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Variable-rate convertible notes with floating conversion prices create a death spiral — more shares issued as price drops, more selling, lower price, more shares. Here's the mechanics and how to spot them.
A toxic convertible note is a debt instrument where the conversion price — the price at which debt converts into equity — floats based on the market price of the stock. Unlike a standard convertible note with a fixed conversion price, a toxic convert gets cheaper to convert as the stock price falls. This creates a self-reinforcing cycle that can destroy a stock in months.
The industry calls it a "death spiral" for a reason.
The Death Spiral Mechanics
• Company borrows $1M via a convertible note with a conversion price of "70% of the lowest closing price in the prior 20 trading days."
• Stock is at $1.00. Lender can convert at $0.70 per share.
• Lender converts $100K of the note into 142,857 shares at $0.70. Immediately sells them into the market.
• Selling pressure drops the stock to $0.85.
• New conversion price recalculates: 70% of $0.85 = $0.595 per share.
• Lender converts another $100K — now getting 167,959 shares. More selling. Price drops further.
• Repeat. By the time the note is fully converted, the stock may be at $0.05 and share count has exploded.
The lender makes money on every conversion regardless of where the stock goes. Retail investors absorb every penny of the loss.
The Exact Language to Search For
In 8-K filings, toxic note terms look like this — use Ctrl+F to search for these phrases:
• "conversion price equal to the lower of [fixed price] or [X]% of the lowest VWAP during the [N] trading days preceding conversion"
• "variable rate conversion"
• "floating conversion price"
• "most favored nation" — means if the company does a cheaper deal later, this lender automatically gets the same terms
• "beneficial ownership limitation of 4.99%" — used to obscure total dilution, lender converts just under reporting threshold repeatedly
Known Toxic Lenders
Certain firms specialize in this structure. Seeing their names in an 8-K is a major red flag regardless of the stated terms:
• Auctus Fund Management
• Geneva Roth Remark Holdings
• Power Up Lending Group
• GS Capital Partners (not Goldman Sachs)
• FirstFire Global Opportunities Fund
• Streeterville Capital
This list is not exhaustive. Any convertible note with variable/floating conversion terms is potentially toxic regardless of lender name.
What to Do When You Find One
If you own the stock: understand the note's total face value, the conversion floor (if any), and the outstanding balance. Calculate worst-case dilution. A $2M toxic note against a $5M market cap company with no floor is a near-total wipeout scenario.
If you're considering buying: toxic notes are almost always disclosed in the most recent 8-K or 10-Q. Read them before entry.
Deepening the Toxic Convertible Note Threat: A Closer Look at the Mechanics and Investor Risk
While the basic mechanics of toxic convertible notes are well known, their deeper implications for small-cap companies often go overlooked. These instruments typically come with features such as warrants or embedded equity options that further complicate the dilution picture. When a company issues convertible notes at a high interest rate and a floating conversion price, it creates a powerful incentive for early investors to convert their debt into equity — especially when the stock price drops below the conversion threshold.
The SEC filing data shows how frequently companies use this structure in their TraderTools to raise capital quickly while deferring equity dilution. But the timing of conversion often coincides with a company’s weakest moments, exacerbating the dilutive effect and leading to what we call “the death spiral.” This is not just a theoretical risk — it's a documented pattern in small-cap stocks that data consistently flags.
Real-World Investor Implications
Consider a company trading at $2/share with a convertible note priced at $100 million, convertible at $5/share. If the stock drops to $3/share, early investors convert their notes, diluting existing shareholders by 20% or more in one transaction. The company’s market cap shrinks further due to the added supply of shares, and selling pressure increases — leading to even lower prices.
This dynamic is particularly dangerous for retail investors who may not realize they’re buying into a structure that incentivizes massive dilution. It also highlights why tracking Shelf & ATM Monitor is essential — companies often issue new equity right after convertible note conversion, compounding the problem.
TraderTools Tools: Spotting the Threat Early
Our Dilution Screener and Risk Heatmap can identify these threats before they spiral out of control. By monitoring for high-conversion-rate notes, floating prices, and warrants attached to debt, investors can spot red flags in SEC filings long before dilution becomes visible on the balance sheet. Our tools also track how many shares are being issued during conversion events — a key metric often buried in filing footnotes.
Related Concepts for Investors
• Conversion Price Reset: When a company resets the conversion price downward, it can accelerate dilution and attract more early investors to convert.
• Anti-Dilution Provisions: These clauses protect investors from dilution but can be used to maintain equity value in a falling stock — often at the expense of existing shareholders.
• Debt-to-Equity Ratio: A company with high levels of convertible debt may be signaling an inability to raise capital through traditional equity markets.
Investors must understand that toxic convertible notes are not just about dilution — they’re about the mechanics of how a company chooses to finance its growth. These structures often come with embedded incentives that prioritize investor returns over shareholder value, especially in volatile small-cap environments.
Get Ahead of the Market
TraderTools provides source-backed dilution monitoring. Free to start.
Start Free →
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