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Usually Used As The foundational metric? This question is essential for understanding how financial
statements are analyzed to evaluate a company's financial health and performance. Vertical analysis,
also known as common-size analysis, is a technique that expresses each line item in a financial
statement as a percentage of a base figure within the same period. When it comes to income
statements, the key to effective vertical analysis lies in selecting the appropriate base figure, which
enables analysts, investors, and management to compare financial performance across periods and
against industry benchmarks accurately.

In this article, we will explore the concept of vertical analysis in detail, identify what is typically used
as the base in an income statement, explain its significance, and provide practical insights into how
this method can be leveraged for better financial decision-making.

Understanding Vertical Analysis of an Income
Statement

What Is Vertical Analysis?
Vertical analysis involves converting each line item in a financial statement into a percentage of a
selected base figure within the same period. This approach simplifies comparison by standardizing
data, regardless of the company's size or revenue levels. It allows stakeholders to see the relative
proportions of expenses, revenues, and profits, making it easier to identify trends, efficiencies, or
areas of concern.

Why Is Vertical Analysis Important?
Vertical analysis offers several benefits:

Facilitates comparison across companies of different sizes within the same industry.

Helps in identifying cost structures and profit margins.

Enables trend analysis over multiple periods to assess performance changes.

Supports decision-making related to cost control, pricing strategies, and investment
opportunities.



Common Bases Used in Vertical Analysis of an Income
Statement

The Most Frequently Used Base: Total Revenue or Net Sales
The most common base used in vertical analysis of an income statement is total revenue or net sales.
This choice stems from the fact that sales are often the primary driver of a company's operations and
serve as a logical benchmark for assessing the proportion of various expenses and profits relative to
sales.

Why Is Total Revenue or Net Sales Usually Used?
Using total revenue as the base provides several advantages:

It reflects the company's primary revenue-generating activity.

It allows for straightforward comparison across periods and with industry peers.

It helps in analyzing profit margins and expense ratios relative to sales.

Other Bases That Can Be Used
While total revenue is standard, other bases can sometimes be relevant depending on the context:

Gross Profit: Useful when analyzing the efficiency of production or direct costs.

Operating Income: Focuses on operational performance excluding non-operating items.

Net Income: Highlights profitability after all expenses, taxes, and interest.

However, these are generally used for specific analyses rather than standard vertical analysis.

How Vertical Analysis Is Performed Using Total
Revenue

Step-by-Step Process
Performing vertical analysis involves the following steps:

Identify the total revenue or net sales figure for the period.1.



Express each line item as a percentage of total revenue by dividing the line item amount by2.
total revenue.

Multiply the result by 100 to convert it into a percentage.3.

Repeat for all relevant income statement items.4.

Example of Vertical Analysis
Suppose a company's income statement shows:

Net Sales: $1,000,000

Cost of Goods Sold (COGS): $600,000

Gross Profit: $400,000

Operating Expenses: $200,000

Operating Income: $200,000

Interest Expense: $20,000

Net Income: $180,000

Applying vertical analysis:

Net Sales = 100%

Cost of Goods Sold = ($600,000 / $1,000,000) 100 = 60%

Gross Profit = ($400,000 / $1,000,000) 100 = 40%

Operating Expenses = ($200,000 / $1,000,000) 100 = 20%

Operating Income = 20%

Interest Expense = 2%

Net Income = 18%

This standardized format allows analysts to quickly assess how expenses relate to sales and identify
trends over time or differences compared to industry standards.



Implications of Using Total Revenue as the Base

Advantages

Provides clear insight into profit margins and expense ratios relative to sales.

Enables easy comparison across different periods or companies.

Highlights operational efficiency and cost management effectiveness.

Limitations

Does not account for non-operating factors like taxes and interest, which can influence
profitability.

May obscure specific cost or expense trends if not analyzed alongside other metrics.

Less effective for analyzing companies with fluctuating or seasonal revenues.

Conclusion: The Significance of the Base in Vertical
Income Statement Analysis

When performing vertical analysis of an income statement, the choice of the base figure is crucial.
The most commonly used and practical base is total revenue (or net sales) because it directly relates
to the core operations of a business and facilitates meaningful comparisons. By expressing each line
item as a percentage of revenue, stakeholders can evaluate cost structures, profit margins, and
operational efficiency in a standardized manner.

Understanding which base to use and how to interpret the resulting percentages enables analysts to
make informed decisions, identify trends, and benchmark performance against competitors. While
total revenue remains the default and most useful basis for vertical analysis, considering other bases
like gross profit or net income can provide additional insights depending on the analysis’s specific
goals.

In summary, when performing vertical analysis of an income statement, total revenue or net sales is
usually used as the base because it provides the clearest picture of the company's cost structure and
profitability relative to its primary source of income. Mastery of this technique is essential for financial
analysis, planning, and strategic decision-making, helping stakeholders navigate the complexities of
financial data with clarity and confidence.



Frequently Asked Questions

When performing vertical analysis of an income statement,
which line item is usually used as the base for calculation?
Total Sales or Total Revenue is typically used as the base for vertical analysis of an income statement.

Why is total sales commonly used as the base in vertical
analysis of an income statement?
Because it provides a consistent reference point to compare the proportion of each expense and profit
item relative to total sales.

In vertical analysis, how are individual income statement
items expressed?
They are expressed as a percentage of total sales or revenue.

What is the main purpose of performing vertical analysis on
an income statement?
To analyze the relative size of each item in relation to total sales and identify trends or deviations
over periods.

Can total cost of goods sold be used as the base in vertical
analysis?
While possible, it is less common; total sales or revenue is the standard base for vertical analysis.

How does vertical analysis assist in comparing financial
statements across different companies?
By expressing items as percentages of sales, it normalizes data, making comparisons more
meaningful regardless of company size.

Is gross profit used as the base in vertical analysis of an
income statement?
Typically, no; gross profit is usually expressed as a percentage of total sales, which is the common
base.

What are some limitations of using vertical analysis in income



statement analysis?
It ignores the absolute dollar amounts and may overlook the significance of specific changes in dollar
terms.

In what scenario might a different base be used instead of
total sales during vertical analysis?
When analyzing specific segments or departments, the segment's revenue or a relevant subtotal may
be used as the base.

How does vertical analysis complement horizontal analysis in
financial statement evaluation?
Vertical analysis shows the relative proportions of items, while horizontal analysis examines trends
over time; together, they provide a comprehensive view.

Additional Resources
Vertical Analysis of an Income Statement: Understanding Its Core Components and Usage

Vertical analysis is a fundamental technique used by accountants, financial analysts, and investors to
evaluate a company's financial statements. When performing a vertical analysis of an income
statement, one key question often arises: Which figure is usually used as the base or denominator?
This question is central because it determines how the subsequent figures are interpreted and
compared across periods or between companies.

In this detailed review, we will explore the concept of vertical analysis thoroughly, identify the
common bases used, and explain the significance of each. We'll also delve into how vertical analysis
fits into broader financial analysis practices and why understanding the base figure is crucial for
meaningful insights.

---

Understanding Vertical Analysis

Vertical analysis, also known as common-size analysis, involves expressing each item in a financial
statement as a percentage of a specific base figure within the same period. This method allows for:

- Comparison across companies of different sizes by standardizing figures.
- Trend analysis within the same company over multiple periods.
- Identifying proportional relationships between different income statement components.

Key Features of Vertical Analysis:
- The focus is on relative proportions rather than absolute dollar amounts.
- It simplifies complex financial statements, making it easier to analyze the structure and composition.



- It helps identify shifts in cost structure, profitability, and expense management over time or between
entities.

---

Which Figure Is Usually Used as the Base in Vertical
Analysis of an Income Statement?

The primary point of interest is the choice of the denominator or base figure. In the context of an
income statement, the most common base figure used in vertical analysis is Total Sales or Net Sales
Revenue.

The Standard Practice: Using Total Sales (or Net Sales) as the Base

Why is total sales typically used?

- Reflects total revenue generation: Total sales represent the core activity of a company, making it a
logical benchmark.
- Provides a common reference point: Since sales figures are usually the largest and most consistent
figure on the income statement, they serve as a stable basis for comparison.
- Facilitates profitability analysis: By expressing expenses and profit as a percentage of sales, analysts
can assess efficiency and profitability margins uniformly.

Example:
Suppose a company reports:
- Total Sales: $1,000,000
- Cost of Goods Sold (COGS): $600,000
- Gross Profit: $400,000
- Operating Expenses: $200,000
- Net Income: $150,000

In vertical analysis:
- COGS as a percentage of sales: ($600,000 / $1,000,000) = 60%
- Gross Profit: (40%)
- Operating Expenses: (20%)
- Net Income: (15%)

This breakdown allows easy comparison with other companies or different periods for the same
company.

---

Why is Total Sales the Usually Used Base? — Deep Dive

1. Universality and Comparability:
Sales are a universal metric across industries and companies. They are often available and



comparable, making them a natural choice for standardization.

2. Focus on Revenue-Driven Metrics:
Since many financial ratios and analyses revolve around revenue performance, using sales as the
base aligns with broader financial analysis practices.

3. Consistency and Stability:
Sales figures tend to be more stable over time relative to net income, which can be affected by non-
operating items or extraordinary events.

4. Simplifies Profitability and Expense Analysis:
Expressing costs and expenses as a percentage of sales helps identify operational efficiencies or
inefficiencies, margin trends, and cost structures.

---

Alternative Bases in Vertical Analysis

While total sales are the most common base, there are situations where other figures may be used as
the denominator:

1. Cost of Goods Sold (COGS)
- Used primarily in analyzing gross profit margins.
- Useful in manufacturing or retail industries to assess how efficiently goods are produced or sold.

2. Gross Profit
- Occasionally used in multi-divisional companies to analyze each division's profitability structure.

3. Total Expenses
- For detailed expense analysis, some managers express individual expenses as a percentage of total
operating expenses.

4. Net Income
- Used when analyzing profit margins directly, especially in profit ratio evaluations.

5. Other Revenue or Income Figures
- In specific contexts, such as analyzing income from specific segments or products, the base might
be segment revenue.

---

Implications of Choosing the Correct Base

Selecting the appropriate base is crucial because it affects the interpretation of the data:

- Comparison Validity: Using total sales allows for meaningful cross-company and cross-period



comparisons.
- Profitability Insights: Expressing expenses as a percentage of sales highlights profit margins.
- Cost Structure Analysis: Choosing COGS as the base sheds light on gross margins.
- Operational Efficiency: Examining operating expenses relative to sales can reveal cost control
effectiveness.

Misinterpretation Risks:
- Using a non-representative base can lead to misleading conclusions. For example, expressing
expenses as a percentage of net income might distort the actual cost structure relative to sales.

---

Practical Applications of Vertical Analysis Using Total
Sales

1. Benchmarking and Industry Comparisons:
Vertical analysis enables analysts to compare companies within the same industry, regardless of size,
by standardizing income statement items as percentages of sales.

2. Trend Analysis:
Tracking the percentage composition over multiple periods helps identify shifts in cost structure,
pricing strategies, or profitability.

3. Identifying Cost Control Opportunities:
By observing the proportion of expenses relative to sales, management can pinpoint areas where
efficiencies can be improved.

4. Profit Margin Analysis:
Calculating net profit margin (Net Income / Total Sales) as a percentage provides insights into overall
profitability.

---

Limitations of Vertical Analysis with Total Sales as the
Base

While using total sales is advantageous, there are limitations to consider:

- Not Reflective of Profitability: Since sales are gross figures, they don’t account for non-operating
items or extraordinary expenses.
- Industry Variances: Some industries, like utilities or financial services, may have different cost
structures, making ratios less comparable.
- Timing and Seasonality: Seasonal fluctuations in sales can distort percentage comparisons across
periods.



---

Conclusion: The Usually Used Base in Vertical Analysis
of an Income Statement

In the context of vertical analysis of an income statement, the figure usually used as the base is Total
Sales or Net Sales. This choice is grounded in the desire for comparability, stability, and relevance to
operational efficiency and profitability analysis.

By expressing each line item as a percentage of sales, analysts gain a clear, standardized view of the
income statement's structure, enabling effective cross-sectional and temporal comparisons. Although
other bases can be used for specific analytical purposes, total sales remain the most common and
practical choice for vertical analysis in most scenarios.

Understanding this core principle is essential for interpreting financial statements accurately and
making informed decisions based on the insights derived from vertical analysis.
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