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1.
Introduction

In today’s fast pace competitive market “time-to-market” is absolutely critical and can make-or-break a high potential startup.  Incubators have proven to be a necessary part of the startup process.  In 1980 there were about 12 incubators, increasing to 585 in 1998, and today the number is still growing.    North American incubators have created nearly 19,000 companies still in business and more than 245,000 jobs.  Research shows that 87 percent of firms that have graduated from incubator programs are still in operation.  Today there are a numerous incubators offering various resources, expertise, and financial benefits. 

How do you choose the best incubator for your startup?  In general, there are two groups of incubators Profit and Non-profit . These groups can be further divided into VC, Commercial, Corporate, Institutional, and University/College incubators.  A basic understanding of the different types of incubators and their pro’s and con’s needs to be understood prior to deciding what types of incubators to target.  At this point, a thorough understanding of available resources, management, industry focus, financial links, requirements, interviews with graduate companies, and what the incubators take back in return for their services.  Finally, the process of interviewing the chosen incubators and negotiating the best deal for the company can take place. 

This paper outlines the classification of the different incubators, practical guidelines in choosing one, 7 graduate companies was collected is presented in an Excel spreadsheet.  This information was gathered through interviews with the incubator directors, graduate companies, home web sites, trade magazine articles, and newspapers.  This information will give an entrepreneur a good understanding of how to choose the best incubator, negotiate the best deal, and understand the financing benefits and costs.  Specifically, for New England based entrepreneurs it is an excellent resource that will give the entrepreneur a head start on incubator due diligence.

2.
Background

The first incubator was created in New York in 1959. Cities, counties, and states invested into the idea in the hope of revitalizing economically depressed areas. Soon after, Universities such as the Renselaer Polytechnic Institute joined into the game to commercialize technology. And in the late ‘70’s venture capitalists, most notably Kleiner Perkins Caufield & Byers, adopted the concept.

Why is there such a surge in commercial stand-alone incubators?  With the emergence of the digital economy there is a higher demand for new technology products.  A shift to entrepreneurial businesses is fueling new developments leading to a greater competitive environment.   This level of competition is demanding companies to bring products to market quicker.  Incubators help with bringing products to market quicker because they offer instant access to resources.  Overall, incubators have proven themselves as a valuable part of the startup process. 

Today, business incubators are institutions that nurture young businesses by providing a variety of integrated services at a nominal cost.  They seek to effectively link talent, technology, capital and know-how to leverage entrepreneurial spirit to accelerate the development of new companies.  Among the various mechanisms used to incubate new firms the most popular is a multi-tenant and shared services facility.  Critical to the definition of an incubator is the on-site management who provide assistance to the startup tailored to the company’s needs in the form of financial, marketing, technology, recruitment, and management advice all through their personal business experiences and networks.  Incubators usually provide clients access to appropriate rental space and flexible leases, shared basic office services and equipment, technology support services, and assistance in obtaining the financing necessary for company growth.  Startups typically reside in an incubator for a finite period of time, after which they're expected to survive on their own. With the subsidized office resources, management advice, and funding that an incubator provides, a fledgling company can gain stability - and ultimately, independence.  The incubator usually takes a portion of the equity in exchange for office space, cash, and lots of handholding.

3.
Classification

Over the last forty years, business incubators have evolved in different ways.  From the first incubator setup by Charles Mancuso’s family in Batavia, New York who bought and reopened a vacant factory in a failed farm-equipment town with about 2,000 unemployed people.  They leased space in the massive 1 million square foot facility to a number of small businesses.  Another example of a successful and radically new incubator for its time in the early 90’s was Bill Gross's Idealab!, based in Silicon Valley, which gave birth to such companies as eToys, Netzero and GoTo.com.   The company’s first fund was 100 million and the second fund is 350 million.  Idealab! has invested in dozens of successful and some unsuccessful Internet startups.  Most recently we have seen virtual incubators that work primarily work on the web without any physically space.  

However, in general, incubators have primary evolved into two different types:

· For-Profit

· Non-profit
3.1
For-Profit

These incubators help the start-ups by offering rental space, capital, financing solutions, and business mentoring etc. at subsidized rates.  They usually participate in the equity of the startup. They can be categorized into three types:

· Venture capital firms

· Corporate Programs

· Commercial Incubators
3.1.1
Venture Capital Firms

Successful and large VC firms were among the first to realize the potential of incubators.  Firms like Benchmark Capital, Mayfield fund, Divine Interventures, Kleiner Perkins Caulfield & Byers help the companies in their infrastructure needs at the early stage and then when these companies mature, help them with the VC fund.  The VC firms take a substantial portion of equity in the companies they help to grow.  

Divine Interventures is an excellent example of a VC firm incubator.  Divine Interventures was founded by Andrew "Flip" Filipowski, the onetime CEO of Platinum Technology. Divine is like the Great Mall of Incubation, with everything an entrepreneur could want under one roof. Entrepreneurs can come in and get all the services they need to be successful without ever leaving their "habitat". It has set up a formal structure to deliver those services. There is Habitat Divine, a collection of buildings that house startups; Buzz Divine, which provides public relations expertise; Web Divine, a Web design shop; Sales Divine, a sales consultant; Justice Divine, which offers legal advice and services; and several more service providers. Divine startups aren't required to use its services, which they must pay for, but most do because of the convenience of having them next door.

Hotbank is another example of an incubator that has 10 to 12 Softbank Venture Capital portfolio companies per year. Doesn't work with non-Softbank companies. Softbank takes 20 percent stake in each company. Early-stage venture fund has $900 million under management, and sister fund Softbank Capital Partners has $1.2 billion

3.1.2
Corporate Programs

Corporate Programs are setup to help speeds time to market, preserves capital, and prepare startups for hyper growth with innovative financing.  They can provide the right hardware and software building blocks, hosting options, value-added services, business consulting, co-marketing, and demand creation.  Two examples of corporate incubators are as follows:

IBM and Conxion (ISP) Dotcom Incubator Program help Internet startups by providing technology and services for six months at no cost. Companies can buy or lease the equipment after six months or walk away. Participating companies are chosen through selection process.  First 25 companies are picked by Silicon Valley Bank. Garage.com and choose the next 25. 

HP Garage Program states that it brings Internet startups the most complete package to meet their critical needs.  HP offers services categorized as “Time to Revenue” including HP-UX, Linux, and NT, relationship brokering, and leading-edge demand generation, “Capital Preservation” that involves innovative financing up to $2 million for startups, and “Scalable Hpyergrowth” including expertise and intellectual property to deliver secure, scalable architectures for 24×7 environments.

3.1.3
Commercial Incubators

These incubators provide space and other services to all kinds of startups at lower rates. They may take straight rent or equity in the business from the entrepreneur.  Two examples are as follows:

Cummings Properties is a commercial incubator in New England area. They provide space and other services. For Babson students, the first 4 months rent is free and the next 4 months are charged at 50%.

The Office at Kendall Square provides space and other services at a lower cost to the startup in Hi-Tech, Internet and BioTech arena. Companies such as Akamai and Millennium Pharmacy are graduates of The Office at Kendall Square.

3.2
Non-Profit

These incubators were set up by organizations that wish to promote businesses in an area, a specific industry, or to promote the entrepreneurial spirit at a university or college.

In general, State and Federal grants, charitable organizations, and university endowments sponsor non-profit organizations.  A number of incubators in this category were found in the New England area probably due to high concentration of schools, medical, and charitable organizations.  The current wave of Internet business has made it easy to start a virtual business that is different from a traditional brick-and-mortar business.  Non-profit organizations provide space and other services at no and sometimes no costs to the start-ups and in general does not ask for equity in return.   

3.2.1
Institutional

Incubators in this area are great places to go if you don’t have a strong business network and in general are focused in specific industry segments.  They are usually setup for us to simple move in and have all the resources available to start the company such as T1 lines, shared labs, and standard business services.  Two examples in the New England area include:

Mass Biomedical Initiatives is one such incubator that has two large facilities, one each in Worcester and Boston. The third facility will be ready by 2001 in Worcester.  They work with biomedical startups and have over 15 years of experience in the field.  They also provide valuable contacts in the community, state and federal government, banking, VCs and lawyers.

Institute of Industrial & Engineering Technology in Connecticut sponsors another such program. This program can be valuable to entrepreneurs who are planning a startup in metal manufacturing and information technology. The institute prefers the company to remain in Connecticut though it may not be able to enforce the rule.

3.2.2
University/Colleges

A number of schools have come up with their own hatchery programs to help their graduates open business within the school campus.  This non-profit category in general includes universities and colleges, especially business schools, who want to promote the spirit of entrepreneurship among their graduates. In the spring they also hold business plan presentations, such as the Babson Douglas Prize and the MIT 50K contest, that are very popular among local venture capitalists in the area to find hot ideas straight from college.  MIT’s 50K successful startups have included Akamia that was started in 1995 and today it is has a market cap of $9 billion. Undergraduate programs also encourage students to start businesses.  Harvard University recently changed their rules to allow students to startup businesses in college dorm rooms and hoping not to lose the next blossoming entrepreneurs like Bill Gates.  Another example is The University of Massachusetts, which has an undergraduate business plan contest, that is sponsored by a local VC firm UMass Ventures.  Below is an of university/college incubator program: 

Babson College, ranked #1 in Entrepreneurship in the US by the US News, provides an upscale space and facilities to its graduates and alumni at no charge at all. It is a very valuable program to its business graduates. They can take advantage of opening a business while studying at the school. The advice from the professors and help from other graduate students can be of immense to their business. Though the school does not require any financial returns however following are some indirect returns including media attention, showcase for visitors from all over the world, free marketing for Babson, existing businesses may be moved to Babson and continue studies.  Babson also has a VC fund that can invest into incubator companies and incubator graduates.

4.
Incubator Graduate Interviews

Startups that have graduated from incubators can be a valuable source of information for making a decision to join an incubator.  Incubator web sites generally lists graduates with contacts at the companies and directly calling them for information is usually welcomed openly.  Feedback provided is very honest, however, not always positive.  A number of startups were contacted for information and some of the results were as follows:

Venture capital firms

AssetTrade.com provides buyers and sellers from around the world and all the services needed to easily and efficiently help them transition to e-commerce.  The company was incubated at Internet Capital Group (ICG) in Boston, MA and AssetTrade.com gave up a 25% equity stake.  Name, the of AssetTrade.com quoted “The service was excellent!  They assisted with placement of top executives including 2 ICG board members.  Bring in VC’s, underwriters, investor relations, etc.  Create synergies among member companies.  Access to quality contacts is the most valuable.  We had 3 analysts covering our company.”

Corporate Programs

Ignitus enables high-speed end-to-end communication by combining the best of ATM, Sonet, and DWDM technologies into one integrated platform that saves money, provisioning time, and space.  The company is located in Chelmsford, MA and was originally 50% owned by Lucent.  After funding the company for two years Lucent purchased the remaining 50% shares and made them a fully owned subsidiary.  Funding a portion of Ignitus’s growth gave Lucent an extension to their R&D efforts at a lower risk and also gave the company owners and employees incentive to succeed and cash in on their stock options in the company.

Commercial Incubators

Ascribe is the first national public interest digital news network located in Berkley, CA in 1997.   The company was incubated at the Communication on Technology Cluster in Oakland, CA.  Ron Wolf, CEO, quotes “It’s been an extremely good deal for us – exactly what we needed.  But our business is so specialized that we didn’t expect any outside help from them.  We’ve got a couple of VC’s on the board, and that’s where the real expertise lies.”

Institutional

The Capra Goup was incubated at the Institute of Industrial Engineering Technologies CCSU in Framingham, CT.   Brian McGuire, of The Capra Group states “Ed Rybzyk, the incubator director, understands our business and offered access to contacts, networks, and financing, but didn’t exploit it.  Secondary, we received free PR as a result of our success.”

University/College

AStyle is an entertainment company that introduces Asian stars and their work to North America.  This company was started by Dennis Huang and Phil Heung and incubated at Babson Hatchery.  This was a summer arrangement from June through Sept. 1999. According to Phil, they received a tremendous amount of help from Babson community. A number of Professors introduced them to VCs, angels and management of other well-known companies.  For instance, Prof. Charm introduced them to a management team that was visiting from China for a training program.  The PR department at Babson was quite instrumental in establishing new contacts.  AStyle visitors, that included investors and clients, were very impressed with the professional looking office space and other amenities. These two entrepreneurs graduated from Babson in 1999 and have already completed 3 rounds of angel financing. 

5.
Cost Benefits Analysis

The startup is the most vulnerable stage in the business for an entrepreneur.  This is where an incubator may play a significant role.  Incubators may request no rent, subsidized rent, future promise of equity, and royalties in exchange for services and resources at the facility.  As with the differences in resources available at different types of incubators the payment terms are also different and these are described below:

Venture capital firms

Gains:  

· Access to experienced VC’s who provide office space and services

· Instant recognition

· Network for high-level recruits and board members

· Future financial needs and syndication

Costs:  

· Must give up equity ranging but negotiable from 20% to 60%+

Corporate Programs

Gains:  

· Backed by a brand-name company with deep pockets

· Preserves cash with financing programs

· Abundant resources

· Access to hardware and software solutions

· Build strategic relationships with other major corporations

Costs:  

· May need to give up equity in certain cases

· Financial contracts will kick-in after incubation period (3 to 6 months)

· May not have as much flexibility to do partnerships because of potential large company conflicts

Commercial Incubators

Gains:  

· Community of screened startups

· Dedicated technology resources and staffing

Costs:  

· Lots of incubator companies without track records

· Have to give up equity

· Less networking contacts

Institutional

Gains:  

· Don’t have to give up equity

· Can leave when at your own choice

· Fundraising advocates

· Mostly free

· On-site governmental agencies (i.e. SBA)

Costs:  

· Smaller staffs and not as much personal attention

· Governmental restrictions (i.e. stay in the state for a certain period of time)

University/College

Gains:  

· Backed by large university

· Rarely have to give up equity

· Free space, computers, telephones, etc.

· Advice from experienced professionals (professors, consultants, technologists, etc.)

Costs:  

· Can only stay for 12 months and not as many resources

· Promise to give up equity at a later date

In general, incubators are very beneficial to the startup process.  If an entrepreneur doesn’t need access to resources that the for-profit incubators provide then the startup is better off at a non-profit incubator.  However, an entrepreneur should not fear giving up equity at a for-profit incubator in order to get immediate access to resources.  “20% of something is better than 100% of nothing.”

6.
Process

As of 1998, there were approximately 585 incubators in the US and this number is still growing today. Although there are a lot of similarities between incubators, there are also plenty of differences that distinguish them from one another.  The process that every entrepreneur needs to go through before choosing an incubator is to ask question - what’s the best incubator for you? 

6.1
Understand your needs

There are many questions that entrepreneur’s needs to ask themselves prior to starting the incubator search process: 

· Do you want to give up equity?

· Do you need personal attention from industry experts?

· Do you want to form an immediate alliance with a large company with deep pockets?

· Do you want to be part of an industry-focused incubator?

· How long do you want to stay at an incubator?

· Do you want to be in part of you VC’s incubator?

Based on the pros and the cons of the different types of incubators, as described in the Opinion section earlier, the specific incubator category can be chosen. 

6.2
Locate Incubators

Know what incubators are available in the area and their key differentiates.  The attached list of New England incubators will help with the local selection process.  Additional lists should be generated from the following reference: National Business Incubator Association (NBIA) at www.nbia.org, extensive web searches, contact with the Executive Directors of the incubators, participating companies, and graduate companies should be conducted to gather as much information as possible to make the best choice.

6.3
Select Your Incubators

Based on your needs and the incubator differentials a sub-set incubator list should be chosen.

6.4
Interview incubators

Contact the incubator directly to determine the application process, the company requirements to apply (business plan, etc.), and then setup interviews with the potential candidates.  Sell the company in the interviewing process.  In order to get the best deal from an incubator you should be prepared for the negotiations especially with the incubators that require equity stakes.  An entrepreneur should be prepared to present the company pitch that includes current investment, market potential, and management team.

6.5
Negotiate for best deal

Conversely, one should have a good understanding of what the incubator has to offer during the interviewing process.  A tour of the facility, introduction to the management, participating companies, and graduating companies should be arranged to best understand the incubator benefits.

In order to determine the best incubator and to strike the most attractive deal for your company this process may take weeks to few months to complete.  As with any negotiations, both sides need to feel that it is a good deal specifically in this area since your company will reside at the incubator and a strong relationship moving forward is essential.
New England Incubator Database

Data on 28 New England incubators and 7 Graduate companies was collected and being presented in an Excel spreadsheet.  This information was gathered through interviews with the incubator directors, graduate companies, home web sites, trade magazine articles, and newspapers.  This information will give an entrepreneur a good understanding of how to choose the best incubator, negotiate the best deal, and understand the financing benefits and consequences.  Specifically, for New England based entrepreneurs it is an excellent resource that will give the entrepreneur a head start on incubator due diligence process.

Recommendations

In the incubator search process the one should keep an open-mind in order to find the best incubator for your startup.  Today, there are many different types of incubators, with different requirements, benefits, and things that they take back in return.  Understand your needs & look for the best incubator matching those needs.  Negotiate for a long-term relationship.  Incubators can help a company become a success and giving up a part of the company now can help build a strong foundation for a potential success. 
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