
 CHAPTER  2 The World of Business 
and Accounting

What You’ll Learn
Describe profit, risk-taking, 
and entrepreneurs.

Describe ser vice, 
merchandising, and
manufacturing businesses.

Compare the sole 
proprietorship, partnership, 
and corporate forms of 
business.

List the advantages and 
disadvantages of each form of 
business organization.

Describe the purpose of 
accounting.

Explain finan cial and 
management accounting.

Describe three basic 
accounting assump tions.

Define the accounting terms 
introduced in this chapter.

1.

2.

3.

4.

5.

6.

7.

8.

Why It’s Important
The U.S. free enterprise 
system offers many different 
opportunities.

Aveda Corporation
Rosemary, peppermint, and almond bark—ingredients for 

a pot of tea? No, it’s shampoo. Aveda Corporation founder 

Horst M. Rechelbacher believes that beauty begins with natural 

ingredients and treating the environment kindly. 

At 14, Rechelbacher became an apprentice in the beauty and 

salon business in Europe. Interest in the powers of plants led 

him to launch Aveda in 1978 with one shampoo.

When creating products, the company considers the impact 

on the environment and on native communities. For example, 

Aveda stopped using an oil that could be poached from sacred 

trees in India. The company uses recyclable packaging in most 

of its products and does not test on animals.

Today, Aveda products are found in more than 10,000 

salons and spas around the world.

What Do You Think? 
What risks do you think Horst Rechelbacher faced when he 

launched the Aveda product line?

BECOMING AN ENTREPRENEUR

Exploring the Real World of Business

BEFORE 
YOU READ

Predict
1. What does the chapter title tell you? 
2. What do you already know about this subject from personal experience? 
3. What have you learned about this in the earlier chapters? 
4. What gaps exist in your knowledge of this subject? 

▲
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Entrepreneurs wear many business hats. They 
need to know how to sell products or services, 
what the competition is doing, how to provide 
good customer service, and how to manage a 
business as well as understand the finances of 
the business.

Personal Connection
1. At your workplace, or the workplace of family 

or friends, who owns the business?

2. If you owned this business, how would you 
use your accounting knowledge to manage 
the business?

Online Connection
Go to glencoeaccounting.glencoe.com and click 
on Student Center. Click on Working in the 
Real World and select Chapter 2.

Working in the Real World
APPLYING YOUR ACCOUNTING KNOWLEDGE

glencoeaccounting.glencoe.com 27
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 S E C T I O N  1 Exploring the World 
of Business

In this chapter you will learn about different types of businesses and 
how they are organized. All businesses need information that is gener-
ated by accounting systems in the form of reports. You will learn about 
the different types of accounting and accounting reports. 

The Environment of Business
What Makes Up the Business Environment?

When you hear the word business, what do you think of? Nike, Micro-
soft, General Motors, IBM, Coca-Cola, or Tower Records? Large busi-
nesses like these are certainly players in the world of business today. Your 
neighborhood convenience store, clothing boutique, video rental store, 
and grocer are also important contributors in our free enterprise system. 
In a   free enterprise system  , people are free to produce the goods and 
services they choose. Individuals are free to use their money as they wish: 
spend it, invest it, save it, or donate it. Business owners in this system 
must compete to attract the customers they need to continue operating.

One measure of success in a business operation is the amount of 
profit it earns. The amount of money earned over and above the amount 
spent to keep the business operating is called   profit  . Businesses that 
spend more money than they earn operate at a   loss  . Whatever its size, 
a business must do two things to survive. It must operate at a profit, and 
it must attract and keep an individual willing to take the risk to run it.

The Need for Profit
Continued operation and success of a business require profit. Your 

local pizza parlor must pay for raw materials (flour, sauce, cheese, top-
pings), equipment (mixers, ovens, freezers), employees, utilities, and 
rent. The selling price of the pizza must be high enough to cover all costs. 
Once the owner pays these costs, the money left over is profit.

The Need for a Risk-Taker
In a business many people play different roles in daily operations, plan-

ning, and management. Inventors create ideas for new products or services. 
Investors provide money to help businesses get started. Employees supply 
the labor needed to operate the business. Managers supervise and plan.

Role of Entreprenuers. An   entrepreneur   is a person who trans-
forms ideas for products or services into real-world businesses. Owning a 
business can offer flexible schedules, self-direction, and financial gain. Yet 
business ownership is not free from risk. See Figure 2–1 for some pros and 
cons of entrepreneurship. 

Main Idea
The United States has a 
free enterprise system with 
various kinds of businesses.

Read to Learn…
➤  about the environment 

of business. (p. 28)
➤  the three types of 

business operations. 
(p. 29)

➤  the three forms of 
business organization. 
(p. 29)

Key Terms
free enterprise system
profit
loss
entrepreneur
capital
service business
merchandising business
manufacturing business
sole proprietorship
partnership
corporation
charter

BEFORE 
YOU READ
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Pros Cons
• You are your own boss.

• You create opportunities for earning money.

• You create and control your work schedule.

• You choose the people you serve.

• You select the people who work with you.

• You benefit from the rewards of your own hard work.

• You choose your own work hours.

• You probably need to work long hours.

• You lose the security of steady wages and medical 

benefits an employer provides.

• You market your own services or products.

• You pay for your own operating expenses.

• You must be motivated and energetic each day.

• You face the possibility of losing money.

Figure 2–1
Entrepreneurship: Pros 
and Cons

Traits of Entrepreneurs. Most entrepreneurs share certain behav-
iors and attitudes. They are motivated self-starters willing to take necessary 
risks to create profitable and useful businesses. Strong organizational skills, 
marketing knowledge, and accounting skills are three areas of expertise that 
contribute to successful business ownership. 

Entrepreneur—Who, Me? Have you ever considered owning a 
business? If so, you must first inventory your skills and interests. Do you 
have good writing and speaking skills? Are you creative? Mechanical? A self-
starter? Do you have accounting or marketing skills? If you have vision, great 
energy, and imagination, you may have the makings of an entrepreneur! See 
Figure 2–2 on pages 30–31 for the types of decisions entrepreneurs face.

Types and Forms of Businesses
What Do Businesses Do, and How Are They Organized?

Our free enterprise system allows an entrepreneur to choose the kind of 
business to operate as well as its organizational form.

Types of Business Operations
The three types of business operations are service, merchandising, and 

manufacturing. They are alike in many ways. Each sells products or services 
to customers and incurs expenses. They differ, however, in some basic ways. 
Each type needs money to begin and maintain operations; buy or make 
products; and cover operating costs like rent, utilities, and wages. Money 
that investors, banks, or business owners supply is called   capital  .

Service Businesses. A   service business   provides a needed service 
for a fee. Service businesses include travel agencies, salons like Fantastic 
Sam’s, repair shops, real estate offices like Century 21, and medical centers.

Merchandising Businesses. A   merchandising business   buys fin-
ished products and resells them to individuals or other businesses. Examples are
department stores, car dealers, supermarkets, drugstores, and hobby shops.

Manufacturing Businesses. A   manufacturing business   buys 
raw materials, uses labor and machinery to transform them into finished 
products, and sells the finished products to individuals or other  busi nesses. 
Examples are shipbuilders, bakeries, and tire factories.

Forms of Business Organization
To start a business, a potential owner must have a sufficient amount 

of capital and must choose an appropriate form of business organization. 

Connect to…
LANGUAGE LANGUAGE 

ARTSARTS
In accounting, capital 
refers to money used to 
start up or grow a new 
business. The term comes 
from the Latin word for 
head—caput. In ancient 
times nomadic herdsmen 
measured their wealth by 
the number of animals 
they had. They got this 
number by counting 
heads.
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With a few exceptions, U.S. businesses are organized in one of three basic 
ways: sole proprietorship, partnership, or corporation, illustrated in Figure 
2–3. Notice that each of the different types of operations can use any form 
of organization.

Type of 
Business 

Operation

Form of Business Organization
Sole 

Proprietorship Partnership Corporation

Service X X X

Merchandising X X X

Manufacturing X X X

Sole Proprietorship. Sole means “single” or “one.” Proprietor means 
“owner.” A   sole proprietorship  , therefore, is a business owned by one 
person. It is sometimes simply called a proprietorship. Being a sole proprietor 
does not mean working alone. Based on the operation’s size and scope, a 
sole proprietorship may have many managers and employees. The oldest 
and most common form of business organization, the sole proprietorship 
is the easiest business form to start. Little or no legal paperwork (forms and 
documents) is required. The success or failure of the business depends heav-
ily on the efforts and talent of the owner.

The advantages and disadvantages of organizing as a sole proprietorship 
are shown in Figure 2–4.

Advantages Disadvantages
• Easy to set up
• All profits go to owner
• Owner has total control
• Few regulations to follow

• Limited expertise
• Hard to raise money
• Owner has all the risks
• Hard to attract talented employees

Partnership. A   partnership   is a business owned by two or more per-
sons, called partners, who agree to operate the business as co-owners. Busi-
ness partners usually enter into a written, legal agreement. This agreement

Figure 2–2

Traits of the Entrepreneur

• No luthier (A luthier is 
a maker and repairer of 
stringed instruments.)

• Does the community 
want one?

• Customer preferences
• Accountant’s guidance
• New tools are 

expensive. Use tools 
from home and buy 
new ones only when 
necessary.

Figure 2–3
Forms of Business 
Organization

Figure 2–4 
Advantages and 
Disadvantages of a Sole 
Proprietorship

1. BEFORE
2. IN BETWEEN

Entrepreneurs are 
aware of their 
environment.

Entrepreneurs
evaluate alternatives.
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3. AFTER
Entrepreneurs seek 
the best solution.

Entrepreneurs 
turn ideas into 
actions.

specifies each partner’s investment in money or property, responsibilities, 
and percent of profits and losses. Partnerships are often formed when a 
business needs more capital than one person can invest. Partnerships are 
not always small. For example, partnerships like the large accounting firm 
KPMG may have as many as 1,600 partners and more than 18,000 employ-
ees. Figure 2–5 lists some partnership advantages and disadvantages.

Advantages Disadvantages
• Easy startup
• Pooled skills and talents
• More money available

• Risk of partner conflict
• Shared profits
• Shared risks

Corporation. A   corporation   is a business recognized by law to have 
a life of its own. Unlike a sole proprietorship and a partnership, a corpora-
tion must get permission from the state to operate. This legal permission, 
called a   charter  , gives a corporation certain rights and privileges. It also 
spells out the rules under which the corporation is to operate.

Corporations often start as sole proprietorships or partnerships. The 
business owner(s) may “incorporate” to obtain money needed to expand. 
To raise this money, organizers sell shares of stock to hundreds or even 
thousands of people. These shareholders, or stockholders, are the corporation’s 
legal owners. Figure 2–6 outlines a few advantages and disadvantages of the 
corporate form of organization.

Advantages Disadvantages
• Easier to raise money
• Easy to expand
• Easy to transfer ownership
• Losses limited to investment

• More costs to start
• More complex to organize
• More regulations
• Higher taxes

Regardless of their form as a sole proprietorship, partnership, or corpora-
tion, all businesses share common financial characteristics and methods for 
recording and reporting financial changes.

Traits of the Entrepreneur (continued)

• Find commercial 
space for rent near 
a music school 
and concert 
hall. Distribute 
fliers promoting 
business at classes 
and concerts.

AS 
YOU READ

In Your Own Words

Corporation 
A corporation is 
recognized by law “to 
have a life of its own.” 
What does this mean?

Figure 2–5 
Advantages and 
Disadvantages of a 
Partnership

Figure 2–6 
Advantages and 
Disadvantages of a 
Corporation

• Second Life Instrument 
Repair Shop quickly 
becomes the community’s 
top option for making 
musical instruments sound 
their best.
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AssessmentS E C T I O N  # AssessmentS E C T I O N  1

AFTER 
YOU READ

Reinforce the Main Idea 
Use a diagram like this one 
to show details that support 
the following main idea: 
The United States has a 
free enterprise system with 
various kinds of businesses.

Do the Math
Suppose that you bought 500 shares of Pinewood Dairy Corporation for $39 per share 
several months ago. Yesterday you sold 200 of the shares at the current price of $45 per 
share. How much money did you gain or lose on the shares that you sold? What was the 
gain or loss per share? Based on the price of $45 per share, what was the market value of 
your remaining shares yesterday?

Problem 2–1 Assess Your Entrepreneurship Potential
Instructions The characteristics or traits needed to set up an owner-operated business and 
to run it successfully are listed below. Rank yourself, indicating whether this trait is most 
like you or least like you. Use the form provided in your working papers.

Most Like Me Least Like Me
Persistent  5 4 3 2 1

Creative  5 4 3 2 1

Responsible  5 4 3 2 1

Inquisitive  5 4 3 2 1

Goal-oriented  5 4 3 2 1

Independent  5 4 3 2 1

Demanding  5 4 3 2 1

Self-confident  5 4 3 2 1

Risk-taking  5 4 3 2 1

Restless  5 4 3 2 1

List the categories in which you ranked 3 or lower. Identify experiences, activities, and ways 
in which you could improve your entrepreneurial potential.
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 S E C T I O N  2 Accounting: The Universal 
Language of Business

Intro Text

Heading 1
Text Question

Text  vocab words  Figure #–# 

Have you ever wondered how the band U2 determines which venues 
they will play, the cost of a tour, how profitable CD sales have been, or 
how much ticket prices should be? All these issues are probably tackled by 
the band’s financial team: accountants, clerks, and financial advisors. 

The Accounting System
What Does the Accounting System Do?

Whether you are the accountant for a band or the financial 
manager for a chain of mountain bike stores, accounting methods 
are universal. The   accounting system   is designed to collect, docu-
ment, and report on financial transactions affecting the business. In a
  manual accounting system  , the accounting information is processed 
by hand. In a   computerized accounting system  , the financial infor-
mation is recorded by entering it into a computer. Owners and investors 
who risk their money depend on accountants to report the results of 
operations and the financial condition of the businesses in which they 
invest. Figure 2–7 outlines the inputs, processes, and outputs of an 
accounting system. 

All accountants follow the same set of rules to prepare financial 
reports. The Financial Accounting Standards Board (FASB) issues these 
rules. The rules are referred to as generally accepted accounting principles 
or   GAAP   (pronounced “gap”).

Accounting principles provide a way to communicate financial infor-
mation in a form understood by those interested in the operations and 
financial condition of a business.

Because it is so fundamental to the communication of financial 
information, accounting is often called the “language of business.”
  Financial reports   are summarized information about the financial 
status of a business.

Inputs Processing Outputs

Source Documents
• Checks
• Invoices
• Sales Slips
• Receipts

Tasks
• Analyzing
• Classifying
• Recording

Financial and 
Management 
Accounting Reports
• Financial condition
• Results of operations
•  Investments by and 

distributions to owners

Figure 2–7 How the Accounting System Works

BEFORE 
YOU READ

Main Idea
The accounting system 
produces information used 
to make decisions.

Read to Learn…
➤  how the accounting 

system works. (p. 33)
➤  how decision makers 

use accounting reports. 
(p. 34)

➤  three important 
accounting assumptions. 
(p. 35)

Key Terms
accounting system
manual accounting system
computerized accounting
 system
GAAP
financial reports
financial accounting
management accounting 
business entity
accounting period
going concern
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AS 
YOU READ

Compare and 
Contrast

Accounting Reports 
How is financial 
accounting similar 
to management 
accounting? How is it 
different?

AS 
YOU READ

Instant Recall

Audits Many people 
outside a business 
depend on certified 
public accountants to 
audit the company’s 
financial statements.

Using Accounting Reports for Making 
Business Decisions
Who Uses Accounting Reports?

The purpose of accounting is to provide financial information about 
a business or a not-for-profit organization. Individuals also need financial 
information in order to make decisions.

The information found in accounting reports has a wide audience. In 
general there are two groups that use accounting reports:

• individuals outside the business who have an interest in the business
• individuals inside the business

Financial Accounting
  Financial accounting   focuses on reporting information to external

users. Financial accounting reports are prepared for individuals not directly 
involved in the day-to-day operations of the business.

Who uses financial accounting reports? The following examples describe 
just a few situations in which people use financial accounting reports.

• Suppose you wanted to invest in a business, such as Trek Mountain 
Bikes Inc. You would analyze financial accounting reports to estimate if 
an investment in the business would be profitable.

• Individuals or institutions, like banks that loan money to a business, 
use financial accounting reports to determine whether or not the 
business will be able to repay loans.

• Local, state, and federal governments review financial accounting 
reports. For example, the Internal Revenue Service may compare the 
tax return and financial reports of a business to determine whether the 
business is paying the proper amount of taxes.

• Workers, consumers, union leaders, and competitors are interested in the 
performance of businesses as presented in financial accounting reports. 

Management 
Accounting

  Management accounting  , 
which focuses on reporting informa-
tion to management, is often referred 
to as accounting for internal users of 
accounting information. Manage-
ment accounting reports are prepared 
for managers involved in making the 
day-to-day operating decisions like 
purchasing, hiring, production, pay-
ments, sales, and collections. 

Managers need accounting infor-
mation so they can decide what to 
do, how to do it, when to do it, and 
whether or not the results match the 
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plans for the future. Figure 2–8 describes 
some of these decisions.

Accounting 
Assumptions
What Are Three Accounting 
Assumptions?

An assumption is something taken 
for granted as true. When you attend a 
movie, you assume the volume will be at 
a reasonable level, there will be a place 
to sit, and the film will be in focus. If 
these assumptions are wrong, the movie 
will be a disappointing experience. 

Each business sets up an account-
ing system for its specific needs, but all 
businesses follow GAAP. These generally 
accepted accounting principles include 
three important assumptions:

• business entity
• accounting period
• going concern 

Recall that the corporation is the only form of business that is a separate 
legal entity. For accounting purposes, however, all businesses are separate 
entities from their owners. A   business entity   exists independently of its 
owner’s personal holdings. The accounting records and reports are main-
tained separately and contain financial information related only to the 
business. The owner’s personal financial activities or other investments are 
not included in the reports of the business.

For example, the personal residence of a flower shop owner, valued 
at $100,000, is not reported in the accounting records of the flower shop. 
Buildings owned by the business, however, are included in the financial 
records and reports of the flower shop.

For reporting purposes, the life of a business is divided into specific 
periods of time. An   accounting period   is a period of time covered by an 
accounting report. The accounting period can cover one month or three 
months (quarterly), but the most common period is one year. This assump-
tion is necessary when accountants assign the cost of buildings and equip-
ment over the estimated period of time they will be used. Comparison 
of reports from one period to the next also makes the accounting period 
concept necessary.

Unless there is evidence to the contrary, accountants assume that a 
business has the ability to survive and operate indefinitely. In other words a 
business is expected to continue as a   going concern  . Although many busi-
nesses fail within the first five years, the accountant assumes the business 
will continue to operate unless it is clear that it cannot survive.

AS 
YOU READ

In Your Experience

Periodic Reports What 
kinds of reports have you 
used to make important 
decisions?

Owners and managers use accounting 
reports to make decisions.

•  Which flowers are
 the best sellers?

•  Can we purchase a
 new delivery van? 

•  Should we hire
 more designers?

•  Can we afford to
 attend floral
 conventions in
 Amsterdam?

Figure 2–8
Managerial Decisions
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AssessmentS E C T I O N  2

AFTER 
YOU READ

Reinforce the Main Idea 
List at least three ways people 
use each type of accounting 
report. Use an organizer like 
the one shown here.

Do the Math
Suppose that you are opening a 1,000-square-foot baseball card store in a shopping center. 
You have signed a lease that requires you to pay a monthly rent of $1.75 per square foot, 
plus 5 percent of your gross annual sales. What is the total amount of rent you will pay in 
one year if you have sales of $85,000?

Problem 2–2 Using Financial Information
Instructions Imagine that you are the manager of Valley Skateboard Shop. The accountant 
for the business has delivered the news that sales are down by 15 percent compared to last 
month. She also reports that the rent on the building will be increasing next month by $100. 
You believe the shop needs a more experienced salesperson and that the building needs 
new paint and awnings. How might the information delivered by the accountant affect 
your decisions and course of action?

Problem 2–3 Identifying Accounting Assumptions
Suppose you work for a company called Greenwood Sky Divers as a sky-diving instructor. 
Since you have your pilot’s license, you also give flying lessons on the side. You and the 
owner of Greenwood Sky Divers both belong to a local club, the Greenwood Eagles, 
whose members get together for sky dives on weekends. Greenwood Sky Divers is a sole 
proprietorship that has been in business for six years. The owner of the company regularly 
reviews financial reports, and the company’s accountant prepares end-of-the-year reports to 
compare results from one year to the next.

Instructions Decide what information in this paragraph is relevant to accounting for 
Greenwood Sky Divers. Identify the accounting assumptions for Greenwood, and give an 
example of each assumption from the information given here.
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Accounting Careers in Focus

What attributes can make a company exciting to work for?

CAREER FACTS
Nature of the Work: Ensure that the company follows state and federal laws, research 
and recommend investment opportunities, organize and manage the budget process.
Training or Education Needed: A master’s degree in finance or business administration; 
at least 10 years of experience in a public accounting firm or in finance. Many companies 
require a CPA license. 
Aptitudes, Abilities, and Skills: Long-term planning skills, negotiation skills, 
communication skills, and management skills. Management is the process of deciding 
how best to use the resources of a business.  
Salary Range: $70,000 and up, depending on experience, location, and company 
revenues.
Career Path: Gain experience in a public accounting firm, and gradually assume roles of 
increasing responsibility.

Tips from . . . 

On average, companies 

interview six candidates for 

each job opening. Distinguish 

yourself from the competition 

by rehearsing your answers 

to potential questions with 

a friend or family member. 

During the meeting you will 

come across as informed, 

prepared, and confident.

Thinking Critically

▲
▲

▲
▲

▲

VICE PRESIDENT, FINANCE
3E Company, Carlsbad, California
Trish Lady

Q: What does 3E Company do?
A: We help businesses meet their environmental, health, and

safety responsibilities. 

Q: Why did you choose an accounting career?
A: I knew I had a strong aptitude in mathematics but I didn’t know

how to turn that into a career. Luckily, I had an algebra teacher
in high school who steered me toward a practical application for
my math skills: accounting.

Q: What are some factors that have been key to your
success?

A: Being open to opportunities has definitely helped me. For
example, I was working as a chief financial officer for a real estate
firm. I then took a different career path to focus on business development,
helping companies reach their long-term goals. The skills I learned from that
experience gave me a better background to draw from in my current role.

Q: What do you like most about your job?
A: I like the variety of responsibilities and the intellectual challenge it presents.

Q: What skills are needed to become a vice president of finance?
A: You need a strong background in accounting. It’s also important to know 

how to allocate time, money, and other resources. You must be able to shift 
your focus from day-to-day accounting procedures to ways you can help your 
company achieve its long-term goals.
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SummaryCHAPTER  2

Key Concepts
1. Profit, which is the money left after the owner pays all operating costs, is required so that a 

business can continue to operate and be successful. Entrepreneurs play an important role in 
business by taking ideas for products and services and turning them into actual businesses. Most 
entrepreneurs are willing to take risks, often by providing capital, to create profitable and useful 
businesses.

 Money Earned  � Money Spent to  � Profit
 from Sales  Operate Business  

2. The three types of business operations follow:
• Service businesses provide needed services, such as medical, legal, hair styling, and lawn 

mowing, for a fee. 
• Merchandising businesses buy products and resell them. 
• Manufacturing businesses use labor and machinery to transform raw materials into finished 

products. 
3.  The three forms of business organization follow:

• A sole proprietorship is owned by one person.
• A partnership is owned by two or more persons. Partners usually enter into a written, legal 

agreement.
• A corporation is owned by its shareholders. It is recognized by law to have a life of its own. 

4. Each of the three business forms has certain advantages and disadvantages as summarized here.

Advantages Disadvantages
Sole Proprietorship • Easy to set up

• All profits go to owner
• Owner has total control
• Few regulations to follow

• Limited expertise
• Hard to raise money
• Owner has all the risks
• Hard to attract talented 

employees

Partnership • Easy to start
• Skills and talents are pooled
• More money available

• Conflicts between partners
• Profits must be shared
• Owners share all risks
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accounting period  (p. 35)

accounting system  (p. 33)

business entity  (p. 35)

capital  (p. 29)

charter   (p. 31)

computerized accounting system (p. 33)

corporation  (p. 31)

entrepreneur  (p. 28)

financial accounting  (p. 34)

financial reports  (p. 33)

free enterprise system  (p. 28)

GAAP  (p. 33)

going concern  (p. 35)

loss  (p. 28)

management accounting  (p. 34)

manual accounting system  (p. 33)

manufacturing business  (p. 29)

merchandising business  (p. 29)

partnership  (p. 30)

profit  (p. 28)

service business  (p. 29)

sole proprietorship  (p. 30)

Key Terms

Advantages Disadvantages
Corporation • Easy to raise money

• Easy to expand
• Easy to transfer ownership
• Losses limited to investment

• Costs more to start
• Complex to organize
• More regulations
• Higher taxes

5. Accounting provides financial information that is used to make decisions. To ensure that all 
financial information is presented in a consistent manner, accountants apply generally accepted 
accounting principles (GAAP).

6. Financial accounting provides information to external users, people outside the business. 
Management accounting provides information to internal users, people inside the business. 

7. Three basic accounting assumptions follow:
• Business entity is the assumption that for accounting purposes, a business exists separately 

from the personal holdings of its owner. The owner’s personal financial activities are not 
included in the reports of the business.

• Accounting period is the assumption that the life of a business is divided into specific periods 
of time that are covered by accounting reports. Examples of accounting periods are a 
month, a quarter, and a year.

• Going concern is the assumption that a business has the ability to survive and operate 
indefinitely unless evidence supports the fact that it cannot.

Chapter 2  Summary   39
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accounting period
accounting system
business entity
charter
computerized 

accounting system
corporation
entrepreneur
financial accounting
financial reports
free enterprise system
GAAP

going concern
management 

accounting
manual accounting 

system
manufacturing 

business
merchandising 

business
partnership
service business
sole proprietorship

On a separate sheet of paper, write a brief 
definition for each of the following terms:

Apply Key Terms

 
AFTER 
YOU READ

Check Your Understanding
1. Profit, Risk-Taking, and Entrepreneurs

a. What is one measure of the success of a business?
b. What is an entrepreneur? List two characteristics of an entrepreneur.

2. Types of Business Operations
a. Name and describe the three types of business operations.
b. What is the major difference between a merchandising business and a manufacturing business?

3.  Forms of Business Organization
a. Describe each of the three forms of business organization.
b. What is the purpose of a partnership agreement?

4. Advantages and Disadvantages of Forms of Business Organization
a. List two advantages and two disadvantages of each business form.
b. What disadvantage do a sole proprietorship and partnership share?

5. Purpose of Accounting
a. Describe the purpose of accounting.
b. What does the accounting system do?

6. Financial and Management Accounting
a. What is the major difference between financial accounting and management accounting?
b. Explain how managers use the information in accounting reports. 

7. Basic Accounting Assumptions
a. What is meant by the term assumption?
b. What are three important assumptions of accounting, and what does each mean?
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Problem 2–5  Understanding Accounting 
Assumptions

Instructions In your working papers, indicate the assumption from the
list below that best matches each numbered statement.

Accounting Period 

Business Entity

Going Concern

 1. Accounting reports may cover a month, a quarter, or a year.
 2. Accountants expect a business to last indefinitely.
 3. The personal property of a business owner is not included in the 

accounting records of the business.
 4. The business has been in operation for several years and is expected to 

continue.
 5. An owner’s personal activities or properties are not mixed with the 

business activities or properties.
 6. The accountant’s report shows how much profit the business earned 

for one month.

Problem 2–6  Understanding Business 
Operations

Mary Torres owns and operates a bakery. During the past week, she sold 
500 loaves of bread at $2.25 per loaf. The raw materials for each loaf cost 
Ms. Torres $1.80.

Problem 2–4 Identifying Types of Businesses
Instructions In your working papers, indicate whether each of the 
following businesses is a service business, a merchandising business, or a 
manufacturing business.

 1. International Business Machines (IBM)
 2. Gap
 3. Glendale Memorial Hospital
 4. Avis Rent A Car System
 5. Ford Motor Company
 6. Bank of America
 7. Ace Hardware Stores
 8. Michigan City Animal Hospital
 9. Office Depot
 10. Wal-Mart Stores
 11. Allstate Insurance
 12. U.S. Steel

CONTINUE
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Problem 2–7  Categorizing Forms of Business 
Organizations

Instructions Match the letter next to each form of business with the 
appropriate items in the following list of advantages and disadvantages. 
You may use a letter more than once. Use the form provided in your 
working papers.

A. Sole Proprietorship   B. Partnership   C. Corporation 

 1. Easier to raise money
 2. Limited expertise
 3. Higher start-up costs
 4. Owner has total control
 5. Shared profits
 6. Higher taxes
 7. Fewer regulations to follow
 8. Easy transfer of ownership
 9. Risk of conflict between owners
 10. Easy to expand

CHALLENGE
PROBLEM

Problem 2–8  Working as an 
Entrepreneur

Instructions Using the form in your working papers, identify each of the 
following as an advantage or disadvantage of being an entrepreneur. For 
each item you label a disadvantage, decide what actions you would take to 
overcome that disadvantage. Analyze and describe how your actions might 
affect the profit your business earns.

 1. Risking the loss of your savings
 2. Deciding what you and everyone else needs to do each day
 3. Lacking steady wages and employee benefits
 4. Choosing when and where to work
 5. Keeping the financial benefits of your hard work
 6. Choosing the people you want to work with
 7. Paying all the expenses of a new business

Instructions In your working papers, write the answers to the following 
questions:

 1. What type of business does Ms. Torres operate?
 2. What was the profit on bread sales for the week?
 3. Aside from the costs for raw materials, what other costs will Ms. Torres 

use to calculate her profit for the week?
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Practice your test-taking skills! The questions on this page are reprinted with permission 
from national organizations:
 • Future Business Leaders of America 
 • Business Professionals of America
Use a separate sheet of paper to record your answers. 

Future Business Leaders of America
MULTIPLE CHOICE

1. A business in which two or more persons combine their assets is called a(an) 
a. corporation.
b. sole proprietorship.
c. partnership.
d. merchandising business.
e. none of these answers.

2. An example of an accounting assumption is a(n)
a. accounting system.
b. accounting statement.
c. going concern.
d. computerized accounting. 

3. A ________ buys raw materials and transforms them into finished products.
a. merchandising business
b. manufacturing business

4. The business entity concept means that 
a. a business exists.
b. the business’s and owner’s personal records should not be mixed.
c. a business is successful.
d. none of the above.

Business Professionals of America
MULTIPLE CHOICE

5. A set of rules used by all accountants to provide a consistent form in which to 
provide financial information is referred to as 

a. American CPA Rules.
b. GAAP.
c. Financial Accounting.
d. Management Accounting.

Need More Help?

Go to glencoeaccounting.glencoe.com and 
click on Student Center. Click on Winning 
Competitive Events and select Chapter 2.

• Practice Questions and Test-Taking Tips

• Concept Capsules and Terminology 

Need More Help?

Go to glencoeaccounting.glencoe.com and 
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Critical
Thinking

Free Enterprise
1. Which accounting assumption separates the owner’s personal finances from 

the financial activities of the business?
2. What is the difference between a sole proprietorship and a partnership?
3. Consider the businesses at your local mall. What type of business operation is 

the most popular? How do you think most of the businesses are organized?
4. Compare and contrast merchandising and manufacturing businesses.
5. Think of a business you would like to start. Describe the business operation 

and choose the best form of organization for your new business. Why did 
you choose this particular form of business organization?

6. Evaluate the going concern principle. Why should we use it if many 
businesses fail within the first five years?

Entrepreneurship
Interview two or three local entrepreneurs. If you need help finding entre preneurs, 
contact your local chamber of commerce or other business organizations.
INSTRUCTIONS

1. Prepare questions such as these: 
• How did you get the idea for your business?
• How did you finance the business?
• What skills have helped you start and run the business?
• What personal qualities have helped you be successful?
• What has been your biggest challenge in starting a business?
• What advice would you offer to other would-be entrepreneurs?

2. Conduct the interviews, and then write a general pro file of the qualities and 
skills of a successful entre preneur. Use information from all of your interviews. 

3. After writing your profile, decide whether you are entrepreneurial material. 
Explain why or why not.

Becoming an Entrepreneur
Imagine that you work for a local day-care center. You attend a company meeting 
to discuss new services that would help the center stand out from its competition. 
You think you can use the services discussed to become an entrepreneur—by 
opening your own day-care center.
ETHICAL DECISION MAKING

C STUDY
ASE

SCIHTE  fo  
rettam  

a

1. What are the ethical issues?
2. What are the alternatives?
3. Who are the affected parties?

4. How do the alternatives affect the 
parties?

5. What would you do?

Summarizing Success
Locate and read a current magazine article featuring a successful entrepreneur. Try 
periodicals like BusinessWeek, Forbes, or Inc. Write a summary of the article, and 
explain why you think the person succeeded.

)$ )))
ACCOUNTING

Communicating
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Individual Responsibility
High-performance workers exhibit perseverance and excellence in their job 
duties. Working well and showing a high level of concentration on any task 
indicates you can assume individual responsibility for your work.
ON THE JOB

As an accounting clerk for Prints-in-a-Minute, you prepare the financial 
statements for the owner, José Tirado. As you prepare for your year-end meeting 
with Mr. Tirado, you locate an error in the financial reports. What do you do?
INSTRUCTIONS

1. Mr. Tirado relies on you for accuracy. Write a memo to him explaining what 
has occurred and your plan for correcting the problem.

2. Mr. Tirado has read the memo and wants to talk with you. Pair up with 
another student and role-play the conversation, one of you as the accounting 
clerk, the other as Mr. Tirado. Discuss how you will fix the mistake.

International Accounting Standards
When two companies from different countries prepare financial statements, 
do you think they use the same accounting rules? If both companies use 
International Accounting Standards (IAS), the statements would be comparable 
and understandable. The International Accounting Standards Board (IASB) 
develops accounting rules so that investors can compare financial statements 
of publicly traded companies from any country. Since International Accounting 
Standards are not always the same as U.S. generally accepted accounting 
principles (GAAP), it is important to know which rules were used to prepare 
financial statements. 
INSTRUCTIONS Explain why a U.S. company might choose to prepare its financial 
statements using both GAAP and IAS.

Your Job Application
Almost all employers require you to fill out a job application as part of the hiring 
process. The quality of your job application can determine whether you “get in 
the door” for a job interview.
PERSONAL FINANCE ACTIVITY Suppose you 
are preparing for a job interview two weeks 
from now. What type of questions do you 
think you would have to answer on your job 
application form?  Make a list of the parts of a 
job application you think you would have to fill 
out. Do you think you are well prepared? Why 
or why not?
PERSONAL FINANCE ONLINE Log on to 
glencoeaccounting.glencoe.com and 
click on Student Center. Click on Making It 
Personal and select Chapter 2.

Skills Beyond
NUMBERS

I
Accounting
NTERNATIONAL

Making It  
Personal

Getting the Word Out
Does anybody really care 
about accounting information? 
Read all about it! Visit 
glencoeaccounting
.glencoe.com and click 
on Student Center. Click on 
WebQuest and select Unit 1 to 
continue your Internet project.
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