VERTICAL ANALYSIS IS ALSO COMMONLY KNOWN AS SIZE
ANALYSIS

VERTICAL ANALYSIS IS ALsO CoMMONLY KNOWN AS Size ANALYSIS: A
Deep DiIVE INTO FINANCIAL STATEMENT ANALYSIS

EVER WONDERED HOW A COMPANY'S PERFORMANCE CHANGES OVER TIME? OR HOW DIFFERENT LINE ITEMS WITHIN ITS FINANCIAL
STATEMENTS RELATE TO EACH OTHER? THEN YOU NEED TO UNDERSTAND VERTICAL ANALYSIS, ALSO COMMONLY KNOWN AS SIZE
ANALYSIS. THIS COMPREHENSIVE GUIDE WILL DEMYSTIFY THIS CRUCIAL FINANCIAL ANALYSIS TECHNIQUE, PROVIDING YOU WITH A
CLEAR UNDERSTANDING OF ITS APPLICATION, BENEFITS, AND LIMITATIONS. W/E'LL EXPLORE THE INTRICACIES OF VERTICAL
ANALYSIS, SHOWING YOU HOW TO PERFORM IT AND INTERPRET THE RESULTS EFFECTIVELY. By THE END, YOU'LL BE EQUIPPED TO
LEVERAGE THIS POWERFUL TOOL TO MAKE INFORMED FINANCIAL DECISIONS.

WHAT IS VERTICAL ANALYSIS (Size ANALYSIS)?

VERTICAL ANALYSIS, ALSO KNOWN AS COMMON-SIZE ANALYSIS OR SIZE ANALYSIS, IS A FINANCIAL STATEMENT ANALYSIS
TECHNIQUE THAT EXPRESSES EACH LINE ITEM OF A FINANCIAL STATEMENT AS A PERCENTAGE OF A BASE FIGURE WITHIN THE SAME
STATEMENT. THIS PROCESS NORMALIZES THE DATA, MAKING IT EASIER TO COMPARE PERFORMANCE ACROSS DIFFERENT PERIODS,
COMPANIES OF VARYING SIZES, OR EVEN DIFFERENT INDUSTRIES. IMAGINE TRYING TO COMPARE THE SALES OF A SMALL BAKERY TO
A MULTINATIONAL FOOD CONGLOMERATE — DIRECT COMPARISON IS DIFFICULT. VERTICAL ANALYSIS PROVIDES A STANDARDIZED
WAY TO MAKE THIS COMPARISON MEANINGFUL.

INSTEAD OF LOOKING AT RAW NUMBERS (LIKE $ 1 MILLION IN SALES), YOU'RE EXAMINING PERCENTAGES (Like 1009% OF SALES).
THIS RELATIVE COMPARISON ALLOWS FOR A MORE INSIGHTFUL UNDERSTANDING OF THE FINANCIAL HEALTH AND OPERATIONAL
EFFICIENCY OF A BUSINESS.

FOR THE INCOME STATEMENT, THE BASE FIGURE IS TYPICALLY TOTAL REVENUE OR NET SALES. EACH LINE ITEM (COST OF GOODS
SOLD, GROSS PROFIT, OPERATING EXPENSES, NET INCOME) IS THEN EXPRESSED AS A PERCENTAGE OF TOTAL REVENUE. THIS
ALLOWS YOU TO SEE, FOR EXAMPLE, HOW MUCH OF YOUR REVENUE IS CONSUMED BY COST OF GOODS SOLD, OR WHAT
PERCENTAGE REPRESENTS YOUR NET PROFIT MARGIN.

FOR THE BALANCE SHEET, THE BASE FIGURE IS USUALLY TOTAL ASSETS. EACH ASSET AND LIABILITY IS EXPRESSED AS A
PERCENTAGE OF TOTAL ASSETS. THIS HELPS IDENTIFY THE RELATIVE PROPORTION OF EACH ASSET OR LIABILITY TO THE
OVERALL FINANCIAL STRUCTURE OF THE COMPANY. FOR EXAMPLE, YOU CAN SEE THE PERCENTAGE OF ASSETS TIED UP IN
INVENTORY, RECEIVABLES, OR FIXED ASSETS.

WHy Use VERTICAL ANALYSIS (Size ANALYSIS)?

SEVERAL COMPELLING REASONS EXIST TO UTILIZE VERTICAL ANALYSIS AS PART OF YOUR FINANCIAL ANALYSIS TOOLKIT:

BENCHMARKING: VERTICAL ANALYSIS FACILITATES EASY COMPARISON BETWEEN DIFFERENT PERIODS FOR THE SAME COMPANY,
REVEALING TRENDS IN PROFITABILITY, EFFICIENCY, AND FINANCIAL STRUCTURE OVER TIME. THIS TREND ANALYSIS IS INVALUABLE
FOR SPOTTING EMERGING ISSUES OR SUCCESSFUL STRATEGIES.

INDUSTRY COMPARISON: BY COMPARING THE VERTICAL ANALYSIS RESULTS OF A COMPANY TO ITS INDUSTRY PEERS, YOU CAN
ASSESS ITS RELATIVE FINANCIAL STRENGTH AND IDENTIFY AREAS WHERE IT EXCELS OR LAGS BEHIND THE COMPETITION. THIS
COMPETITIVE BENCHMARKING IS ESSENTIAL FOR STRATEGIC PLANNING.

IMPROVED DECISION MAKING: THE INSIGHTS GLEANED FROM VERTICAL ANALYSIS INFORM MORE INFORMED AND STRATEGIC BUSINESS
DECISIONS. W/HETHER YOU'RE AN INVESTOR, CREDITOR, OR INTERNAL MANAGER, THIS INFORMATION IS CRUCIAL FOR EVALUATING
FINANCIAL HEALTH AND PERFORMANCE.



IDENTIFYING POTENTIAL PROBLEMS: SIGNIFICANT CHANGES IN THE PERCENTAGE OF CERTAIN LINE ITEMS CAN HIGHLIGHT POTENTIAL
PROBLEMS. FOR INSTANCE, A SHARP INCREASE IN THE PERCENTAGE OF COST OF GOODS SOLD RELATIVE TO SALES COULD
INDICATE RISING INPUT COSTS OR INEFFICIENCIES IN PRODUCTION.

SIMPLIFYING CoMPLEX DATA: CONVERTING RAW NUMBERS INTO PERCENTAGES MAKES THE FINANCIAL DATA MORE READILY
UNDERSTANDABLE AND DIGESTIBLE, EVEN FOR INDIVIDUALS WITHOUT EXTENSIVE FINANCIAL EXPERTISE.

How To PerFORM VERTICAL ANALYSIS (SizeE ANALYSIS)

THE PROCESS OF PERFORMING VERTICAL ANALYSIS IS STRAIGHTFORWARD. FOR EACH LINE ITEM, SIMPLY DIVIDE THE LINE ITEM
AMOUNT BY THE BASE FIGURE (TOTAL REVENUE FOR THE INCOME STATEMENT, TOTAL ASSETS FOR THE BALANCE SHEET) AND
MULTIPLY THE RESULT BY 1009, TO EXPRESS IT AS A PERCENTAGE.

ExaMpPLE (INCOME STATEMENT):

LET'S SAY A COMPANY HAS TOTAL REVENUE OF $ 1,000,000 AND ITS COST OF Goobs soLb Is $600,000. THe
PERCENTAGE OF COST OF GOODS SOLD IS CALCULATED As: ($600,000 / $1,000,000) 100% = 60%.

THIS PROCESS IS REPEATED FOR EVERY LINE ITEM ON THE STATEMENT.

INTERPRETING THE RESULTS OF VERTICAL ANALYSIS

ONCE YOU HAVE COMPLETED THE VERTICAL ANALYSIS, THE REAL WORK BEGINS — INTERPRETING THE RESULTS. Look FOR TRENDS
AND SIGNIFICANT DEVIATIONS FROM PREVIOUS PERIODS OR INDUSTRY AVERAGES. FOR INSTANCE:

INCREASING CosT oF GoobS SoLD PERCENTAGE: THIS COULD INDICATE RISING INPUT COSTS, INEFFICIENT PRODUCTION
PROCESSES, OR PRICING PRESSURES.

DECREASING GROSS PROFIT MARGIN: A DECLINING GROSS PROFIT MARGIN COULD POINT TO THESE SAME ISSUES, OR PERHAPS
INCREASED COMPETITION.

HiGH PERCENTAGE OF ACCOUNTS RECEIVABLE: THIS MIGHT SIGNAL PROBLEMS WITH CREDIT COLLECTION OR AN OVERLY LENIENT
CREDIT POLICY.

HiGH PERCENTAGE OF LONG-TERM DEBT: A HIGH PERCENTAGE OF LONG-TERM DEBT RELATIVE TO TOTAL ASSETS COULD
INDICATE HIGH FINANCIAL RISK.

LIMITATIONS OF VERTICAL ANALYSIS

W/HILE VERTICAL ANALYSIS IS A VALUABLE TOOL, IT'S ESSENTIAL TO ACKNOWLEDGE ITS LIMITATIONS:

IT DOESN'T PROVIDE ABSOLUTE FIGURES: VERTICAL ANALYSIS EXPRESSES DATA AS PERCENTAGES, NOT ABSOLUTE DOLLAR
AMOUNTS. WHILE USEFUL FOR COMPARISONS, IT DOESN'T TELL YOU THE OVERALL SIZE OR SCALE OF THE BUSINESS.

[T SHOULD BE USED IN CONJUNCTION WITH OTHER ANALYSES: VERTICAL ANALYSIS PROVIDES VALUABLE INSIGHTS, BUT IT's
MOST EFFECTIVE WHEN USED IN CONJUNCTION WITH OTHER FINANCIAL ANALYSIS TECHNIQUES LIKE HORIZONTAL ANALYSIS (TREND

ANALYSIS) AND RATIO ANALYSIS.

IT DOESN'T ACCOUNT FOR EXTERNAL FACTORS: EXTERNAL FACTORS, SUCH AS ECONOMIC CONDITIONS OR INDUSTRY-SPECIFIC
EVENTS, CAN INFLUENCE A COMPANY'S FINANCIAL PERFORMANCE AND ARE NOT DIRECTLY REFLECTED IN VERTICAL ANALYSIS.

CoNcCLUSION

VERTICAL ANALYSIS, ALSO KNOWN AS SIZE ANALYSIS, IS A POWERFUL TOOL FOR ANALYZING FINANCIAL STATEMENTS. By
EXPRESSING EACH LINE ITEM AS A PERCENTAGE OF A BASE FIGURE, IT PROVIDES A NORMALIZED VIEW OF A COMPANY’S FINANCIAL



HEALTH, OPERATIONAL EFFICIENCY, AND PROFITABILITY. BY UNDERSTANDING HOW TO PERFORM AND INTERPRET VERTICAL
ANALYSIS, YOU CAN MAKE MORE INFORMED DECISIONS, IDENTIFY POTENTIAL PROBLEMS, AND BENCHMARK YOUR PERFORMANCE
AGAINST INDUSTRY STANDARDS. REMEMBER TO COMBINE IT WITH OTHER ANALYTICAL TECHNIQUES FOR A TRULY COMPREHENSIVE
UNDERSTANDING OF A COMPANY’S FINANCIAL POSITION.

FAQs

1. CAN | USE VERTICAL ANALYSIS FOR BOTH PROFIT AND NON-PROFIT ORGANIZATIONS? YES/ VERTICAL ANALYSIS IS
APPLICABLE TO BOTH FOR-PROFIT AND NON-PROFIT ORGANIZATIONS. THE INTERPRETATION MIGHT DIFFER SLIGHTLY, BUT
THE METHODOLOGY REMAINS THE SAME.

1. WHAT SOFTWARE CAN | USE TO PERFORM VERTICAL ANALYSIS? MANY SPREADSHEET PROGRAMS LIKE MICROSOFT
EXCEL/ GoOOGLE SHEETS, AND SPECIALIZED FINANCIAL ANALYSIS SOFTWARE CAN EASILY CALCULATE VERTICAL
ANALYSIS PERCENTAGES.

1. IS VERTICAL ANALYSIS THE SAME AS HORIZONTAL ANALYSIS? NO, VERTICAL ANALYSIS COMPARES LINE ITEMS WITHIN A
SINGLE FINANCIAL STATEMENT, WHILE HORIZONTAL ANALYSIS COMPARES THE SAME LINE ITEMS ACROSS DIFFERENT
PERIODS (E.G., YEAR-OVER-YEAR).

1. How OFTEN SHOULD | PERFORM VERTICAL ANALYSIS? THE FREQUENCY DEPENDS ON YOUR NEEDS. QUARTERLY OR
ANNUAL ANALYSIS IS COMMON, BUT MORE FREQUENT ANALYSIS MIGHT BE NECESSARY FOR BUSINESSES WITH VOLATILE
OPERATIONS.

1. CAN | USE VERTICAL ANALYSIS TO COMPARE COMPANIES IN DIFFERENT INDUSTRIES? W/HILE YOU CAN PERFORM VERTICAL
ANALYSIS ON COMPANIES IN DIFFERENT INDUSTRIES, DIRECT COMPARISONS ARE LESS MEANINGFUL BECAUSE INDUSTRY
NORMS AND PRACTICES VARY SIGNIFICANTLY. |T'S MORE USEFUL FOR INTERNAL COMPARISONS OR COMPARING A COMPANY
TO ITS DIRECT COMPETITORS WITHIN THE SAME INDUSTRY.
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