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vertical analysis is also commonly known as - size analysis. This analytical method is
fundamental in financial statement evaluation, offering insights by expressing each item as a
percentage of a base figure within the same period. Vertical analysis simplifies complex financial
data, making it easier for analysts, investors, and management to assess the relative size and
significance of individual components. This approach is particularly useful in comparing companies of
different sizes or evaluating trends within a single company over time. Understanding vertical analysis
or size analysis enables more informed decision-making by highlighting cost structures, profit
margins, and the distribution of assets and liabilities. This article explores the definition,
methodology, advantages, limitations, and practical applications of vertical analysis in financial
management and reporting.
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Definition and Concept of Vertical Analysis
Vertical analysis is also commonly known as size analysis because it focuses on the proportional size
of financial statement components relative to a base figure. Typically applied to income statements
and balance sheets, this technique converts individual line items into percentages of a total
amount—such as total sales or total assets—within the same reporting period. This standardization
facilitates easier comparison among companies regardless of scale, as well as an understanding of
internal financial structure dynamics.

Understanding the Basis of Vertical Analysis
The core principle behind vertical analysis is expressing each financial statement element as a
fraction of a key total. For income statements, total sales or revenue often serves as the base, while
for balance sheets, total assets or total liabilities and equity are common bases. By converting raw
numbers into percentages, vertical analysis reveals how each expense, asset, or liability contributes
to the overall financial picture, enhancing transparency and comparability.



Relationship with Other Financial Analysis Techniques
Vertical analysis complements other financial analysis methods like horizontal analysis and ratio
analysis. While horizontal analysis tracks changes across different periods, vertical analysis provides a
snapshot of relative proportions within a single period. This synergy helps analysts gain a holistic
understanding of financial health and performance.

Methodology of Vertical or Size Analysis
The process of conducting vertical analysis is systematic and straightforward, involving selecting a
base figure and calculating the percentage representation of each line item relative to that base.
Accurate execution ensures meaningful interpretation of financial statements.

Step-by-Step Procedure

Select the Financial Statement: Choose the income statement or balance sheet for analysis.1.

Identify the Base Amount: Determine the total figure to serve as the denominator (e.g., total2.
sales for income statements, total assets for balance sheets).

Calculate Percentage of Each Item: Divide each line item by the base amount and multiply3.
by 100 to obtain a percentage.

Interpret the Results: Analyze the relative size of each component and its impact on overall4.
financial performance.

Example of Vertical Analysis Calculation
Consider an income statement where total sales are $500,000 and cost of goods sold (COGS) is
$300,000. Using vertical analysis, COGS would be expressed as ($300,000 / $500,000) × 100 = 60%.
This indicates that 60% of sales revenue is consumed by production costs, offering insights into
profitability and cost management.

Benefits of Using Vertical Analysis in Financial
Evaluation
Vertical analysis offers multiple advantages that make it an indispensable tool for stakeholders aiming
to understand financial statements comprehensively. By translating raw data into percentages, it
enhances clarity and comparability.



Improved Comparability Across Companies and Periods
Because vertical analysis standardizes financial data relative to a base figure, it allows comparison
between companies of differing sizes within the same industry. It also facilitates intra-company
analysis across different periods, identifying changes in cost structure or asset allocation.

Facilitates Financial Ratio Interpretation
Vertical analysis sets the stage for calculating key financial ratios by providing proportional data. This
assists analysts in evaluating operational efficiency, liquidity, and profitability with greater precision.

Enhanced Decision-Making for Management
Management uses vertical analysis to assess expense control, revenue distribution, and investment
allocation. It helps pinpoint areas requiring cost reduction or strategic focus, supporting effective
resource management.

Useful for Investors and Creditors
Investors and creditors rely on size analysis to evaluate a company’s financial stability and
operational efficiency. Understanding the relative weight of expenses and liabilities aids in assessing
risk and return profiles.

Limitations and Challenges of Vertical Analysis
Despite its usefulness, vertical analysis has limitations that users must recognize to avoid
misinterpretation or overreliance on percentage data alone.

Lack of Temporal Perspective
Vertical analysis analyzes one period at a time, which may obscure trends or fluctuations over
multiple periods. For comprehensive evaluation, it should be combined with horizontal analysis to
detect changes and growth patterns.

Dependence on Accurate Base Selection
The choice of base figure significantly impacts the results. An inappropriate or inconsistent base can
distort the analysis, leading to misleading conclusions. Careful selection aligned with the financial
statement type is essential.



Does Not Reflect Absolute Magnitudes
While percentages are helpful, they may mask the absolute scale of financial items. For example, a
small percentage of a very large number can represent a significant amount. Therefore, vertical
analysis should be interpreted alongside absolute values.

Limited Insight into External Factors
Vertical analysis focuses on internal financial proportions without directly accounting for market
conditions, economic trends, or competitive environment. Supplementary analysis is necessary for a
complete financial assessment.

Practical Applications of Vertical Analysis in Business
Vertical analysis is widely applied in various business contexts, providing actionable insights for
financial planning, performance evaluation, and strategic decision-making.

Financial Statement Analysis for Investors
Investors use size analysis to compare companies within the same sector, identifying operational
efficiency and profitability through the proportional breakdown of revenues and expenses. This aids in
portfolio selection and risk assessment.

Internal Management Review
Businesses employ vertical analysis as part of regular financial reviews to monitor expense ratios,
asset utilization, and capital structure. It helps detect inefficiencies and areas for cost control.

Benchmarking and Industry Comparison
By expressing financial elements as percentages, companies can benchmark their performance
against industry averages or key competitors, facilitating targeted improvements and strategic
positioning.

Credit Analysis and Lending Decisions
Creditors analyze vertical analysis data to evaluate a borrower’s financial health, focusing on debt
proportions and liquidity ratios derived from size analysis. This supports informed lending decisions.

Budgeting and Forecasting
Vertical analysis informs budgeting by highlighting historical cost structures and revenue allocation,



enabling more accurate forecasting and resource allocation aligned with business goals.

Standardizes financial data for better comparison

Highlights cost structure and profitability components

Supports internal and external financial decision-making

Facilitates benchmarking and performance tracking

Enhances clarity in financial reporting and communication

Frequently Asked Questions

What is vertical analysis also commonly known as?
Vertical analysis is also commonly known as size analysis.

How does vertical analysis (size analysis) help in financial
statement evaluation?
Vertical analysis helps by expressing each item in a financial statement as a percentage of a base
amount, allowing for easy comparison of financial data across periods or companies.

Why is vertical analysis referred to as size analysis?
It is called size analysis because it shows the relative size of each item on a financial statement as a
percentage of a total base amount, highlighting the proportion each item contributes to the whole.

Which financial statements are typically analyzed using
vertical analysis or size analysis?
Vertical analysis is typically applied to the income statement and balance sheet to understand the
relative size of various accounts.

Can vertical analysis (size analysis) be used to compare
companies of different sizes?
Yes, vertical analysis standardizes financial data by converting amounts into percentages, making it
easier to compare companies of different sizes.



What is the base amount used in vertical analysis (size
analysis) for the income statement?
In vertical analysis of the income statement, the base amount is usually total sales or total revenue,
with all other items expressed as a percentage of this figure.

Additional Resources
1. Financial Statement Analysis and Security Valuation
This book by Stephen Penman offers comprehensive coverage of financial statement analysis,
including vertical analysis (size analysis) as a fundamental technique. It explains how vertical analysis
helps in understanding the relative size of each financial statement item, facilitating comparison
across companies and time periods. Readers gain insight into interpreting financial ratios and valuing
securities using these methods.

2. Financial Statements: A Step-by-Step Guide to Understanding and Creating Financial Reports
Authored by Thomas Ittelson, this practical guide breaks down financial statements in an accessible
manner. The book introduces vertical analysis as a tool to express each line item as a percentage of a
base figure, simplifying the evaluation of company performance. It is ideal for beginners and
professionals seeking to enhance their financial analysis skills.

3. Analysis of Financial Statements
Krishna G. Palepu and Paul M. Healy present a detailed approach to analyzing financial statements in
this text. Vertical analysis is thoroughly discussed as a method for size analysis, helping readers
assess the proportional relationships within financial data. The book also covers trend and ratio
analysis, providing a well-rounded foundation for financial analysis.

4. Financial Reporting and Analysis
By Charles H. Gibson, this book explores various financial reporting techniques, emphasizing vertical
analysis as a key tool for size analysis. It guides readers through interpreting income statements and
balance sheets by converting figures to percentages of totals. This approach aids in intra- and inter-
company comparisons, enhancing decision-making.

5. Corporate Finance: Theory and Practice
Aswath Damodaran’s renowned text includes discussions on financial statement analysis, where
vertical analysis is introduced as a method to normalize data. The book explains how size analysis
assists in comparing firms of different scales and identifying financial strengths and weaknesses. It
bridges theoretical concepts with practical applications in corporate finance.

6. Financial Analysis with Microsoft Excel
Timothy R. Mayes and Todd M. Shank provide a hands-on guide to financial analysis using Excel tools.
Vertical analysis is covered as a technique to convert raw financial data into meaningful percentages,
facilitating size comparisons. The book is useful for analysts aiming to combine technical skills with
financial insights.

7. Accounting for Managers: Interpreting Accounting Information for Decision Making
Paul M. Collier’s book focuses on the managerial use of accounting information, highlighting vertical
analysis as a critical size analysis method. It demonstrates how managers can use vertical analysis to
better understand cost structures and profitability ratios. The text helps bridge the gap between



accounting data and strategic decisions.

8. Fundamentals of Financial Management
By Eugene F. Brigham and Joel F. Houston, this foundational finance book discusses vertical analysis
within the context of financial statement evaluation. The authors explain how size analysis normalizes
financial data, making it easier to compare performance across companies. The book is widely used in
business education for its clear explanations.

9. Intermediate Accounting
Donald E. Kieso, Jerry J. Weygandt, and Terry D. Warfield’s comprehensive accounting textbook
includes coverage of vertical (size) analysis as part of financial statement analysis techniques. It
provides detailed examples of applying vertical analysis to balance sheets and income statements.
This resource is essential for accounting students and professionals seeking in-depth knowledge.
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