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This is a suit by Plaintiff, Applied Coatings, Inc.,
seeki ng damages from Def endant, Pugh & Conpany, P.C., the auditor
it enployed. The suit, which grew out of an audit the Defendant
prepared for the year ending on March 31, 1991, advances two

theories, the first negligence and the second breach of contract.



Al t hough this case was consolidated wi th another case
bel ow, the Trial Judge granted the Defendant a summary judgnent
and made this judgnment final pursuant to Rule 54 of the Tennessee

Rul es of Civil Procedure.

The grant of summary judgnent was in response to a
nmotion filed by the Defendant contending summary judgnent should

be granted upon three separate grounds:

(1) The Plaintiff can show no reliance upon the
financial statenents of Pugh & Conpany because the
Plaintiff had information that the audit report
contained financial statenents that were inaccurate at
the tinme of receipt, based upon information wthheld
fromthe auditors.

(2) The acts of M chael Slover intervened so as to
proxi mately cause the loss of the Plaintiff.

(3) The Plaintiff fails to state a cause of action
because any claimfor damages are specul ative, based

upon i nperm ssible inferences, and not proxinately
caused by the acts of the Defendant, Pugh & Conpany.

Because the Trial Court did not specify upon which
ground the notion was sustai ned even when requested by post-
judgnent notion to do so, and because all three grounds have been

briefed by the parties, we will address themin order.

Bef ore di scussing the nerits of the case, it is well to
keep in mnd the teachings of Byrd v. Hall, 847 S.W2d 208, 210

(Tenn. 1993) on sumary judgnents:



I n determ ni ng whether or not a genuine issue of
material fact exists for purposes of summary judgnent,
courts in this state have indicated that the question
shoul d be considered in the sane manner as a notion for
directed verdict nmade at the close of the plaintiff's
proof, i.e., the trial court nust take the strongest
legitimate view of the evidence in favor of the non-
nmoving party, allow all reasonable inferences in favor
of that party, and discard all countervailing evidence.
Then, if there is a dispute as to any material fact or
any doubt as to the conclusions to be drawn fromthat
fact, the notion nust be denied. ("[I]f the m nd of
the court entertains any doubt whether or not a genuine
i ssue exists as to any material fact it is its duty to
overrule the notion.") Dooley v. Everett, 805 S.W 2d
380, 383 (Tenn. App.1990). The court is not to "weigh"
t he evi dence when evaluating a notion for sunmary
judgnment. ("Summary judgnent is not ordinarily the
proper procedure for determ ning whether a prim facie
case has or has not been overcone by countervailing
evidence."); Rollins v. Wnn Dixie, 780 S.W2d 765, 767
(Tenn. App. 1989). The court is sinply to overrule the
noti on where a genui ne dispute exists as to any
material fact. The phrase "genuine issue" contained in
Rul e 56.03 refers to genuine factual issues and does
not include issues involving |egal conclusions to be
drawmn fromthe facts. The critical focus is limted to
facts deenmed "material", which is to say those facts
that nmust be decided in order to resolve the
substantive claimor defense at which the notion is
directed. [Citations omtted.]

As al ready noted, the conplaint alleges two separate
t heori es of recovery--negligence and breach of contract. It is
the Plaintiff's theory that the Defendant shoul d have verified
certain accounts receivable with those entities shown on the
Plaintiff's books to be indebted to the Plaintiff and had the
Def endant done so, it would have discovered that one of the
Plaintiff's enpl oyees, M chael Slover, was enbezzling substanti al
funds fromthe Plaintiff which could have been prevented, or at

| east reduced, had the accounts receivabl e been verifi ed.



A letter agreenent prepared by the Defendant and signed

by the parties contained the foll ow ng provisions:

W will audit the Conpany's bal ance sheet as of March
31, 1991, and the related statenments of inconme and
retai ned earnings and cash flows for the year then
ended, for the purpose of expressing an opinion on
them CQur audit will be conducted in accordance with
general ly accepted auditing standards. Those standards
require that we plan and performthe audit to obtain
reasonabl e assurance about whether the financial
statenments are free of material msstatenment. An audit
i ncl udes exam ning, on a test basis, evidence
supporting the anmobunts and di scl osures in the financial
statenents. An audit al so includes assessing the
accounting principles used and significant estinmates
made by managenent, as well as evaluating the overall
financial statenent presentation.

Qur procedures will include tests of docunentary

evi dence supporting the transactions recorded in the
accounts, tests of the physical existence of
inventories, and direct confirmation of receivables and
certain other assets and liabilities by correspondence
with selected custoners, creditors, |egal counsel and
banks. At the conclusion of our audit, we will request
certain witten representations fromyou about the
financial statenents and matters related thereto.

The Defendant had prepared audits for the Plaintiff in
prior years. However, in those years, accounts receivable were
not verified because nost, if not all, of the Plaintiff's
contracts were with governnment entities, which nade verification

not feasible.?

! The Plaintiff's brief explains the reason thusly:

In previous years, Pugh had not confirnmed receivables
because Applied Coatings was al nost exclusively a state department
of transportation contractor and the unique accounting methods
enpl oyed by the state and therefore its contractors precluded
conventional confirmation.



After Hurricane Hugo struck in the Fall of 1989, the
Plaintiff opened an office in South Carolina, and nost of its
work there was with private contractors whose accounts receivabl e

were subject to verification

As to the first ground for summary judgnent, the
Def endant asserts that the Plaintiff did not rely upon any
financial statenents received fromthe Defendant to its detrinent
because all of the acts of m sfeasance on the part of the
Plaintiff's enployee, M. Slover, occurred before the financial
statements were delivered to the Plaintiff and that by that tine,

the Plaintiff knew of M. Slover's operations.

It has never been the insistence of the Plaintiff that
it relied upon financial statenents received fromthe Defendant,
but rather that the Defendant was guilty of negligence in not
prelimnarily seeking accounts receivable verification. It is
further the Plaintiff's position that reliance on financia

statenents is not a required elenent for accounting mal practice.

Wth regard to the nal practice feature, the Plaintiff
submtted an affidavit of Gregg Mason, one of its forner
enpl oyees who was before that an enpl oyee of the Defendant, which

stated in part the follow ng:

1. M nane is Gegg Mason and | ama citizen and
resident of the State of Tennessee.



2. | ama certified public account[ant] duly |icensed
and aut horized to practice accounting by the State of

Tennessee.

3. | ama forner enployee of Applied Coatings, Inc.,
havi ng been enpl oyed there at all tines rel evant
her ei n.

4. | amalso a fornmer enployee of the Defendant, Pugh

& Conpany, P.C., having worked there in the capacity of
a certified public accountant imediately prior to
assum ng enpl oynent with Applied Coatings, Inc.

5. 1 amfamliar with the facts of this case and the
circunstances surrounding the litigation of it.

6. | amfamliar with the applicable standards of care
for an audit such as the one perfornmed by Pugh &
Conmpany for Applied Coatings, Inc., for the fiscal year
1991.

7. 1t is ny opinion that Pugh & Conpany was engaged by
Applied Coatings, Inc., to performan audit according
to Generally Accepted Accounting Principles and ot her
appl i cabl e standards for the fiscal year 1991.

8. It is ny opinion that accountants and accounti ng
firms once engaged owe their clients a duty of
reasonabl e care aside from any other contractua
duti es.

9. It is ny opinion that the performance of Pugh &
Company failed to neet a standard of reasonable care
for fiscal year 1991 in that anong other things Pugh &
Conmpany failed to engage in direct third-party
confirmati on of accounts receivable, failed to engage
in sufficient alternate procedures testing of

recei vabl es and, therefore, failed to discover and
informits client that receivables fromthe South
Carolina office of Applied Coatings were grossly

I naccur at e.

We conclude that, contrary to the Defendant's
i nsi stence, reliance upon the financial statenents is not a
prerequi site for prosecuting a mal practice action. 1In reaching
this conclusion, we are aware of Del mar Vineyard v. Timmons, 486

S.W2d 914 (Tenn. App. 1972), which the Defendant cites in support



of its insistence. W believe this case, however, is

di sti ngui shabl e on the facts because in that case there had been
a plenary hearing bel ow and the appeal was predicated upon a
preponderance of the evidence inquiry. Here, we nust viewthe

evidence in a |light nost favorable to the Plaintiff.

Moreover, we note that even if the Defendant's nmjor
premse is valid, it would be no defense to the Plaintiff's

breach of contract theory.

Before |l eaving this point, we recognize that the
Def endant insists that the major part, if not all of the
enpl oyee' s defal cations, had occurred prior to its receiving a
list of the accounts receivable fromthe Plaintiff, or certainly
before it would have had tinme to have verified them Proof on
this point is not entirely clear in that there are several dates
identified when the |ists were furnished for verification. In
any event, we do not find that the proof as to this point is

undi sput ed.

As to the second ground, it is true that unforeseeable
i nterveni ng causes may insul ate wongdoers fromtheir negligence.
This rule, however, requires that the intervening cause be
unforeseeable. In the present case, it is clear that one purpose
of an audit, particularly the verification feature, is to uncover
m sappropriation of accounts receivable by an enployee, and it is

clearly foreseeable that enpl oyees can and do commt such



crimnal acts. Finally as to this point, we observe that
I ntervening cause is |ikewi se not a defense in breach of contract

acti ons.

Wth regard to the specul ative nature raised in ground
three, we are frank to say that the proof as to damages in the
present record | eaves nmuch to be desired. However, it is clear
upon viewi ng the proof in a light nost favorable to the Plaintiff
that had the Defendant nmet the standard expected of auditors and
not breached its contract at |east some, although perhaps not
all, of the |oss occasioned by the enbezzl enent coul d have been

averted.

In any event, we are disinclined to sustain the Trial
Court's granting sumary judgnent because the Plaintiff has
failed to show the preci se danmage suffered, which in [ arge part
woul d depend on the date the Defendant should have begun its

verification of accounts receivable.

Finally as to this issue, we note that the Plaintiff
woul d be entitled to recover at | east nom nal danages if it
sustains its breach of contract theory. Bradford & Carson v.

Mont gonery Furniture Co., 115 Tenn. 610, 92 S.W 1104 (1906); Gay
& Taylor v. Anmerican Cas. Co., 53 Tenn.App. 120, 381 S.W2d 304

(1963).



For the foregoing reasons, the judgnent of the Trial
Court is vacated and the cause remanded for further proceedi ngs
not inconsistent with this opinion. Costs of appeal are adjudged

agai nst the Defendant.

Houston M Goddard, P.J.

CONCUR:

Her schel P. Franks, J.

Don T. McMiurray, J.



