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IF LEMONY SNICKET WROTE ABOUT STOCKS, he'd almost certainly be chronicling the sad tale of the awkwardly named company known as Arbinet-thexchange: This is one company that has suffered from a series of highly unfortunate events.

Arbinet (ticker: ARBX) is an online electronic exchange for telecommunications capacity, based in New Brunswick, N.J. Founded in 1996 as SmartGroup Holdings, Arbinet adopted its current moniker in 2002, and came public in December at $17.50a share in an extremely well-received offering lead by Merrill Lynch, with the stock finishing the first day of trading at 29. It tells you a lot that, to this day, it remains the stock's highest-ever closing price.

In recent months, several unfortunate things happened. For one, Arbinet shocked the Street in early May when it missed Street expectations for its first-quarter earnings, cash flow and revenue-its first full quarter as a public company. Arbinet said its exchange experienced excessive demand which it could not meet, then provided incentives to sellers of telecommunications capacity, pushing down prices in the process. The stock -- which had already fallen about $10 a share from the first-day peak to just north of the IPO price -- fell another $4 or so, to around 14.

Meanwhile, some analysts had begun to warn that things could get uglier still. On May 5, the day after the first-quarter earnings bomb, Tom Watts, an analyst at S.G. Cowen, downgraded the stock to a Sell. Among other things, he warned that shareholders faced the coming expiration of a lock-up agreement covering an astonishing 89% of Arbinet's outstanding shares, including those held by the various venture-capital funds that had invested $125 million in the company prior to the public offering, going back as far as 1999.
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The lockups ended at 11:59 p.m. on June 14. Earlier that day, the Palo Alto, Calif.-based venture-capital firm ComVentures notified investors in several of its venture funds that at 12:00 a.m. on June 15 it would distribute substantially all of its holdings in Arbinet to the fund's limited partners. ComVentures' various funds together were Arbinet's single largest investor, with 5.46 million shares, a combined 22.2% stake.

As you might imagine, investors who were paying attention to the Arbinet story were itching to get out. On June 14, the stock had closed at 12.69. On June 15, the stock dropped to 12, as volume soared. Over the next four days, the stock gradually trickled lower, closing on June 21 at 11.50.

And then something else unfortunate happened.

After the close on June 21, Arbinet whiffed again, lowering its guidance for both the second quarter and all of 2005. For the full year, Arbinet dropped its projected fee revenue for the quarter from a range of $58 million-$64 million, to $46 million-$50 million. They cut net income guidance from an estimated $19 million-$23 million to just $3 million-$6 million.

The company had various explanations for the shortfall, including shorter average call duration, a mix shift to wireless calls from wired calls, and the loss of two customers due to credit concerns. The stock dropped another $4, to 7.50. That was most of the damage, at least until June 30, when Merrill Lynch analyst Gregory Smith finally got around to dropping his rating on the stock to Neutral, citing a need for "more clarity" on "the exact drivers of declining revenues." Lately, the stock is trading around 7.

The chronology of events raises some interesting questions. Given the magnitude by which Arbinet had to reset expectations, you have to wonder about the timing of the announcement. Suppose, for instance, that Arbinet's board had known the same information one week earlier, when the lockup was about to expire. By issuing the earnings warning on June 21, instead of, say, June 14, Arbinet potentially saved millions of dollars for the limited partners of the funds, who received shares with the expiration of the lockup and immediately dumped them.

It raises the question of when exactly Arbinet execs figured out that they had to change guidance. And when did the board find out? ComVentures' general partner Roland Van der Meer sits on the Arbinet board; it certainly would be interesting to know when he discovered Arbinet would have a shortfall. Alas, an outside spokesman for Arbinet said the company would not comment on the situation, and Van der Meer did not respond to repeated requests for comment. And what about Merrill Lynch, which not only underwrote the Arbinet IPO but also helped facilitate the ComVentures distribution via the Merrill Lynch Venture Services Group? Merrill analyst Gregory Smith declined an interview request and a company spokesman did not respond to a request for comment.

FOR GROWTH STOCKS, it's all about expectations. Yahoo! (YHOO) last week nicely beat expectations, but the stock took a better than 10% hit anyway, since it didn't raise guidance, or beat expectations enough to get investors excited.

Now, eBay (EBAY) was another story. The company, the subject of a bullish cover story June 6, stunned the Street with a quarter that beat expectations by a healthy margin in almost every metric that matters -- revenue, earnings, margins, listings and gross merchandise sales -- and increased full-year revenue and earnings guidance. Particularly impressive was that eBay reported dramatically higher than expected revenue in the two markets that investors have lately been fretting about: Germany and the U.S. Total revenue grew 40%, to $1.086 billion, compared with 36% in the first quarter; U.S.-transaction revenue rose 28%, versus 19% in the first quarter. While some bears speculated that the gains resulted from a recent hike in fees, eBay CFO Rajiv Dutta asserted in an interview that to the contrary, the strong performance largely resulted from higher transactions volume, rising average selling prices and better conversion rates.

The report seemed to convince the Street that, contrary to recent worries, eBay's growth story remains intact. Last Thursday, the stock jumped 21% to about 42. The stock, which had been about 38 when we wrote it, in recent weeks had traded as low as 33. The stock is still off 27% for the year. If eBay can sustain the rebound in the U.S. and Germany while it continues to crank out robust growth in other international markets and maintain the rapid growth of PayPal, the current rebound could take the stock back to 50 and beyond.

 

