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The opening up of the Indian economy
during the early nineties heralded an era
of unprecedented industrial growth in
India. The growth rates seen match
those of the fastest growing economies.
A confident and resurgent Indian
Industry is making forays into almost all
the sectors of manufacturing. Lately, the
huge opportunities for growth within the
domestic and global defence and
aerospace industries have attracted the
attention of Indian industry.

The current profile of equipment held by
the Indian Armed Forces with regards to
‘State of the Art’, ‘Matured’ and
‘Obsolescent’ equipment is 15, 35 and
50 percent respectively. This suggests
that the Government will have to make
serious efforts towards upgrading its
defence resources either by developing
or procuring defence equipment and
systems. Moreover, modernization,
upgradation and maintenance of the
existing equipment will also provide
immense opportunities to the industry.
India is one of the largest global military
spenders. The defence budget for 2009-

10 has increased by 34.19 percent over

the previous year’s budget estimate (BE)
of INR 1,056 Bn.

The huge opportunity has attracted the
attention of not only a few large players
but also a large number of Micro, Small
and Medium Sized Enterprises (MSMEs)
which visualise this unprecedented
opportunity as a gateway towards
entering into the domain of defence
production. The slowing
down/saturation of markets in other
sectors has also been responsible for the
directing their interest towards the
unexplored defence sector which
promises sustained business

opportunities.

The private sector is enthusiastic about
its ability to play a larger role in
contributing to the total defence related
production both within the country, as
well as looking at export markets once
sufficient experience has been gained in
particular areas. The need of the hour is
to combine the skills of Public and
Private sector, developing this into a
partnership with the aim of achieving
self-reliance in defence production. ClI
believes in creating an environment
where both public and private sector
grow together and partner with each
other, thereby contributing towards the
national growth. Cll has supported this
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endeavour and has been working with
the armed forces and the Ministry of
Defence towards achieving maximum
indigenisation.

At the policy level as well, there is a
clear support for achieving the long
cherished goal of self reliance in defence
sector. The Government has been
receptive to suggestions and has been
willing to make the required policy
changes whenever required. Initially
promulgated in December 2002,
Defence Procurement Procedure has
already undergone five revisions. The
recent amendments in DPP 2008
(Amendments 2009) are a welcome
step. Various provisions have been laid
down to ensure industry participation at
various levels.
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Executive Summary

India's defence spending has grown manifold since the country announced its
first defence budget in 1950, to INR 1,420 Bn in 2009-10. Of this, approximately

40 percent relates to capital expenditure which is currently driven by equipment

modernisation programmes in each of the three Services. India currently procures

approximately 70 percent of it equipment needs from abroad, but Government's

aim is to reverse this balance and manufacture 70 percent or more of its defence

equipment needs in India.’

The Defence Procurement Procedure
was issued in 2002 to streamline the
acquisition process and transform the
efficiency and transparency of defence
acquisitions. It has been revised and
amended in several iterations since, the
most recent being DPP Amendment
2008%. In concert with the opening up of
the defence industry to the private
sector and foreign investment, the aim

is to bring about a major restructuring
and development of the defence
industry in India.

The Defence industry in India is poised
at an inflection point in its expansion
cycle driven by the modernisation plans,
the increased focus on homeland
security, and India’s growing
attractiveness as a ‘home market’
defence sourcing hub. Government has
put in place the building blocks to
incentivise the growth of a domestic
defence industry. A CII-KPMG survey
identified several factors that are likely

to influence its future growth trajectory:

Further development of the defence
procurement process

The forming and actioning of a
defence industrialisation strategy to
coordinate the use of offsets,

transfer of technology, FDI and the

public and private sector defence
industries in India

» Further changes to taxation regime
and incentives.

Throughout the evolution of the defence
procurement process, Government has
indicated its willingness to improve
policy and its desire to create an
effective and efficient procurement
process. The DPP has evolved
significantly since its first edition and
further iterations are expected in 2010.
The key initiatives now sought by
industry relate to:
« Improving visibility of Government’s
defence order book
+ Increasing industry’s input and
feedback into the RFP process
« Improving the predictably and

flexibility of the procurement process

« Taking steps to reduce bidders’ costs.

For India of to realise its objective of
building the military capabilities it
requires, the Government needs to
develop a comprehensive
industrialisation strategy for defence.
The use of offsets will be a critical part
of this strategy.

The key theme of industry’s views on
offsets is that offset investment requires
greater direction by Government and
targeting to help ensure that its full
potential benefit is realised. There is
strong support for extending the use of
offset credit banking, allowing offset
credit trading, and introducing the use of
multipliers. Industry is upbeat on the
introduction of offsets but cautious
about the extent of the opportunity.

Transfer of foreign technologies to India
is essential for realising the goal of self-
sufficiency. Receipt of technology
assets under major procurements is
currently the exclusive remit of the
DPSUs. Industry would like, instead, to
see private sector companies competing
with the DPSUs for technology assets.
Technology assets should also be
eligible for discharging offset

obligations.

The case for a higher Foreign Direct
Investment cap in Indian defence
industry is one of the most hotly
debated issues amongst defence
industry players. Opinion on a higher FDI
cap appears to be divided. The case for
raising the cap primarily rests on
increasing investment and the transfer
of foreign technologies. The case for
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maintaining the FDI cap is founded on
sovereignty and security of supply
issues and promoting organic industry
development. Whatever the arguments,
the clear expectation of industry is that
the FDI cap will be increased above its
current level of 26 percent.

The DPSUs continue to dominate
domestic defence production and
Research & Development facilities in
India. Their role and that of Raksha
Udyog Ratnas and other private sector
companies needs on-going appraisal and
alignment to ensure their respective
strengths and capabilities are best
optimised. Government needs to ensure
a level playing field between the DPSUs
and private sector players, and DPSUs
should be encouraged to focus on their
core capabilities and strengths and
increase the quantum of ancillary
business they outsource to the private
sector, possibly divesting of non-core
capabilities. The private sector should
also be allowed a larger role in defence
R&D.

RURs were conceived as private sector
defence champions which would be
‘treated at par’ with DPSUs. Industry
players are sceptical about the
advantages of introducing an additional

class of defence company. Companies
are also critical of the RUR selection
criteria as being too narrow and believe
that RUR entitlements should be
extended to all.

The fiscal regime plays a critical role in
any defence market in creating an
environment that incentivises and
supports the long term risk taking,
investment and R&D required by the
industry. The view generally given by
the global defence industry is that India
currently has a comparatively aggressive
and complex tax regime. Whilst tax
laws provide various exemptions and
concessions applicable in the defence
sector, these are restrictive and seldom
defence sector specific. Given the
strategic importance of the defence
sector, Government is urged to consider
further exemptions or concessions to
the defence sector as detailed in this
report, for example, the establishment of
dedicated defence specific SEZs,
establishment of a tax equalization
subsidy linked to value of goods and
services supplied to the Defence Sector,
and exemptions to offset JVs from R&D
Cess, etc.
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With skilled intensive manufacturing
capabilities and a world class IT base,
India has the right ingredients to become
a key link in the global defence supply
chain. The outlook is bright, but will
require Government’s on-going active
management and fine tuning of policy,
regulations, process and fiscal
environment to help ensure strong
domestic growth and achievement of

self-sufficiency.
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Accelerating

the growth of the Indian defence industry

The defence industry in India is experiencing significant

and progressive change. In keeping with the adage that

‘change brings opportunity’, opportunities abound both

for India Inc. in meeting the Government of India’s (Gol)

defence requirements, and for the Government in

achieving its aspiration of autonomy in defence supply

through the development a home market defence

industry.

One thing is clear from our research; the
Government needs Indian industry to
respond to this opportunity in a rapid and
well structured manner, making best use
of the skills, capabilities and resources
available to it; and Indian industry needs
the Government to provide a defence
industrialisation strategy and appropriate
planning, procurement, legal, regulatory

and tax environments.

KPMG International Cooperati PMG International”), a Swi

Cll's Defence and Aerospace Division and
KPMG have sought the views of Cll's
members and the major players in the
Indian defence industry, both foreign and
domestic, on the challenges that face the
development of the industry in India. This
report sets out the context, both domestic
and global, for the development of an
indigenous defence industry in India, the
factors currently affecting the growth of
the industry in India, and suggests
changes which could be made to defence
acquisition policy and procedures, foreign
direct investment (FDI) regulations and the
tax regime in India which would facilitate
the continued growth of the defence
industry in India, but at an accelerated
pace.
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