Business Entity Concept

The business entity concept is a foundational principle in accounting that treats a business as
separate and distinct from its owner(s) or other entities. This means all financial transactions must
be recorded from the perspective of the business alone—not the personal affairs of its proprietors.

Key Features

Separation of records: Business transactions (income, expenses, assets, liabilities) are kept
separate from personal ones.

Applies to all types of entities: Sole proprietorships, partnerships, corporations—even if
legally the owner and business aren't distinct.

Ensures accurate financial reporting: Prevents mixing personal and business data, which
could distort performance metrics.

@ Business Entity Concept — MCQs

1 Which of the following best illustrates the business entity concept?

CoOw>

The owner uses business profits to pay personal rent
The owner’s salary is recorded as a business expense
A personal mobile phone bill is paid from the business account
The owner lends money to the business, recorded as a liability

Correct Answer: D

¢ Explanation: Treating the owner’s loan as a liability keeps personal and business finances
separate.

2 According to the business entity concept, which transaction should NOT be recorded in the
business books?

COow>

Purchase of office furniture
Payment of factory electricity bill
Owner’s birthday celebration dinner
Sale of goods to customers

Correct Answer: C

¢ Explanation: Personal expenses, like a birthday dinner, are unrelated to the business and must
be excluded.

3 Why is the business entity concept important in accounting?

A

COow

It increases business profits

It prevents taxation

It ensures personal and business transactions are separated
It allows mixing personal and business assets



Correct Answer: C

¢ Explanation: This principle ensures accurate financial reporting and legal clarity by keeping
records distinct.

4 In a sole proprietorship, the business entity concept means:

A. Owner and business are legally one and the same

B. Owner’s personal assets are listed on the business balance sheet
C. Business transactions are recorded separately from personal ones
D. All personal expenses are deductible from business income

Correct Answer: C
¢ Explanation: Despite legal unity, accounting still separates personal and business dealings.

IGCSE-style short-answer questions based on the Business Entity Concept—each with concise
answers to reinforce your understanding:

B Short-Answer Practice: Business Entity Concept

1 What is meant by the business entity concept in accounting?
It means the business is treated as separate from its owner, and only business transactions are
recorded in its books.

2 How is a personal loan from the owner to the business recorded under this concept?
It is recorded as a liability for the business, not a personal transaction.

3 Why is it important to separate business and personal transactions?
To ensure accurate financial statements and prevent mixing up personal and business finances.

4 Give one example of a transaction that should NOT be recorded in business accounts.
Paying for the owner’s holiday from the business account.

5 In which types of businesses does the business entity concept apply?
All types—sole proprietorships, partnerships, and companies.



