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CHAPTER 1 PRINCIPLES OF ACCOUNTING

CHAPTER 1 PRINCIPLES OF ACCOUNTING

Learning Objectives:

After studying this chapter, you should be able to.

1. Understand the different types of business organizations

2. Understand the role of accounting in business

3. Get a preliminary idea of financial statements

4, Understand the underlying assumptions and qualitative characteristics of
financial statements

5. Understand the elements of financial statements, the recognition &

measurement of the elements

1.1 Types of Business Organizations

A business can have one of the three forms of organization: sole proprietorship,
partnership, or corporation. You should understand the differences among the
three, because as with types of businesses, the way in which the accounting
information is reported will depend on the type of organizations.

The main types of business organizations are;

1.1.1 Sole Proprietorship (Sole Trader)

A sole proprietorship has a single owner, called the proprietor, who is often
the manager. This is one person in business on his or her own, The owner gets to
make all the decisions but has no other owner of the business to consult if needed.
The owner also gets to keep all the profits but, if the business should fail, the
owner loses not only the business but all his or her personal possessions as well
until the debts are satisfied, A sole proprietor has unlimited liability. It is also
more difficult to obtain finance for a sole proprietor business. Nevertheless, most

businesses begin life under sole proprietor ownership.



1.1.2 Partnership

A partnership joins two or more individuals as co-owners. Each owner is a
partner., Under this type of ownership, two or more people decide to pool their
skills and resources and go into business together. A partnership, like a sole
proprietorship, has unlimited liability. Indeed, one partner may be responsible
for getting the partnership into debt but another partner may have to pay those
debts out of their personal funds. A partnership type of ownership is common
among lawyers and doctors as they are bound by the ethics of their profession to
suffer unlimited liability: Accountants can now form companies, with the exception of

auditors.

1.1.3 Corporation

A corporation is a business owned by stockholders, or shareholders. These
are the people who own shares of ownership in the business. A business becomes
a corporation when the authority approves its articles of incorporation. An
important feature of a corporation is that it is a separate legal entity from its
owners (shareholders). Since the corporation is a legal entity in its own right, it
is responsible for its own debts and losses. This means that once the shareholders
have paid what they agreed to pay for the shares, their obligation to the
corporation and the corporation’s creditors is satisfied. This is of great
importance to the shareholders since they know their liability is limited. Another
feature of a corporation is that its life is not limited by the life of the
shareholders. Shares may be sold by an existing shareholder to another person
who wishes to become a shareholder, When a shareholder dies, that person’s
shares pass to the beneficiary of his or her estate. Table 1-1 lists the main differences
among the three types of organizations.

Table 1-1: Comparison of the three types of business organizations

Sole Proprietor Partnership Corporation
Legal Status of| Not a separate legal Not a separate legal .
. . . . A separate legal entity
Business Entity | entity entity
Ownership One owner Two or more Many
o Unlimited liability; Unlimited liability; Limited liability;
Liability for

Busi 's Deb Owner’s personal assets | Partners’ personal assets | Limited to the amount
usiness’s Debts ) ) .
at risk at risk invested

(Continued)
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Sole Proprietor

Partnership

Corporation

Duration of Life

Expires by owner’s choice

or death of owner

Expires by choice or

withdrawal of partner

Perpetual succession

Transferability of

his

interest, the business is

If proprietor sells

Partnership share cannot

Ownership ) be sold without agreement| Usually transferable
reconstituted under new
Interests i of other partners.
ownership
Sources . Partners’ funds and Shares, debentures,
) Owner's funds and loans
of Finance loans loans
. ) Shared according to Dividends declared by
Profit Sharing All accrues to owner . )
partnership agreement | directors

Partners contribute

Capital Provided by owner according to partnership | Divided into shares
agreement
Appointed by
Management Owner Each partner

shareholders

1.2 The Role of Accounting in Business

What is the role of accounting in business? The primary objective of accounting
is to provide information that is useful to a wide range of users in making economic
decisions. In general sense, accounting provides information for managers to use
in operating the business. In addition, accounting provides information to other
stakeholders to use in assessing the economic performance and condition of the
business. So accounting is often described as an information system that measures
business activities, processes information into reports and communicates these
findings to decision makers.

The primary users of accounting information are investors and creditors,
government, labor unions, and the general public also use accounting information.
Financial statements are final product of the accounting process. They should be
presented in a good manner and be used to report accounting information about

resources, operating performance, cash flows, etc.



