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EXEcuTive SUMMARY

Tha 1997 Survey of Internet Service Providers (ISPs) was conducted by Statistics Canada on behalf of Industry Canada in th
Spring and Summer of 1998. The questicnnaire captured respondents fiscal 1997 data. The survey was sent to 675 ISPs,
defined as organizations that provide Internet access to the public. A remarkable 389 firms responded, for a response rate of
close to 6M'% - a level unmatched in the history of Canadian ISP surveys. These results provide significant evidence that
Canada s ISP industry is much larger, in terms of numbers of establishments, than estimates have previously suggested.

This report represents t.. «rst major analysis of the survey results, and focuses on the structure, composition, and financia
performance of the industry. Due to the comprehensive nature of the survey, and the relative lack of simila- Canadian studies
data are reported in several ways: by geography, by total operating revenue, by ISP revenue, by the proportion of total operatin
revenue denved from ISP activities, and by busines= .nd residential customer base.

Report Highlights

The Canadian ISP industry is characterized by hundreds of small and micro businesses generating relatively litle revenue
(with many eaming less than $50,000 annually), and a handful of very large firms generating most of the industry s revenue.

Revenue derived from the 1SP-based activities for alf survey respondents ($259 million) accounts for only 13 per cent of their

total operating revenue ($1.95 billion). On average, smaller firms derive a greater proportion of their total operating revenue

from the provision of Internet services than do larger firms,

The industry is dominatea by the largest players:

s Large firms (defined as those respondents with $1 million or more in total operating revenue) account for 80% of the ISP
revenue generated by survey respondents;

e Large respondents derive an average of 11% of their revenue from ISP activities;

¢ The ten largest survey respondents (as measured by operating revenue) derive an average of only 5.5% of their corporate
operating revenues from the provision of Intemet services.

Respondents report serving, collectively, over 1.2 million customers (both residential and non-residential).

Of those ISPs that serve the residential market, 88% report having fewer than 5000 residential customers.

Residential subscriptions account for 60% of respondents {SP revenue, while business subscriptions account for 34%.

Respondents employ a combined total of fewer than 10,000 workers in all of their business units (which include non-ISP
business units).

Respondents spent an average of $36,000 per employee on wages, salaries, and benefits.

On average, respondents that derive all of their revenue from ISP activities spent more on marketing than respondents with
muitiple lines of business.




o Collectively, respondents are realizing positive profits on their operations (which include non-ISP operations); however,
respondents that derive three-quarters or more of their revenue from the provision of Internet services are, on average, losing

money.

e Those respondents that have adopted a strategy of capturing residential market share are, as a group, losing money on their
operations. Itis unclear, however, whether they are incurring a loss on their ISP operations.

e When their balance sheets are summed together, respondents report having negative net working capital, raising questions
about their short-term liquidity.

Conclusions and Future Work

The Canadian ISP industry is a dynamic part of the information economy. This report shows that, although the industry is
charactenzed by a high degree of market power by several dominant players, it is also one that is characterized by many
hundreds of diverse, often niche-players, entering and exiting the market at a tornid pace. Overall, the industry is fragmented an
is rapidly moving toward a phase of shakeout and consolidation.

In addition to the data described in this report, the 1997 ISP Survey produced rich results on a wide range of topics, which will b
the targets of future analysis, including:

the variety of electronic commerce and value-added services |1SPs offer to their clients;

the technologies ISPs utilize;

the challenges ISPs face in surviving and in growing their businesses in today s marketplace;

the ways in which ISPs are addressing the challenges of offensive and illegal content and conduct;
ISPs views as to what is important to their customers; and

the methods by which concems over privacy and security are being dealt with by {SPs.
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1.0 Pulse of A Nascent Industry

Internet Service Providers (ISPs) are fast rising to a place of prominence in Canada s information economy. Their services
enable Canadians to participate and compete more effectively in the digital marketplace by connecting them to the Internet the
heart of the knowledge-based economy. But while they play an increasingly important role in connecting Canadians, relatively
little is known about the nation s ISPs,

This survey theme is the first in a series that aims to shed some light on this rapidly emerging industry. It offers insight into
market structure and composition, and provides a penetrating look at the financial performance of respondents. Further, it takes
a multi-faceted approach to reporting firms responses an approach designed to give corporate leaders, policy makers,
analysts, and educators a clearer picture of the ISP industry and its future course.

The diagram below illustrates the interrelationship between this theme and the remainder in the series. Collectively, these works
will form the most comprehensive study to date on Internet Service Providers in Canada. In short, they are designed to take the
pulse of a nascent industry.
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2.0 Methodology

This study reports the findings of the 1997 Survey of Intemet Service Providers conducted by Statistics Canada on behalf of
Industry Canada. The survey was carried out in the Spring and Summer of 1998, and reflects respondents fiscal 1997 data. It
follows up on a similar project that was carried out by Industry Canada in 1995 and 1996.

Historically, it has been common for statistics to be collected and reported at the industry level. Only firms that derive 50% or
more of their revenue from activities related to an industry are classified as part of that industry. With respect to Internet Service
Providers, the major drawback of this approach is that a jarge component of total ISP aclivity in Canada is carried out by fims
that derive less than 50% of their revenue from ISP activities. The provision of Internet services may be a secondary activity for
these firms, but, collectively, these secondary ISPs have a huge impact on the market. To address this issue, this report closely
examines both industry-based and activity-based data. The survey resulls are reported according to the proportion of total
revenue that firms derive from ISP-related activities, allowing the reader to assess the importance of secondary ISPs to the
Canadian industry.

1997 industry estimates suggested that there were approximately 400 Intemet Service Providers in Canada. The original
strategy was to compile a list of all of these organizations for inclusion in the survey mailout. The database used for an earier
Industry Canada ISP Survey consisted of approximately 360 firms and provided a basls for amassing a master |ist of ISks.
Various on-line sources were used to augment this list and to ensure that as many Canadian ISPs as possible were captured.

As the on-line sources were mined for ISP names and contact information, it became clear that th -2 were far more than 400
ISPs in Canada. In fact, by the time a master list was compiled, cver 1,100 potential survey participants had been identified.
Had time constraints not prevented all of the known on-line sources from being examined, it is conceivable that this master list
could have grown considerably.

Every effort was made to contact each of the firms on the master list by telephone or e-mail in order to verify their contact
information and to assess whether they met the criteria for survey participation. At minimum, a firm had to offer access to the
Internet to the public in order to be included in the survey mailout. In total, 625 ITPs that met this basic criterion were contacted.
Arother 50 firms were believed to offer Internet access but couid not be reached by telephone. Complete address information
was available for these firms, so they were added to the list. The result was a final mailing list consisting of 675 I1SPs across
Canada. The distribution of that mailing list is presented in Exhibit 2-1.
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It is worth noting that many of the ISPs that could not be contacted had either gone out of business or had been bought out by
other firms preliminary evidence that the high level of shakeout and consolidation identified in the 1995 survey was continuing.

In June 1998, Statistics Canada sent surveys to all 675 firms on the mailing list. Telephone interviewers were employed to
follow-up with each firm and to assist ISPs with the completion of the questionnaire. The Canadian Association of Internet
Providers (CAIP) and the British Columbia Internet Assaciation (BCIA) sent e-mail messages to their members, encouraging
them to complete the survay. Finally, Industry Canada sent an e-mail notice to all of the firms that had received surveys to thank
them for their participation and to remind them of the final deadline for returning questionnaires. This extensive communication
strategy appears to have enriched overall survey response.

In total, an astounding 389 surveys were returned for a response rate of nearly 60% almost twice the response rate to an earier
Industry Canada survey, and the highest known return rate to any Canadian ISP survey. While the actual number of firms
competing in Canada s ISP industry is still not known with certainty, it is safe to say that the number is far greater than the 400
that had previously been estimated.

Exhibir 2.9 Respondents at a Glance
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3.0 Organization of this Report

Theme | of the 1997 Survey of Internet Service Providers focuses on the structure, composition, and financial performance of
respondents. The aim is to gain a better sense of the types of firms competing in the industry, and how their sizes, structures,
and strategles affect their overall performance. With this objective in mind, Theme | has been organized to broadly parallel the
elements of two key financial statements: the income statement and the balance sheet. The figure below outlines the report s

structure.
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In an effort to relate the elements of size, structure, and strategy through each section of the repon, the survey data have been
segmented in the six ways shown in Exhibit 3-2. The multiple segmentation bases are intended to enhance the reader s
understanding of Canada s ISP industry.

2: Seqmentarion Bases
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40 Geographic Distriburion of Respondents

The survey captured 1SPs from every province and territory, In order to assess how regional conditions affect the performance of
ISPs, respondents can be grouped along geographic lines. Geography also provides a natural basis for reporting, and allows for

comparisons between this survey s findings and the results of related surveys. Exhibit 4-1 illustrates the distribution of
respondents by region.

As noted in the methodology section, the actual number of firms competing in Canada's ISP industry is not known with certainty.
Moreover, there are no accurate estimates of the regional distribution of 1SPs across the country. Consequently, it is difficult to
determine whether the distribution in Exhibit 4-1 is truly representative of the ISP population as a whole. The rapid entry and exit
of firms competing in this industry only compounds the problem of estimating the ISP population.
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One way to gain a sense of how well each region is represented is to compare the distribution of respondents to the Canadian
population distribution, as shown in Exhibit 4-2.

Sxhiibiv 442 Compsaniison of Canadian Popularion Distribution and Respondent Distniburion

8 1997 Conadian Population Distribution
5 Distribution of ISP Respondents

45% -+
1997 Canadign
Population Data 40%
. Trom :
Stattsties Conada | 5%
: 30% -

25% -
20% -
15% 3
10%
5%
0%

baasan

Ontario Prairies BC and the
Terrftorles

Relative to the Canadian population statistics, ISPs in Ontaric and British Columbia and the Territories appear to be over-
represented, while those in Atlantic Canada, Québec. and the Prairies appear to be under-represented. The over-representation
of 1SPs in BC and the Territories was not entirely unexpected. There was a relatively low response rate among BC |SPs to the
1995 Industry Canada ISP Survey, so a conscious effort was made to send questionnaires to as many BC {SPs as possibie for
the 1997 survey. The result was overwhelming, with firms in BC and the Territories accounting for one-quarter of the respondent
base.

In contrast, a smaller proportion of Québec-based ISPs responded. The relatively low Québec response rate may, in fact, reflect
the actual state of Intemnet use in Québec that is, supply may be mirroring demand. Demand-side surveys, for example,
consistently reveal that Internet use and household penetration is lower in Québec than in other regions of the country. In its
1997 Household Facilities and Equipment Survey, for example, Statistics Canada found that just over 8% of Québec
households had access to the Internet, compared to the national average cf 13%. Similarly, ACNieisens 1997 Canadian
Internet Survey showed that Québec had a smaller proportion of Internet users than any other region of the country.

It may also be the case that proportionately fewer Québec ISPs registered their company names with the onvline directories that
were used to build the survey mailing list. As with the Canadian population of ISPs, it is not known with certainty how many
Québec Internet Service Providers actually exist.
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4.1 Geographic Distribution of FreeNsts and Non-Profit Organizations

Of the 389 survey respondents, 7.5% reported being FreeNets, Community Networks, or non-profit organizations (NPOs). The
geographic distribution of respondents outlined in Exhibit 4-1 does not change appreciably when these firms are removed from
the respondent base. A regional breakdown of FreeNets and NPOs is presented in Exhibit 4-3.

Exhibir 43: Geographic Distriburion of FreeNers, Community Nerworks, and Non-Prolit Orgaisizations

It is not known how representative this distribution is of the actual population of FreeNets and NPOs; however, it is reasonable to
assume that there are more FreeNets based in Québec than were captured by this survey.
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2.0 Corporate OpeRATING REVENUES

5.1 A Note on Operating Revenues
The terms operating revenue, total operating revenue, and firm size that are used throughout this report refer to the revenue

that respondents generate from all of their corporate operations. These measures include, therefore, revenue derived from
activities other than the provision of intemet services. The revenue that respondents generate from their ISP business units
alone is discussed in Section 7.0 of this report, entitied ISP Revenue.

5.2 Distribution of Respondents by Total Operating Revenue
As stated in the methodology section, any firm that, at a minimum, offers Internet access to the public was considered an ISP for

the purposes of this survey. Many firms that offer ISP services, however, do not derive the bulk of their operating revenue from
ISP activities. A respondent s primary line of business may be the provision of telephone or cable television services, software
development, retailing, cons.lting, or even transportation.

The revenue figures presented in Exhibit 5-1 reflect the total revenue that respondents generate from all of their corporate
operations, not only from their ISP business units. As such, they serve as a measure of overall firm size, rather than firm

dominance in the ISP industry specifically.

Respandents by Toral Openating Revesue

Revenue % of Respondents
N S T R
e

S S S R g‘w«wg\ww“
.

At

Respondents were fairly evenly distributed, with one-third of firms generating less than $100,000 in total operating revenue, just
over one-third earning between $100,000 and $500,000, and the remaining third gerierating over $500,000. Exhibit 5-1 reveals
that incumbents in the Canadian ISP industry range from the very small to the very large, and that the survey was successful in
capturing firms of varying size.
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Still, some large firms that were on the mailing list did not respond to the survey. In some instances, the questionnaire may not
have reached the individual in the organization who is responsible for completing such surveys. In other cases, survey recipients
may not have been willing or able to complete the questionnaire. As a result. 'arge firms that compete in the ISP industry may be
under-represented in this survey.

5.3 Firm Size Categories

For analytical purposes, it was deemed important to segment respondents according to the total operating revenue they generate
from all of their business activities. Underlying this segmentation is the notion that respondents that are larger in size (where size
is measured by total operating revenue) are likely to have different business profiles than smaller respondents. For example,
larger respondents may have extensive distribution networks or marketing channels that they can leverage to help promote and
sell their ISP services.

In an effort to compare and contrast large and small respondents, four categories of firm size were created, as shown in Exhibit
5-2. Sufficient numbers of respondents fall into each of these categories to allow for meaningful comparisons to be made. In
particular, the following hypotheses can be tested when firm size is used as a basis for segmentation:

(a) larger firms are more likely to be diversified entities than smaller firms and, therefors, are less likely to rely on their ISP business
units as their primary revenue source;

(b) larger firms are likely to have different cost structures than smaller firms;

(c) smaller firms are more likely to serve fewer customers and to target niche markets than to adopt strategies based on capturing
market share.

ize CAteqonies

Firm Size Operdting Revenue
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When the firm size categories described in the previous exhibit are used, just over half of the respor.dents fall into the Small or
Micro categories, as outlined in Exhibit 5-3, while approximately one-fifth are classified as Large firms

Exhibir 7-5: Breakdowy of Respovdents by Finw S

Large Micro
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Baze- 363 Raspondents Medium Small

The distnibution of respondents according to firm size varies along geographic lines, as summarized by t xhibt 5-4  The majority
of respondents in Western Canada (the Prairies and BC and the Territories) fall into the Small ur Micro calegories. respondents in
Central Canada (Ontario and Quebec) are almost evenly split between the Micro-Small and the Medium-Large categories. and
respondents in Atlantic Canada are evenly distributed throughout each category As a result, measures of average firm size,
such as average revenue and average customer base can be expected lo be lower in Western Canada than in other regions of
the country Any mega-firms in Western Canada that may have responded to the survey. however, may serve to alter these

expectations

Exhibit 5-4: Regloaal Distiburion of Respovdents by Firm Suze

8cC and Canada
Firm Size  Atlanfic Quebec Onfarlo  Pralrfes  Territorles {All Reglons)
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5.4 Operating Revenue by Region
Survey respondents reported a total of just under $2 billion in corporate revenues from operations (including both ISP and non-
iSP operations). Exhibit 5-5 offers a regional breakdown of total operating revenue.

Exhiblr 9-%: Toral Openating Revenue by Region

o,
3% 5%

BC and A
Oporating Territorles Aflaniic 39
Revenue (861) ($102) o
In Milllons Québec
of Dollors ($51)
Shown In . Prairies

Parentheses  ($549)

Inclutlas Rovenue

Dacvedfrom
non-iSP Actifics
Ontarlo
($1.182)

Total (All Raglons): $1,945 million

Although ISPs in BC and the Teritories account for one quarter of survey respondents, they contribute only 3% to the national
operating revenue figure of $1.95 billion. This can be explained by the findings in Exhibit 5-4, which showed that over 60% of BC
and Territories respondents fell into the Small or Micro firm categories. Both Québec and BC and the Territories had fewer Large
respondents than other regions (as shown in Exhibit 5-4), which may explain their comparably fow contributions to the national
operating revenue figure.

In contrast, the relatively high revenue totals in Atlantic Canada, Ontario, and the Prairies can be attributed to the presence of
several mega-firms in these regions. In fact, respondents in Ontario and the Prairies combined constitute 89% of the Canada-
wide revenue figure. When the ten largest firms (in terms of operating revenue) are removed from the respondent base, total
operating revenues fall from $1.95 billion nationally to $269 million. In other words, the ten largest respondents account for
86% of the natlonal operating revenue figure.

Exhibit 5-6 presents average operating revenues on a regional basis. The largest respondents have a significant in,pact on these
averages. When the ten respondents reporting the greatest operating revenues are removed from the respondent base, average
revenue falls from $5.0 million nationally to $722,000. In fact, the regional variation that is evident in Exhibit 5-6 is virtually
gliminated when the ten largest respondents are removed (Exhibit 5-7), suggesting that there does not appear to be a
relationship between a firm s size (as measured by operating revenue) and its geographic location.
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Another factor to consider is the Impact of FreeNets and non-profit organizations on the average revenue statistics. When these
organizations are removed from the respondent base, average revenue increases from $5.0 million nationally to $5.5 million.
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5.5 Operating Revenue by Firm Size Category
Exhibit 5-8 paints a striking picture of the contribution that Large
firms make to the national operating revenue total. Large firms

Exhibir 5-8: Toral Openating Revenue by Fiam Size

(those with operating revenues of $1 million or more) make up | 2.6% 2.9%
approximately onefifth of the respondent base, yet they account for Medium  Smalf
0 Operating ($50.2) (517.3)
96% of total operating revenues. When the ten largest respondents Povenue 0.1%
are removed, operating revenues in the Large category fall from In Miitons Micro
of Dollars

$1.88 billion to $200 million

80% of the Large category total.

ten respondents account for almost Shown In

($1.6)
Porentheses

Includtes Revenue
Deelved from
non-1SP Activitias i

A very similar picture emerges when average operating revenues are considered, as in Exhibit 5-9, with Large firms generating
far more revenue on average than respondents in the other categories. When the ten firms reporting the highest operating
revenues are removed, the Large category average falis from $23.5 million to $2.9 million.

Includies Revenve
Detived from
nop-SP Activifies

Milions of Dollars

$26 -

$20

$15 -

$10 4

$5 4

Exhibir 5-9: Average Operating Revenue by Fiau Size

$0.024 013

Micro Small Medlum

Firm Size

Clearly, there is a tremendous gap between the operaling revenues generated by the ten largest respondents and those
generated by all of the other respondents combined. However, what proportion of those revenues are derived from ISP services
has not yet been established. What is apparent is that the Canadlian ISP Industry conaists of players of a variety of sizes, of
which a relatively small subset are firms with significant revenue-generating power. The question of whether the largest
players actualy dominate the ISP industry from a market share or profitability perspective will be explored throughout the
remainder of this report.
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The previous section focused on the revenue that respondents generate from all of their lines of business, and offered insight into
how varied firms competing in the ISP industry are in terms of their size. In an effort to isolate the revenues attributable solely to
their ISP business units, respondents were asked to report the proportion of operating revenues they derive from ISP activities.
The results were as wide-ranging as possible, with some firms stating that ISP services account for less than 1% of their ‘otal
operating revenue, and others for as much as 100%. The difference between ISP activity and industry classification is discussed
in section 2.0 Methodology.

6.1 Distribution of Respondents by Percent |SP

Exhibit 6-1 depicts the distribution of respondents according to the proportion of their revenue derived from ISP activities. Over
two-thirds of respondents generate 75% or more of their total operating revenue from ISP services, and nearly two-fifths are
reliant solely on ISP revenue. The four categories outlined in Exhibit 6-1 will be used throughout the remainder of this report as a
basis for segrmenting respondents, and will be referred to as "Percent ISP" categories.

. Exhiblr 61: Disreibutio of Respondenys by Pencenrt ISP

Loss than
50% ISP

100% ISP

50%-74.9%
ISP

75%-$9.9% ISP

In Section 5.3, the following hypothesis was put forward: larger firms are more likely to be diversified entities than smaller firms
and, therefore, are less likely to rely on their ISP business units as their primary revenue source. With reference to Exhibit 6-1,
this hypothesis can be re-stated as follows: smaller firms are more likely to fall into the "75%-99.9% ISP" or the "100% ISP"
categories, and larger firms are more likely to be in the Less than 50% ISP category. A first test of this hypothesis will be made
in Section 6.2.
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6.2 Percent ISP by Region

Regionally, there is significant variation in the proportion of revenues that respondents derive from their ISP activities, as shown
in Exhibit 6-2. The comparably high values in Québec (50%) and BC and the Territories (65%), coupled with the findings in
Exhibit 5-4 that these two regions had a lower proportion of Large respondents than other regions, suggest that Large
respondents derive a smaller proportion of their total operating revenue from ISP activities than other respondents.

|

Tolal Operating Ravenue for All Raspondonts in Thot Region

80% -

14%

- m
P O " Lz prarerd 7 avsaen

Allanfic  Québec  Onfario Praifes BCaondthe Canada
Territories  {All Regions]

The values presented in Exhibit 6-2 are weighted by firm size (as shown by the equation in Exhibit 6-2), with larger respondents
inflating operating revenues (the denominator in the equation above). As a result, the Percent ISP figures tend to fall when Large
respondents are included in the calculation, and tend to rise when Large respondents are excluded from the calculation. For.
example, the Ontario average of 11% is skewed by the presence of several Large firms in that region. When the ten largest
respondents (in terms of operating revenue) are removed from the respondent base, the national average soars from 13% to
62%, as shown in Exhibit 6-3. This finding provides evidence that these ten firms derive a much smaller proportion of their total
operating revenue from ISP services than other respondents.

o i Porcont ISP by Raglon = Revenue from ISP Servicas for All Raspondentis in a Given Reglon
|

; EXClUqu the Ten U(RQEST RESPONdENTS

Percert ISP by Reglon = Reverue from ISP Services for A Respondands in a Given Reqlon
Total Operaling Revenus for Al Respondients i that Reglon
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6.3 Percent ISP by Firm Size ,

Exhibit 6-4 highlights the inverse relationship that appears to exist between the size of a respondent and its reliance on ISP
services as a source of revenue. Respondents in the Micro firm category rely on their ISP business units for an average of
almost 90% of their operating revenue, while Large respondents derive an average of just over 10% of their revenue from ISP
services. The ten largest respondents (by operating revenue) derive an average of only 5.5% of their comporate operating
revenues from [SP activities.

whitbir 6e4: Pencenr 1SP by Finw Size

Parcent ISP by Firm Size = Revenue from ISP Senices for All Respondents In a Given Firm Size Category
: Tota! Operating Revenue for All Respondents In thot Firm Size Category

100%
50% -
80%
70%
60%
50% -
40%
30%
20%
10%
0% <

78%

Percent ISP

A

Small Medlum All Categorles

The results that have been presented to this point support the hypothesis put forward in Section 5.3; namely, smaller
respondents are more [ikely than larger respondents fo rely on the revenues they derive from their ISP activities as their
primary source of operating revenue. Large respondents derive a relatively small fraction of their revenue from ISP
services.

6.4 Operating Revenue by Percent ISP
Exhibit 6-5 reveals thal many of the largest respondents,
in terms of operating revenue, fall into the smallest

hir 8051 Toseal Openating Revenve by Percent ISP

75%-99.9% ISP

Percent ISP category. In fact, firms in the Less than 50% (588.5) "gg;’;’g”
ISP category account for 87% of otal operating revenues, Operaing 50%-74.9% ISP (>124.9)
providing further evidence that Large respondents tend to ,ﬁﬁl""‘)’; ($30.7)

be much less reliant on their ISP business units as a
source of corporate operating revenue than smaller
respondents.

& & R U H 1 05 % 3

lars

2%

Less than 50%
($1,702.7)

Total (All Categories): $1,946.8 milllon
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A similar pattern emerges when average operating revenue is examined, as in Exhibit 6-6. Respondents in the Less than 50%
ISP category generate more revenue on average and in total than other respondents, again suggesting that Large firms tend to
derive less than half of their operating revenue from ISP activities.

$30,
$25 |
$20 4
§15

$10 |

Miilions of Dollars

§5 -
$06 $0.7 $09

v r

-

Less than 50%-74.9%  76%-99.9% ISP 100% ISP All Categories
50% ISP

=

Percent ISP

However, not all of the ten largest respondents falil into the Less than 50% ISP category. When the ten largest respondents are
removed, the following operating revenue averages result:

Less than 50% ISP:  $1.5 million

50%-74.9% ISP: $0.6 million
75%-99.9% ISP: $2.65 million
100% ISP: $0.5 million

Respondents that derive 50% or more of their revenue from ISP services exhibit relatively constant average operating revenues,
while those that generate less than 50% of their revenues from ISP activities have much higher revenues on average. The
evidence put forth in this section suggests that Large firms are more likely to fall into the Less than 50% ISP category
than into any other Percent ISP category. !t is not clear, however, whether the smallest respondents can be associated with
any particular Percent |SP category.
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7.0 ISP Revenue

7.1 Distribution of Respondents by ISP Revenue

The mutiplication of the proportion of total operating revenues derived from ISP activities by total operating revenue yields a
doliar value. This dollar value will be referred to as ISP revenue, since it represents the revenue that respondents generate from
their ISP business units only. Exhibit 7-1 presents a detailed breakdown of respondents according to the ISP revenue they
generate.

ot Respondents by ISP Revenue

ISP Revenue % of Respondents
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Nearly two-thirds of respondents generated less than $250,000 in ISP revenue in 1997, while 11% generated $1 million or more.
This is consistent with the findings in Section 5.2, which showed that roughly two-thirds of respondents generated less than
$500,000 in total operating revenue, while 10% generated $2.5 million or more (see Exhibit 5-1).
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Respondents can be grouped into one of three ISP revenue categories, as shown in Exhibit 7-2.

Exitibis 7-2: ISP Revenve Caregories

% of
Catagory ISP Revenue Respondents
Low Less than $100,000 41%
Modtum $100,000 - $499,999 36%
High $500,000 or More 23%

ase. 383 Rospondonls:

The classification of respondents into these three ISP revenue categories has a significant drawback it does not isolate the
activities of those firms that generated far more than $500,000 in ISP revenue in 1997 However, the breakdown illustrated in
Exhibit 7-2 ensures thal there are sufficient numbers of respondents in each category when data are looked a! in a
multidimensional way; by region and by ISP revenue category, for example, or by customer base and by ISP revenue category
This criterion would not be met had a cutoff in the millions of dollars been used instead of $500.000

Further, the breakdown presented above relates nicely to the firm size breakdown that was used to segment respondents (Exhibit
5-2). When that breakdown is used, 79% of respondents fall into the Micro, Small, or Medium categories. and ?1% are
considered Large firms. With the ISP revenue breakdown, 77% of respondents are classifiec in the Low or Medium ISP revenue
categories, and 23% are in the High revenue category.

It is clearly of interest to isolate the responses of the largest firms to assess the extent to which hey dominate Canada s ISP
industry  Therefore, the activities of the len largest respondents (by operating revenue not by ISF revenue) will continue to be
examined where possible.




7.2 Regional Distribution of Respondents by ISP Revenue Category

Exhibit 7-3 highlights an interesting regional pattern. Respondents in Ontario. Quebec, and Allantic Canada exhibit very similar
distributions, while those in the Prairies and BC and the Territories are skewed toward the Low ISP revenue calegory Once
again, this lends support to the findings in Section 5.3 that respondents in Western Canada (the Prairies and BC and the
Territories) are comparably smaller to their counterparts in Central (Ontario and Quebec) and Allantic Canada. It is not clear why
Western Canadian respondents tend to be smaller and generate less ISP revenue than their Central and Allanlic counterparts
There could be strategic benefits to operating smaller ISPs in Westem Canada, but it may also be that the pool of respondents
captured by the survey was skewed toward smaller firms in that region

Exiubir 7-3: Regional Distriburion of Respovdents by ISP Revesue Careqony

ISP Revenue 8C and Canada
Category Afiantic  Québec Ontarlo  Prairles  Territories (All Reglons)
tow A 3% 36% 46% 52% A2%
Moy Ak BE% 7% as%% 0% 38%
High 2% W% 4 9% 18% 22%
Toly 100% 100%  100% 100% 100% 100%

Boto’ 203 Respanadenhs

7.3 ISP Revenue by Region

Some striking features can be extracted from the regional ISP revenue totals shown in Exhibit 7-4. In particular. respondents in
BC and the Territories account for 15% of the national ISP revenue figure, while these same respondents account for just 3% of
total operating revenue. Similarly, respondents in Québec contribute 10% to the national ISP revenue figure, but contribute just
3% lo the Canada-wide operating revenue figure. This suggests that respondents in Quebec and BC and the Ternlories are
more likely to derive a significant proportion of their operating revenues from ISP activities than respondents in other regions
This finding is supported by Exhibit 6-2, which showed that firms in Quebec and BC and the Territories are much more reliant on
their ISP business units than other respondents.
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7.2 Regional Distribution of Respondents by ISP Revenue Category

Exhibit 7-3 highlights an interesting reglonal pattem. Respondents in Ontario, Québec, and Atlantic Canada exhibit very similar
distributions, whiie those in the Prairies and BC and the Territories are skewed toward the Low ISP revenue category. Once
again, this lends support to the findings in Section 5.3 that respondents In Western Canada (the Prairies and BC and the
Territories) are comparably smaller to thelr counterparts In Central (Ontario and Québec) and Atlantic Canada. It is not clear why
Western Canadian respondents tend to be smaller and generate less ISP revenue than their Central and Atlantic counterparts.
There could be strategic benefils to operating smaller ISPs In Western Canada, but it may also be that the pool of respondents
captured by the survey was skewed toward smaller firms in that region.

hibir 74 Reglonal Dleriuburlon of Respondenrs by ISP Revenue Caregory

Canada
(Al Reglons)

ISP Revenue

7.3 ISP Revenue by Reglon

Some striking features can be extracted from the regional ISP revenue fotalg shown in Exhibit 7-4. In particular, respondents in
BC and the Territories account for 15% of the national ISP revenue figure, while these same respondents account for just 3% of
total operating revenue. Similarly, respondents in Québec contribute 10% to the national ISP revenue figure, but contribute just
3% to the Canada-wide operating revenue figure. This suggests that respondents in Québec and BC and the Territories are
more likely to derive a significant proportion of their operating revenues from ISP activities than respondents in other regions.
This finding Is supported by Exhibit 6-2, which showed that firms in Québec and BC and the Territories are much more reliant on
thelr ISP business units than other respondents.
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Exhibit 7-5, average ISP revenue by region, highlights the similar averages across the country. When the ten largest
respondents (in terms of operating revenue) are removed, the averages exhibit even less variation, as shown below. This is
consistent with the findings in Section 5.4, which showed that firm size (as measured by total operating revenue) did not appear

to depend on geographic location.
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7.4 ISP Revenue by Firm Size

An obvious trend emerges, with respect to ISP revenue, when . ghiby 7-6: 1SP Revenus by Fiaw Size
respondents are divided into the firm size cateqories defined in ™ ;

Exhibit 5-2. Respondents in the Large firm category account for 5%

80% of total ISP ravenue, as shown in Exhibit 7-6, and respondents é’;}"ﬁ) okl
in the Large and Medium categories combined account for 95% of P Roverve | Medlum ($1.3)
total ISP revenue. When the ten largest respondents (in terms of In Millons ($38.5) \
operating revenue) are removed, ISP revenue in the Large category m"ﬁ

falls from $205.2M to $113.0M. In other words, the ten largest Forenthases
respondents account for 36% of total reported ISP revenue.

Total (All Categores): $256.7 milllon

A similar pattem emerges when average ISP revenue is considered, with larger firms generating more ISP revenue on average
than smaller firms. When the ten largest respondents are removed from the respondent base, the average in the Large category
falls from $2.6 million to $1.6 million.

~Extibly 77 Aveige ISP Revenve by Finm Size
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Therefore, a positive relationshlip appears to exist between total operating revenue and ISP revenue. The largest firms generate
the most ISP revenue, In total and on average. When this outcome is combined with the findings in Section 6.3, the following
results emerge: Large respondents (thoso with operating revenues of $1 million or more) tend to Jall Into the High ISP
revenue category; however, ISP activities tond to contribute an average of 11% to Large respondents’ total operating
revenue, In other words, Large respondents tend to generate more ISP revzi.2 than other respondents. However, that ISP
revenue constitutes only a small fraction of Large respondents (otal operating ravenue.
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8.0 ISP Customens

8.1 Distribution of Customers

Respondents were asked to report the total
number of ISP customers they serve both
residential and non-residential.  The results,

 Respondnts by Toral Customer Base

presented in Exhibit 8-1, show that more than Number of Customers % of Respondents
N N U

one-half of respoqdents serve fewer thgn 1000 sEower on: i%‘?\&% & M

customers,  This fact, coupled with the R —_—

numerous firms competing in the industry, offers 4 Efé‘?f@\f\fmim
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| a0
L
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8.2 ISP Customers by Region

Exhibit 8-2 illustrates the total number of ISP customers by region. Note that region refers to where the ISP is located, not
where the customer is located. Firms competing in this dynamic industry are not necessarily constrained by geographical
boundaries, so it is possible, for example, for an ISP located in Atlantic Canada to serve customers in the Prairies. It should be
noted that just under 80% of respondents answered the customer portion of the survey questionnaire. The figures in Exhibit 8-2,
therefore, under-represent the actual customer base of respondents.
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Respondents in Ontario account for just under half of the national total of 1.2 million customers. Although respondents in BC and
the Territories were found to be relatively small firms, they account for 23% of the reported number of customers. This may be a
function of the sheer number of respondents captured in BC and the Territories relative to other regions of the country. The
relatively high number of customers in BC and the Territories helps to explain the high ISP revenue figure for respondents in this
region that was explored in Section 7.3.

Six of the ten largest respondents (by operating revenue) answered the customer portion of the survey questionnaire. Those six
firms account for about 21% of the reported national customer total.

Exhibit 8-3, average number of customers by region, shows that the regional variation of customers is fairly small. This is
consistent with the findings in Sections 5.4 and 7.3 that firm size and ISP revenue do not appear to vary with an |SP s geographic
location. The slightly lower averages in Québec and BC and the Territories are likely due to the relative lack of response of very
large firms in these two regions.
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8.3 ISP Customers by Province

Not only did the 1997 ISP Survey attempt to gain a sense of the market share of respondents in each region, but it aso
attempted lo identify the distribution of ISP customers across the country. That is, the survey tried to identlfy the province in
which ISP customers reside. Exhibit 8-4 presents those customer statistics. Once again, these figures Include both residential
and non-residential customers.

:‘Exhi.bfi‘t 8:4; Numben of 1SP Cusromens in Each Province

Number of % of
Province or Territory ISP Customers National Total

When grouped by region, the distribution of customers outlined in the Exhibit 8-4 virtually mirrors the geographlc distribution of
survey respondents.

8.4 A Note on Customer Types

Respondents to the 1997 Survey of Intemet Service Providers were asked to spacify the proportion of their customers that were
residential. They ware not explicilly asked whether the remainder of thelr customers were business clients. It is possible that
respondents nor:-residential customers include, for example, volunteer-based organizations or schools. For the purposes of this
report, however, all non-residential customers will be assumed to be business customers. In this way, the total number of
customers can be divided into two customer type oategories: residential customers and business customers,
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8.5 Proportlon of Residential-to-Business Customers

The proportion of residential-to-business customers doas not change significantly when respondents are grouped by firm size, by
percent ISP, or by ISP revenue category. On average, residential customers account for approximately three-quarters of
respondents total customer bases, Exhibit 8-5, which illustrates the proportion of residential-to-business customers by ISP
revenue category, shows the customer composition similarity that exists across categories. Respondents in the Low ISP revenue
category have a somewhat smaller proportion of business customers (11%). This potential positive relatlonship between ISP
revenue and the number of business customer will be revisited in section 8-17, and may imply that business customers provide
an Important revenue source for ISPs. The relationship between type of customer (residential versus business) and ISP revenue
will also be explored later In this section of the report.

fxhithit 85 Puaponion of Restdenialao-Business Cusrasens by ISP Rivenue Cangony
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8.6 Distributlon of Respondents by Residential Customer Base
The breakdown of respondents according to the size of their
residential customer base Is presented in Exhibit 8-6.

o Exhitbir 86; Distaibution of Respondents by Residential Customen Base
The 0 category in Exhibit 8-6 reflects those respondents :
that reported serving only business customers. Overall,
56% of respondents reported having between one and 1000 :
residentlal customers, When the 0 category Is taken into 5000 or More 0
consideration, the proportion of respondents with fewer than
1000 residential customers rises to 65%. This Is consistent ;
with the findings of other studies on the industry, and i i 1000-4999
reinforces the idea that the ISP Industry In Canada Is :
quite fragmented with a relatively large number of ISPs i
serving rolatively few customers.
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500 - 999

#@ A RO H 1+ 880




THEME 0 OFf TefE t3ed SURVEY QOF INTERNEY SERPVICE PROVIOERS

8.7 Resldentlal Customer Base Segmentation

For analytical purposes, respondents can be grouped into one
of three rasidential customer base categorles. Thege are
shown in Exhibit 8-7.

o Exditbie 87 Restelewtial Customer Base Seamenmation

According to this breakdown, firms reporting 2500 or more
residential customers are grouped together. Some ISPs,
however, reported serving far more than 2500 residential
customers. Several respondents reported residential
subscription lotals In the tens or even hundreds of thousands.
However, there were not enough of these respondents to
warrant creating a separale category for them. A residential
cugtomer cutoff of 2500 may seem low, but it accurately reflects
the majority of firms responses: 88% of respondents reported
serving fewer than 5000 residentlal customers.

2500 or More

500 - 2499

8.8 Resldentlal Customers by Reglonal Locatlon of ISP

As Exhiblt 8-8 liustrates, Ontario-based respondents serve nearly one-half of the total reported residential customers. The large
number of respondents that are based In BC and Temitorles means that the percentage indicated in the figure below likely over-
represents the proportion of resldential customers in that region.

Of the ten largest respondents (by operating revenue), only four reported thelr residential customer totals. These four firms
account for 23% of the reported national residential customer total. Again, this does not necessarily reflect the actual market
share of the largest firms In the industry since some of the country s largest ISPs did not respond to the survey. Further, the
largest respondents do nat necessarlly serve more resldential customers than other 1SPs. In fact, their focus may be the
business market.

8 Restdwanial Cosromens by Reglon
3 (100%)
1,000,000 - 38,509
800,000 o
800,000 -
700,000 -
600,000 A

&
§ 500,000 -
8
g

400,000 -
300,000
200000 { ()
100,000 4 26,055

(IS = R— LRSS v

Allanfic  Québec  Ontarlo Pralles  BC andthe Canada
Teritorios  (All Reglons)

’l

(14%)
130,478
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8.9 Resldential Customers in Each Province

The previous section focused on the number of residential ISP customers served by respondents in each reglon. This section
looks at where the customers themselves are located. Exhibit 8-9 summarizes the reported number of residential customers in
each province, and the proportion of the national total that they represent.

xliibfy 8-9: Numbtn of Residential Customens in Each Province

Number of Residentlal % of
ISP Customers Natlonal Total

Provinceo or Territory
) o

Bk 277 Respondents
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To gain a sense of how well the distribution of customers captured by the 1997 ISP Survey aligns with the population of
Canadian Intemet users, the two can be compared. Exhibit 8-10 presents the 1997 distribution of Canadian households with
Internet access according to Statistics Canada, along with the distribution of residential customers captured by the 1997 Survey
of Internet Service Providers.

birion 1o Disrriburion. of Households with Inverner Access

st

Distribution of
Disfribution of Residential Households with
Province or Territory ISP Customers Internet Access

R
TR N A RO RRAR R R 2 38
Lo SRR
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o
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e e
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With the exception of British Columbia, the provincial distribution of residential customers captured by the ISP survey closely
resembles the 1997 distribution of households with Internet access. The ISP survey s over-representation of residential
customers in BC is likely due to the over-representation of BC ISPs (see Sectior 4.0 for a discussion of the over-representation of
ISPs in British Columbia and the Territories). It is also worth noting that while Québec ISPs appear to have been under-
represented in this survey, the number of Québec residential customers served by respondents is consistent with the Intemet
penetration figure. That is, it appears that a relatively large number of Québec residential customers are served by ISPs that are |
located in a pravince other than Québec.
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8.10 Residential Customers by Firm Size

Exhibit 8-11 breaks down residential customers according to the
size of respondents. 1SPs in the Large category account for 71%
of the reported residential customer total. In fact, four of the ten
largest firms (by operating revenue) that answered the customer
portion of the survey make up 33% of the Large category total
(and 23% of the reported national total). Since the other six
largest firms did not indicate their residential customer totals, the
Large category value of 661,707 likely under-represents the
actual number of customers served by firms tha fall into the
Large category. The fact that four Large respondents account
for 23% of the reported residential customer base provides
insight into the market power that Large firms appear to
wield in this fragmented industry.

There is little difference in the average number of residential
customers among Small and Micro firms (approximately 1000
residential customers for firms in each category). Medium firms
have an average of just under 2000 customers, while those in the
Large category have an average of over 11,000 residential
customers further evidence of the market share dominance of
Large [SPs.

8.11 Residential Customers by Percent ISP

The residential customer statistics presented in Exhibit 8-12
suggest that respondents that derive less than 50% of their
operating revenue from ISP activities have fewer residential
customers than those that derive 75% or more of their revenue
from ISP activities.  However, several of the largest
respondents that fall into the Less than 50% ISP category did
not report their customer totals. These respondents likely serve
numerous customers, Consequently, the customer statistics for
the Less than 50% category likely under-represent the actual
customer base of respondents in this category.

oF

INTEsNEY

L

1+ Resideniat Custonens by Fiam Size

5%
Micro
Small 48453
88,140

Medium
140,185

Total [All Categories): 938,487

| Cisvomens by Pereest ISP

11%
Less than §0%
100,677
100% ISP
386,466 50%-74.9% ISP

69,627

75%-99.9% ISP
381,739

Tofal {All Categories): 938,609
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8.12 Residential Customers by ISP Revenue Category

Exhibits 8-13 and 8-14 highlight an apparent positive
relationship between ISP revenue and the size of a
respondent s residential customer base. Respondents in the
High ISP revenue category tend to have more residential
customers, on average and in total, than firms in other
categories. Once again, several of the largest respondents did
not complete the customer portion of the survey questionnaire,
so it is likely that the High category values under-represent the
actual number of residentid customers served by these firms.

Total (All Categories): 938,487

":’,s;iidzem’iak Cusromens by ISP Revenve

£ 14,000
§ 11,796
g 12,000 ~ "
O 10,000 ~
ks)
‘*§ 8,000 ~
ks]
E 6,000
B 4,000 4
Ay
.§ 2,000 - 928 1';‘\;\{%
s oy %.: " 3
low Medium High All Categories
ISP Revenue Cafegory

The positive relationship between ISP revenue and residential customer base suggests that capluring residential market share is
important to an ISP s revenue-generating power. Incumbents that currently control a large portion of the residential market fikely
have a significant advantage over those that are looking to enter the industry by building their businesses from the ground up. In
addition, several market research companies, including ACNielsen, have recently found that Internet usage rates are no longer
growing exponentially in Canada. The slower pace of growth, coupled with the significant market power of several incumbents,
may pose a barrier fo ISPs that are seeking to capture a large customer base.

8 AROCH 3 33 PASE 38




*
P
oo
A

v
-
"

-

A Y R
DR R Y R Y

.y

k34

~
s
A

a

<

H

-~

1

8.13 Distribution of Respondents by Business Customer Base
Compared to household Internet use, relatively little is known about business customers use of the Internet. This survey offers
one of the first known attempts at examining the characteristics of Internet business customers from the point of view of the SP.
As Exhibit 8-15 illustrates, 77% of respondents who reported their customer totals serve the business market. The 0 category
refiects respondents that serve the residential market only. Because this report assumes that non-residential customers are
business customers, the statistics presented in this section may over-represent the actua business customer base of
respondents.

icm of Respoundents by Business Customer Base

Number of
Business Custorners % of Respondents

8.14 Business Customer Segmentation
In order to study their customer base characteristics more closely, respondents can be grouped into one of three categories
based on the number of business customers they serve. Exhibit 8-16 presents the three business customer categories.

The business categories shown in Exhibit

8-16 were selected largely for statistical
reasons; that is, this breakdown offers a
reasonable distribution of respondents in each
category about which comparative statements
can be made.

250 or More

75 - 249
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8.15 Business Customers by Reglonal Location of ISP
Exhibit 8-17 reflects the number of business clients served by
respondents in each region. in this diagram, business i

customers are reported by the location of the ISP that serves P peoand Atlanilo
them, rather than where the customer is located. The 51,859 42,302
national total of 280,000 may under-represent the actual ;
business customer base of respondents for two reasons: (i)
several Large respondents did not complete the customer
portion of the questionnaire; (ii) respondents may have
reported home-based business customers as residential
subscribers rather than business subscribers indeed, the
proportion of respondents that actually track how many of
their clients are home-based business users is not known.

Exliblr &17: Business Customens by Reglonal Location of 1SP

Onfarlo_
Six of the ten largest respondents (by operaling revenus) 113,338

reported their customer totals. Those six firms serve just
under 34,000 of the reported number of business customers,
or approximately 12% of the national total,

Total (All Reglons): 280,627

Examination of the average number of business customers served by ISPs in each region reveals a high degree of variation.
Exhibit 8-18 shows that respondents in Québec and BC and the Territories reported the smallest number of business subscribers
on average, while those in Atlantic Canada reported having nearly three times as many business clients as thu national average.
These figures, however, are influenced by the presence of a small group of respondents that serve significant numbers of

business customers.

hibn‘ 848 me;gwumbmbf ‘Business Customers by Regional Locarion of ISP

3500
3000
2500
2000
1500
1000
500
0 4

826

Number of Business Customers

Québec Ontario Prairtes 8Candthe  Canada
Territorles (Al Regions)

Of the ten largest respondents (by operating revenue), only six reported their customer totals. All six, however, reported serving
the business market. When those six firms are removed from the respondent base, the national average falls from 1,204 to
1,087.
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8.16 Number of Business Customers in Each Province
Exhibit 8-19 presents the number of business customers in each province; that is, the statistics reflect where the business
customer is focated, not where the ISP that serves that customer is located (the latter statistics were reported in Exhibit 8-18). By
virtue of the size and types of ISPs captured by the survey, the customer totals in some provinces are likely under-represented
and others over-represented. It is unlikely, for example, that there are no business customers in Prince Edward Island, as Exhibit

8-19 suggests.

Exliblr 849: Numben of Business Customens in Each Province

Number of
Province or Territory Business Cusfomers
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As a basis for comparison, the distribution of business customers captured by the survey can be measured against both the
Canadian popuiation distribution and each region s contribution to Canada s gross domestic product (GDP). This comparison is
shown in Exhibit 8-20.

£3 1997 Conodian Populotion Distribution
4 Reglonal Contribution to GDP (1997)
¥ Distribution of ISP Business Customers

1997 Corrscion
Population Data )
o o 1% 40
m 35%
RN Canodd

0% -
285%
20%
15%
10% -
5%
0%

Parcent

Afianfic Québec Ontarlo Prairles 8C and the

Regional contribution to GDP approximates reglonal economic activity and, therefore, shouid serve as a reasonable measure of
the distribution of businesses across the country. The regional distribution of ISP business customers can then be compared to
the regional distribution of businesses. With the exceptions of Atlantic Canada and Québec, the distribution of ISP business
customers captured by the survey generally corresponds with the GDP distribution. These exceptions are explored below.

In using the Canadian population distibution as a benchmark, the assumption is that the number of companies (ISP business
customers) in a given region should be proportional to that region s population base. This follows from the fact that economic
activity is generally concentrated in more densely populated, largely urban, areas. Based on this assumption, the distribution of
ISP business customers should generally be consistent with the distribution of Canadians. As Exhibit 8-20 illustrates, and as
noted with the comparigon to regional economic activity, the survey appears to have over-represented ISP business customers in
Allantic Canada, while under-representing those in Québec.

The presence of outliers (respondents serving large numbers of business customers) may have the effect of artificially increasing
the Atlantic Canada figure. The Québec finding, however, may not be inconsistent with Intemet use among businesses in that
province. In its Spring 1998 survey, for example, the Canadian Federation of Independent Business (CFIB) found that about
30% of small- and medium-sized firms in Québec had Internet access. This compares to the national average of just under 45%.
It is important to note that the CFIB used a broad definition of Internet access, whereby respondents need not have a business
Intemet account. A respondent to the CFIB survey may, for example, use the Internet from home for purposes related to their
business, or may use the Internet account of someone else in their organization.
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8.17 Business Customers by ISP Revenue

When grouped by ISP revenue, firms in the High category account for 76% of reported business customers (Exhibit 8-21). There
may be a relationship between the revenue that respondents generate from their ISP activities and the size of their business
customer base. That is, ISPs that have more business customers are more likely to fall into the High ISP revenue category than
into any other category.

bl B2t Busivess Customens by ISP Reve,

Exhibit 8-22 reinforces the positive relationship that seems to exist between ISP revenue and business customer base. Serving
the business market appears to increase the ISP revenue-generating potential of respondents. As with the residential customer
findings in section 8.12, industry incumbents that serve large numbers of business customers may have an advantage, with
respect to their ability to eam ISP revenue, over new entrants. Of course, a stralegy of acquiring existing ISPs in order to achieve
market share may offset this potential advantage.

_mﬁtt’k;tif?:tiuﬁwsas- Custosens by ISP Revenus
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9.0 Sources of ISP Revenue '

Respondents were asked to estimate the propaortion of ISP reverue that they derive from various sources. As shown in Exhibit
9-1, most respondents cited residential subscriptions as their primary revenue source, accounting for nearly 60% of their total ISP
revenue. On average, business subscriptions contributed aimost 35% to respondents’ ISP revenue. All other sources accounted
for just over 5% of total ISP revenue.

£ ISP Revenve

1.7% 1.1% N.5%
2.6%  nstatiation Other agson the

Fees for
S
o Use ISP s Web Site

’ 0.1%
Non-Subscriber
! Fees
|
|
|
Business
Subscriptions Residentiai
Subscriptions

Throughout the remainder of this section, only residential and business subscriptidns will be explored in detail. Afll of the other
revenue sourcas will be combined into a single category called "Other”.
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9.1 Sources of ISP Revenue by Region

Regionally, there appears to be some variation in the dependence of respondents on residential versus business subscriptlons
(Exhibit 9-2). Respondents in Ontarlo derive nearly equal proportions of their ISP revenue from residential and business
subscribers, while respondents in BC and the Territories are much more dependent on residential subscriptions. As discussed in
section 5.3, the distribution of respondents in BC and the Territories is skewed toward smaller respondents; in contrast, Ontario
accounts for more Large respondents than any other region. There may, thereforc, be a relation* hip between a firm s size and its
reliance on the residential market as a source of ISP revenue. That is, smaller respondents may be more likely to rely on the
residential market than the business market as a source of revenue. This hypothesis will be explored in more detail in the next
section, Sources of ISP Revenue by Firm Size.

P Revenve by Reglos

% Residential Subscriptions
¥4 Business Subscriptions
¥4 Ofther Sources

80% -
70%
60%
50% -
40%

30% -
20% -
10% -
0% -

eoogese eeqees iKY

Ontarlo Prairias BC and the Canada
Territorles (Al Regions)

When the percentages presented in Exhibit 9-2 are converted to dollars, the following values result at the national level:

Residential subscriptions: ~ $130.3 million (60% of respondents ISP revenue)
Business subscriptions: $74.2 million (34% of respondents ISP revenue)
Other sources: $13.1 million (6% of respondents ISP revenue)
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9.2 Sources of ISP Revenue by Firm Size
Exhibit 9-3 summarizes the proportion of revenue derived from each source when respondents are grouped by firm size. Large

respondents derive more of their ISP revenue from business subscriptions than other respondents, while Small respondents rely
more on residential subscriptions. Interestingly, those in the Micro category derive more revenue from business subscriptions
than either Small or Medium respondents. Their size may aflow Micro respondents to be more flexible than other ISPs in offering
customized services to business clients. Alternatively, a subset of Micro respondents may derive almost all of their ISP revenue
from business subscriptions, thereby inflating the business subscription average for that category.

With the exception of the Micro category, the hypothesis that firm size and reliance on residential subscriptions as an ISP
revenue source appears to hold. That is, smaller respondents rely more on the residential market for their ISP revenue than

larger respondents.

#3 Residential Subscriptions
$ Business Subscriptions
#8 Other Sources
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9.3 Sources of Revenue by Percent ISP
Exhibit 9-4 shows that respondents in the 50%-74.9% ISP category generate nearly equal proportions of their ISP revenue from

residential and business subscriptions. In contrast, those in the 75%-99.9% ISP category are much more reliant on residential
subscriptions. Across categories, however, no obvious relationship exists.

When the responses of those in the Less than 50% ISP category (which, in terms of operating revenue, tend to consist of .arger
respondents) are compared to those in the 100% ISP category, there are relatively small differences. 100% ISPs tend to rely
somewhat more heavily on business subscriptions than Less than 50% ISPs.

SP Revino by Pencens ISP

£% Residential Subscriptions
% Business Subscriptions
# Ofther Sources

80% -
70%

60% +
50%

A0 1
30% 4
20% -
10% +
0%

Percent of ISP Revenue

50% - 74.9% 75% - 99.9%
1sP isp

Percent ISP

9.4 Sources of Revenue by ISP Revenue Category
As shown in Exhibit 9-5, respondents in the High ISP revenue category derive a greater proportion of their ISP revenue from

business subscriptions than other respondents. This result lends further support to the findings in section 8.17, which showed
that serving the business market increases the ISP revenue-generating capacity of respondents.

ISP Revenue Garegory

#5 Residentiat Subscriptions
R Business Subscriptions
5 Other Sources
80% 65%
g ‘¥ % 62% 59% 50%
:
&
%

ISP Revenue Category
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9.5 Sources of Revenue by Residential Customer Base
Not surprisingly, there is a positive relationship between a respondent s residential customer base and its reliance on residential

subscriptions as a source of revenue. Respondents with 2500 or more residential customers derive nearly 80% of their revenue
from residential subscriptions, as shown in Exhibit 9-6. In contrast, those with fewer than 500 residential customers generate just

over half of their ISP revenue from residential subscriptions.

Note also the inverse relationship between residential customer base and the proportion of ISP revenue derived from business
subscriptions. Respondents with fewer residential customers derive a greater proportion of their [SP revenue from business
subscriptions than those with more residential customers. It is important to note that the respomnses of several of the largest
respondents (by operating revenue) are not reflected in Exhibit 9-6, as they did not complete the customer portion of the

questionnaire.

5B Revenue by Residenrial Customen Base

% Residential Subscriptions
¥ Business Subscriptions
¥ Other Sources

Percent of SP Revenue
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9.6 Sources of ISP Revenue by Business Customer Base

Although it may seerm counter-intuitive, Exhibit 9-7 reveals that respondents with more business customers derive a smaller
proportion of their ISP revenue from business subscriptions than firms with fewer business customers. One explanation for this
result is that respondents with more business customers may be offering only basic services, such as access, to their business
clients. The strategy, in this case, would be one of attempting to capture market share. In contrast, those with fewer business
customers may offer a wider range of services to their business customers, such as electronic commerce, for which they may
charge premium prices.

Not all of the largest respondents (by operating revenue) reported their customer totals. As a result, their responses are not
inctuded in Exhibit 9-7.

thir 7: Souncesof 5P Revenue by Business Cusromen Base

% Residential Subscriptions
#  Businass Subscriptions
#} Other Sourcas
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Respondents to the 1997 ISP Survey reported a total of just under 10,000 paid employees. That figure includes full-time
employees (FTEs), part-time employees (PTEs), working proprietors or partners in the business, and contract workers, It is
important to note that those 10,000 employees may work in any of a respondent s business units. They are not necessarily staff
that work exclusively in the ISP business unit. As a result. the reported number of employees over-represents the number that
work on ISP-related activities

The fact that 382 respondents employ a total of 10,000 workers offers enormous insight into the self-running nature of Internet
Service Providers. Relatively few adminisirative workers or support staff seem to be required to compete in the ISP industry.
During the course of contacting respondents to verify their address information (discussed in the Methodology section,, it was
obvious that many ISPs "ere sole proprietorships or two-to-three person establishments. This observation helps to explain the
rapid pace of industry entry and exit. Relatively few employees are needed to establish an ISP business, and relatively few
layoffs need occur when a firm exits the industry.

The ten largest respondents (in terms of operating revenue) account for 67% of the total reported number of employees. In
conlrast, 41 respondents reported having no paid employees this despite the fact thal they were for-profit organizations. Such
firms may have volunteer staff or may be sole proprietorships where the owner does not draw a salary from the business.

10.1 Employment by Region

Exhibit 10-1 shows the breakdown of employees by region. The regional distribution of employees differs significantly from the
geographic distribution of survey respondents (Exhibit 4-1). In particular, 25% of respondents are located in BC and the
Teritories, yet these same respondents account for only 8% of total employess. Similary, Queoec ISPs constitute 14% of the
respondent base, yet they employ only 7% of reported workers. :

These findings are consistent with those in section 5.4, which

showed that the survey captured proportionately fewer Large :

respondents in Québec and BC and the Territories t'ian in other © Exiibis 10-h Nuwbew of Employees by Reglon

regions of the country. ?

8% 10%
L. 8C and Atlantic
In contrast, the Prairies account for 14% of respondents, but . Torritorios (957)

Exhibit 10-1 shows that this region employs 26% of reported
workers. The over-representation of emplovees in the Prairies,
Ontario, and Atlantic Canada (relative to the geographic
distribution of respondents) can be attributed to the presence of
several very large respondents in these regions.

49%
Ontario
(4,779)

Total (Al Roglens). 9,669
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10.2 Employment by Firm Size
Not surprisingly, there is a positive relationship between firm size

© Exhihir 1022 Numben of Employtes by Finm Size

and empioyment. As shown in Exhibit 10-2, Large firms (those : 5% .
with $1 million or more in operating revenues) account for 86% of : Smal Mzc/‘}o
total reported employees. Again, it should be stressed that these o 107
figures reflect the number of employees that work for the firm as a troludos \'
whole, not the number that work in the ISP business unit alone it \

Business Unlty

8,331

Total (All Categorles). 9,663

10.3 Employment by Percent ISP

Respondents in the Less than 50% ISP category account for
over two-thirds of the reported number of employees (Exhibit
10-3). As discussed at various points throughout this report,
several (but not all) of the largest respondents fall into the Less
than 50% ISP category. Therefore, Exhibit 10-3 reinforces the

+ Exhibiy 1043: Nuvber of Employees by Prrcew (SP

100% ISP
1417

notion that larger respondents have more employees than 5% . 999% 1P %
smaller respondents. Just how many more workers they Empoyment 129 4
employ becomes clear when averages are examined, as shown A
in Exhibit 10-4.
: 4%
Respondents deriving less than 50% of their oparating revenue STR-TASRP NG
from ISP activities employ 93 workers on average. In contrast, ‘ o Lass o 5% [SP

those in the other three categories empioy an average of ten 6.582

workers.
Total (Al Categories). 9,669
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10.4 Employment by ISP Revenue Category

Exhibits 10-5 and 10-6 highlight the positive relationship
that appears lo exist between ISP revenue and
employment. Respondents ir. the Low ISP revenue
calegory are more likely to be smaiier establishments.
These ISPs may offer only basic services thal require
relatively few workers lo maintain. In contrast, those in
the High category may offer a broader range of services
or have formalized departments, such as cuslomer
support, that require more employees {o sustain.

Again, employees in the ISP revenue categories include
those that work in respondents non-ISP business units.

100 +
includes §~ 80
Employment %
It non-1SP
Businest Units B 60 -
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Exhiibir 1045 Numben of Employees by ISP Revenve Caregony

5%
Low

Medium 450
1,257

nokdes
Emplayment

In nan-tsP
Businesy Unts

Total (All Categorles): 9,663

Euliibis 10-6: Avenage Numben of Employees by 15P Revenue

T

All Categories

ISP Revenue Category

Staffing does not appear to be a major barrier to entry to the ISP industry. The benefit for both incumbents and potential entrants
is that the associated costs of employment (wages, salaries, and benefits) likely make up a relatively smail portion of {SPs total
business expenses. These expenses, including wages, are explored in the next section of this report
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1.0 Operarting Expenses

11.1 A Note on Operating Expenses

Survey respondents are so varied in terms of their non-ISP business activities that it is extremely difficult to create an exhaustive
list of their expenses. Nevertheless, the 1997 ISP Survey attempted to capture several key ISP-specific costs, in addition to firm-
wide costs. in so doing, however, the expense portion of the questionnaire inciuded some elements that would not necessarily
be considered income statement items in an accounting sense. In addition, respondents may have treated items that can either
be expensed or capitalized purely as expense items (this may also have had an impact on respondents' balance sheet entries,
which will be discussed in Section 13.0).

For these reasons, the expenses presented in this section of the report should be treated as approximations only. In addition,
expenses are at a firm-wide level they are not expenses that can be attributed to respondents' ISP business units alone.

11.2 Total Operating Expenses
This report focuses on two operating expense items;

(i) wages, salaries, and benefits;
(i) marketing expenses.

zlhifTMr Toxal Qpenating Expenses

Exhibit 11-1 iliustrates these two cost
categories, along with leased iine and dial-up
line costs. Combined, these four items account

. : All Other Wages, Salarles,
for 39% of respondents total operating . . Operating Expenses agdamems
expenses. Leased line charges and dial-up line Sparaliog $705 y $351.1
costs are extremely important components of an Mm"' :

ISP s business. Although Exhibit 11-1 shows
that leased lines and dial-up lines constitute
only 5% of respondents total operating

A Leased Une and
expenses, they account for significantly more of Diai-Up Uno Costs
respondents ISP business unit expenses. That P
is, when ISP activities are examined separately Marketing
from respondents other lines of business, i

leased lines and dial-up lines likely account for
a significant portion of respondents Intemet
service provision costs.

Totai Reported Operating Expenses: $1,156.6 Miillon

Future survey themes will examine leased line and dial-up line expenses in detail. This section will address only the broader,
firm-level expenses of marketing, and wages, salaries, and benefits.
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11.3 Wages, Salaries, and Benefits
As discussed in section 10.0, this report groups full-time employees, part-time employees, working proprietors or partners in the
business, and contract workers into a single employment category. As a result, the statistics presented in this section should be

treated as employment expenses reported during respondents 1997 fiscal year, rather than as measures of the average annual
salaries received by employees.

11.3.1 Wages, Salaries, and Benefits per Employse by Region

On average, respondents in Québec and BC and the Territories have significantly lower wage, salary, and benefit costs than
those in other regions (Exhibit 11-2). This may be partly due to the findings in Exhibit 5-4, which showed that relatively fewer
Large firms responded from these two regions than in other parts of the country, and it may be that larger respondents pay higher
wages than smaller respondents. This hypothesis is lested in the next section.

ibit 112: Wikies, Salanles, and Bieselits pen Employee by Reglon

50,000 -
: ’ $42,898
Inclidtes Wogos, ) $37.607
Salorkos, andd $40.000 433,395 s36.31
1o Employoios g $30000 4
i nardisk 8 $21,904 $22.004
Briiness Uni's 8 $20.000 - B
$10,000 -
$0 - " . ¢ - ’
. : Allantic Qudbec Onlario Pratias 8C and tha Canada
N Tarriforios  [All Rogilons)

11.3.2 Wages, Salaries, and Benefits per Employee by Firm Sizo

Thare is an apparent positive relationship between firm cize and the wages, salaries, and benefils paid to employees, as Exhibit
11-3 illustrates. On average, Large respondents pay more than twice as much in wages, salaries, and benefits as Medium
respondents; in turn, those in the Medium category pay almost twice as much as Small respondents. Note how little Micro and
Small respondents pay in wages, salaries, and benefits. These firms may employ more part-time workers than full-time workers,
or they may use volunteer or contract workers to fill their staffing needs.

The relatively low wage
expenses incurred by Micro
and Small respondents
offers further evidence that

s  Salinies, and Beneflrs pen Evployee by Finy Size

: $50,000 -
the cost of employment is
not a major barrier to entry $40,000 ~
in Canadas ISP industry LB 10000
(discussed in section 10.4). -
; $20,000 - $16,960
RS
$10000 4 $5,657 $8,670 %{%
e .
0 o S . §§§ ...... ok
Snad Medium
Firm Size
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11.3.3 Wages, Salaries, and Benefits per Employee by Percent ISP

Exhibit 11-4 shows that respondents in the Less than 50% ISP category incur more than twice the wage expenses per employee
than respondents in other categories. As discussed throughout this report, several of the largest respondents fall into the Less
than 50% ISP category. Therefore, Exhibit 11-4 reinforces the finding that larger respondents tend to have higher average

employment costs than smaller respondents.

The three other categories exhibit a relatively constant average of approximately $20,000 per employee, which is interesting
when considering the findings of section 10-3 — that these categories had an average of ten employees per firm. Both average
and total employment expenses for respondents in these categories are strikingly fower than the Less than 50% ISP category.

¢ Salasiies, and Benafirs pen Employee by Percent ISP

$50,000 - $44,206

Includes Woges, 36,31
Salarfes, and $40,000 - $26312
Benefts Patd i
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Dgsiness tolts 3 $20,000 $19.150 $18.604
$10,000 - %%‘}%%z
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s
$0 T S T T 2l
Less than 50%-74.9%  75%99.9% 100% All Categories
50% ISP 5P 8P 5P
Percent ISP

o
L34

[3:3
s

BAROCH 1+ 9 3% 3 P oA




<

EHEE ot DR Y RE TR O SURVEY SF IRYEANET SERVICE SN VL)

11.3.4 Wages, Salaries, and Benefits per Employee by ISP Revenue Category

There appears te be a positive relationship between ISP revenue and wage expenses per employee, as shown in Exhibit 11-5.
In fact, there is approximately a doubling of wage expenses per employee from one category to another: the wage expenses of
those in the Medium category are roughly double those of the Low category, and respondents in the High category have nearly
twice the wage costs per employee as Medium respondents.

hit]l»‘}' Wages, Salanies, and Benefirs per Employee by ISP Revenve Caregonry

$50,000 -
Includes Wages, $39,879
Saarles, and $40,000 - \ e $36,335
Benefils Paid R
Businass Uniy 3
8 $20,000 -
$12,365
$10,000 4
$0 Y oo BRI e 4

High All Categories

1S® Revenue Category

11.4 Marketing Expenses

As with the other operating expenses, respondents were asked to report their marketing expenditures for the firm as a whole.
Consequently, the figures presented in this section likely exceed the amount that respondents spend on marketing their ISP
services alone.

Respondents spent a total of $45.1 million on marketing in 1997. No clear pattem emerges when marketing expenses are looked
at regionally, so an analysis by region will be foregone. In contrast, a rather obvious conclusion results when marketing costs are
looked at by firm size; namely, larger respondents spend more on marketing than smaller respondents. In fact, respondents in
the Large category (those with $1 million or more in operating revenue) account for 95% of total reported marketing expenditures.
The ten largest respondents (by operating revenue) account for 68% of the $45.1 million total.

Marketing expenses by Percent ISP and by ISP Revenue category will be analyzed in the remainder of this section.
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11.4.1 Marketing Expenses by Percent ISP

Exhibits 11-6 and 11-7 show that those respondents deriving all of their revenue from ISP activities spend more on marketing,
both in total and on average, than respondents in any other Percent ISP category. Those in the 100% ISP category account for
over half of the reported national total. Canada s ISP industry is characterized by many players competing for a customer base
whose rate of growth is showing signs of slowing, so firms may spend significant resources on marketing in an effort to capture
and retain market share. This may explain why respondents that rely on ISP activities for all of their revenue spend more on
marketing (on average) than respondents that are more diversified in their business activities.

Respondents in the Less than 50% ISP category also Nketing Expiivses. by Pencent ISP

account for a significant share of reported marketing

expenses. Organizations that falf into this category may Less than 50% ISP
include, for example, cable companies that advertise both o 100% Isp Ty $14.4

their cabis television services and their ISP services. For mz?,, i $243

these respondents, the provision of Intemet services tends Mg‘ggs"’ :

to be a new line of business that they are seeking to
launch and promote with large-scale marketing
campaigns. This may drive up the average amount that

. 0 2%
responfients in the Less than 50% ISP category spend on 0% 74.9% ISP
marketing. $1.0

75% - 99.9% ISP
$5.4

Total (All Categorles): $45.1 Milllan

Prircsnr (5P

$0.20

$0.12

$0.02
Less than 50%-74.9% 76%-99.9% 100% ISP All Cafegorias
50% ISP 5P Isp
Porcent ISP
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11.4.2 Marketing Expenses by ISP Revenue Category

A positive relationship appears to exist between ISP revenue category and marketing expenditures, as shown in Exhibits 11-8
and 11-9. Respondents in the High category account for 96% of the reported total, and spend an average of half a million
dollars on marketing. Although non-ISP marketing expenditures are included in these calculations, marketing appears to play an
important role in increasing the revenue that respondents generate from their ISP activities.

3% 1%
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12.1 Operating Income Defined
Operating income is a measure of the profitability of a firm s operations. It factors out the revenues, and associated costs, that

firms may generate from non-operating sources, such as investments or the sale of assets. In this way, operating income offers
a clearer picture of the profitability of a firm s business units than net income does.

Operating Income = Operating Revenues - Operating Expenses

Operating income is a firm-level measure of profitability - it does not isolate the profitability of respondents ISP business units.
Operating revenues were discussed in detail in section 5.0 of this report, and operating expenses were addressed in section
11.0. For comparative purposes, the exhibits in this section show both operating revenue and operating income.

12.2 Operating Income by Region

Exhibit 12-1 shows that, taken in aggregate, respondents competing in the ISP industry were profitable in 1997. Ontario-based
firms earned close to $500 million in operating income, or 63% of the national operating income total of $789 million. In contrast,
those in BC and the Territories earned $4 million from operations, or less than 1% of the national operating income figure. The
regional differences may be due both to the number of firms reporting in each region, and to the relative size of respondents in
these regions. As discussed in section 5.4, few Large respondents were located in Québec and BC and the Territories relative to
other regions, which may account for the comparably low operating income figures in these regions.

#% Operaling Revenue
% Operating income

£ 1,500
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In terms of average values, there appears to be some regional variation in respondents operating income (Exhibit 12-2). Firmsin
the Prairies have the highest operating income ($4.7 million) on average, while those in BC and the Territories, who are just
breaking even on their operations, have the lowest. Again, the size of respondents that the survey captured in each region may
account for much of this variation. Several very large respondents are located in Atlantic Canada, Ontario, and the Prairies, and
may be skewing the operating revenue and operating income figures upward.

ting Income by Region

% Operating Reverus
#: Operoting iIncome

Operdting Indome
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$0.1
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12.3 Operating Income by Firm Size

Exhibit 12-3 presents a dramatic picture of the enormous gap that exists between the operating income of Large respondents and
all other respondents. Those in the Large category account for 93.9% of total reported operating income. In fact, only one other
group of respondents, Medium firme show positive profits on their operations. The ten largest respondents (by operating
revenue) make up 97% of the ne. .+ . onerating income figure. In other words, these ten respond- s report a combined income
from operations of $762 million, .»...2 the remaining 368 respondents report a combined income of $27 million.

Clearly, the dominance that Large firms exhibit in terms of their capacity for generating ISP revenue (as discussed in section 7.4)
and their share of the residential ISP market (section 8.10) extends to profitability. What remains unclear is whether Large
respondents are realizing a profit on their ISP operations, or whether their profitability is attributable to non-ISP activities.
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Exhibit 123 Tonl Operating Income by Firm Size

B Total Operating Revenue
i Operating income
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In terms of average values, shown in Exhibit 12-4, Large respondents eam considerably higher incomes than other respondents.
When the ten largest respondents, FreeNets, and non-profit organizations are excluded from the calculation, the reported

national average falls from $2.1 million to $78,000.
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12.4 Operating Income by Percent ISP

Exhibit 12-5 illustrates the inverse relationship that appears to exist between respondents' operating income and their reliance on
ISP activities as a revenue source, Respondents that derive less than 50% of their revenue from ISP activities have significantly
higher operating incomes than respondents in any other category. In fact, those respondents that rely on ISP revenue for three-
quarters or more of their revenue lost money on their operations in fiscal 1997. As a result of these losses, the profitability of the
Less than 50% ISP group ($818 million) exceeds the national total ($789 million).
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Examination of Exhibit 12-6 reveals that respondents in the Less than 50% ISP categary earned, on average, close to

$12 million, while those In the other categories either incurred a loss or realized only a small profit. Note, however, that since
operating income reflects the profitability of all of a firm's business units (which, in the case of many respondents includes more
than ISP business units), it cannot be determined whether these firms are making a profit on their ISP operations alone, All that
can be said is that those respondents that derive 756% or more of their revenue from ISP activities are, on average, losing money
on their operations. Respondents that derive less than 75% of their revenue from ISP operations may also be incurring a loss on
their ISP business activities. The income they are earning from their non-ISP business units (such as telecommunicatinns
services in the case of telephone companies), however, may be more than compensating for this loss. Future research ofi the
profitability of firms ISP business units would be a worthwhile undertaking.
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12.5 Operating Income by ISP Revenue Category

When grouped by ISP revenue, respondents in all three categories show profitability on their operations, as ilfustrated in Exhibit
12-7, Those in the High [SP revenue category tend o be larger respondents and account for nearly 6% of reported operating
income,

e Cuiciony

# Total Operaling Revenue

$5 Operating lncome
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The average values, presented in Exhibit 12-8, highlight the positive relationship that seems to exist betwsen ISP revenue and
operating income. When this result is combined with the findings in sections 6.3 and 7.4, the following conclusions emerge:

The largest respondents, in terms of
total ¢perating revenue, (i) generate

more ISP revenue than other ISP Rovenie Cateony
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12,8 Operating Income by Residential Customer Base

The figures in Exhibit 12-9 seem to suggest that respondents with 2500 or more residential customers are losing money on their
operations. This finding is misleading, however, since several of the largest respondents (by total operating revenue) did not
report thelr customer totals. As a result, their operating incomes are not reflected in either of Exhibits 12- or 12-10.

#¢t Tolal Operatirg Revenue
¥ Oporuting Income
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The fact that several Large respondents did not complete the customer portion of the questionnaire limits the value of Exhibits
12-9 and12-10, since it is not known which residential customer base category these respondents fall into, In section 12.3,
however, it was established that Large respondents account for 97% of total reported operating income. Clearly, those
respondents that did not report their customer totals have a significant impact on operating income,
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By assumption, those Large respondents that did not report their customer totals are more fikely to fall into the 2500 or More
customer category than into any other residential customer category. In an effort to shed some light on the profitability of firms
with a relatively large share of the residential market, those respondents that reported the largest residential customer totals can
be isolated. Nine respondents reported having 30,000 or more residential customers. However, one of those respondents did not
report their financial information. Exhibit 12-11 provides a profile of the remaining eight firms that reported the largest residential
customer totals.
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The table above reveals that the respondents reporting 30,000 or more residential customers are, as a group, losing money. It is
not clear, however, whether they are losing money on their ISP operations.

The operating margin value shown in Exhibit 12-11 converts operating income into a percentage, as follows:
operating margin = (operating income + operating revenue) x 100

As such, operating margin offers a relative measure of profitability. In Exhibit 12-11, average operating margin (-55%) is
calculated by dividing total operating income (-$30 million) by total operating revenue ($55 million).
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12.0 Balance Sheer

To date, there have been no publicly available studies that explore, in detail, the financial statements of Canada s Intemet
Service Providers. In particular, an analysis of corporate balance sheets has been lacking. Exhibit 13-1 offers the first known

presentation of an aggregate balance sheet for firms competing in Canada s ISP industry.

It is important to note that just over 20% of respondents completed the balance sheet portion of the survey questionnaire. The
figures presented in this section, therefore, should not be considered representative of the respondent base as a whole. Further,
some respondents may have included items on their income statements that, in an accounting sense, might ordinarily be
considered balance sheet entries. This may have had the effect of under-representing the asset base of respondents, and over-
estimating their expenses. Despite these limitations, the balance sheet in Exhibit 13-1 provides a base upon which future

research on the ISP industry can build.
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From this balance sheet, several basic financial ratios can be calculated. Exhibit 13-2 provides some commonly used ratios that
offer insight into the liquidity and the degree of leverage of respondents. As with much of the other financial information that has
been discussed in this report, both the balance sheet in Exhibit 13-1 and the ratios in Exhibit 13-2 include items attributable to
non-ISP activities.

Exhibi 15-2: Financial Rarlos

Non-fSp Activities
idire Rellacted
I Calkeulations

The current ratio and the net working capital calculation are measures of short-term liquidity. That is, they provide an indication
of a firm s ability to liquidate its current assets in order to cover its short-term debt. The fact that net working capital is negative
or, equivalently, that the current ratio is less than one suggests that respondents (taken in aggregate) are not capable of meeting
their short-term abligations. This finding is perhaps not surprising given the relative immaturity of the ISP industry. In an effort to
establish their businesses, firms competing in this industry may be borrowing more money than firms in more mature industries.

A similar argument applies for the ratios that measure the long-term solvency of firms. The debt-to-asset ratio and the related
debt-to-equity ratio take into consideration debts of all maturities that are owed to a firm s creditors. As shown in Exhibit 13-2,
respondents have $0.17 in equity ($1 - $0.83) for every $0.83 in debt. Equivalently, respondents have a debt-to-equity ratio of
5.0. It may appear from these ratios that firms competing in the ISP industry are highly leveraged (a debt-to-equity ratio of 5.0
might be considered high when compared to other industries or to theoretical ideals). However, it is not known whether this level
of debt is sub-optimal for this particular industry. More detailed financial analysis, comparisons to other industries, and a tracking
of the financial performance of ISPs over time would be worthwhile undertakings for future research.
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14.0 AN Industry in TrANSiTION
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Canada s Internet Service Provider landscape is dominated by the industry s largest players. Survey respondents that are
classified as Large firms account for 80% of reported revenues from ISP activities, and control 71% of the reported residential
customer base. This dominance would likely be even more pronounced had all of the industry s largest players responded to the
survey.

Although few definitive statements can be made about the profitability of respondents ISP business units. much can be said
about the profitability of respondents operations as a whole. Large respondents, and those that rely on the provision of Internet
services for less than half of their total operating reventie, tend to be much more profitable than other respondents. In fact, those
that rely on ISP activities for three-quarters or more of their total operating revenue suffered a ccllective loss in 1997.

The conclusion that can be drawn from these statements is tnat the provision of Internet services appears to have been an
unprofitable venture in 1997. While it cannot be said with certainty that any one strategy is more profitable than another, those
respondents with a significant share of the residential market are, as a group, losing money. It may even be the case that those
respondents reporting positive profits on their corporate operations are subsidizing their ISP business units with profits generated
from their other lines of business, such as the provision of cable or telephone services. Isolating the profitability of ISP business
units is a worthwhile undertaking that future studies on Canada s ISP industry would do weli to examine in detail.

The losses that respondents (particularly those that rely on ISP activities for all of their revenue) reported cannot persist. The
sheer number of players competing in the industry, the dominance of Large firms, and the slowing rate of growth of Internet use
in Canada will likely make industry entry increasingly difficult. These factors are also likely to force incumbents to fight to retain
market share. This level of rivalry is often characterized by lower prices, the provision of a greater variety of services, and the
exiting of firms from the industry that are incapable of meeting the demands of competition. In other words, the ISP industry
appears to be in transition, moving rapidly away from a state of growth and toward a phase of shakeout and consolidation.

This survey theme was designed to paint a picture of the structure and composition of Canada s ISP industry, and of the financial
performance of firms competing within it. It has highlighted the diversity of ISPs in terms of their size and their primary lines of
business. Future themes will focus on ISP-specific issues and activities. These include iSP services and access technologies,
public policy concems, and barriers io growth. Collectively, these survey themes will capture the essential characteristics of the
nation s ISP industry at an instant in time.
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