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Indian Economy

Indian defence sector — an averyicew

Policy environment
(a] Defence Procurement Procedure
(b} Regulatory Environment

()  Taxation Fegime
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A decade of envious growth with consistently engaging reform process ...
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<t [argest econormy by PPP ( Purchase Power Paity)

2rd fastest growing economoyinthe ward

3d Hghest FOI Atractivenass - CAGR of 24 55 % ower the [ast decade
3m largest inwestor base in the ibnd

=100 companies hawe 3 mht ca oer F1bn

Cheer 1000 companies have reczived Foreign Institutional investment

cvelopment to Inda

hdia's economic reformshawe pawed the way ©or ncreased participation fom private
& foreign players

Boosted industrial =nd export perf or rnance by
dizmartling re=strictiwe licersing and tariff ragime

Trade & Industri=
Falicy Reforms

Rizein thetotal wolurme of foreign investment in
the econamy and incre ased accessto waord
rmarksts

Liberalization of
FOI Horms=

Fimancis and Increased resiliance of the financial system to

Czpital hearket= wmithstand crigiz aning to stringent control and risk
Refarms maragernsnt mechaniemes ke Basel 1, IFRS
Frivaization Frowvided investment to expand and i rprosese

irfrastructure through PRFP models



.......Advantage India

I ' Strong E ducation and Training |
] . i System
= Growing Enhanced
a ADVANTAGE Resilient Investm ent = Guality of math's and sdence
E E Fl ecucation: ranks 39139
-z INDIA conomy ows = Guality of management schools:
g L oranks 23139 _
gy . eI = e
[ | Strong Institutional Strength |
3 T .
1‘. = Strength of investor
R?gu |3.1.:Ed Strun_g o % protection: ranks 33139
Financial Public Growing Talent [ = Efficiency of legal framework:
ili 3 4 nks 47139
Markets Accountability Pool s ! ra
l. .
X1 :
[ | Financial Market Development
L
| i i = Financingthrough local equity
. L market rank=10/139
High Capacity for Inrﬂu_apm » enture capital availability: ranks
. Infrastructure . - 31139
Demographic Th High Growth | |« cuality of scertific ressarch e Soundness of bank == ranks
Dividend rust Sectors inatitutions: ranks 30139 25 139
= Avgilability of scientiztz and
engineers 15139
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Indian Defence Sector
- an overview



Indian defence sector — a cache of opportunities

One of the

largest global Procurement
market for reforms

defence

' Introduction of
Offset policy

Hobhust growth
rates expected

Emerging Global

Sourcing base
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The opportunity ahead.....

India's annual defence expenditure Spenders on defence (a
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Policy environment

* The Defence Procurement Procedure |ays down the process for capital acquistion
programmes by the MoD. The DPP also lays down the procedure for offset implement atio
The policy has been revised and amended in several iterations, the mos recent being

DPP Armendment of 2011 which has expanded the list of eligible products and services for
offset discharge toinclude products from civil aviation, homeland security and training,
apart from defence.

Policy

environment
guveming Industrial Thereis a requirement to obtain anlndustrial license fromthe

: : DIPP for manufacturing amy defence eguipment.
Indian Licensing

defence
sector

» FDI is currently permitted upto 26 percent inthe Indian defence sector. Also, a prior
appraval fromthe FIPB is required hefore making foreign investment in the sectar.
Tax and The government is currently contemplating on lineralzation FOI in the defence sectar

(U ELCT T beyond 26%.
» India has a complex taxation regime, and hence various tax aspects should be

considered before executing a defence contract in India.
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Defence Procurement
Procedure



Categorization of proposals under DPP

Categorization of
proposals

- :

DROO o . Acquisition
Production of Mq“’“'ﬁ bl Wing B uwy)
Arategic, Hi hl;'rm h ) I Lowe T echnol ogy
Complex & c 'd I ECSEDEW M ature Svstems
Security Sensitive TS S i hin 50 %
Svetem = Indigenous)
Buy Glohal Buy Indian Global Foyifiatn
Far outright FPurchase from Purchase fraoma foreign Purchase from an
purchase from Indian vendors onby vendor folloveed by Indian vendor including
fareign ar Indian icensed :
vendor productionfindigenous J“’l?“*“‘“ DEM f':'d"m:'?d
rranufact Ure tn licensad production
g;rﬁ":m;' Indigenous content Offfset minimum 30% of Indigenous content
value minimum 30%; comtract value minimum 50%%
Shume PP 201
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The offset policy

iDffset provisions are applicable for all capital procurements by Indian defence forcesgoverned by the DPP valued oier
R 300 crore (UISDES milliony. The DPP suggestsa minimum offset limit of 30% of the contract value under "Buy (Global" and
“Buy and M ake with Transfer of Technaolooy" capital acquisition programimes

scope of the

provisions

Crdder walue morethan

R =300 crore (USD 65 Defined Products:

M million] triggers offzet ~ Foreign » [Defence Products
- ohligation . Defence Supplier . .
g _ — | » Productsfor internal security
‘il"rl-‘lhfn " i « Civil Aerospace products
{d Min 30% afthe cortract ¥
R walue to be i Defined Servi
ploughed back into India S L) ElNed Sevices
Products and s=rvices ==— | . hdsintenance
= Owerhaul
Valug =US-$55Mn * Up gradation

= Life extension
» Engineering

Indian

Ministry of Defence = Design
Off=et Obligation to plough-back minimum 30% i i
of sale value into India in one of following forms = Testing services
o Diredt Purchase . C‘!usiuh.tg.r assuUrance Services
» Training

9 Indian Jaoint “enture

e Indian R&D Facility
o Offzet Banking
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Regulatory Environment and
key aspects of consideration



Regulatory snap shot

Megative List

Automatic Route Prior Approval

= 100% FDI permitted in most
sectors

= enerally, applicable in following
CA5es:

= FDI| not allowed in certain
sensitive sectors e.q..

- Certain cases where FDI is
requlated

= Mo phorapproval necessary,
only post-facto filings — Retaill trading (except
Single Brand Froduct

retailing )

= FD| should be brought
through nomal banking
channels

- Defence sector with FDI
permissible upto 26% subject

to licensing under IDRA —- Atomic energy

= Investment represented by — Lottery business

fresh issue of shares or
acquisition of existing shares
in Indian company from
resident shareholders

= Anplications processed by FIFPE
— Gambling and betting

sector

Bt kFHDL Jp Falre Fanrsmbip drd 2 BEs BT o B B P DR of P d 0 T
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Regulatory roadmap

/ : \\ // _ \\ /’-/F'resg note 2 and 5 of 2008 \\
® 100% Frivate sector ® kelkar Committee

redefine the methodology for

participation allowed with Fecommendations on calculation of EDI
FOI up to 26% strengthening self-
H 3 . : : dgf ® [0 defined to include FII, ADE,
® [efence items transferred b= |an|:Ed|ﬂ R G0F eto
preparedness
f.rcum reserved category to | | ® Business madeling based an
licensed category ® L eads to inception of these structures face opposition

from Mol as they exceed the

\ offset palicy
b /_/ \\ \ sectoral cap of 26%

i,

2007 2008 20059 2010

19594 P e BN 20072 2003 2004

i | fin [ "
AU A UGB
s LT a L L

4

| 2 # Suidelines for licensing for
® Fargil war araductian of Arms & ® [iscussion paper suggesting
. f AT R s e el liberalization in FDI cap from

26% to 74% under approval
route sugoested.

N A

— '

press note 2 of 2002 series.

3 .
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Key regulatory challenges faced by Defence sector

Lack of clarity on definition of ‘defence industry’ for reqguiatory
purposes

Applicable FDI cap for rendition of MRO and software services to
defence sector- 100% automatic vs 26% approval.

Administrative hurdles in seeking industrial license

Bottienecks in seeking DOFA clearance for offset ventures

No express guidelines for seeking ‘case-by-case  approval for higher FIX

Bt kFHDL Jp Falre Fanrsmbip drd 2 BEs BT o B B P DR of P d 0 T
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Key aspects of consideration : Approvals and Compliance

Approval for foreign investment

o Given that foreign investment in Defence sector is regulated, there is a requirement
of obtaining an approval from the FIPE before making any fareign investments in

the sectar.

Industrial License

o Any company intending to manufacture a 'defence eguipment’ is required to abtain

a license under the Industries Development and Regqulation Act, 1951 (IDEA).

Crdzrvane mer tha

Al cue i3l B

1t Inggere cohesl
cklcetine
—

o |nview of discharging the offset abligation a company should consider aspects

such as compliance of the proposed offset venture with the extant regulatory

B 2w e
viloatoks
posched back rhe oz

regime (being FOI limits, licenses, approvals, etc)
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Tax Considerations

- contract structuring and related
Issues



Taxation in India
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Valna Addel Tex | Central Sales Tax

Direct Taxes Rates™

Corporate tax (Domestic 32 445%
campanies)
Corparate tax (Fareign 42 024%
campanies)
Minimum alternate tax 20.015%
Diwvidend distribution tax 10.225%

Indirect Taxes Rates™

Effective customs duty

26 85 % F23.89%

Service tax 10.3%
R&l Cess 5%
Excize duty 10.3%
State WAT 4% to 14%
Central Sales Tax 2%

*Gemeral effeckive Bx akes
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Defence capital procurement procedure

Contract
Implementation

Technical Commerzial Contract
e alu ation ey aluation Si[jl’liﬂ[_]

RFP Bidding

Offset
implementation

RFP iZmernment issues a Reguest for Proposal (RFP) for capital acquisition program The contenders complete RFP along with & hid
Eidding price and submit the same to oD owithin the stipulated time.

Contract The submitted proposal are evaluated by the MoD. The evaluation initially bedins on technical grounds of the equipment. The
i cortenders who qualify the technical parameters' are selected for commercial evaluation. During this phase, the lmwest bidder
Signing ie L1is selected and is awarded the contract.

The contractee needs to abide ty the clauses of the contract and execute the delivery of the eguipment within the stipulated
0T TR time. Foreign O EMs can be the prime contractors under "Buy — Global" contract ie. outright purchase of defence equipment by
i -1 o MoD or "Buy and make with TOT —  Glokal® contract entailing initial purchase of a few equipment followed by supply of
CS0MSKD kits and the requisite technology for subseguent indigenous manafacture

A minimurm 30% offset obligation is leviable on all capital acquisition programmes under "Buy Global® and "Buy and b ake with
Offset ToT" contracts by the Mol walling over 565 million (approx). The offset obligation can be discharged either by export of defined

AN i products and services; foreigh direct investrment toweards producing of defined products and services, or  undertaking RE&D
activity in specified domain. Offset contracts areto be fulfilled co-terminus to the main contract.

Bt kFHDL Jp Falre Fanrsmbip drd 2 BEs BT o B B P DR of P d 0 T
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Typical defence contract execution — key tax and regufatory issues

Awarding of 9

contract e 9
v L4

Main Contract Execution Offset Contract Execution

Bibszontractor 5
+
FCo
Locd sourding 7] ] Production
i CKD/ SKD
Fio . Agency

Technol oy Assombh/
6 = justatiation
actirity

8 9
Ctherissues

OO
oo I

Offset venture
15

tharizsles

16017

o (— : : Excharge cortrol @E rnitl gation— o =hore

Tax cost deterrnirati on equirarnart of = zplit us. - : Withho dngtas

for Cornrnercial offer composite cortract ';ﬂ:]'?at“:l'.lrfn:lln'ﬁlg upply Service and irnplications OOFA clearance
9 Magotiztion ard S — condmert of emnpl oyvess ﬁq_uremert o preserce Ertry Stratedgy — el i

wali detion of contrac s:irn:l fortraining and PMS inndaLOw POy juisdctioral andysis and idion HLS — FOI00%y

temns ¥ e (LT Cornpariy fundin s 2604
axfﬁLﬁﬁ'I?EE'm anability of technology OF exposire — FCO and m Amilability of deferce Irdestri 3l licersing ard
cortracts trarsferMraining FMS Fa specifictan exernptions FIF B approwal
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Key aspects of consideration : Contract structiing

Efficient contract structuring options need to be analyzed to
optimize taxes in light of the significant tax inefficiencies arising
from composite contracts for lump sum price

Optimization of
taxes

* minimization of
taxes

sensure availability
of all concessions/

exemptions

Certainty in
tax impact

« definite taxable
base

«responsibility to
pay tax

*factor ‘change in
laws’

Ease of
Implementation

*minimizing
eXposures
+ avoiding litigation

Commercial
imperatives
not to be
compromised

it kFHL ar kralir Fanrsmblpard 3 HesbnTe b HEHG Tt oAl
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Key aspects of consideration : Entity/ JV structuring

Regulatury' considerations

o Determination of regulatory implications arising from the proposed investments in the Indian defence, homeland securty and

civil aviation sector.
o =eeking necessary clarfications/ approvals in relation to making foreign inve stment to undertake the proposed activities

o Compliance with prescribed pricing mechanism {currently DCF) for v aluation of shares/ investment as per Indian Exchange

control guidelines

Inhound Investment Structuring

o Jurisdiction analysis to evaluate a suitable intermediately holding company jurisdiction (e.q. Singapore, Netherlands,
Maurtius, Cyprus, etc) far routing the investments inta the proposed Indian J% with the perspective to build in tax
efficiencies.

o Devising strategies around investment structuring in orderto increase the stake in the I as the policy environment
liberalizes (i.e. increasing stake beyond 26% in defence sector)

o Analyzing the proposed investment structure in light of the provisions of the proposed DTC (such as GAAR) expected to be
effective fromApril 1, 20722

it kFHL ar kralir Fanrsmblpard 3 HesbnTe b HEHG 1 o1 L T 23
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Key aspects of consideration : Entity/ JV structuring {...cont)

Repatriation strategy

o Evaluation of possible funding options for investment into the Indian entity{equity, quasi-equity, debt) from the perspective of :

— Tax efficient repatriations and exts (e.g. Royalty/ FTS, Management Fees, Share Buy-Back, Sale of shares, etc)

— Control and management considerations

— Return requirements

— Regulatory considerations/ implications

Due Diligence

o Due diligence on the identified Indian J% partner, if any.

o Review of the financialfbusine ss model

o Review of shareholders agreements.

Technology / Brand transfer

o Analysis of direct and indirect tax implications on license fee/ trademark s,
o Applicabilty of service tax on royalty payments.

o Transfer pricing implications and determination of arms length price.

it kFHL ar kralir Fanrsmblpard 3 HesbnTe b HEHG 1 o1 L T 24
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Typical Tax Issues

Typical Direct Tax Issues

Taxabity of offshore activities
[Including eqguipment supply]

Typical Indirect Tax Issues

Froject specific customs and excise
duty exemptions

Fequirement of a split contract —
onshore vs. offshore

Taxability of goods and service
procured from within India

Exchange control implications

Mo exemption of VAT, CST, service tax

FE exposure and consequent
attnbution in India

Structunng of contract ichange in law,
supporting the tax positions)

=ross Ws Met basis of taxation

Valuation issues in case of supply of
goods and services

seelking defence specific tax
exemptions

Compliances in case of indirect tax
obligations

Bt kFHDL Jp Falre Fanrsmbip drd 2 BEs BT o B B P DR of P d 0 T
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Offshore Supply

Fully assembled stock
CHKDISKD/M Kits
Tools and spares
Components for assembled units

Designs and drawings

Place of transfer
of title

Mead
for
Transaction
Structuring

Place of
execution of contract

Place of receipt
of consideration

DIRECT TAX ISSUES

«Determination of taxability based on the terms of supply
of equipments parts with respect to transfer of title/nsk
iz, FOE, GIF, e,

«Exposure of taxability of offshore supply in India on

account of activities performed by Indian offices agent
such as order facilitation.

«|In case FPE 15 constituted whether any profits attributable
to supply of offshore sale of equipments shall be
attnbuted to the PEY

«Evaluating need for splitin ‘supply and 'services scope

«Determining whether any component of the following
activities can be apportioned towards supply of offshore
equipment:

— Transfer of design, drawing and documentation
— MREO activities

— Training

Bt kFHDL Jp Falre Fanrsmbip drd 2 BEs BT o B B P DR of P d 0 T
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Offshore Supply

Fully assembled stock
CHKDISKD/M Kits
Tools and spares
Components for assembled units

Designs and drawings

Place of transfer
of title

Mead
for
Transaction
Structuring

Place of receipt Place of
of consideration execution of contract

INDIRECT TAX ISSUES

< Applicability of Customs exemption notifications

« Apportionment of consideration for offshore supplies vis-
a-vis other components (onshore, MREQO, Training,
design, drawings)

« Structuring of transaction to maintain nexus of import
and supply (in case of supply through intemmediary)

« Applicability of service tax on import of services

Valuation issues under Customs on supply of;
— Transfer of design, drawing and documentation
— MRO activities
— Traning

Bt kFHDL Jp Falre Fanrsmbip drd 2 BEs BT o B B P DR of P d 0 T
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Training

DIRECT TAX ISSUES

« Wyhether offshore training activity would attract taxes in
India

+ Analyzing the need for a split contract from a tax
efficiency standpoint —

|1 offshore and onshore split

I Split based on nature of training — operation v
malntenance v assembly

« Analyzing the PE exposure arising from travel/movement
of emplovees to India for providing training.

INDIRECT TAX ISSUES

«  Apoplicability of service tax

+ Analyzing the need for separate contract vis-a-vis single
contract for supply and training (where customs duty
exemption is available)

Bt kR HL Jr Pabr Fanrsmblp drd 2 Bes b o B R R P a0k of P ddpalnd a0 | e T 33
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MRO Services

DIRECT TAX ISSUES

«  Analvzing whether MR O services qualify as 'work or 'service’
to determine their taxability

+ |ncase the same quality as 'work' to determine whether
offshore MREO activities would be rendered tax free?

+ Analyzing the PE exposure ansing from
— Movement of employees to India
— Maintaining stock of spares

—  Owning frenting premisesivarehouse in India for
maintenance of stock of equipment/spares

— Premises of sub-contractor

INDIRECT TAX ISSUES

Applicability of WAT and Service tax
Choice of scheme in case of composite contracts

Compliances e g VAT deduction oftax at source in case
of local sub-contracted activity

Bt kR HL Jr Pabr Fanrsmblp drd 2 Bes b o B R R P a0k of P ddpalnd a0 | e T E;
Il ik EFHLIFIER kralCeepiradng PP HIL Pidm ke al], g a-ddd s, SirgPid rdimdd.



Transfer of Licenses, Design, Drawings and Documentation

\\ DIRECT TAX ISSUES

+ To determine taxability of revenue streams as
- Business profit;
- Fees for Services; or
- R oyalty

+ |n case of constitution of PE (due to MEO

servicedraining/sub-contractor, etc.), to determmine
whether attributable to PE

« Analvzing the need for a split contract from other
supplies! services from a tax efficiency standpoint

INDIRECT TAX ISSUES

Applicability of VAT and Service tax

Mode of supply electronic, physical media,
embedded

Analyzing the need for separate contract vis-a-vis
single contract for supply and training {where
" customs duty exemption is available)

Bt kR HL Jr Pabr Fanrsmblp drd 2 Bes b o B R R P a0k of P ddpalnd a0 | e T
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Assembly, Installation and Testing

DIRECT TAX ISSUES

« To determine classification of testing fees as work or
Service

+ Supervision ifincluded in scope shall entaill evaluation of
FE risk and taxability as 'work’ or technical service’

« Analyzing the FE exposure in case of
— Subcontractor premises

—Fremises of production agency
—Superdision activity, iIf any
—Movementiravel of employees to India

+ Exchange control implications on undertaking part of
manufactunng activities through third parties vide sub-
contract/ job work basis.

INDIRECT TAX ISSUES

« Excise duty tax implications on assembling/ integration

+ Service tax implications on testing, support services

Bt kR HL Jr Pabr Fanrsmblp drd 2 Bes b o B R R P a0k of P ddpalnd a0 | e T 3.1
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Exemption from Duties/ Taxes

DIRECT TAX ISSUES

* Administrative hurdles in seeking exemption from tax on
income from rovalty or FTS to a notified foreign company
In pursuance of an agreement entered into with the
govemment of India In projects connected with security of

India

INDIRECT TAX ISSUES

«  Currently exemption from Customs dutyf Excise duty is
available to DPSUs and their contractors for specified
projects

« Mo exemption available from YAT and Service tax

+ Analyzing impact of duty/ tax cost on supply of
eqLUipment

« Evaluating possibility of optimizing tax/ duty incidence

Bt kR HL Jr Pabr Fanrsmblp drd 2 Bes b o B R R P a0k of P ddpalnd a0 | e T 32
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Association of Persons (AOP) exposure

DIRECT TAX ISSUES

Key factors (AOP)

+ Common objective « Exposure of taxability of entire contractual revenues,

.+ Common scope of work including income earned overseas

« Common stream of + Issues regarding deductibility of expenses incurred
pavments separately by the consortium members

« Joint and several liability « Possible denial of treaty benefits to ACF

+ Shanng of risks and + Issue regarding availability of tax credit to the
rewards members in their home country

The exposure of being taxed as an AOP may be mitigated through:
+  Bulding safeguards in Consortium £ Joint Venture/ Sub-contract Agreements

+  Review of invoicing systems and other documentation
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KPMG - Our end-to-end assistance

Deal stage Operational stage

Strategy stage

= Market assessment « Bid advisony / contract = Dperationald financial planning
£ | = Product portfolio analysis negqotiation = Organization design
o |+ Business planning/ financial FPartner search Fost-transaction business
S modeling « Transaction support integration
<L - Enterprise waluation « Business process design
« Commercial and financial due = |T strategy and implementation
diligence = Sustainahility stratecy and
implementation
Supply chain management
= | = Seeking reguiatory - Bid related tax advised contract - Direct and indirect ta« compliances
b clarifications structuring Approvals Tor tax exemptions
= |- Faorms of presence in India - Tax due diligence Ta?*_ag;"]sc?r;hf[el?a'?}:UUlﬂQ
E-' « Tax advisory including offset " Iﬂbnu_ﬂd investment structuring o Bl e e
= avisory - Seeking approvals from =Transfer pricing
3 rEguIators - International Taxation
" = Compliance check of offset =Indirect Tax
i structures = Transition to DTC and GST*
= Jv formationd entity
incorporation

Bt kFHDL Jp Falre Fanrsmbip drd 2 BEs BT o B B P DR of P d 0 T
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FLTC —Direct Tax Code
35T —Goods and Senvice Tax




Annexure 2

Glossary
AQP Association of Persons
DCF Dis counted Cash Flow
DIPP Department of Industrial Policy and Promotion
DIN Director’s ldentification Number
DOFA Defence Offset Facilitation Agency
DPP Defence Procurement Procedure
DTC Direct Tax Code
DTAA Double Taxation Avoidance Agreement
DsC Digital Signature Certific ate
FDI Foreign Direct Investment
FIPB Foreign Investment Promotion Board
FIS Feefor Technical Services
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Glossary

GAAR General Anti Avoidance Requlations
GST Goods and Service Tax

JV Joint VYenture

NOC No Objection Certificates

MoD Ministry of Defence

MRO Maintenance, Repair and Overhaul
PAN Permanent Account Number

PE Permanent Establishment

PF Provident Fund

RBI Reserve Bank of India

ROC Registrar of Companies

TAN Tax Deduction Account Number
TP Transfer Pricing
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