components
of these systems. Related to this, the defense
industrial base sector is the “industrial complex
that enables research and development, as well as
design, production, delivery, and maintenance of
systems, and

military weapons subsystems,
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components or parts” to meet the military’s
requirements.3

There are two key interrelated reasons why
countries develop a defense industry—strategic
and economic.* Strategic reasons include ensuring
security of supply to compensate for perceived
strategic isolation, to prevent overdependence, or
address vulnerability to sanctions; and for
national prestige or “technonationalism”.5
Economic reasons include the promotion of
backward linkages with other sectors such as steel
and machine tools; development of “technology
locomotives”; import-substitution which help
preserve foreign currency reserves and create
jobs; and lastly, hopes for export earnings.

I. The Global Defense Industrial Sector -
Status and Prospects

Global defense spending has been generally
on the rise since the 2000s, partly due to the onset
of the War on Terror and the invasions of Iraq and
Afghanistan. However, the defense industrial
landscape has undergone various shifts and
changes through the years. The defense industries
which met the needs of the War on Terror were not
the same as those during the Cold War. Many
pioneering defense firms had either been bought
out, restructured, or abandoned altogether,
resulting in, particularly with the case of the US,
the emergence of virtual monopolies or duopolies
in certain product lines.” Similar contractions
were seen in European producers, as well as in
Russia after the fall of the USSR. Then-emerging
defense industries like in Brazil were also heavily
impacted by the general decline in defense
spending worldwide, and the massive surplus of
new Western and Eastern weapons available in the
market following the end of the Cold War. This
“predatory dumping” destroyed the prospects for
some emerging defense industries which relied
heavily on exports to remain afloat, given the low

domestic demand of those sectors’ home

countries.8

The past decade also saw the expansion of
new defense industries from the East and
Southeast Asia into the global market space. The
most significant new player is the People’s
Republic of China (PRC). From mostly importing

“To maintain a defense industry, large
numbers of systems and a sustained,
multiyear, multi-administration,
procurement program is required; all of
which are costly.”

both Western and Russian weapons systems, the
Chinese defense industry has grown to become
one of the largest in the world.? China is now able
to design and produce almost the entire product
range of cutting-edge defense systems, from low-
observable stealth fighter aircraft, to drones and
large aircraft carriers. Several Southeast Asian
countries such as Myanmar, Laos and Thailand
have procured major weapons systems such as
submarines and fighter aircraft from Chinese
manufacturers, and Chinese defense products
have seen some success in Africa and Latin
America in the past decade.

The Republic of Korea has also developed a
formidable defense industry in the 2000s, largely
through technology transfer and cooperation
agreements with its traditional suppliers, such as
the United States and Germany.1? It now produces
an array of defense products, such as fighter
aircraft, surface ships and submarines, artillery
and missiles. Initially targeted for domestic
consumption to support the Republic of Korea
Armed Forces, the Korean defense industry has
moved to the export business. It has scored several
export successes particularly with the Philippines,
which has procured F/A-50 Fighting Eagle
supersonic fighter-trainers and its two Jose Rizal-
class frigates from Korean suppliers.
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Within Southeast Asia, the Philippines’
ASEAN  neighbors have resumed their
development of defense industries. Indonesia has
been investing heavily in its defense industry.
Notably, it has collaborated with South Korea on a
variety of military projects, such as the KF-X KF-
24/F-33 jet fighter,'! and the Makassar-class
landing platform dock, among others. This
partnership has already scored some notable

export successes, producing the two Tarlac-class
landing platform dock ships (a variant of the
Makassar) for the Philippine Navy. Singapore has
also maintained a robust defense industry
throughout the 2000s and 2010s.12 While its
primary export remains small arms and light
weapons, its technological base has expanded to
include armored fighting vehicles of high quality,
even competing with the United States.
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Visual Map of Defense Spending in Indo-Pacific
Source: Institute for International and Strategic Studies 202113

As seen in Figure 1, the Indo-Pacific is
becoming a hotbed of defense spending activity. It
should be noted that most countries in the region
feature real percentage changes in defense
spending despite the COVID-19 pandemic. The

region is expected to sustain a vibrant defense
market in the immediate future, partly due to the
intensifying power dynamics and changing threat
perceptions.
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IL. Philippine Efforts towards a Defense
Industry

Project Santa Barbara and SRDP

In 1972, the Philippine Navy, in
cooperation with scientists from the then-National
Science Development Board (now the Department
of Science and Technology, DOST), launched
Project Santa Barbara, a program meant to
develop several types of rockets that could
potentially be used by the Armed Forces of the
Philippines.14 In 1973, the Philippine Aerospace
Development Corporation (PADC) was founded
through  Presidential
Decree No. 286.15 In
1974,
Decree No. 415 formally
established the
objective of achieving “a
self-reliant defense
posture”.1® This can be
considered as  the
formal beginning of the Self-Reliant Defense
Program (SRDP). The SRDP was successively
reinforced by various initiatives after the Marcos
administration, such as the Republic Act (RA)
7898 AFP Modernization Law of 1995, and the RA
10349 Revised AFP Modernization Law of 2012.

Presidential

Project Santa Barbara was shelved after
1980, with none of its products adopted into
service. Other attempts to develop domestic
defense industrial capability, such as the PADC
Defiant 300 and 500 aircraft, and Hummingbird
utility helicopter project, languished and were
canceled in the 1990s, due to lack of government
support and legal issues with intellectual property,
respectively. Much of PADC’s income was not even
in design, construction, and maintenance of
aircraft but on hangarage and building rental fees
as of 2014.17

The Defense Ecozones

“The lack of political will, limited financial
resources, technological deficiencies and
tedious bureaucracy were identified... as
the underlying reasons why previous
attempts to develop the Philippine has
defense industries have not advanced.”

The National Security Policy (NSP) 2017-
202218 and National Security Strategy (NSS)
201819 identified several strategic industries
which were considered “vital for national security
and economic development.” Several legislative
efforts have also been pushed, one of which is the
Philippine Defense Industry Development Act
(PDIDA) 0of 2019. PDIDA’s salient provisions aim to
provide investment and tax incentives for local
enterprises and producers of defense articles,
stipulate technology transfers as a condition for
any purchase of foreign systems, authorize the
DND and its bureaus to enter into multi-year
contracts with local defense enterprises, and
create a new

undersecretary-level
office within the DND
focused on defense
technology research, and
defense development.20 It

yet to pass final
reading in either House as
of June 2021.

The AFP, in partnership with the Philippine
Economic Zone Authority (PEZA), has sought to
open defense industrial zones.2! The AFP-PEZA
partnership aims to construct a defense industrial
complex, which is defined as:

“a tract of land with defined boundaries
located physically and/or administratively
outside the customs territory and
predominantly oriented to export production.
This will produce world-class defense
products to meet both domestic and world
market requirements, thus, maximizing the
utilization of economic zones to generate
maximum revenues for the government and
support to the modernization program as well
(as) create employment opportunities in the
Philippines, particularly in and around the
complex.”22

Several defense firms have expressed
interests in setting up shop in the Philippine
defense industrial ecozones. These include the
Russian Kalashnikov,?3 well-known for its small
arms and recently venturing into unmanned aerial
4
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vehicles, and the Swedish Saab Aerospace, which
has been competing for the Philippine Air Force’s
Multirole Fighter (MRF) project.

The defense ecozone initiative is set to be
further bolstered by the Special Purpose Defense
Eco Zone Authority Act (SpeDEZA). Unlike PDIDA,
this act aims to provide the Government Arsenal
lands in Camp General Antonio Luna, Lamao,
Limay, Bataan to be the first SpeDEZ; establish the
SpeDEZ Authority to manage it; the provision of
visas for investors with minimum investment of
200,000 USD; and an authorized capital stock of
PhP 3 billion from the government.?* The
Philippine Congress approved the bill on 04
February 2021, however it must now pass the
Senate before it will be signed by the President.

There are also efforts to revive the SRDP by
the AFP’s major Specifically, the
Philippine Navy has actively encouraged local
shipbuilders and producers to help contribute
defense goods.25

services.

III.  Analysis of the defense market and PH
efforts

The general trend since before the end of
the Cold War is for weapon systems to become
increasingly complex and expensive, which has
reduced the number of different types of weapon
systems and the volume of production runs.2¢ This
has major implications for the sustainment of a
defense industry; specifically, 1) fewer new
systems are brought in to replace larger numbers
of older systems, resulting in overall force
shrinkages, and 2) production must be stretched
out across a longer timeframe to preserve the
industrial base for longer, or risk losing the
industrial base altogether if production is not
sustained or the assembly line is not working on
new products. To maintain a defense industry,
large numbers of systems and a sustained,
procurement
program is required; all of which are costly. It is
therefore no accident that only a few nations, such
as the United States and China, can maintain
defense industries that produce most if not all
defense product lines, as only they have the
economic power and willingness to spend large

multiyear, multi-administration,

sums in defense.
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Production Curve adjustment for smaller quantities ordered.
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The smaller the quantity, the more the production curve shifts. Past a certain point, it will become too
inefficient to start production for very small volumes.
Source: Gansler (2011)27

Figure 2 shows just how difficult it is to get
the right production curve for any specific
weapons system. This has significant implications
for AFP procurements. For the AFP to get the
optimum cost of any specific weapons systems, it
needs to either: 1) buy alongside other countries’
orders to achieve scale economies, 2) be prepared
to invest more to improve the production
efficiency, or, more likely, 3) it will not receive any
tenders. This can explain the inability of certain
AFPMP projects to take off, such as the Maritime
Patrol Aircraft project which has a very small
order volume to be worth the effort of producers.

To develop a defense industry, one must
understand the market for all defense items. The
defense industry is not like the typical consumer
industries or service businesses, with generally
homogeneous product ranges and exceptionally
large customer bases. Except for small arms and
light weapons, which tend to have some overlap
with the civilian firearms market, the defense
industries’ main product lines (armored fighting
vehicles, combat aircraft, warships and
submarines, military space assets, missiles,
custom command and control systems, etc.) have
only one customer: states. Neither can industries
casually sell to just any prospective buyer; it is
very unwise after all to sell advanced weapons to
states who might be prospective enemies. These
considerations are what set defense industries
It would

apart from industries.

therefore be a grave mistake to view the enterprise

consumer

from a purely economic lens. Scale and strategic
considerations are equally important factors.28

The Philippine defense market has grown
robustly since 2012, with defense spending
around ~1% of GDP.29 As illustrated in Figure 1,
this remains relatively small compared to its peers
in the Southeast Asian region. The trend has also
remained consistent despite calls by Defense
Secretary Delfin Lorenzana to increase defense
spending to 2% of GDP or greater. The
introduction of the Revised AFP Modernization
Program in 2012 should have led to greater
demand for defense equipment as evidenced by
the AFPMP PhP 300 billion Horizon 2 program.3°
However, the actual effective demand is still only
determined by the annual appropriations allotted
to the DND.

The country’s defense capabilities have not
been given priority in the national budget, as
evidenced by defense spending as a percentage of
GDP progressively declining from 2.294% in 1995
to 1.129% in 2018.31 This is unlikely to change due
to the current health emergency. Moreover, the
existing defense spending percentages are not
accurate indicators of defense modernization, as a
large portion of the budget goes to personnel
expenses.32 Table 1 below lists the Maintenance
and Other Operating Expense (MOOE) and Capital
Outlays (CO), which are more reliable indicators of
the allocated budget in relation to arms, parts and
munitions acquisition and consumption.33

Table 1
DND Defense Budget MOOE and CO, 2015-2021 (in millions of pesos)
2013 2014 2015 2016 2017 2018 2019 2020
MOOE 22,594.3 | 21,121.1 | 22,729.7 | 26,871.2 | 41,023.5 | 40,913.6 | 43,619.7 | 41,340.9
CO 9,332.2 | 11,091.7 | 14,027.5 | 20,559.2 | 44,259.0 | 24,286.2 | 31,370.8 | 30,686.4

Source: Congressional Policy and Budget Research Department 202034
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This inability to generate strong local
demand is at the heart of the current deficiencies
and failures of the Philippine efforts for a strong
defense industry. Without large and sustained
defense demand, companies shrivel up and die,
and prospective entrepreneurs are unlikely to take
the risk of starting up a defense firm, given the high
capital and startup costs of modern weapon
systems.

There is a notion that one needs to start
small before going big in defense industries. This
stems from an outdated understanding of the
processes and dynamics of arms production—
which assumes a certain level of homogeneity in
the industry (e.g., expertise to produce “small
items” can be easily and quickly translated to
bigger and more complex items). This neglects the
reality that each weapons category is effectively an
industry unto itself with niche specializations that
do not cross over across categories, even with

related civilian

“The defense industry counterparts.3>
is not like the typical There are also
consumer industries specializations that
or service businesses. must be nurtured to
It would tiferefore be keep the industry
a grave mistake to , )

h . alive while
view the enterprise o .
from a purely delivering  quality
economic lens. Scale products.3¢ Even a

and strategic few years’ time gap
considerations are between orders can
equally 'l:mportant be damaging to
factors. firms’ long-term

efficiency,

performance, and survival.

Intellectual property is also a critical issue
in the development of the defense industry. The
failures of the PADC’s Hummingbird helicopter
project can be attributed to its unlicensed attempt
to copy an existing German helicopter design,
which predictably led to threats of litigation from
the parent company Eurocopter (now part of the

Airbus Group).37 To preserve competitiveness and
market shares, all activities of the defense industry
should meet regulations on intellectual property,
and exports control of intangible technologies.

Providing foreign firms land for operations
and facilitating ease of business, while helpful, will
be insufficient for developing an effective defense
industrial base. Proper demand signaling and
generation are critical. Thus, while the
Department of Trade and Industry (DTI) launched
its Inclusive Innovation Industrial Strategy (i3S) in
2017, and sees itself, together with the Bureau of
Investment, as a facilitator of and coordinator for
addressing the binding of the
industries;38 this does not mean that they oversee
generating demand for said industries, especially
defense industries.

constraints

The ecozone experience here in the
Philippines is also instructive. Other industries
that took advantage of ecozones, such as car
manufacturing, have struggled to compete due to
the absence of economies of scale and a weak parts
supply base.3? This is further exacerbated by the
The
problems of weak supply chains also have
hindered existing state efforts at local arms
production. The Government Arsenal is currently
unable to provide greater than 10-20% of the
AFP’s annual ammunition needs, due to a chronic

disruptions caused by the pandemic.

lack of raw materials and difficulties with the
AFP’s procurement processes.*? Similar issues will
be faced by any defense firm that sets up shop
under the auspices of SpeDEZA.

IV. Prospects for growth and competition

Defense spending has largely been
sustained in 2020, and in the case of the US and
China has even increased despite the COVID-19
pandemic.#! This rate of expenditure might not be
sustained in the short-term as pressures for social
spending may lead to stagnation or even defense

7
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budget cuts in 2022-2023. In 2021, Chile, South
Korea, Russia and Brazil instituted cuts to their
defense budget or reallocated funds to pandemic
responses. Even the Philippines had to realign
defense funds as part of pandemic relief efforts.+2

However, the heightened threat
perceptions in both Europe and Asia, as well as
intensifying great power competition do mean
that there will be strong long-term demand for
defense systems. This bears out in Southeast Asia
and in the wider Indo-Pacific. While much of the
world is preoccupied with the pandemic, China
continues to launch aggressive activities against

India, Taiwan, Japan,

_ Philippines, Malaysia
and Indonesia in the
“The DND and AFP land and maritime
?:::152 &q:’;f more spheres. The
industrial planning procurement demand
and proactively will also be
work with DTL increasingly skewed
There is a need for on higher technology
both departments and higher capability
2312rwi;1e€1;e-gaps weapons systems.
, Such trends can be
regarding defense ,
product categories seen in the conduct of
and the defense modernization
market.” programs across the

Indo-Pacific, and
recent conflicts most particularly the 2020

Nagorno-Karabakh war.43

A major factor in Philippine defense
demand is political priorities. It is clear that for the
near term and possibly even mid-term, defense is
unlikely to receive more funds. The pandemic has
effectively derailed AFP Modernization Horizon 2,
as acknowledged by no less than Secretary
Lorenzana himself.#4 Defense legislation such as
PDIDA, SpeDEZA and a National Defense Act have
yet to be signed into law despite the evolving
security situation of the country.

Recommendations

Defense legislation and current efforts
towards improving local industrial participation in
defense modernization are welcome, but they can
be further enhanced and strengthened. To this
end, this research proposes the following policy
recommendations:

Review existing policies regarding defense
industrial development: This includes reviewing
the list of strategic industries identified as
important to national security in the NSP and NSS.
Several of such industries listed do not have any
direct relevance to national defense and security,
nor do they contribute to deterrence or total
combat power. As important as agriculture,
banking, tourism and services may be to inclusive
development, their operation and development
are entirely outside the scope of defense planning.
As we move towards developing a more coherent
policy as regards defense industrial development,
there is a need to clarify which industries will
directly impact the performance of the DND and
AFP’s mandate of protecting the people and
securing the state from external and internal
threats, and which should be relegated to a
different operational strategy.

There is also a need to review the mandates and
performances of specific government entities
involved in defense equipment and support, such
and Philippine
Aerospace Defense Corporation. It should be noted
that their failures to meet existing Philippine
defense needs may not necessarily be addressed
by simply giving them more money; the problems
that they face are structural (supply chains) or
procedural/institutional property
and procurement). Efforts to
recapitalize, privatize or dismantle said entities
should be carefully considered.

as the Government Arsenal

(intellectual
enforcement

Craft a Defense Industrial Strategy. The DND and
AFP need to get more involved in industrial

8
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planning and proactively work with DTI. While i3S
is a good guide and reference document, it is not a
substitute for a dedicated defense
strategy, due to the unique peculiarities of defense
product categories, as well as the defense
priorities of the DND and AFP. By the nature of
their respective mandates and technical expertise,
the AFP and DND would be in a better position to
determine the needs of warfighting and securing
the country, but DTI is the architect of the i3S
overall national industrial strategy and specific
industry roadmaps.#> There is a need for both
departments to bridge knowledge-gaps regarding
defense product categories and the defense
market. A defense industrial strategy will provide
more direction to defense
legislation such as PDIDA and
SpeDEZA, as it will serve as a
roadmap on envisioned structure

industrial

Developing a defense

Encourage and capitalize Defense Innovation.
Apart from DTI, the AFP and DND should also work
more extensively with science and technology
organizations in the Philippines. The Philippine
Navy Naval Research and Technology
Development Center has already been working
with bodies such as the Philippine Space Agency
(PhilSA) and the Cebu Technological University on
several interesting projects. These should not only
be encouraged but be further provided with
research capital, as well as the proper mechanisms
to transition their innovations towards production
status. Decisions on which projects to prioritize
should be aligned with the National Military
Strategy, the Major Operational
Strategies and Concepts, and the
prospective defense industrial
strategy.

Services’

and conduct of defense industries, industry needs more Improve defense ecozone and
including on research and than money or even incentives policy to ensure long-
development, target production political will.” It term sustainability. The

capacity, and options for financing.

Relatedly, the AFP must have a
clear appraisal of what kinds of
systems it needs. This entails the

conduct of aspects.

well-researched
analyses that combine economic
and technical feasibility with strategic priority and
relevance to the AFP’s military strategies, and the
expected future of warfare in the coming years.46
perhaps
sufficiency” in certain system categories*’ should
be aspired for in the mid-term. Ideally, such
selective sufficiency should be in systems or
equipment categories that both meet critical AFP
needs and have long-term potential backward and
forward linkages with other industries, allowing
them to further industrial and technological base
This
communicated to the wider defense industrial

Instead of “self-reliance”, “selective

expansion.48 must also be clearly

ecosystem so the proper demand signals can be
conveyed.

requires coherent long-
term strategic
rationales and well-
informed analyses that
combine both economic,
logistical, and strategic

incentives offered under SpeDEZA
and PDIDA can stand to be further
recalibrated since defense product
categories have very structural
barriers to entry and high risks for
prospective defense firms. In the
Philippines, rather than taxes, the

constraints to higher-value
production are power costs and reliability, as well
as supply and value chain issues such as raw

more critical

materials and intermediate parts availability.#?
Such issues will need attention, as modern,
complex systems and even frontier systems such
as drones, and unmanned vehicles will require
foreign parts.

Related to this, if the defense ecozones are
expected to provide export opportunities for
defense should
consider acceding to international arms export

producers, the Philippines

standards and regulations, such as the Missile
Technology Control Regime (MTCR) and the
Wassenaar Arrangement on Export Controls for

9
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Conventional Arms and Dual-Use Goods and
Technologies. Accession to these multilateral
export control regimes enable the Philippines
access to critical technologies and build its
credentials as a legitimate player in the defense
market.

Conclusion

There are few real substitutes for increased
state spending to build an industry, especially one
as complex and expansive as the defense industry.
But, at the same time, it is understood that the
Philippine state’s resources are limited, especially
now as the country continues to grapple with the
effects of the COVID-19 pandemic. Developing
industry will take
expertise, effort, resources and time that the
powers that be may not be willing to give.

even a modest defense

The failures of Project Santa Barbara and
the early SRDPs, as well as the current problems
with the AFPMP, show that developing a defense
industry needs more than money or even “political
will.” It, like the entire defense sector, requires
coherent long-term strategic rationales and well-
informed analyses that combine both economic,
logistical, and strategic aspects, to justify the
significant investments that must then be made to
achieve the desired objectives.

HH#H
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