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Understanding financial analysis techniques is essential for stakeholders, investors, and management
to evaluate a company's financial health and performance. Among these techniques, vertical analysis
stands out as a powerful tool for interpreting financial statements. It allows analysts to compare
financial data across periods or among companies by expressing line items as a percentage of a base
figure. However, like any analytical method, vertical analysis has its limitations, especially when it

comes to certain aspects of financial statement analysis.
This article explores the concept of vertical analysis, its applications, and, most importantly, highlights
the areas where vertical analysis cannot be effectively used—specifically, whether it applies to balance

sheets, income statements, or both. We will clarify the contexts in which vertical analysis is most

useful and where its limitations lie.

Understanding Vertical Analysis

What is Vertical Analysis?

Vertical analysis, also known as common-size analysis, involves expressing each line item in a

financial statement as a percentage of a base figure within the same period. This technique



standardizes financial data, making it easier to analyze and compare across periods or companies

regardless of size differences.
- On the Income Statement: Each item is expressed as a percentage of total sales or revenue.

- On the Balance Sheet: Each asset, liability, or equity item is expressed as a percentage of total

assets.

Purpose of Vertical Analysis

Vertical analysis helps in:

- Identifying the proportion of various expenses relative to sales.
- Comparing the financial structure over multiple periods.
- Benchmarking against industry standards.

- Detecting trends and structural changes in financial statements.

Applications of Vertical Analysis

Vertical Analysis on the Income Statement

Vertical analysis is most frequently applied to income statements to analyze profitability and cost

management. For instance:

- Expressing cost of goods sold (COGS) as a percentage of sales helps assess gross profit margins.
- Analyzing operating expenses as a percentage of sales provides insights into operational efficiency.

- Monitoring net profit margin over time reveals profitability trends.



Example:

| tem | Amount ($) | Percentage of Sales (%) |

I I I I
| Sales | 100,000 | 100% |

| COGS | 60,000 | 60% |

| Gross Profit | 40,000 | 40% |

| Operating Expenses | 20,000 | 20% |
| Net Income | 10,000 | 10% |

In this context, vertical analysis helps management and investors understand how each expense

category impacts overall profitability.

Vertical Analysis on the Balance Sheet

Vertical analysis on the balance sheet involves expressing each line item as a percentage of total

assets. This approach provides insights into the company's financial structure and liquidity position.

- Analyzing the proportion of current assets to total assets.
- Understanding the composition of liabilities and equity.

- Comparing asset structure over time or against industry standards.
Example:
| Item | Amount ($) | Percentage of Total Assets (%) |

I I I |
| Total Assets | 500,000 | 100% |

| Cash & Equivalents | 50,000 | 10% |
| Accounts Receivable | 100,000 | 20% |
| Property & Equipment | 250,000 | 50% |



| Total Liabilities | 200,000 | 40% |
| Shareholders’ Equity | 300,000 | 60% |

This analysis aids in assessing the company's leverage, liquidity, and capital structure.

Limitations of Vertical Analysis

While vertical analysis is a valuable tool, it has inherent limitations that restrict its applicability in certain
areas of financial analysis. Notably, it is not suitable for analyzing certain types of financial changes or

aspects that require different analytical approaches.

Vertical Analysis Cannot Be Used To Analyze Changes in Certain Areas

The question arises: "Vertical analysis can be used to analyze changes except :a. On a balance sheet.
B. On an income statement." The answer hinges on understanding what vertical analysis is best suited

for and where it falls short.

Key Point: Vertical analysis is primarily useful for static, comparative analysis within the same period or
across periods, but it has limitations in analyzing dynamic changes like trend analysis or detailed

financial performance over time.

Why Vertical Analysis Is Limited in Certain Analyses

- Lack of Time-Series Perspective: Vertical analysis does not inherently analyze how items change
over multiple periods unless combined with trend analysis.
- Limited to Relative Proportions: It does not provide insights into absolute changes in dollar amounts,

which are often critical for understanding growth or decline.



- Not Suitable for Analyzing Cash Flows: Cash flow analysis requires different techniques, such as
cash flow statements, which are not suited for vertical analysis.
- Inability to Capture External Factors: Vertical analysis does not consider external economic or

industry-wide changes affecting financial figures.

Specific Contexts Where Vertical Analysis Is Not Effective

- Analyzing Changes Over Multiple Periods: Vertical analysis is static; it compares items within a single
period or against a single base figure. To analyze trends over multiple periods, horizontal analysis
(also known as trend analysis) is more appropriate.

- Assessing Long-term Financial Position: For evaluating changes over time, vertical analysis must be
supplemented with other methods like horizontal analysis.

- Understanding External Industry Changes: Vertical analysis does not account for industry-wide shifts,

economic factors, or market conditions influencing financial statements.

Summary: Areas Where Vertical Analysis Does Not Apply

Based on the above discussion, it is clear that vertical analysis is not suitable for analyzing certain

types of financial changes. Specifically:

- Vertical analysis is not designed for trend analysis over multiple periods. It provides a snapshot or a
static comparison within a period.

- It is not effective for analyzing cash flows, liquidity changes over time, or long-term solvency trends.
These require different analytical tools.

- It does not directly provide insights into changes in dollar amounts over time unless combined with

horizontal analysis.

Therefore, the correct answer to the question posed—"Vertical Analysis Can Be Used To Analyze

Changes Except :a. On A Balance Sheet. B. On An Income Statement."—is that vertical analysis



cannot be effectively used to analyze changes over time on either statement, but it is particularly
limited in analyzing changes on the balance sheet or income statement when considering trends over

multiple periods.

Conclusion

Vertical analysis remains a vital component of financial analysis, especially for understanding the
structure and proportion of financial statement items within a single period. Its application on the
income statement is common for assessing profitability ratios and cost management. On the balance

sheet, it helps analyze the company's financial structure and liquidity.

However, it is important to recognize its limitations. Vertical analysis is inherently static and cannot be
used effectively to analyze changes over time—such as growth, decline, or trend analysis—without the
support of other techniques like horizontal analysis. For dynamic financial change analysis, analysts
should supplement vertical analysis with other tools to obtain a comprehensive understanding of a

company's financial performance.

In summary:

- Vertical analysis is highly effective for static, within-period comparison.

- It is not suitable for analyzing financial changes over multiple periods (trend analysis).

- It provides limited insights into absolute dollar changes or external factors impacting financial
performance.

- Its application on the balance sheet and income statement should be complemented with other

analytical methods for comprehensive financial analysis.

By understanding these nuances, stakeholders can utilize vertical analysis effectively and avoid

misinterpretations, leading to better-informed financial decisions.



Frequently Asked Questions

What is vertical analysis primarily used for in financial statement
analysis?

Vertical analysis is used to evaluate the relative size of each line item within a financial statement by

expressing them as a percentage of a base figure, such as total assets or total sales.

Can vertical analysis be applied to both the balance sheet and income
statement?

Yes, vertical analysis can be applied to both the balance sheet and income statement to analyze the

proportional relationships of line items within each statement.

Which financial statement is not typically analyzed using vertical
analysis?

Vertical analysis is generally not used for analyzing cash flow statements, as they focus on cash

movements rather than proportional line items.

Why is vertical analysis useful for comparing financial statements
across different companies?

Because it standardizes line items as percentages, vertical analysis allows for easier comparison of
financial statements regardless of company size or total figures.

Is vertical analysis effective for detecting financial trends over time?

Yes, by analyzing percentage changes in line items across periods, vertical analysis helps identify

trends and structural shifts in financial statements.



What does the phrase 'Except’ imply in the question about vertical
analysis?

It suggests that vertical analysis can be used on some financial statements but not on others,

specifically highlighting that it cannot be used on an income statement in this context.

Based on the options, on which financial statement is vertical analysis
not applicable according to the question?

According to the question, vertical analysis is not used on the income statement, implying that the

correct answer is B.

What is the main limitation of using vertical analysis on the income
statement?

A limitation is that it may not provide insights into the overall profitability trends if only relative

percentages are considered without context of absolute figures.

Additional Resources

Vertical Analysis Can Be Used To Analyze Changes Except :a. On A Balance Sheet. B. On An Income

Statement.

In the realm of financial statement analysis, vertical analysis stands as a fundamental tool that allows
stakeholders—be they investors, creditors, or management—to understand the proportional relationships
within a company's financial data. By expressing each line item as a percentage of a base figure,
vertical analysis provides insight into the structure and composition of financial statements, making it
easier to compare companies of different sizes or evaluate performance over time. However, despite
its versatility, there are specific limitations to the application of vertical analysis, particularly concerning

its use on certain financial statements. This article explores the nuances of vertical analysis,



emphasizing where it is most effectively employed and clarifying the contexts in which its application

may be limited or inappropriate.

Understanding Vertical Analysis: A Primer

Before delving into the specific use cases and limitations, it is essential to grasp the fundamentals of

vertical analysis.

What Is Vertical Analysis?

Vertical analysis, also known as common-size analysis, involves converting each line item in a

financial statement into a percentage of a base figure within the same period. This process

standardizes financial data, facilitating comparisons across different periods or with other companies.

- On the Income Statement: Each line item is expressed as a percentage of total sales or revenue.

- On the Balance Sheet: Each asset, liability, or equity item is expressed as a percentage of total

assets or total liabilities and equity.

This approach helps identify trends, assess cost structures, and evaluate relative proportions of

various financial components.

The Application of Vertical Analysis on Financial Statements

Vertical analysis is primarily used on two core financial statements:

1. Income Statement



- Purpose: To analyze the composition of revenues and expenses.
- Process: Express each line item as a percentage of total sales.
- Use Cases: Comparing profitability ratios, cost management, identifying expense trends relative to

sales.

2. Balance Sheet

- Purpose: To analyze the structure of assets, liabilities, and equity.
- Process: Express each line item as a percentage of total assets (or total liabilities and equity).

- Use Cases: Understanding asset composition, debt levels, and capital structure.

While vertical analysis is valuable in both contexts, its application has limitations, especially when

analyzing changes over time or comparing different entities.

Limitations of Vertical Analysis: Why It Might Not Be Suitable For Certain Analyses

Despite its utility, vertical analysis has inherent constraints, particularly when it comes to analyzing
changes or trends over periods. The key question is: on which financial statement can vertical analysis

be effectively used to analyze changes? The answer is nuanced.

Vertical Analysis on the Income Statement: Effective for Comparative and Trend Analysis

- Suitability: Vertical analysis on the income statement is highly effective for analyzing relative
proportions of revenues and expenses.

- Why: Because income statement data relates directly to operational performance, and expressing
items as a percentage of sales helps identify cost control efficiency, gross profit margins, and expense
trends.

- Example: If the cost of goods sold (COGS) as a percentage of sales increases over time, it may

indicate rising production costs or pricing pressures.



Vertical Analysis on the Balance Sheet: Less Effective for Analyzing Changes

- Limitations: While vertical analysis can show the structure of assets and liabilities at a specific point
in time, it is less effective in analyzing how these components change over multiple periods.

- Why: Because the balance sheet reflects a snapshot of the company's financial position at a specific
date. Expressing items as a percentage of total assets provides limited insight into how individual
accounts fluctuate over time.

- Issue: Changes in percentages may not accurately reflect the magnitude of absolute changes,

especially if total assets fluctuate significantly.

Why Vertical Analysis Is Not Used for Analyzing Changes on a Balance Sheet

The core reason vertical analysis is less suited for analyzing changes on the balance sheet lies in its

primary design: it normalizes data at a single point in time, not across periods.

1. Lack of Temporal Perspective

Vertical analysis provides a static view, offering proportions at a specific date. To analyze changes,

one must compare these proportions across multiple periods, which can be misleading if total assets

or liabilities fluctuate significantly.

2. Misleading Percentage Changes

Suppose total assets increase by 20% over a year. An individual asset account might increase by

10%, but its percentage of total assets would decrease, possibly implying a reduction in that asset's

importance, even if its absolute value grew. Conversely, a decrease in percentage might mask an

actual increase in absolute terms if total assets shrank.

3. Difficulty in Identifying Absolute Changes



Investors and analysts often seek to understand the magnitude of change in dollar terms, which
vertical analysis does not directly provide. Instead, it shows relative proportions, not absolute growth or

decline, limiting its usefulness for change analysis.

Alternative Methods for Analyzing Changes in Balance Sheet ltems

Given the limitations of vertical analysis on balance sheets, analysts prefer other techniques for

assessing changes over time:

1. Horizontal (Trend) Analysis

- Definition: Examines financial data over multiple periods to identify trends and growth patterns.
- Application: Calculates dollar or percentage changes year-over-year for specific accounts.
- Benefit: Provides clear insights into how individual assets, liabilities, or equity components are

evolving.

2. Ratio Analysis

- Definition: Uses ratios like debt-to-equity, current ratio, or return on assets to evaluate relationships

between different accounts.

- Application: Helps assess liquidity, solvency, and efficiency over time.

- Benefit: Highlights structural changes and financial health beyond mere proportions.

When Is Vertical Analysis Most Useful?

Vertical analysis shines when used appropriately, primarily for comparative and structural analysis

within a period rather than for tracking change over time on the balance sheet.



1. Cross-Sectional Comparisons

- Comparing companies of different sizes by standardizing financial data.

- Benchmarking a company's asset or expense structure against industry averages.

2. Internal Structural Analysis

- Identifying how a company's expense or asset composition shifts in a single period.

- Analyzing operational efficiency or financial leverage at a specific point.

3. Income Statement Analysis

- Assessing profitability margins and expense ratios over time.

- Identifying operational trends and cost management effectiveness.

Summary: The Contexts for Effective Vertical Analysis

| Financial Statement | Effective for Vertical Analysis | Limitations for Change Analysis |

| Income Statement | Yes, for analyzing proportions within a period and comparing across periods |

Less effective for analyzing absolute changes over multiple periods |
| Balance Sheet | Yes, for structural analysis at a point in time | Not ideal for analyzing changes over

multiple periods; better suited for trend analysis |

Final Thoughts

Vertical analysis remains a vital tool in the financial analyst’s toolkit, offering valuable insights into the

composition and structure of financial statements. However, its application to analyze changes over

time on the balance sheet is inherently limited due to its static nature. To thoroughly understand how a



company's assets, liabilities, and equity evolve, analysts should complement vertical analysis with
trend analysis, ratio analysis, and other dynamic methods. Recognizing these limitations ensures more

accurate interpretations and better-informed decisions.

In conclusion, while vertical analysis is powerful for understanding the makeup of financial statements
at a specific point in time, it is not designed to effectively analyze changes on the balance sheet over
multiple periods. For such purposes, other analytical tools are better suited, ensuring a comprehensive

and accurate assessment of a company's financial trajectory.
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