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Bonus Debenture as an Innovative Financial 
Instrument

We usually come across financial instruments like Debentures and Bonus shares. Bonus Debenture is an instrument 
which is very less talked about and used by the companies. It is an instrument which has some features similar to 
bonus shares, some features similar to debentures and some features of its own, that are not shared by any other 
instrument. This article throws light on the specific features of Bonus debentures and also discusses as to when 
and by whom this instrument has been used till now in India. Bonus Debentures as a term has not been mentioned 
specifically in either Company’s Act or Income Tax Act. To apprise oneself about the legal stand of this particular 
instrument, the article has taken inferences from the various provisions of the Acts. Read on to know more...

Introduction of Bonus 
Debentures
With India's leading drug maker, 
Dr Reddy's Laboratories Ltd 
announcing in April 2010 that the 
company will be issuing bonus 
debentures amounting to $116 
million to its shareholders, bonus 
debentures became a hot topic 
of discussion at various forums. 
Although in the past in India quite 
a few of companies have issued 
bonus debentures, yet it is a lesser 
known concept. 

Every company wants to please 
the investors. One of the ways to 
make them happy is to distribute 
deemed dividends in the form 
innovative financial instruments like 
bonus debentures.

These companies are cash rich 
companies who issue debentures 
to the shareholders by capitalising 
the reserves and thus do not charge 
anything from the shareholders. 
These debentures are free of cost. 
The companies capitalise the 
reserves to issue debentures that 
are redeemed after a specified 
period. Interest on these debentures 
is paid during this period. 
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Bonus debentures are those 
notes issued by corporates out 
of their general cash reserves to 
their shareholders for free. Bonus 
debenture has a face value, an 
interest rate and maturity period. 
Company redeems bonus 
debenture when the maturity period 
becomes due. The reserves that the 
company distributes belong to the 
shareholders. Company could have 
done it in the form of cash dividend 
instead of issuing bonus deben- 
tures. Then why does the company 
issue bonus debentures? A 
very lucrative proposition for 
the shareholders is that, the 
shareholders get interest in all the 
years till the debentures are mature. 
Company also benefits by getting 
the advantage of tax as the interest 
on debenture is tax deductible. 
Bonus debentures do not dilute the 
share value like bonus shares and 
the company can take the advantage 
of leverage. Company defers cash 
outflow till the time it pays interest or 
redeems the debentures.

For tax purposes, the allotment 
of bonus debentures would be 
treated as dividend.
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ince bonus 
debentures are 
issued out of the 
post-tax profit 
accumulated by 

the company, the company 
does not get any deduction 
in the income statement for 
the value of the debentures 
that have been issued. 
Company pays a dividend 
distribution tax on the amount 
of bonus debentures issued. 
In subsequent years, when 
the debentures are either sold 
or redeemed, the sale price 
or the redemption amount 
received by the debenture 
holder will not be taxable 
to the extent of the capital 
value of the debentures 
already taxed as dividend in 
the year of the issue of the 
bonus debentures. Only the 
additional appreciation will be 
taxed as capital gains. 

S

Since bonus debentures are 
issued out of the post-tax profit 
accumulated by the company, 
the company does not get any 
deduction in the income statement 
for the value of the debentures 
that have been issued. Company 
pays a dividend distribution tax on 
the amount of bonus debentures 
issued. In subsequent years, when 
the debentures are either sold or 
redeemed, the sale price or the 
redemption amount received by the 
debenture holder will not be taxable 
to the extent of the capital value of 
the debentures already taxed as 
dividend in the year of the issue 
of the bonus debentures. Only the 
additional appreciation will be taxed 
as capital gains. 

Dr. Reddy’s Laboratories have 
still not completed the process 
of allotting bonus debentures as 
they are waiting for some statutory 
approvals to come as yet. The 
company has already proposed a 

scheme that entails the issuance 
and allotment of unsecured, non-
convertible, redeemable, fully 
paid-up bonus debentures 
carrying a face value of R5 each 
(‘bonus debentures’) to its equity 
holders, in the ratio of six bonus 
debentures for every one equity 
share of R5 each held. The bonus 
debentures will carry a coupon rate 
(to be determined) that is to be paid 
annually. Additionally, these bonus 
debentures would be redeemable 
at the end of 36 months from the 
initial date of allotment. 

The scheme of arrangement 
made under Section 391 to Section 
394 of Companies Act has already 
been approved by the shareholders 
of the company and also by AP High 
Court. Once RBI approval and other 
statutory nods are received, the 
company can proceed ahead with 
the allotment of bonus debentures.

While commenting on the 
bonus issue of debentures, the 
CEO of the company had said 
that they have built significant 
reserves from retained profits, by 
transfer to general reserves and 
the capital represented by the 
general reserves has exceeded the 
company's current and anticipated 
operational needs, even taking into 
account foreseeable investments 
required for growth. He said that 
in order to optimally utilise surplus 
reserves, the company intends 
to issue bonus debentures to its 
shareholders by restructuring the 
general reserves. 

Origin and Journey of Bonus 
Debentures in India
The story of bonus debenture 
goes back to the year 2001, when 
HUL (Then HLL) came out with the 
proposal to issue this innovative 
financial instrument. In December 
2001, HLL started with the process 
of issuing one Bonus Debenture 
of the face value of R6 per share 
of R1. This was done pursuant to  
the approval of the scheme by the 

board of HUL in October 2001. 
But Before the Scheme could be 
implemented, the Government 
changed taxation laws, and as per 
the Finance Act 2002, dividend 
became taxable in the hands of the 
shareholders. HLL therefore revised 
its Bonus Debenture Scheme to  
make the Scheme self-financing  
such that shareholders, even 
at the highest tax bracket, do 
not have to pay tax on these 
Bonus Debentures (construed 
as deemed dividend) out of their 
own pocket. This revised Bonus 
Debenture Scheme was approved 
by shareholders at the Bombay 
High Court-convened meeting on  
9th August, 2002. As per the Scheme, 
in addition to a Bonus Debenture 
of R6 each per share, HLL also 
decided to pay a Special Dividend 
of R2.76 per share as part of the 
Scheme. The entire tax on Bonus 
Debentures and Special Dividend 
was decided to be deducted out 
of the R2.76 Special Dividend, 
ensuring that the face value of the 
Bonus Debenture is uniform at R6. 
Both the Bonus Debenture and the 
Special Dividend were payable by 
reference to the same Record Date 
as may be fixed for allotment of 
Bonus Debenture. The interest on 
the Bonus Debentures, redeemable 
after a period of 18 months from 
the record date, was decided  
to be 9%. 

The Scheme now also included 
a Clause which authorised the HLL 
Board to make necessary changes 
in the Scheme, within the existing 
financial parameters, should any 
changes be required due to any 
changes in the taxation laws, 
before the Scheme is implemented, 
in a manner which ensures 
equity amongst all shareholders. 
The Clause provided that, while 
implementing such changes, the 
withdrawals from the General 
Reserves and withdrawals from 
the Profit and Loss Account will 
not exceed R1,321 crore and R608 
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ince 2001, 
only some 
companies have 
issued bonus 
debentures. In 

spite of the fact that bonus 
debentures have a number 
of advantages, it is still 
not a widely used financial 
instrument by the companies. 
There are strong reasons 
why bonus debenture is not a 
popular financial instrument 
amongst Companies. 

S

crore respectively, as provided for 
in the Scheme.

The Clause also mentioned that 
in case the Dividend Distribution 
Tax or any such tax is reintroduced,  
HLL could adjust the resultant 
amount from the Special Dividend 
to release funds for meeting 
obligations arising from re-
imposition of such taxation.

The High Court of Bombay,  
in December, 2002 approved the 
scheme of Arrangement between 
Hindustan Lever Ltd (HLL) and 
shareholders for issue of Bonus 
Debentures and payment of 
Special Dividend. Finally, in April 
2003, Hindustan Lever Limited 
(HLL) received the approval of the 
Reserve Bank of India (RBI) - the last 
approval and the final step required 
to implement the Scheme - for Issue 
and Allotment of Bonus Debentures 
and Payment of Special Dividend 
to the non-resident shareholders. 
The Company had applied to the 
RBI in December 2002 under the 
provisions of FEMA 1999.

But till this time the Budget for 
2003-2004, changed the provision 
for taxation of dividends. It replaced 
the provision for taxation of dividend 
at the hands of the shareholders 
(including tax deduction at 
source) by a provision of Dividend 
Distribution Tax at the hands of the 
company at a flat rate of 12.81% 
(including surcharge). Since the 
company had already made a 
provision for this change via a clause 

in the scheme approved by the 
shareholders and the Bombay high 
court, it was able to accommodate 
this change quite comfortably.

Accordingly, the company  
bore the Dividend Distribution Tax 
at R219 crore, and distributed the 
balance of R388.5 crore to the 
shareholders, by way of Special 
Dividend of R1.765 per share of R1/- 
each, over and above allotting 9% 
Secured Redeemable Debentures 
of R6 each to the members in 
the ratio of one Debenture for 
every equity share of R1/- each 
aggregating R1,321 crore effective 
2nd July, 2003.

These debentures carried an 
interest rate @ 9% per annum 
to be paid annually. The first 
interest payment was made by the 
company on 1st July, 2004 and the 
debentures were finally redeemed 
on 1st January, 2005 along with the 
final interest.

Similarly, there have been a few 
more companies that have issued 
bonus debentures to its existing 
shareholders. AstraZeneca Pharma 
India Ltd. and Britannia Industries 
Ltd. are amongst them. We will be 
now discussing in brief about the 
issue of bonus debentures by these 
companies.

AstraZeneca is a global, innova- 
tion driven, integrated biopharma-
ceutical company. The board of 
directors of the company at their 
meeting held on 8th September, 
2006, approved a scheme of to 
issue redeemable bonus debenture, 
to its shareholders. They proposed 
to issue one bonus debenture of  
R25 each carrying a coupon rate of 
8% and redeemable within a period 
of twelve months. In November 
2006, the shareholders also 
approved the scheme unanimously 
in a court convened meeting. 

In July 2007, Karnataka High 
Court gave its approval for the 
issue of Bonus debentures to 
AstraZeneca Pharma India Ltd. 
RBI approval was also received 

subsequently in December 2007.
Accordingly, the company 

allotted 8% secured, fully paid-up, 
redeemable non-convertible bonus 
debentures from the Company’s 
General Reserve, in the ratio of 
one debenture of the face value 
of R25/- each for every equity 
share held by the shareholders of 
the company as on 11th January, 
2008, being the record date fixed 
by the company for this purpose. 
The aggregate amount of the 
debentures being R625 million. As 
the said issue of Bonus Debentures 
constitutes “Deemed Dividend”, 
the Company has remitted a 
Dividend Distribution Tax of  
R106.22 million.

The debentures were redeemed 
a year after on 11th January, 2009. 
This involved an outflow of R675 
million towards the repayment of 
the principal amount (R625 Million) 
together with the interest amount 
(R50 Million). 

Britannia Industries Ltd is 
another example of the corporate 
houses in India that have issued 
Bonus debentures. Britannia 
Industries Limited is an Indian 
company based in Bangalore and 
is famous for its Britannia and Tiger 
brands of biscuit, which are highly 
recognised throughout the country. 
Britannia is one of India’s leading 
biscuit firms, with an estimated 38% 
market share. 

The Company's principal 
activity is the manufacture and sale 
of biscuits, bread, rusk, cakes and 
dairy products.

Britannia Industries Ltd is 
the most recent example of the 
companies which have completed 
the allotment of Bonus debentures.

Board of directors of the 
company at their meeting in May 
2009, approved a scheme of bonus 
debentures to be issued to their 
shareholders. They proposed to 
issue one fully paid debenture  
of R170 for every R10 equity share 
held.
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ividend involves 
immediate cash 
receipt for the 
shareholders 
but bonus 

debentures does not involve 
immediate cash receipt for the 
shareholders because a part 
of it is given as interest and a 
part of it is given at the time of 
redemption. On the spot cash 
receipt is always taken more 
sportingly by the investors. 
Secondly the scheme of the 
arrangement of issuing bonus 
debentures is prepared under 
Section 391 to  Section 394 
of the Companies Act, so it 
involves quite a lot of legal 
proceedings like approval 
of the high court, etc which 
is again not encouraging for 
the companies to go for this 
financial instrument. 

D
The scheme was approved by 

the shareholders at the general 
meeting held in August 2009.

The Britannia Industries  
Limited Annual Report for FY11 
states, ‘The Committee of the 
Board of Directors (the Board), at its  
meeting held on 22nd March, 
2010, pursuant to the scheme 
of arrangement (the Scheme) sanc- 
tioned by the Calcutta High 
Court on 11th February, 2010 allotted 
8.25% secured, fully paid-up, red-
eemable non-convertible bonus 
debentures (the bonus debentures) 
from the general reserve, in the  
ratio of one debenture of the face 
value of R170 for every equity share 
held by the shareholders of the  
company as on 9th March, 2010. The 
aggregate amount of the  
debentures was R4061 million app-
roximately. The debentures were 
allotted on 22nd March, 2010. 
Since the issue of bonus de- 
bentures is treated as ‘deemed 
dividend’ under the provisions of 
the Income Tax Act, 1961, acc-
ordingly the company remitted 
R6,90,222 as dividend distribution 
tax and utilised general reserve 
for the payment of the same.’ The 
debentures issued by the company 
are secured and are redeemable at 
par on the third anniversary of the  
issue.

Reasons of Bonus Debentures 
Not Being a Popular Financial 
Instrument of Companies
As we have seen above that since 
2001, only some companies  
have issued bonus debentures. 
In spite of the fact that bonus 
debentures have a number of 
advantages, it is still not a widely 
used financial instrument by the 
companies. There are strong 
reasons why bonus debenture is 
not a popular financial instrument 
amongst companies. Let us 
compare the features of bonus 
debentures with some of the 
similar financial instruments. 

Bonus Shares vs Bonus Debentures
By issuing bonus shares, the equity 
of the company does not get altered, 
but when the bonus debentures 
are issued, it results in decrease 
in equity and a corresponding 
increase in debt. This results in high 
leverage and thus increases the 
risk perception of the company. No 
company would like to witness these 
kinds of changes in the balance 
sheet structure. Secondly, bonus 
shares do not involve cash outlay 
in any form. But bonus debentures 
involve three major cash outflows, 
that are, Dividend distribution tax, 
cash outflow in terms of interest and 
outflows at the time of redemption 
of bonus debentures.
Dividend vs. Bonus Debentures
Dividend involves immediate cash 
receipt for the shareholders but 
bonus debentures does not involve 
immediate cash receipt for the 
shareholders because a part of it 
is given as interest and a part of it 
is given at the time of redemption. 
On the spot cash receipt is always 
taken more sportingly by the 

investors. Secondly the scheme of 
the arrangement of issuing bonus 
debentures is prepared under 
Section 391 to Section 394 of the 
Companies Act, so it involves 
quite a lot of legal proceedings 
like approval of the high court etc, 
which is again not encouraging 
for the companies to go for this 
financial instrument.

Stock Market’s Reaction to 
Declaration of Bonus Debentures
Stock Market’s reaction to the 
declaration of bonus debentures 
has also been studied and in 
majority of cases a declining trend 
was found after the declaration 
of this financial instrument by the 
company. This may be because 
this instrument is not as popular 
as the other financial instruments 
and also it has some drawbacks 
as discussed above, over other 
financial instruments.

HLL announced its bonus 
debentures on 16th October, 2001. 
Reaction of stock market was not 
positive to the announcement of 
bonus debentures as evidenced 
from the stock prices at BSE 
Sensex. Share price of HLL declined  
from R227.35 to R210.05 till 30th 
October, 2001. Stock prices of 
AstraZeneca are quite volatile, 
but when bonus debentures 
were announced on 12th January, 
2008, stock market opened on 
14th January, 2008 with a decline 
in share prices by approximately 
5.5%. The stock price continued to 
decline till 22nd January, 2008. This 
shows that the effect of declaration 
of bonus debentures washed away 
the volatile nature of the stock 
prices of AstraZeneca and the 
trend was on the decline for seven 
days. Stock Prices of Britannia 
Industries Ltd. also showed the 
similar trend as of AstraZeneca and 
HLL. But Dr. Reddy’s Laboratories 
share prices did not get affected 
by the announcement of bonus 
debentures. n
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