
Death Spiral Financing: The Most Dangerous Form of
Stock Dilution
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Death spiral convertible notes devastate penny stocks through variable-rate dilution. Learn the SEC
filing terms that reveal this risk before your position is wiped out.
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What Is Death Spiral Financing?
Death spiral financing refers to a specific type of dilutive convertible note characterized by a
variable or "floating" conversion price that automatically adjusts downward as the stock price
declines. Unlike conventional convertible debt where the conversion price is fixed at issuance,
death spiral convertibles tie the conversion rate to the market price - creating a self-reinforcing
cycle of dilution and price decline that can destroy a company's stock value in weeks or months.

The term "death spiral" is not hyperbole. In documented cases, companies have seen their share
counts multiply by 50x, 100x, or even 1,000x within 12 months of entering into these financing
arrangements, while the stock price fell proportionally or worse. The mathematical dynamic, once
initiated, is extremely difficult to stop without emergency intervention.

Death spiral financing is primarily a small-cap and penny stock phenomenon. Investment-grade
companies with access to conventional debt markets would never need to accept these terms. The
companies that enter death spiral financing arrangements are typically those with:

* No access to conventional bank lending

* Insufficient operating history or collateral for traditional debt

* Immediate cash needs that can't wait for a more favorable capital raise

* Management teams that either don't understand the terms or are making desperate decisions

How Variable Conversion Rates Work
In a standard death spiral convertible, the conversion price is calculated at the time of conversion
(not issuance) based on a formula like:

Conversion Price = [Lowest Closing Price over trailing N days] × [Discount Percentage]

Common formulas include:

* 75% of the average of the three lowest closing prices in the preceding 20 trading days

* 65% of the lowest closing price in the preceding 15 trading days
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* 70% of the volume-weighted average price (VWAP) over the preceding 10 trading days

The key insight is that as the stock price falls - whether from market conditions, company-specific
bad news, or the selling pressure from the notes themselves - the conversion price falls with it.
This means the lender always converts at a discount to current market price, regardless of where
that price is.

Additional structural features that worsen the death spiral dynamic:

* Prepayment penalties: If the company tries to repay the note in cash rather than converting it
to shares, they face 120-150% of face value in prepayment penalties, making it economically
impossible to exit the arrangement

* Default conversion triggers: Various "events of default" - late SEC filings, listing deficiency
notices, missing interest payments - trigger conversion at even more punishing discount rates

* Anti-dilution ratchets: If the company issues new shares at any price below the conversion
price, the lender's conversion price adjusts down to match the new lower issuance price

How Death Spirals Devastate Stock Prices
The mechanics of price destruction in a death spiral are systematic and predictable once the process
begins. Here is the typical progression:

Phase 1 - Financing: Company enters into a $500K-$2M variable-rate convertible note with a 15-day
trailing lowest-price formula at 65% discount. Stock is at $2.00; implied initial conversion price
is approximately $1.30.

Phase 2 - First Conversions: Lender begins converting small tranches. They receive shares at ~$1.30,
sell them immediately on the open market for $2.00 - a 54% instant profit per share. This selling
pressure pushes the stock from $2.00 to $1.60.

Phase 3 - Feedback Loop Begins: The 15-day trailing low has reset lower. New conversion price: 65% ×
$1.30 (new trailing low) = $0.845. Lender converts more, receives shares at $0.845, sells at $1.60 -
a 90% profit. Selling pushes stock to $1.00.

Phase 4 - Acceleration: The cycle repeats at increasingly compressed prices. By the time the stock
reaches $0.20, the lender is converting at $0.13 per share. A $200K conversion tranche creates 1.54
million new shares, which the lender immediately sells. For a company with 5 million shares
outstanding, this is 31% dilution in a single conversion event.

Phase 5 - Compliance Crisis: Stock falls below $1.00, triggering Nasdaq/NYSE listing deficiency
notice. This may itself be an "event of default" in the note, triggering conversion at a further
discounted rate. Company executes a reverse split. Lender converts remaining balance at the
post-split equivalent price. Share count explodes again.

? The Lender Profits, Shareholders Lose

In a death spiral, the lender makes money regardless of whether the stock goes up or down - they're
always converting below market and selling at market. The lender's profit comes directly from the
destruction of existing shareholder value. It is a zero-sum transfer from shareholders to the
lender.

Real-World Examples
Death spiral financing has affected hundreds of small-cap and penny stocks over the past decade.
While we won't name current TraderTools-tracked companies, the pattern is consistent across sectors:
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* Cannabis sector (2019-2021): Several cannabis companies that couldn't access conventional
banking due to federal illegality turned to variable-rate convertibles. Share counts in some cases
grew from tens of millions to billions within 18 months, with corresponding price destruction

* EV startups (2022-2024): Development-stage EV companies with no revenue and high cash burn
frequently turned to toxic lenders. FFIE is the most prominent example, but it was far from alone

* Biotech development stage: Pre-revenue biotechs with promising pipelines but limited cash
sometimes accept these terms, justifying the dilution cost against the potential clinical trial
success upside. Many shareholders don't understand the terms they're approving in proxy votes

* Technology micro-caps: The same pattern appears across software, fintech, and hardware startups
that have grown beyond bootstrapping but can't yet access institutional venture capital or
conventional debt

Warning Signs in SEC Filings
The following language in SEC filings (particularly 8-K filings reporting new financing agreements)
should trigger immediate investigation:

* "Variable conversion price" or "floating conversion price"

* Any conversion formula tied to recent trading prices with a discount factor

* "Most favored nation" (MFN) provision - prevents the company from fixing the problem by raising
at better terms

* "Beneficial ownership limitation" described as waivable at lender's option

* Prepayment premiums above 115% (anything above par means you can't get out)

* Event of default definitions that include stock price falling below a threshold

* Anti-dilution ratchet clauses

* Registration rights requiring immediate S-1 or S-3 registration of converted shares

Is Death Spiral Financing Legal?
Yes - death spiral financing is legal, though it has attracted regulatory scrutiny. The SEC has
pursued enforcement actions against certain actors in this space who crossed lines into market
manipulation (coordinating the selling of converted shares in ways designed to trigger further price
drops and conversions), but the basic structure of variable-rate convertible financing is legal.

Several states have passed or considered predatory lending legislation that could affect some of
these arrangements, and the SEC has increased disclosure requirements around convertible financing
terms. But for now, these instruments remain a legal part of the small-cap financing landscape, and
retail investors must protect themselves through awareness.

Can Companies Escape Death Spirals?
Escape is possible but rare and usually painful. Options include:

* Cash repayment: If the company can raise enough cash (typically from a non-dilutive source) to
pay off the note at the prepayment premium, the spiral stops - but prepayment penalties of
120-150% make this extremely expensive

* Negotiated settlement: Sometimes the company and lender can negotiate a restructuring of the
note terms - fixed conversion price, extended maturity, reduced principal - but lenders have
strong leverage and these negotiations rarely favor the company
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* White knight financing: A strategic investor or institution who buys out the toxic note and
restructures it can stop the spiral, but they will demand significant equity or governance
concessions in return

* Bankruptcy restructuring: Chapter 11 bankruptcy can discharge or restructure the convertible
debt, stopping the dilution - but at extreme cost to all equity holders

Detect Death Spiral Risk Before It Starts

TraderTools flags variable-rate convertible notes and death spiral warning signs automatically. Know
what you own before it's too late.

Start Monitoring Free ->
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