
How to create a structured incentive plan that supports your 
organizational mission.

The debate goes something like this:

The Top-Down, Bottom-Up
Bonus Conundrum
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“We can’t do that,” says the 
CFO. “How are we supposed 
to track to budget if we can’t 
determine incentive costs? I 
need to calculate the bonus 
pool amount.”

“And employees need to 
know their bonus potential!” 
the vice president of human 
resources exclaims. “If we 
know employee bonus levels, 
we can calculate costs from 
the bottom up.”

The vice president of operations nods in 
agreement. “Our people are more motivated 
when they know what they’re working toward, 
what’s in it for them...But I see the problem with 
setting target bonuses at the employee level. As 
we bring on more employees, our bonus costs 
could increase a lot. I don’t suppose we could 
consider project pro�t bonuses again?”

1
2

3

continued ...



THE TOP-DOWN, BOTTOM-UP BONUS CONUNDRUM  |   FMI QUARTERLY Q4 2019

 2

Across the engineering and construction 
(E&C) industry, companies continue to 
gradually transition to defined, goals-based 
incentive programs. FMI’s recent compen-
sation trends survey reveals that just over 
half of contractors now report having some 
form of structured incentive plan. By con-
trast, the prevalence of discretionary in-
centive plans has fallen from 69% in 2016 
to 54% today, as shown in Exhibit 1.

The general premise behind a structured 
incentive plan is to provide clarity on both:

1. How much an employee  
can earn in incentive pay.

2. What performance goals 
must be met to earn it.
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The vice president of HR interjects, “No! We may as well 
have a discretionary incentive plan then, given all the 
adjustments we had to make. Think about all those really 
strong employees who worked 80 hours per week after that 
project went south three years ago. It never did fully 
recover, but we needed to reward their efforts anyway.”

5

“And remember, we’re where we are now 
because we know—maybe everyone 
knows—that we’ve been too generous in 
the past to average performers on really 
well-negotiated projects,” the CFO adds.

“Yes, I think we’re at consensus on 
moving away from project 
pro�t-based bonuses,” the CEO 
steps in. “So how are you all going 
to resolve this top-down, 
bottom-up bonus funding issue?”

Source: 2019 and 2016 FMI Compensation Surveys
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Exhibit 1. Prevalence of Short-Term 
Incentive Plan Types 
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It is the first component that drives the rationale for a bottom-up approach for valuing incentive compen-
sation. At the other end of the spectrum, a top-down approach also values incentive compensation in a 
formulaic manner, but as a total amount rather than at the employee level.

How Do the Approaches Work?

The Top-Down Method
Just as it sounds, a top-down funding process begins, and usually ends, with the determination of the total 
incentive pool. The most common method is to carve out a portion of profits to allocate for incentives awards. 
One of the most popular compensation questions asked by owners and senior leadership is, “What is the 
industry average for the percent of profits devoted to incentives?” The “2019 FMI Compensation Survey” 
results suggest that not much has changed since 2016; the average percentage of pretax net profits allocated 
to short-term incentives is approximately 16%. However, as shown in Exhibit 2, there is wide variation in 
allocation amounts.
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Exhibit 2. Short-Term Incentive Compensation
as a Percent of Pretax Net Income 

Source: 2019 and 2016 FMI Compensation Surveys
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While knowledge of total incentive costs is essential for budgeting, challenges ensue when leaders begin to 
try to effectively distribute the pool. There is often no clear alignment between the pool amount and the 
number and level of eligible employees. In this situation, a company is bound to encounter difficulties with 
a shrinking fund as more staff is added to the incentive program.

Consider a company with a pool of $1 million—per an unstated policy of allocating 15% of profits to in-
centives—and 100 eligible employees; on average, each employee receives $10,000. One year later, let’s 
assume volume and staff have grown significantly but margins have not kept pace. As a result, the pool is 
$1.05 million and there are 135 eligible employees. Now the average incentive award is only $7,777, or 
about 22% less than the prior year. If employees performed at approximately the same level during both 
years, does the discounted incentive seem fair?

What’s more, leadership should be aware of incentive awards and employee expectations in relevant com-
petitive markets. In the illustration above, it is fair to assume that $10,000 is not the market-competitive 
incentive level for all eligible employees. But without the knowledge of what competitors are offering work-
ers in similar roles, companies tend to be overreliant on their past history of incentive payouts, as indicated 
in Exhibit 3.

Prior Years’ Awards 46%
Other Surveys

Peer Group Feedback
FMI Compensation Surveys

Other

Arbitrary (Fully Discretionary)

24%
20%

19%

14%

10%

Exhibit 3. Prevalence of Methods for
Determining Short-Term Incentive Awards

Source: 2019 FMI Compensation Survey 

 
The Bottom-Up Method
As the name implies, the bottom-up approach begins with establishing incentive amount expectations at the 
employee level; the sum of these individual amounts produces the overall value of incentive compensation. 
This approach provides clarity to employees: If the incentive potential is communicated to them, they have 
a better understanding of how they will be rewarded for their efforts. There is also a critical related advantage 
in that employees who have defined goals and transparent expectations are generally more engaged and 
motivated, according to Gallup. Therefore, the bottom-up approach can have a direct positive impact on 
company performance.

https://www.gallup.com/workplace/231581/five-ways-improve-employee-engagement.aspx
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While the concept of focusing on employee behavior and 
recognition to drive a pay-for-performance culture is general-
ly appealing, the blatant challenge to the bottom-up approach 
is: How does the company manage costs under this structure?

Think about the company described above. Now, instead of a 
pool to define incentive award opportunity, each employee 
receives an incentive award target amount. In the first year, 
100 eligible employees have target incentives ranging from 5% 
to 30% of base salary, and the sum of these values is equal to 
$900,000. One year later, the 35 new employees have similar 
target award values, and existing employees’ salaries have in-
creased, so that the sum of target incentives is now $1.2 million. 
This time, if employees performed at approximately the same 
level in both years, does the higher total incentive amount seem 
appropriate?

For the bottom-up approach to work, the incentive targets 
must be market-competitive and fair. Furthermore, they must 
be aligned with employee expectations relative to performance 
targets. If a company establishes very aggressive goals, and if 
employees only earn the target incentive when they achieve 
those goals, then the incentive levels should also be aggressive. 
Conversely, if the performance goals are basic or broadly de-
fined, target incentive levels may be lower.

Incentive target amounts must also be financially reasonable. This is the critical link between a bottom-up 
and top-down approach. If the sum of the individual incentive targets is not financially sustainable under 
projected business conditions—based on the performance goals and leadership expectations—then estab-
lishing and communicating them is a wasted effort.

Why Bother With Bonuses?
The best approach for evaluating incentive compensation funding—incorporating both top-down and bot-
tom-up calculations—can be complicated. As a result, some companies are inclined to consider eliminating 
variable pay altogether. Under the premise that employees would rather have additional guaranteed income 
versus the uncertainty of an annual incentive award, this option seems reasonable, at least initially. Unfor-
tunately, doing away with incentives is not that simple for several reasons:

1. (Almost) everyone is doing it 
Eliminating incentive pay within an organization contradicts today’s industry norms. More than 
80% of companies offer incentives to employees, and as the company size increases, they 
become increasingly common, as shown in Exhibit 4.
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Exhibit 4. Companies Offering Short-Term 
Incentives by Revenue Size

Source: 2019 FMI Compensation Survey 

2. Complacency is a risk 
According to FMI’s latest compensation trends survey, incentives are most often put in place to 
reward, engage and motivate employees. While there are other means to establish employee 
interest and involvement in the performance of the business, incentives are a clear, tangible 
tool. In absence of a sufficient replacement, employees will not necessarily have the same drive 
to perform.

3. The recency effect 
Generally, if a company terminates its incentive programs, a suitable increase in salaries is 
applied. The amount is often 50% to 100% of incentive payouts averaged over the last several 
years. The immediate impact can be relatively positive since most employees appreciate the 
premium on their regular take-home pay. However, the positive residual is usually short-lived. 
Within a year or two, there tends to be significant pressure to bring back incentives. The salary 
increase provided to make up for eliminating incentives has been forgotten, and employees are 
well aware that most other companies still offer incentives. This combination results in strong 
employee outcry for a new incentive plan.

What’s the “Right” Process?
Combining top-down and bottom-up approaches is always optimal. That way, employees have clear knowl-
edge of how much they can earn as an incentive award, and the company knows the total cost of incentive 
awards. In practical application, these questions must be considered:

1. Is staffing appropriate? 
Inadequate staffing has direct influence on payroll costs, including incentive compensation. If 
headcount is too high, or if employees are not well-classified in their job roles, then incentive 
costs may be higher than reasonable. There is a tendency to overreward employees when a 
company runs “lean;” but when the incentive plan is overly focused on pool funding—or there 
is a perception that incentives are driven primarily by the top-down approach—it results in 
slow and ineffective hiring practices (due to the concern that new people will deplete the pool). 
Companies must have the right people to achieve current and future success—both in their 
own jobs and for the company at large.

Greater than $1 billion

$501 million to $1 billion

$251 million to $500 million

$100 million to $250 million

Less than $100 million

92%

91%

83%
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73%
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2. Are incentives fair, competitive and performance-aligned? 
Once the workforce is confirmed, the next step is to identify the structure of incentive awards. 
The actual amounts are frequently top of mind for employees. Therefore, leaders must know 
the going rate of incentives in the market across positions. For some jobs, it can be key to know 
whether there is prevalence for incentive pay at all. 
 
The conditions under which the amounts are earned can be just as important, if not more so, 
than the amounts themselves. In fact, among the top challenges of incentive plans identified in 
FMI’s compensation trends survey, “setting the appropriate target goals” outranks “setting 
appropriate incentive amounts to motivate participants.” It’s best to align incentive expectations 
with performance expectations such that employees feel sufficiently rewarded based on the 
effort exerted to earn the incentive.

3. What are the potential incentive award outcomes? 
Finally, review the outlook for the business and economic conditions. Assess the potential 
incentive payouts under various workforce and performance scenarios. This process of examin-
ing incentive awards resulting from different outcomes is essential to maintaining a sustainable 
incentive plan. For example, if one mediocre year puts the company in a poor financial posi-
tion, action should be taken to adjust performance or award expectations to reduce the likeli-
hood of this happening again.

FMI’s compensation trends survey reveals that owners want to share the benefits of the company’s perfor-
mance with employees. To do this effectively requires syncing results with rewards and ensuring employee 
communications reinforce the same. This way, employees understand better how they should perform to 
best position themselves for optimal compensation.

Priya Kapila is a compensation discipline leader with FMI Corporation. Priya is 
responsible for leading the compensation consulting practice of FMI Compensa-
tion. Services provided to clients are primarily focused on the areas of executive 
compensation, organizationwide salary structure development, and short-term 
and long-term incentive plan design. She can be reached at pkapila@fminet.com.

mailto:pkapila@fminet.com


Who We Are

FMI has more relationships in the industry than any other con-
sulting firm. We leverage decades of focused experience and 
expertise to advise on strategy, leadership and organizational 
development, performance, technology and innovation. 

PRACTICE AREAS

Strategy
 � Market Research
 � Market Strategy
 � Business Development
 � Strategic Planning

Leadership & Organizational Development
 � Leadership & Talent Development
 � Succession Management
 � High-performing Teams
 � Corporate Governance
 � Executive Coaching

Performance
 � Operations
 � Risk Management
 � Compensation
 � Peer Groups

Technology & Innovation
 � Tech Market Accelerator
 � Tech Partner Program
 � Tech Readiness Assessment
 � Tech Sourcing & Adoption
 � Integrated Business Intelligence

Consulting

SECTOR EXPERTISE

 � Architecture, Engineering & Environmental
 � Building Products
 � Chemicals
 � Construction Materials
 � Contractors
 � Energy Service & Equipment
 � Energy Solutions & Cleantech
 � Utility Transmission & Distribution

SERVICES

 � M&A Advisory
 � ESOP Advisory
 � Valuations
 � Ownership Transfer

EXECUTIVE EDUCATION

 � Acquisitions in the Construction Industry
 � Ownership Transfer & Management Succession

FMI Capital Advisors, a subsidiary of FMI Corporation, is a lead-
ing investment banking firm exclusively serving the Built En-
vironment. With more than 700 completed M&A transactions, 
our industry focus enables us to maximize value for our clients 
through our deep market knowledge, strong technical expertise 
and unparalleled network of industry relationships.

FMI is a leading consulting and investment banking firm dedicated exclusively to the Built Environment.

We serve the industry as a trusted advisor. More than six decades of context, connections and insights lead 
to transformational outcomes for our clients and the industry.
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TRAINING PROGRAMS

Over 10,000 industry leaders have completed FMI 
training programs, which span the entire management 
spectrum, from new managers to senior executives.

 � Emerging Managers Institute
 � Field Leader Institute
 � Project Manager Academy
 � Construction Executive Program
 � Leadership Institute
 � Leading Operational Excellence
 � Construction Selling Skills
 � Market & Selling Strategies
 � Ownership Transfer &  Management Succession
 � Acquisitions in the Construction Industry

FMI PEER GROUPS

FMI manages nearly 50 individual peer groups across 
the industry. Connecting businesses through network-
ing, expanding visions and providing feedback.

 � Organizational Structure and Development
 � Human Resources
 � Business Development
 � Information Technology
 � Operations Management
 � Financial Management
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