Defence Offsets and Transfer of Technology
By Major General Mrinal Suman, AVSM, VSM, PhD 

July 2011 
First published September 2006 

Introduction

Offsets are formal arrangements of trade wherein a foreign supplier undertakes specified programmes with a view to compensate the buyer as regards his procurement expenditure and outflow of resources. In other words, the supplier undertakes programmes to generate benefits for the economy of the buyer country.

Application of offsets to India’s defence imports was first advocated in an exhaustive article published in the Oct-Dec 2004 issue of the Indian Defence Review titled “Offsets in Arms Trade: Need for a National Policy” . The basic thrust of the article was that India had been losing benefits worth billions of dollars by not demanding associated offsets with defence imports. It suggested formulation of a national policy and the establishment of National Offsets Mission to oversee all offset related activities.
The Government of India appreciated the requirement and took a policy decision to have a clause for compulsory offsets for all defence imports of value exceeding Rs 300 crores, equivalent to 30 per cent of the contract value. The provision was also incorporated in Defence Procurement Procedure - 2005. It appears to have been included in the new procedure at a short notice and hence was sketchy and imprecise. 

Not withstanding the above, it was a praiseworthy and path-breaking policy initiative. The Indian Defence Review carried a detailed analysis of the new offset policy in its Jul-Sep 2005 issue. It highlighted certain important issues and made the following recommendations:-
· Offset threshold should be pegged at Rs 100 cr as is the practice the world over.

· Offset value should be fixed at a minimum of 100 per cent instead of 30 per cent. Extra credit should be given to vendors offering higher offsets.

· Type and nature of offsets should be decided by India as per its technological/economic needs. 
· India should allocate priorities to all desired offset programmes by assigning ‘multiplier value’ to each one of them to provide vendors with incentives to offer offsets in targeted areas.
· A regime should be put in place for effective monitoring of offsets, as it not only helps in achieving the objectives spelt out in the offset contract, but also provides invaluable feedback for data storage and further refining of the policy.

After studying various models, the Ministry of Defence (MoD) decided to follow an approach of gradual, incremental and phased application of offsets. It did not want to rush in without acquiring adequate experience. Therefore, while accepting the need for a more focused and comprehensive management, it opted to keep offsets at base levels initially. 
India’s Offset Policy
MoD issued detailed policy guidelines on offsets in May 2006, with the proviso that the policy would be reviewed by DAC after every two years. Main features of the current policy are as follows:-

· Scope - The policy is applicable to all purchases where indicative cost is over Rs 300 crores for ‘Buy’, ‘Buy and Make with TOT’ and ship-building. DAC may prescribe offsets higher than 30 percent for specific cases. For joint ventures where Indian firm is bidding, the foreign partner will have to discharge offset obligation.

· Defence Offset Obligation - All proposals which meet minimum offset requirement are to be treated at par. No preference is given for extra offsets offered. Offset obligation is to be completed coterminous within main contract. Offset obligation can be discharged by any of the following routes:-

a) Direct purchase of or executing export orders for, defence products and services provided by Indian defence industries.
b) Foreign Direct Investment (FDI) in Indian defence industries.

c) FDI in Indian organisations engaged in research in defence R&D.
· Defence Offset Facilitation Agency - A Defence Offset Facilitation Agency will be established as a ‘single window’ under the Department of Defence Production. Its main functions will be -

a) Facilitation of implementation of offset policy.

b) Vetting offset proposals technically.

c) Assisting in monitoring offset implementation.

d) Rendering advice regarding areas in which offsets are preferred.

e) Promotion of export of defence products and services.

f) Providing advisory clarifications on policy and procedures (in consultation with the Acquisition Wing, where necessary).

g) Assisting vendors in interfacing with industry for identifying potential offset products/projects.

· Solicitation of Offers - Request for Proposal (RFP) will contain provisions of offset obligations, where applicable. A vendor is required to give a simple undertaking to fulfill the obligation with his technical officer. Technical and commercial offsets are to be submitted in two separate covers to the Technical Manager by the date specified in RFP which will not be later than 3 months of submission of main offers. 

· Tech Evaluation of Offset Offers - Technical Offset Offer should contain details of products, services and investment proposals indicating relative percentages and proposed Indian partners. The Technical Manager will constitute a committee to shortlist vendors whose offset offers meet parameters. Vendors are free to select Indian partners for offsets.  For products which contain imported components, only the value addition in India will count towards offset obligations. 

· Commercial Offset Offers - They will contain particulars specifying absolute amount of offsets with a break up of details, phasing, Indian partner etc. These will be opened with main commercial bids by the Commercial Negotiation Committee. However, offset offer will have no bearing on the determination of the lowest vendor.
· Contents of Offset Contract - Offset contract will be signed with the main contract. A vendor cannot delay execution of main contract on the plea of inability of Indian offset partner to execute offset contract.

· Monitoring

a) Vendor will submit quarterly reports to the Acquisition Manager, who may order audit by a nominated official or agency to verify.

b) Vendor may request re-phasing of implementation schedule with reasons within the period of the main contract to the Acquisition Wing. 

c) Sanction of request for exceptional extension beyond main contract can be accorded by Defence Procurement Board. Further extension can only be given by DAC.

d) A penalty equivalent to 5 percent of unfulfilled portion of obligation in a year will be imposed on the defaulter.

e) Vendor failing to complete offset obligation during the period of main contract (or during the period extended) will be debarred by Acquisition Wing for future, after giving him opportunity to explain.

Offsets in Targeted Areas
Offsets can be direct or indirect. In direct offsets, the trade arrangement is related to the primary product sold. It implies that the compensatory dispensation remains confined to the main weapon system, its sub-assemblies and components. It does not transcend other economic or social activities. On the other hand, indirect offsets have a much wider scope and are not restricted to the product sold. India has decided to follow a middle path and demands offsets related to the defence industry as a whole.
The current Indian policy will not be able to derive full benefit of the potential of offsets. Offsets will neither strengthen our defence industrial base nor promote technology upgradation. Export of goods and services will, at best, provide temporary and illusory gains, as has been the experience the world over.
As per India’s policy, a vendor can fulfill his obligation by buying any product from Indian defence industry, which has been defined to include all Defence Public Sector Undertakings, Ordnance Factories and private sector firms which have been accorded the status of Raksha Udyog Ratna (none at present). Thus, it becomes a pure counter-trade arrangement, designed primarily to promote exports from the public sector. Even the procurement of mundane items such as jerseys and blankets from Ordnance Factories counts towards the discharge of stipulated offset obligation.
Some important issues have been reviewed in the following paragraphs.
Selection of Offsets

It is always for the buyer nation to decide as to what offsets to seek as they have to be in consonance with the national economic objectives, in order to fill an important technological / economic void. It is a very crucial decision and demands careful consideration as it is not the type of offset but its relevance that dictates the selection. India has abrogated that right in favour of the vendors, rendering India’s needs inconsequential.
As per India’s policy, a vendor is required to give a simple undertaking with his technical bid that it would comply with the stipulated offset requirements. He could fulfill his obligation either by direct purchase of products/services or FDI. Direct purchase of goods/services is generally considered to be the least beneficial form of offsets. In fact, it is like any common counter-purchase arrangement, i.e. a commitment by the vendor to buy (or to find a buyer for) a specific value of goods/services from the buyer nation during a specified time period.

Usually, buyer nations allocate priorities to all desired offset programmes by assigning ‘multiplier value’ to each one of them. Offset programme value (usually referred to as ‘credit value’) is determined by multiplying programme base value by its multiplier value. It is a methodology of assigning weightage to different offset programmes to provide vendors with incentives to offer offsets in targeted areas. India must adopt it immediately.
FDI in Defence Industry and R&D 
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The defence industry was thrown open to the private sector in May 2001. The Government permitted 100 per cent equity with a maximum of 26 per cent FDI component, both subject to licencing. Subsequently, the Department of Industrial Policy and Promotion issued detailed guidelines, after consultations with the Ministry of Defence, for the issuance of licence for the production of arms and ammunition in January 2002.

As per the Indian policy, a foreign investor is expected to invest his resources in a venture where he has no significant control, strict capacity/product constraints, no purchase guarantee, no open access to other markets (including exports) and an unfair advantage to the local public sector. Such an expectation defies logic. No wonder that things with regard to FDI have not progressed the way the Government had hoped. There has been a total lack of enthusiasm on the part of foreign investors to invest in the Indian defence sector. Many feel that such a lop-sided policy was destined to be a non-starter.  

Unless India makes major changes and liberalises the policy, there is hardly any hope of attracting FDI as an offset. 

Offset Trade 

More than 130 countries are demanding offsets in one form or the other. The current market for offsets is estimated to be close to USD 50 billion and is increasing rapidly. It has given rise to a flourishing world wide trade in offset obligations. A number of web sites and forums provide platform to all players of offset programmes to exchange their concerns and strike mutually beneficial bargains.

There is a new breed of global traders who deal in offset credits. These are bought from companies having surplus credits and sold at a profit to defence vendors who need them to fulfill their offset obligations. It is a highly cost-effective option in cases where a vendor has to execute offsets programmes in areas totally unrelated to his business.

Many companies after having negotiated normal trade transactions hold back announcement of the deals and contact entities needing offsets. They offer to link their deals to offset fulfillment, albeit at a cost. A buyer nation is, thereby, deprived of true benefits of offsets when a normal commercial transaction is shown against offset obligations. It is a highly unfair but commonly prevalent practice.

There is also a school of thought that believes that it may be economically prudent to default on offsets and pay associated penalties. They do not consider it to be unethical as they believe that the very concept of offsets is an anathema and contrary to free-trade practice. According to them, demand for offsets is a coercive measure unjustifiably imposed by a buyer. Therefore, they have no qualms in reneging on their contractual obligations.  

Transfer of Technology
Transfer of technology is the most popular and highly preferred type of offsets the world over, especially for the countries that aspire to build indigenous defence industry potential. Up to 30% of all offsets provided relate to technology transfer of varying degree. Ideally, receipt of technology should be utilised as a take off platform for subsequent development of more advanced technologies. This was the route taken by Japan and South Korea. It is commonly agreed that Nokia has become a technology powerhouse due to the technology transfer offsets obtained by Finland from defence deals.
Strangely, India has totally neglected this significant aspect of offsets. As a matter of fact, India should have made transfer of technology to be the only acceptable form of offsets. However, selection of technology should be based on the following parameters:- 

· Level of Technology - It is an accepted fact that no vendor is going to offer his latest technology unless the main contract is commercially irresistible. Technology in question should be well-stabilised and have an adequate residual effective life. Some recipients insist on a ‘buy back’ clause to guard against getting outdated technology.
· Economic Viability - Economies of scale is an important issue that merits due consideration. Any technology, which is product specific and does not have applications in other fields, will invariably not be cost-effective. The technology sought should be such that the recipient can exploit it fully by developing applications across other product spectrum. 

· Latent Cost Penalty - Even if the technology is obtained free of cost as an offset, the buyer has to expend considerable resources in setting up manufacturing facilities. Additionally, the seller invariably tries to charge an exorbitant price for jigs, fixtures, test beds, training and technical documentation. Therefore, a cost-benefit analysis must be carried out of the technology on offer.
· Risk of Over-Capacity - In the case of popular military systems, there is a danger of a large number of countries getting the same technology, thereby creating surfeit of capacity. The US is said to have transferred technology pertaining to the components of F-16 fighters to over 17 countries in full/partial fulfillment of its offset obligations. Having established manufacturing facilities at a considerable cost, the recipient nations are hard pressed to obtain orders to keep their factories going. This must be guarded against.
· Ability to Absorb Technology - Seeking technology without matching indigenous capability for smooth absorption can prove to be a highly wasteful exercise. Technology should not be sought merely for flaunting in the domestic political arena.  
· Evaluation of Efficacy - The greatest drawback of technology transfer as an offset is that it is very difficult to measure its real impact and effectiveness. The recipient nation has to have a dedicated set up to collate and assess the overall value. 
· Technology with Strings - Invariably, technology is provided with strings attached. These restrictions may inhibit the recipient nation from re-exporting the product or its use for any other unspecified purpose. This is done by the transferor to prevent the proliferation of the concerned technology, as also to forestall competition for its own products.

Suggested Way Forward for India
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It is a well-accepted fact that offsets does not come for free. The seller is bound to amortise the additional expenditure by suitably factoring it in the price quote. It is, therefore, essential to draw maximum advantage from defence offsets by their prudent selection. Expecting FDI under offset programmes may prove illusive. 
Given the burgeoning export of Indian goods and services, seeking offsets by way of counter-purchase of goods and services does not appear prudent. India is a powerhouse as regards export of IT services. Almost all corporate giants are sourcing them from India. Given the option, they would all like to defray their offset obligations by counting IT services against it. Such offsets provide deceptive benefits as they contribute little to the generation of economic activities.

It is absolutely essential that India insists on technology transfer. Transferred technology must make the local defence industry self-sustaining to reduce dependence on imports.

India should adopt the following methodology:-

· Identification of Needed Technologies - Defence Research and Defence Organisation (DRDO) should be asked to prepare a list of technologies that they want to receive under offsets. Technologies sought should meet the following criteria:-

a) Technologies on which DRDO has been working for long but without satisfactory pace of progress so far and wherein import of technology would hasten development. 
b) DRDO should be able to absorb it completely to draw full advantage.

c) Technology should provide a platform for further indigenous development of higher level. If every subsequent technology has to be imported, it does not contribute to the technological prowess of the country.

· Valuation and Assignment of Priorities- DRDO should provide estimated fair price of all technologies in the list and also indicate their inter-se priority depending on the degree of their urgent necessity. Higher priority is accorded to those technologies that they need most.
· Allotment of Multiplier Values - Acquisition Wing, in consultation with DRDO, should allot multiplier values to all technologies to provide incentive to vendors to offer targeted technologies. It is a very crucial decision and demands careful consideration. 
· Issuance of Request for Proposals - Technologies sought as a part of offsets package must be clearly spelt out.  All vendors should be able to work out offset credits that they would be able to earn with each type of technology that they propose to offer. It is for the Acquisition Wing to ensure that all inputs are made available to vendors to evolve their offset packages as per India’s requirements.
· Appraisal of Offset Proposals - Technical Manager should take active assistance of DRDO to examine offset proposals. It will be ideal if a matrix is prepared to facilitate comparative evaluation. If required, clarifications should be sought from vendors to preclude subsequent misinterpretation.
Finally, it must never be forgotten that all successful offset programmes are based on deliberate and purposeful selection of offsets as per the perceived needs of a buyer nation. The Government of India has been taking a number of steps to achieve the target of procuring 70 per cent of its defence requirements from indigenous sources by 2010. This can be achieved only through receipt of technology to bridge the existing gap and achieve self-sufficiency in defence production.
Technologies that industrially-advanced countries are reluctant to sell can only be obtained through offsets. India possesses immense bargaining power with a large number of high value defence imports in the pipeline. It is time India seizes this opportunity to demand and obtain much needed high-end technologies to upgrade its defence-industrial potential.
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