Case 1:13-cv-05852-AT Document 110 Filed 12/23/14 Page 1 of 167

UNITED STATES DISTRICT COURT
SOUTHERN DISTRICT OF NEW YORK
Master File No. 1:13-cv-5852-AT
IN RE TOWER GROUP INTERNATIONAL,
LTD. SECURITIES LITIGATION

AMENDED CONSOLIDATED CLASS
ACTION COMPLAINT
JURY TRIAL REQUESTED

Case 1:13-cv-05852-AT Document 110 Filed 12/23/14 Page 2 of 167

TABLE OF CONTENTS
Page
I.

INTRODUCTION .............................................................................................................. 2

II.

CLAIMS ASSERTED ...................................................................................................... 10

III.

JURISDICTION AND VENUE ....................................................................................... 11

IV.

THE PARTIES.................................................................................................................. 11

V.

A.

Lead Plaintiffs ....................................................................................................... 11

B.

Defendants ............................................................................................................ 13
1.

Tower ........................................................................................................ 13

2.

The Officer Defendants............................................................................. 14

3.

The Auditor Defendant ............................................................................. 16

BACKGROUND AND NATURE OF THE FRAUD ...................................................... 17
A.

Tower’s Insurance Business ................................................................................. 17

B.

Tower’s Financial Strength Depended On Accurate Loss Reserves,
Competent Audits And Adequate Internal Controls ............................................. 20

C.

Throughout The Class Period, Defendants Assured Investors That
Tower Established “Conservative” Loss Reserves And Implemented
“Effective” Adequate Internal Controls ................................................................ 24

D.

In July 2012, Tower Announced Its Merger With Canopius And
Engaged In A “Comprehensive” Review Of Its Loss Reserves ........................... 27

E.

In Reality, Throughout The Class Period, Tower Understated Loss
Reserves To Hide Its Growing Financial Risks .................................................... 29
1.

Tower Manipulated Its Loss Reserves Through Misclassification
Of Premiums By Line Of Business ........................................................... 31

2.

Tower Systematically Under-Reserved To Inflate Net Income
And Present Itself As A Growth Company............................................... 39

VI.

THE TRUTH BEGINS TO EMERGE ............................................................................. 42

VII.

POST-CLASS PERIOD DEVELOPMENTS AND ADMISSIONS................................ 51

i

Case 1:13-cv-05852-AT Document 110 Filed 12/23/14 Page 3 of 167

VIII. ADDITIONAL ALLEGATIONS OF SCIENTER ........................................................... 63
IX.

MATERIALLY FALSE AND MISLEADING STATEMENTS AND OMISSIONS..... 71
A.

Defendants Materially Misstated Tower’s Financial Results ............................... 72

B.

Defendants Materially Misstated Tower’s Loss Reserve Methodology ............... 76

C.

Additional False And Misleading Statements Concerning Tower’s
Fiscal Year 2009 Financial Results And Loss Reserving Methodology .............. 78

D.

Additional False And Misleading Statements Concerning Tower’s
Fiscal Year 2010 Financial Results And Loss Reserving Methodology .............. 79

E.

Additional False And Misleading Statements Concerning Tower’s
Fiscal Year 2011 Financial Results And Loss Reserving Methodology .............. 82

F.

Additional False And Misleading Statements Concerning Tower’s
Fiscal Year 2012 Financial Results And Loss Reserving Methodology .............. 85

G.

Additional False And Misleading Statements Concerning Tower’s First
Quarter 2013 Financial Results And Loss Reserving Methodology .................... 92

H.

False And Misleading Statements In The Second Half Of 2013 .......................... 93

I.

False Statements Regarding Internal Controls ...................................................... 97

X.

RELEVANT GAAP AND ACCOUNTING PROVISIONS ............................................ 99

XI.

ALLEGATIONS AGAINST PWC................................................................................. 104
A.

PWC Fraudulently Stated That Tower’s Financial Statements
Complied With GAAP And That Tower Had “Effective” Internal Controls ..... 104

B.

PWC’s Audit Failures Demonstrate That It Acted With Scienter ...................... 107

C.

PWC’s Obligations Under GAAS ...................................................................... 111

D.
XII.

1.

GAAS General Audit Provisions ............................................................ 112

2.

GAAS Provisions Relating To Loss Reserve Auditing .......................... 113

3.

GAAS Provisions Regarding Internal Controls ...................................... 118

PWC’s False Statements ..................................................................................... 120

LOSS CAUSATION ....................................................................................................... 122

XIII. THE INAPPLICABILITY OF THE STATUTORY SAFE HARBOR.......................... 127

ii

Case 1:13-cv-05852-AT Document 110 Filed 12/23/14 Page 4 of 167

XIV. APPLICABILITY OF THE PRESUMPTION OF RELIANCE .................................... 127
XV.

CLASS ACTION ALLEGATIONS ............................................................................... 128

XVI. CAUSES OF ACTION FOR THE CLASS .................................................................... 133
XVII. ALLEGATIONS SPECIFIC TO THE PRIVATE PLACEMENT CLASS ................... 140
A.

The Canopius Merger ......................................................................................... 140

B.

Tower Completes A $217 Million Private Placement In Canopius .................... 144

C.

The Private Placement Class Purchase Agreements ........................................... 144

XVIII. CAUSES OF ACTION OF THE PRIVATE PLACEMENT CLASS ............................ 149
XIX. PRAYER FOR RELIEF ................................................................................................. 155
XX.

JURY DEMAND ............................................................................................................ 155

iii

Case 1:13-cv-05852-AT Document 110 Filed 12/23/14 Page 5 of 167

1.

Lead Plaintiffs (defined below), by their undersigned counsel, hereby bring this

action on behalf of themselves and all persons or entities who purchased or otherwise acquired
the common stock of Defendants Tower Group International, Ltd. (“TGIL”), and its predecessor,
Tower Group, Inc. (“TGI”), (collectively “Tower” or the “Company”) during the Class Period of
March 1, 2010 through December 17, 2013, inclusive, and were damaged thereby (the “Class”),
and a class of investors who acquired Canopius Holdings Bermuda Limited (“Canopius”) stock
in the merger between Canopius and Tower Group, Inc., and were damaged thereby (the “Private
Placement Class”).1 Excluded from the Class and the Private Placement Class are Defendants
(defined below), present or former executive officers of Tower, and their immediate family
members (as defined in 17 C.F.R. § 229.404, Instructions (1)(a)(iii) and (1)(b)(ii)). As explained
further below, Lead Plaintiffs seek to recover damages caused by Defendants’ violations of
Sections 10(b), 18, 20(a), and 20(A) of the Securities Exchange Act of 1934 (the “Exchange
Act”) and SEC Rule 10b-5, 17 C.F.R. § 240.10b-5 (“Rule 10b-5”) promulgated thereunder.
Lead Plaintiff the ADAR Funds (defined below) brings additional claims on behalf of the Private
Placement Class that seek to recover damages caused by Tower’s violations of the Exchange Act
and various common law violations, namely, breach of contract, breach of express warranty and
negligent misrepresentation.
2.

Lead Plaintiffs allege the following based upon personal knowledge as to

themselves and their own acts and upon information and belief as to all other matters. Lead
Plaintiffs’ information and belief is based on, among other things, the independent investigation
of its undersigned counsel. This investigation included, but was not limited to, a review and
analysis of: (a) Tower’s public filings with the Securities and Exchange Commission (the

1

Tower Group, Inc. later changed its name to Tower Group International, Ltd.
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“SEC”); (b) research reports by securities and financial analysts; (c) transcripts of Tower’s
earnings conference calls and industry conferences; (d) publicly available presentations by
Tower; (e) Tower’s press releases; (f) news and media reports concerning Tower and other facts
related to this action; (g) data reflecting the pricing of Tower common stock; (h) consultations
with consultants having relevant expertise; (i) information obtained from former Tower
employees and other individuals with knowledge of the facts alleged, throughout the course of
counsel’s investigation; and (j) other publicly available material and data, including as identified
herein. Counsel’s investigation into the factual allegations contained herein is continuing, and
many of the relevant facts are known only by the Defendants or are exclusively within their
custody or control. Lead Plaintiffs believe that substantial additional evidentiary support will
exist for the allegations set forth herein after a reasonable opportunity for further investigation or
discovery.
3.

Lead Plaintiffs assert the claims set forth herein against Defendants Tower,

Tower’s former CEO, Michael H. Lee (“Lee”), Tower’s CFO William E. Hitselberger
(“Hitselberger”),

ACP

Re

Ltd.

(“ACP”),

Tower’s

successor-in-interest,

and

PriceWaterhouseCoopers LLP (“PWC”), Tower’s outside audit firm for fiscal years 2010
through 2013 (collectively, “Defendants”).
I.

INTRODUCTION
4.

After reporting $233.4 million in overstated profits from 2009 through 2012,

Tower stood on the precipice of insolvency only to be purchased in a fire-sale merger after
having saddled its defrauded shareholders with hundreds of millions of dollars in losses after
lying to them for years about what it now admits were grossly inadequate reserves and fatally
broken internal controls.

2
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5.

Defendant Lee, the founder and CEO of Tower, created a culture of intimidation

where actuaries were regularly bullied and coerced into reporting reserves that were far below
the Company’s known risk exposure. Throughout the Class Period, Defendants intentionally or
recklessly inflated Tower’s financial results, including the Company’s net income, by radically
understating loss reserves. As a result of these manipulations, Tower has been forced to restate
and revise its financial statements for 2009 through the first quarter of 2013 and, including the
effects of belated “reserve strengthening” in fiscal 2013, has accrued a total of $570 million in
additional loss reserves That amount is more than double its cumulative Class Period profits.
These manipulations have had disastrous consequences, including a formal investigation by the
SEC (announced on August 29, 2014) and numerous state regulators. All of this news caused
Tower shares to lose over 90% of their value.

Indeed, in a fairness opinion rendered in

connection with an agreement for Tower to merge with ACP for $2.50 per share, J.P. Morgan,
the Company’s own financial advisor, admitted that Tower either had “negative” value or was
worth as little as $0.15 per share.
6.

Tower is a property-casualty insurance company headquartered in New York.

The Company grew substantially during the Class Period, primarily through six acquisitions
completed in 2009 and 2010. In March 2013, the Company completed a reverse merger into
Canopius Bermuda, which allowed Tower to achieve certain tax benefits associated with
domicile in Bermuda.
7.

On September 15, 2014, as Tower hovered on the brink of insolvency, ACP

acquired the Company in an all-cash merger for $2.50 per share, through which ACP purchased
and assumed all of the debts and liabilities of Tower. ACP has been operating the former Tower
businesses since the closing of the ACP Merger including through its affiliates AmTrust

3
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Financial Services, Inc. (“AmTrust”) and National General Holdings Corp. Indeed, AmTrust
General Counsel Steven Ungar confirmed that ACP was “acquiring the prior liabilities” of
Tower. As such, ACP is vicariously liable for Tower’s acts complained of herein.
8.

During the Class Period, Defendants represented to investors that the Company’s

acquisitions had been successfully integrated and were accretive to Tower’s bottom line.
Between 2009 and 2012, Tower’s gross written premium – a measure of revenue – expanded
75% from $1.07 billion to $1.76 billion. During that time, Tower reported an aggregate of
$233.4 million in net income. But unbeknownst to investors, Tower’s reported net income, as
well as other reported figures, were false throughout Class Period. These misleading financial
results – which the Company has since restated – were a direct result of Defendants’ intentional
or reckless under-reporting of loss reserves.
9.

Loss reserves are everything to an insurance company because every dollar added

to loss reserves comes at the expense of net income. Insurance companies are required to hold
reserves that are sufficient to cover losses owing to both (i) known claims on insurance policies
that they have provided to customers (“case reserves”) and (ii) presently unknown claims on
those policies – “incurred but not reported” losses (“IBNR”). Loss reserves should properly
reflect the cost of claims that the carrier will be responsible for, whether known or unknown.
The value of a property-casualty insurance company is largely determined by the amount of its
“surplus” – the capital it holds in excess of its loss reserves.

As such, Defendants were

motivated to understate loss reserves in order to inflate Tower’s reported income and overall
value.
10.

Significantly, different types of insurance, or “lines of business,” have different

levels of risk and different loss experiences. In order for an insurer to report accurate reserves,

4
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the premium type (by line of business) must be correctly allocated to the claims incurred and to
the actuarial analysis of IBNR losses. If the insurer does not properly correlate the nature of the
claims filed (in the form of case reserves) and IBNR recorded to the correct business line (e.g.,
workers’ compensation, commercial automobile coverage or commercial multi-peril) associated
with the premiums that are being reserved against, the reserves will not accurately reflect the risk
of the company’s book of insurance.
11.

This is exactly what happened here. Tower’s loss reserves were systematically

under-reported because – as Defendants now admit in their Restatement (defined below) – the
Company misapplied claims and loss reserves to the wrong lines of business throughout the
Class Period. As related by numerous former Tower employees, it was common knowledge
within Tower that the Company had an “ongoing problem” of misclassifying and reconciling
premiums and losses, which caused the radically low reserve figures throughout the Class Period
and ultimately the Restatement and catastrophic loss reserve increases. Indeed, a 2012 audit of
Tower’s reserve processes by the state of California put Tower on notice of these same
misclassification deficiencies, yet the Company and PWC both ignored such warnings and
continued to report massively understated loss reserves.
12.

Tower’s loss reserves were also inadequate due to blatantly intentional

misconduct by Defendant Lee. Confidential Witnesses (“CWs”) describe how Defendant Lee
sought to intentionally reduce loss reserves and claims amounts by fostering an environment
where employees were instructed to keep reserves below projected losses, and actuaries were
bullied into lowering reserves by as much as 10%-20% on a quarterly basis. Specifically, as
confirmed by an actuary who worked at Tower during the Class Period, the “bad data” and

5
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culture of intimidation directed by Defendant Lee created the “perfect storm” that led to Tower’s
financial collapse.
13.

In addition, in 2012, as part of Tower’s rapid series of acquisitions, the Company

sought to purchase Penn America, an insurance company based in Pennsylvania and owned by
Ireland-based Global Indemnity. The transaction would have resulted in Global Indemnity
receiving consideration in the form of Tower stock. Critically, however, after the due diligence
on Tower was completed, Global Indemnity’s actuarial consultant refused to sign off on the
transaction because he estimated that Tower was under-reserved by up to $150 million. As
related by a former actuary at Tower, Defendants Lee and Hitselberger were both informed that
Global Indemnity walked away from the deal because of Tower’s serious reserve issues. In other
words, these Defendants knew since at least 2012 that Tower’s reserves were fatally flawed.
14.

Defendants’ intentional or reckless under-reporting of reserves was furthered by

Tower’s abysmal internal controls.

For example, numerous former employees relate that,

throughout the Class Period, Tower’s reserve process was in shambles. In light of the severity of
the internal control problems affecting Tower’s critical loss reserving processes, it is
inconceivable that Defendants remained ignorant of them. Indeed, those former employees
reported that it was common knowledge at Tower that the Company relied on disparate systems
to collect claims, premium and reserve data, which made for “poor” recordkeeping and created
huge “room for error.” The Restatement confirms that Tower had one system for tracking
premium data by line of business and a second system to track claim and loss data by line of
business, making it impossible for the Company’s loss reserves to be properly reported.
15.

The loss reserve charges and Restatement were driven primarily by certain lines

of business that posed much greater risk of loss. At the start of the Class Period, Tower had

6
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significant exposure due to losses generated or expected in those lines of business. Defendants
were indisputably aware of the loss exposure that caused its reserves to be understated because
they represented to investors that the Company had worked aggressively to reduce those lines of
business from 39% in 2008 to only 3% of new policies by 2012.
16.

Because of these fundamental problems relating to Tower’s loss reserves,

Defendants reported false financial information, including loss reserves and net income for over
three years. Both the Restatement and belated, massive 2013 reserve “strengthening” were a
product of these same underlying problems – namely, the inability to properly reconcile reserves
and premiums by line of business, the lack of related internal controls, and the intentional
reduction of case reserves and IBNR by Defendant Lee. The Restatement and reserve charges
were also announced contemporaneously and concern common lines of business, primarily
workers compensation and commercial “multi-peril” insurance.
17.

Notwithstanding these and other known but undisclosed problems, and acutely

aware of the attention that investors focused on the Company’s loss reserves, Tower, Lee and
Hitselberger continually and falsely touted Tower’s “conservative, rigorous reserving process.”
They assured investors that the Company established losses and loss reserves only after
“prudently” considering all information known as of the date recorded, and that both the process
and financial amount of the reserves were conservative. They also repeatedly boasted that
Tower had successfully integrated the acquired businesses into an effective accounting system
for processing and categorizing claims to ensure that it captured all relevant loss information in
reporting its financial results and setting its critical loss reserves.
18.

Defendants also repeatedly reassured the market about the soundness of Tower’s

financial reporting and internal controls. For example, in 2010, 2011 and 2012, Defendant PWC

7
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provided “clean” audit reports and indicated that Tower had “effective internal controls over
financial reporting.”

Defendants Lee and Hitselberger likewise signed the SEC filings

containing the Company’s financial statements and certified both the accuracy of Tower’s
financial results and the adequacy of the Company’s internal controls.
19.

These statements, like Defendants’ financial reporting throughout the Class

Period, were patently false. Beginning in August of 2013, the walls came crashing down on
Tower as the truth concerning Defendants’ fraud was revealed to the market in a series of
disclosures. On August 7, 2013, after the close of the market, Tower announced that it would
delay the release of its second quarter financial results and that it expected to significantly
increase its reserves. As the fall of 2013 progressed, the news became increasingly dire.
20.

After twice delaying the issuance of Tower’s second quarter report, on October 7,

2013, Tower announced that it expected to “strengthen loss reserves” by an astounding $365
million, which was over five times the amount the Company had expected it would incur just
two months earlier. Tower stock plummeted over 40% after this news.
21.

On November 14, 2013, Defendants tried to spin their extensive scheme, as well

as the chaos of the Company’s internal controls, as mere innocent errors. On that date, Tower
claimed that “inadvertent mistakes in classification of insurance premiums” had led to the underreported reserves. But, as the facts detailed herein demonstrate, there was nothing inadvertent
about the systemic under-reporting.
22.

On that same day, Tower provided its restated and revised financial results for

fiscal years 2009 through 2012, and the first quarter of 2013 (the “Restatement”). As a result, in
addition to the loss reserve increases announced on October 7, 2013, the Company restated its
reserves for 2010 through 2012 by an additional $37 million.

8
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23.

Notwithstanding the Company’s myriad, obvious accounting and internal control

problems from 2010 through 2012, in each of those years, PWC provided “clean” audit reports
and stated that Tower’s internal controls were effective. As revealed in the Restatement, the
Company’s accounting misclassifications were the result of objective errors, which PWC’s
grossly inadequate audits failed to detect or report. In addition, the Restatement forced PWC to
admit that its prior statements regarding Tower’s internal controls were false, and that in reality,
Tower’s controls suffered from multiple “material weaknesses.”
24.

Ultimately, in addition to the $37 million in restated loss reserves, Tower booked

a total of $533 million in increased loss reserves (accrued in FY 2013) “relating to reserve
increases associated with losses from prior accident years. This unfavorable loss development
arose primarily from accident years 2008 through 2012 within the workers’ compensation,
commercial multi-peril liability (“CMP”), other liability and commercial auto liability lines of
business.”2 Defendants’ have not even attempted to offer any further explanation for the sudden
emergence, in 2013, of over half a billion dollars in reserve increases, dating back to policies that
were then as much as five years old.
25.

Driven by the huge charges to increase its loss reserves, Tower reported an annual

net loss of $942 million for fiscal 2013; over four times the cumulative net income Tower had
originally reported for 2009 through 2012. Tower and PWC also reported that the Company was
at risk of being able to continue as a “going concern.”
26.

In connection with issuing its restated financial results for 2012 and its financial

results for 2013, Tower and PWC admitted that the Company had six material weaknesses in its
internal controls, including deficiencies relating to loss reserve processes and, “information
2

These belated reserve charges were formally disclosed on November 22, 2013 ($326.7 million;
¶133), February 11, 2014 ($143.7 million; ¶149), and May 2, 2014 ($62 million; ¶153).
9
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technology.”3 Most critically, Tower’s restated 2012 Form 10-K also admitted that by no later
than the end of fiscal year 2012, Tower’s internal controls suffered from the following material
weaknesses:
We did not maintain effective controls over the effectiveness of the loss reserve
estimation process. Specifically, although the loss reserve committee evaluated
the vast majority of methods, significant assumptions and data used to determine
the actuarial central estimate, it did not evaluate all methods, significant
assumptions and data, or otherwise determine that data used was appropriate,
including reconciliation of assumed earned premium to the Company’s
underlying systems, at a level of precision that would necessarily detect a
material misstatement.
*

*

*

We did not maintain effective controls over the effectiveness of the premium
receivable account reconciliation.
27.

The contemporaneous facts related by former Tower employees demonstrate that

these internal control problems were well known throughout the Company during the entire
Class Period.
28.

Lead Plaintiffs and Class members have lost hundreds of millions of dollars as a

result of Defendants’ fraud, for which they should be held accountable.
II.

CLAIMS ASSERTED
29.

Lead Plaintiffs assert claims under Section 10(b) of the Securities Exchange Act

of 1934 (“Exchange Act”) against Tower, the Officer Defendants, ACP, and PWC on behalf of
purchasers of Tower’s common stock during the Class Period, March 1, 2010 through December
17, 2013, inclusive. Lead Plaintiffs also assert control-person claims under Section 20(a) of the
Exchange Act against the Officer Defendants and insider trading claims against Defendant Lee
under Section 20(A) of the Exchange Act.

3

Unless otherwise noted, any emphasis in quotations has been added.
10
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30.

Claims are also asserted on behalf of a class of investors who acquired shares of

Canopius in the March 7, 2013 private placement (the “Private Placement Class”). The Private
Placement Class claims are addressed in Section XVIII and Counts V-VIII of this Complaint.
III.

JURISDICTION AND VENUE
31.

This Complaint asserts claims under Sections 10(b), 18, 20(a), and 20(A) of the

Exchange Act, 15 U.S.C. §§ 78j(b), 78r, 78t(a) and 78t(d)f and the rules and regulations
promulgated thereunder, including Rule 10b-5.
32.

This Court has supplemental jurisdiction over the alleged state law violations

under 28 U.S.C. § 1367.
33.

This Court has jurisdiction over the subject matter of this action under Section 27

of the Exchange Act, 15 U.S.C. § 78aa and 28 U.S.C. § 1331, because this is a civil action
arising under the laws of the United States.
34.

Venue is proper in this District under Section 27 of the Exchange Act, 15 U.S.C.

§ 78aa, and 28 U.S.C. § 1391(b), (c), and (d). Many of the acts and transactions that constitute
the alleged violations of law, including the dissemination to the public of untrue statements of
material fact, occurred in this District where the Company maintains its corporate headquarters.
35.

In connection with the acts alleged in this Complaint, Defendants, directly or

indirectly, used the means and instrumentalities of interstate commerce, including, but not
limited to, the United States mail, interstate telephone and other electronic communications, and
the facilities of national securities exchanges.
IV.

THE PARTIES
A.

Lead Plaintiffs

36.

The Kansas City, Missouri Employees’ Retirement System (“KCERS”) was

established by Kansas City ordinance, and provides retirement and other benefits to full-time and
11
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retired employees of Kansas City, Missouri and their beneficiaries. KCERS currently holds
nearly $1 billion in net assets for the benefit of approximately 5,640 members. As set forth in
Appendix A hereto, KCERS purchased Tower common stock during the Class Period and
suffered damages as a result of the violations of the federal securities laws alleged herein.
37.

Jacksonville Police and Fire Pension Fund (“Jacksonville P&F”) is a public

pension plan established for the benefit of the full-time police officers and firefighters of the City
of Jacksonville, Florida. Jacksonville P&F has over $1 billion in assets under management. As
set forth in Appendix A hereto, Jacksonville P&F purchased Tower common stock during the
Class Period and suffered damages as a result of the violations of the federal securities laws
alleged herein.
38.

The Oklahoma Firefighters Pension & Retirement System (“Oklahoma

Firefighters”), is a public pension system established for the benefit of firefighters in the state of
Oklahoma, created in 1981, and currently holds more than $2 billion in net assets for the benefit
of more than 23,000 members and beneficiaries. As set forth in Appendix A hereto, Oklahoma
Firefighters purchased Tower common stock during the Class Period and suffered damages as a
result of the violations of the federal securities laws alleged herein.
39.

Court-appointed Co-Lead Plaintiffs KCERS, Jacksonville P&F and Oklahoma

Firefighters are collectively referred to herein as the “Public Pension Funds.”
40.

ADAR Enhanced Investment Fund, Ltd. and ADAR Investment Fund, Ltd.

(collectively, the “ADAR Funds”) are two investment funds who, as set forth in Appendix A
hereto, purchased Tower common stock during the Class Period and in connection within the
Private Placement, and suffered damages as a result of the violations of the federal securities
laws alleged herein.

12
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B.

Defendants
1.

41.

Tower Group, Inc.

At all relevant times, Tower Group, Inc. was a Delaware-incorporated company

with its executive headquarters located at 120 Broadway, 31st Floor, New York, New York
10271. Prior to March 13, 2013, as alleged herein, TGI was a public insurance and reinsurance
holding company, providing, through its subsidiaries, property and casualty insurance and
reinsurance products.

TGI, as the parent of its insurance subsidiaries, was subject to the

insurance holding company laws of New York, Florida, Illinois, Maine, Massachusetts, New
Hampshire and New Jersey, the domestic jurisdictions of its subsidiaries, and California, in
which two of its insurance subsidiaries are considered to be commercially domiciled under the
laws of California. Effective March 13, 2013 and through the end of the Class Period, following
the merger between TGI and Canopius, TGI became an indirect wholly owned subsidiary of
Tower Group International, Ltd. and the holding company for Tower Group International, Ltd.’s
U.S. operations.
42.

From the beginning of the Class Period until March 13, 2013, TGI was listed on

the NASDAQ Global Select Market (“NASDAQ”), where its stock was publicly traded under the
symbol “TWGP.” As of February 26, 2013, there were over 38 million shares of Tower Group,
Inc. common stock outstanding.

All public statements made by Tower or the Company,

referenced herein prior to March 13, 2013 are attributable to TGI, and to both TGIL and ACP, as
its successors in interest.
2.
43.

Tower Group International, Ltd.

On March 13, 2013, and upon Tower Group, Inc.’s, completion of its merger with

Canopius, Canopius was renamed Tower Group International, Ltd. and became the ultimate
parent company and successor to TGI pursuant to Rule 12g-3(a) under the Exchange Act, as well
13
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as the successor issuer to TGI, succeeding to the attributes of TGI as registrant, including the
assumption of TGI’s SEC file number. In Tower’s Form 10-K/A for fiscal year 2012, filed on
November 26, 2013, TGIL stated that it was filing that annual report “on behalf of and as
successor to Tower Group, Inc.” At all relevant times from March 13, 2013 through the end of
the Class Period, Defendant TGIL was a Bermuda-based corporation with its executive
headquarters located at 120 Broadway, 31st Floor, New York, New York 10271, the same New
York City address as TGI.4 At all relevant times as alleged herein, TGIL was an insurance and
reinsurance holding company, providing, through its subsidiaries, property and casualty
insurance and reinsurance products. TGIL, as the parent of its insurance subsidiaries, is subject
to the insurance holding company laws of New York, Florida, Illinois, Maine, Massachusetts,
New Hampshire and New Jersey, the domestic jurisdictions of its subsidiaries, and California, in
which two of its insurance subsidiaries are considered to be commercially domiciled under the
laws of California.
44.

Tower Group International, Ltd. was listed on the NASDAQ, where its stock was

publicly traded under the symbol “TWGP.” As of April 30, 2014, there were over 57 million
shares of Tower common stock outstanding. All public statements made by Tower or the
Company, referenced herein on or after March 13, 2013 are attributable to TGIL, and to ACP, as
its successor in interest.
3.
45.

The Officer Defendants

Defendant Michael H. Lee (“Lee”) founded Tower’s predecessor Company in

1990, and served as the Chairman of Tower’s Board of Directors and as the Company’s
President and CEO throughout the entirety of the Class Period. On February 6, 2014, after the
4

Canopius is not named as a Defendant herein because Defendant Tower is the successor entity
to Canopius.
14
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close of the Class Period, Defendant Lee abruptly tendered his resignation. Defendant Lee
signed the Company’s Form 10-K Annual Reports for fiscal years 2009 (dated March 1, 2010),
2010 (dated March 1, 2011) 2011 (dated February 29, 2012), and 2012 (dated March 4, 2013),
the Company’s restated 2011 Form 10-K/A (dated January 16, 2013), and the Company’s
restated 2012 Form 10-K/A dated March 13, 2013 and November 26, 2013.
46.

Defendant William E. Hitselberger (“Hitselberger”) served as Tower’s Senior

Vice President and CFO beginning in March 2010. In 2011, Hitselberger was promoted to the
title of Executive Vice President and CFO, a position he still holds as of December 23, 2014.
Defendant Hitselberger signed the Company’s Form 10-K Annual Reports for fiscal years 2010
(dated March 1, 2011), 2011 (dated February 29, 2012), and 2012 (dated March 4, 2013), the
Company’s restated 2011 Form 10-K/A (dated January 16, 2013), and the Company’s restated
2012 Forms 10-K/A dated March 13, 2013 and November 26, 2013.
47.

Defendants Lee and Hitselberger are referred to herein collectively as the “Officer

Defendants.” The Officer Defendants, because of their positions with Tower, possessed the
power and authority to control the contents of Tower’s reports filed with the SEC, and public
statements, including Company-issued press releases, and presentations to securities analysts,
money and portfolio managers, and investors. Lee and Hitselberger were provided with copies
of the Company’s reports and press releases alleged herein to be misleading prior to, or shortly
after, their issuance and had the ability and opportunity to prevent their issuance or cause them to
be corrected, including to disclose all material information omitted from those disclosures, as
alleged herein. Because of their positions and access to material, non-public information, each
of the Officer Defendants knew that the adverse facts specified herein had not been disclosed to,
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and were being concealed from, the public, and that the positive representations being made were
then materially false and/or misleading.
4.
48.

ACP

Defendant ACP is a successor to Defendant Tower, as described in ¶¶342-347.

On September 15, 2014, after the end of the Class Period, Tower completed a merger with ACP,
a Bermuda-based reinsurance company, through its acquisition by a wholly-owned subsidiary of
ACP that was created for the sole purpose of facilitating the acquisition of Tower, pursuant to an
Agreement and Plan of Merger, dated January 3, 2014. In accordance with the terms of the
Agreement and Plan of Merger between Tower and ACP, once the ACP Merger became
effective, Tower became a wholly-owned subsidiary of ACP. The acquisition was a stock for
cash transaction, with Tower shareholders receiving $2.50 cash per share.
49.

ACP is jointly owned by a trust established by Michael Karfunkel, the founder of

National General Holdings Corporation (“National General” or “NGHC”), AmTrust Financial
Services Inc. (“AmTrust”), and Maiden Holdings Ltd. At the same time the ACP Merger was
announced, it was also reported that subsequent to its closing, National General would acquire
the renewal rights and assets of Tower’s personal lines of business, and AmTrust would acquire
the renewal rights and assets of Tower’s commercial lines of business.
50.

As successor-in-interest to Tower, ACP is vicariously liable for the conduct of

Tower as alleged herein. During an August 11, 2014 hearing by Maine’s Superintendent of
Insurance to consider approval of the ACP Merger, AmTrust General Counsel Steven Ungar
confirmed that “ACP Re is acquiring the Tower entities” and AmTrust is “acquiring the Tower
business . . . and taking the business going forward.” Ungar also confirmed that ACP is
“acquiring the prior liabilities” of Tower. During that same hearing, the Maine Superintendent
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of Insurance stated that “ACP will acquire Tower Group and subsidiaries” and “National General
and AmTrust will administer the run-off of Tower Group’s pre-closing liabilities.”
5.
51.

The Auditor Defendant

PricewaterhouseCoopers LLP (“PWC”) served as the Company’s independent

registered public accounting firm during the Class Period.

In its capacity as Tower’s

independent registered public accounting firm, PWC issued audit reports on Tower’s financial
statements and internal controls for the years 2010, 2011, and 2012, including reports dated (a)
March 1, 2011 for the year ending December 31, 2010; (b) February 29, 2012 for the year ending
December 31, 2011; (c) January 16, 2013 for the revised year ending December 31, 2011; (d)
March 4, 2013 for the year ending December 31, 2012; (e) March 13, 2013 for the restated year
ending December 31, 2012; and (f) November 26, 2013 for the restated years ending December
31, 2011 and December 31, 2012. PWC is a Delaware corporation with its headquarters located
at 300 Madison Avenue, New York, New York 10017. Lead Plaintiffs’ Exchange Act Claims
against PWC arise out of PWC’s unqualified audit reports for the years ending on December 31,
2010, December 31, 2011, and December 31, 2012.
V.

BACKGROUND AND NATURE OF THE FRAUD
A.

Tower’s Insurance Business

52.

As of 2012, Tower was a Fortune 1000 Company that was ranked among the top

50 property and casualty insurance companies in the United States. During the Class Period,
through its various subsidiaries, Tower provided a broad range of commercial, specialty and
personal property and casualty insurance products and services to businesses in various
industries and to individuals throughout the country.
53.

Founded in 1990 by Defendant Michael Lee, Tower began trading as a public

company on October 20, 2004. Tower primarily derives its income through three business
17
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segments: Commercial Insurance, Personal Insurance, and Insurance Services. The Company’s
Commercial Insurance business – the segment that was the focus of the Company’s reserve and
internal control fraud disclosed in the second half of 2013 – serves businesses across different
industries and offers various lines of commercial insurance, including workers’ compensation,
commercial multi-peril,5 commercial auto and other liability lines, such as commercial umbrella
policies and general liability without property exposure coverage.
54.

Tower grew rapidly prior to and during the Class Period, in large part due to its

acquisitions of other companies. In 2009, Tower made several large acquisitions to grow its
available insurance markets. Specifically, Tower acquired Castlepoint Holdings, Ltd. for $491.4
million, with the purchase consideration including common stock, unexercised warrants and
cash, and Hermitage, Inc., a property and casual insurance holding company for $130.1 million
in cash. Tower also acquired the renewal rights to the workers’ compensation business of
AequiCap for $5.5 million in cash, and Specialty Underwriters’ Alliance, Inc. (“SUA”), a
specialty property and casualty insurance company for $106.7 million in Tower common stock.
55.

Tower’s rapid acquisitions continued into 2010 when Tower purchased the

personal lines division of OneBeacon Insurance Group for $164.8 million in cash, expanding
Tower’s personal insurance products. Similarly in 2010, Tower acquired the renewal rights of
AequiCap Program Administrators Inc.’s commercial liability and physical damage businesses
for $12 million.
56.

Accordingly, between 2009 and 2010, Tower made several large acquisitions

valued at nearly $1 billion:

5

Commercial multi-peril insurance packages combine property liability, business interruption,
equipment breakdown, fidelity and inland marine coverages tailored for commercial businesses.
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1. Date of
Acquisition

2. Acquired Company

3. Acquisition
Price

February 5, 2009

CastlePoint Holdings,
Ltd. and its subsidiaries

$491.4 million (in
Tower stock,
warrants and cash)

February 27, 2009

Hermitage, Inc.

$130.1 million (in
cash)

October 14, 2009

AequiCap Program
Administrators Inc.
(“AequiCap I”)

$5.5 million (in
cash)

November 13, 2009

Specialty Underwriters’
Alliance, Inc.

$106.7 million (in
Tower stock)

July 1, 2010

OneBeacon Insurance
Group, LLC

$167 million (in
cash)

November 2, 2010

AequiCap Program
Administrators Inc.
(“AequiCap II”)

$12 million (in
cash)

57.

4. Principal Lines
of Business
Acquired
Property and
casualty insurance
policies and
reinsurance
business solutions,
products, and
services
Property and
casualty insurance
policies, including
admitted and
excess and surplus
products
Renewal rights to
low to moderatehazard workers’
compensation
policies
Specialty
commercial
property and
casualty insurance
policies
Private passenger
automobile,
homeowners, and
umbrella policies
Renewal rights to
commercial
automobile and
physical damage
policies

These acquisitions inorganically increased Tower’s gross premiums from $634.8

million as of the end of 2008 to $1.5 billion as of the end of 2010.
58.

Throughout the Class Period, and until the truth of the Company’s poor financial

state was disclosed to investors, Tower appeared to be a healthy and growing player in the
insurance industry. On March 1, 2010, at the beginning of the Class Period, Tower reported just
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over $1 billion in total gross premiums earned for 2009, and total reserves of $932.3 million,
$392 million of which was attributable to IBNR reserves. By early 2013, Tower reported, in its
later-restated Form 10-K for 2012, nearly $2 billion in gross premiums underwritten across its
three major business segments, and total reserves of $1.4 billion, $547 million of which was
attributable to IBNR. Throughout the Class Period, the two largest lines of business for Tower
were its commercial multi-peril insurance (with gross premiums of $477.9 million in 2012), and
workers’ compensation insurance (with gross premiums of $419 million in 2012).
B.

Tower’s Financial Strength Depended On Accurate Loss Reserves,
Competent Audits And Adequate Internal Controls

59.

Tower, like all insurance companies, establishes loss reserves to ensure that the

Company has sufficient liquid capital to pay claims that are submitted from its insured
customers. For insurance companies, reserves are a critical, if not the most important, measure
of financial health as they represent expected future losses that the company will be required to
pay out for claims on the insurance policies it has issued and underwritten.
60.

The establishment of reserves is meant to ensure that a sufficient portion of the

premiums received in connection with a business line will be available to cover the claims filed
that relate to that business line. Loss reserves established by an insurer or reinsurer reflect the
estimated cost of claims that the carrier will be required to pay in the future on insurance that has
been written as of the date of the financial statement. Loss reserves are for the losses, known or
unknown, which have been incurred as of the financial reporting date on all policies active or
expired. They include an examination of reported but unpaid claims (called case reserves),
estimates of claims not yet reported, estimates of closed claims which may be reopened, and
estimates of the shortfall expected in case reserves, based on history, to reflect that even on
reported claims, information is never complete until the claim is settled. In order for the level of
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reserves established in connection with a given group of policies to be adequate, the reserves
must be based upon actuarial analysis of accurate underlying data concerning the nature of the
claims filed (and expected to be filed) and the business lines (i.e., workers’ compensation,
commercial multi-peril, etc.) associated with the claims.
61.

Loss reserves fall into two distinct categories. The first category consists of

individual case reserves for reported losses and loss expenses associated with a specific reported
insured claim. Once Tower receives an insurance claim, a case reserve should be established
based upon known facts about the claim at that time, and is modified on an ongoing basis based
upon the development of additional facts.
62.

The second category of loss reserves consists of the IBNR losses, which include

expected losses and loss adjustment expense (“LAE”) amounts for claims incurred but not yet
reported and the expected loss development of reported claims.

LAE reflects the costs

associated with the payment of losses and settlement of claims other than the amount of the loss
itself, such as the expense of investigating claims and providing payment to attorneys and claims
adjusters. There are both case reserves and IBNR reserves for LAE. According to Tower’s
filings with the SEC, the Company’s IBNR reserves are calculated as reported losses and LAE
subtracted from ultimate expected losses and LAE losses for a claim. Tower represented that it
employed “generally accepted actuarial techniques” in determining its IBNR reserves.
63.

Tower represented that its reported loss reserves, which included case reserves

and IBNR, were determined using an “actuarial analysis of claims experience by product and
segment, and relevant insurance industry information such as loss settlement patterns for the
type of business being reserved.” Therefore, in order to accurately calculate loss reserves, the
Company was obligated to analyze claims and “loss settlement patterns” by lines of business.
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64.

Tower’s ultimate case reserve and IBNR calculations, as with all insurance

companies, are significantly affected by the product type and business line because the various
business lines are each required to take different levels of reserves depending on the expected
claim quantity, amount and duration of damage.
65.

Actuaries use different reserve assumptions depending on the line of business for

which they are reserving. Claims with potentially longer lives, or “tails,” require a greater
reserve because of potential reporting delay. In this context, the tail is the part of the liability for
an event that is reported or paid several years after the event occurs. For example, within
workers’ compensation, claims resulting from occupational disease (like asbestosis, lead
poisoning or black lung) may not be reported until symptoms become severe, years after
exposure to the toxic substance, but traumatic injuries are obvious to both the claimant and his
employer and are immediately reported.

Workers’ compensation is considered a long-tail

business for three reasons: (1) the coverage is unlimited in amount; (2) settlements to reach final
closure generally require court approval; and (3) courts make periodic payment awards for the
life of the claimant, a very long and indefinite period of time. The factors an actuary applies to
earned premiums, paid losses, and/or case reserves (different bases which are used for different
projection methods) are generally much larger for long-tail lines than for short-tail lines. If a
company were to incorrectly categorize a claim as having a short tail when it actually had a
much longer tail, the actuaries would incorrectly account for the loss potential of a claim,
resulting in inadequate reserves. This would also have a significant impact on IBNR. The same
would be true for case reserves established for a claim if they were categorized under the wrong
line of business.
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66.

Tower manages its insurance claims through regional offices and third party

administrators. As described in its Forms 10-K filed with the SEC during the Class Period,
Tower’s claim adjustors are assigned to cases based on each adjustor’s expertise for various
types of claims, and Tower represented that it closely monitored the results of the in-house and
third party adjustors with “peer reviews, claim file audits and results monitoring.” Further,
Tower purported to maintain databases of submitted claims, which could be segregated by
products, territories, and programs, and represented that claims managers work with underwriters
and actuaries to assess results and trends.
67.

Establishing reserves has a direct impact on Tower’s financial results. When a

case reserve or IBNR amount is established or increased, it reduces the Company’s income in the
period that it is accrued by the amount of the reserve or loss increase. Loss reserves and LAE
appear as a liability on the Company’s balance sheet and represent – by far – the largest expense
item in the Company’s income statement.

Thus, when Tower establishes or increases its

reserves, its publicly reported net income decreases by a commensurate amount.
68.

In addition to looking at Tower’s income, analysts tracking the Company’s

performance also examined its loss ratio, a key measure of an insurance company’s financial
performance that is dependent on the amount of reserves reported by the Company. The loss
ratio is the ratio of losses and LAE incurred to premiums earned and measures the underwriting
profitability of a company’s insurance business. This ratio is calculated by dividing Tower’s
paid losses plus loss reserves (case reserves and IBNR losses and LAE) by net premiums earned,
in the applicable reporting period. For example, if a company receives $100 in premiums and
pays out and/or reserves a total of $60 in actual losses and LAE, the loss ratio is 60%.
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C.

Throughout The Class Period, Defendants Assured Investors That
Tower Established “Conservative” Loss Reserves And Implemented
“Effective” Adequate Internal Controls

69.

Throughout the Class Period, Defendants represented that Tower was a profitable

growth company that was adequately reserved, engaged in conservative loss reserve practices,
had effective internal controls, and fully integrated its acquisitions into one accounting system.
Such representations allowed the Company to falsely report hundreds of millions of dollars of
net income during the Class Period, and, accordingly, maintain an artificially inflated stock price.
In fact, prior to August 2013, when the truth about the Company’s real financial condition began
to emerge, the period encompassing fiscal years 2009 through 2012 was the most profitable in
the Company’s history. However, such purported profits were radically inflated because
Defendants’ representations were part of the Company’s ongoing scheme to conceal the true
state of Tower’s financial and qualitative performance and success.
70.

For years, Tower and the Officer Defendants represented that the Company took a

“conservative” and “prudent” approach to allocating and determining loss reserves, which
included examining each reserve by business line so that the severity and tail of a claim were
properly incorporated into the reserve. In the Company’s Form 10-K for 2009 filed on March 1,
2010, Tower stated, “our policy is to establish these losses and loss reserves prudently after
considering all information known to us as of the date they are recorded.” Moreover, the
Company stated that, “[w]e carefully monitor our gross, ceded and net loss reserves… to
ensure that they are adequate, since a deficiency in reserves may result in or indicate
inadequate pricing on our products and may impact our financial condition.” The Company’s
Forms 10-K filed with the SEC for fiscal years 2010, 2011, and 2012 contain substantially
similar language, which was also incorporated by reference into each of the Company’s Class
Period quarterly reports on Forms 10-Q filed with the SEC.
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71.

In conference calls and other public statements throughout the Class Period, the

Company and Defendants Lee and Hitselberger each repeatedly assured investors that Tower
conservatively accounted for its loss reserves. On a March 1, 2010 conference call, Frank
Colalucci, then Tower’s Chief Financial Officer, announced that the Company was revising its
loss ratio assumptions to reflect its “more conservative view of both recent and future market
trends” and that this adjustment would allow the Company to “stay ahead of market conditions
and maintain [its] track record of not having any adverse loss development for the last several
years intact.”
72.

On a March 1, 2011 conference call, Defendant Lee emphasized that Tower was a

step ahead of its competitors in maintaining adequate loss reserves because the Company was
“becoming more conservative” in its approach to reserving.

As to the accuracy of the

Company’s reserves, Defendant Lee stated in a May 10, 2011 conference call discussing the
Company’s “loss pick,” “don't expect us to increase our loss pick… And the main thing is that
our loss ratio is truly reflective of accident year results…” During the same May 10, 2011
conference call, Defendant Hitselberger stated that Tower’s financial statements “fully reflect[ ]
the current business mix and pricing environment.”
73.

Moreover, on a November 8, 2011 conference call, Defendant Lee stated that as

conservative as the Company had been in the past, Tower had “adopted a much more
conservative, rigorous reserving process” and that the “reserves are in very good shape.”
Likewise, on a February 28, 2012 conference call, Defendant Lee stated that the Company was
establishing a loss ratio for the current year that was more conservative than that for the prior
year, specifically stating, “we decided to select a loss ratio that was conservative … we feel very
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confident about our reserves, prior-year reserves … It was a preventative measure to ensure
that we don’t have any prior accident year reserve development.”
74.

On an August 7, 2012 conference call, Defendant Lee touted Tower’s “strong

track record of underwriting profitability and stability in our reserves demonstrated by the
minimal amount of adverse development that we took or we recorded since we went public in
2004.” As late as February 26, 2013, Defendant Hitselberger continued to assure investors of the
adequacy of the Company’s loss reserves largely due to Tower’s continued “shift away from
middle market lines of business and a focus on property and short-tailed assumed reinsurance
lines of business.”
75.

Unsurprisingly, analysts and investors alike believed Defendants’ representations

that the Company was “conservative” in its approach to allocating loss reserves and that it
consistently maintained adequate reserve levels. So effective were these representations, that
Tower’s common stock traded at an average price of $20.35 a share during the Class period,
approximately eight times the stock’s value at the end of the Class Period. Indeed, Piper Jaffray
reported on March 1, 2010 that Tower’s fourth quarter reflected its “increased conservatism for
2009 business.” On March 25, 2013, Fitch notably reported that it expected Tower to “maintain
reserving discipline” and that only “minimal deviations in reserves in the near term” were likely.
76.

Throughout the Class Period, Defendants also maintained that Tower had

effective internal controls that enabled the Company to categorize claims by lines of business
and accurately account for premiums and loss reserves. Representations concerning the analysis
of claims by business lines communicated to investors that the data used to establish reserves
was accurately reported and that the Company’s internal controls for processing and organizing
this data were adequate and fairly presented Tower’s financial condition.
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Company’s annual filings for the years 2009 through 2012, the Officer Defendants falsely
certified the effectiveness of the Company’s internal controls on financial reporting such that the
Company’s financial statements were accurate, prepared in compliance with generally accepted
accounting principles (“GAAP’) and fairly presented the Company’s financial condition.
Specifically, the Officer Defendants represented that Tower’s “internal control over financial
reporting was effective” in the Company’s Forms 10-K filed with the SEC for 2009, 2010, 2011,
and 2012.
77.

To accurately compile accounting and loss reserve information, it was necessary

for Tower to integrate the information infrastructure of its recently acquired companies into a
unified accounting and financial reporting system. To that effect, the Company emphasized its
technological strengths in the Form 10-K for 2010 when it stated that, as a result of its numerous
acquisitions in prior years, it had “implemented and advanced a number of technological
improvements and redesigned business processes, including systems to support claims,
underwriting and financial reporting functions.”
D.

In July 2012, Tower Announced Its Merger With Canopius And
Engaged In A “Comprehensive” Review Of Its Loss Reserves

78.

In the early part of 2012, Tower announced that it had experienced higher than

expected losses in the fourth quarter of 2011, and in May 2012, announced a reduction in
profitability on its commercial lines, which resulted in analysts lowering first quarter 2012
earnings per share estimates from $0.74 to $0.59.
79.

On July 30, 2012, the Company announced that it had entered into a merger

agreement with Canopius Group to merge Tower with Canopius’ Bermuda subsidiary, Canopius
Holdings Bermuda, Ltd. (the “Merger”). Prior to the Merger, Canopius Holdings Bermuda, Ltd.
was the Bermuda subsidiary of Canopius Group Limited, a privately owned Lloyd’s insurance
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holding company domiciled in Guernsey, Channel Islands, whose principal business was
insurance and reinsurance underwriting through Lloyd’s syndicates managed by Canopius
Group’s subsidiaries.
80.

The Merger – which closed on March 13, 2013 – was promoted as an opportunity

for Tower to become a “global specialty insurance company with greater diversification and
profitability.” The Company further described the Merger as a way for the Company to gain
more efficient access to its three core insurance markets and as an opportunity for the Company
to improve its return on equity.
81.

Indeed, analysts viewed the Merger as Tower’s way out of a decline in a

depressed market. For example, William Blair reported on August 10, 2012 that the Merger had
the potential to “accelerate a rebound” for Tower and “mitigate industry pressures” that were
negatively affecting Tower and its competitors at the time. However, William Blair reported on
November 9, 2012 that the Merger was likely to be approved only if there was a sufficient
“rebound in Tower Group’s stock price … as dilution at the current share price will not be as
accretive for current Tower Group shareholders.” Therefore, to close the Canopius Merger,
Tower needed to achieve the required rebound in its stock price by assuring the market that the
Company was primed for growth.
82.

Accordingly, on the same day the Merger was announced, Tower also disclosed

that following a “comprehensive review of its loss reserves in the second quarter,” the
Company was “strengthening” its reserve for its commercial lines of business by approximately
$42 million during the second quarter of 2012, a step that “allow[ed] Tower’s financial results to
fully reflect current accident year profitability going forward.” During a conference call on July
31, 2012, Defendant Lee said that this was a “culmination of a series of actions taken since the
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fourth quarter of 2009.” Finally, during the July 31, 2012 conference call, Defendant Lee said
that “by taking this charge now our future operating performance should reflect the
profitability of the ongoing business and enable us to focus on important strategic initiatives
… unencumbered by our past results.” In sum, the Company assured investors that Tower’s
reserves and financial results for its commercial insurance lines of business were accurate and
fully reflected the Company’s net income and future profitability because the Company
proactively monitored and adjusted its loss reserves.
E.

In Reality, Throughout The Class Period, Tower Understated Loss
Reserves To Hide Its Growing Financial Risks

83.

Despite the appearance of growth that Tower’s financial statements presented,

that growth was illusory and based on the Company’s practice of grossly understating its loss
reserves. In reality, despite its acquisitions, Tower’s commercial insurance lines of business (the
bulk of its policy portfolio) experienced actual and expected losses that began to eclipse the
profits generated from premiums, a tipping point that would place Tower on the edge of
insolvency.

Rather than truthfully disclose the state of its financial affairs to investors,

throughout the Class Period, Defendants manipulated Tower’s loss reserves through both an
intentional (or at the very least grossly reckless) failure to create a data system that ensured the
correct classification of claims by business lines – an essential base component of proper case
reserves and IBNR – and an aggressive top-down mandate to suppress reserves. Tower’s
fraudulent practices guaranteed that the Company’s loss reserves would be understated by
hundreds of millions of dollars during the Class Period. When the required reserves were
belatedly accrued during the second half of 2013, Tower’s cumulative net income for the entire
Class Period was erased, the Company’s stock price disintegrated, and Tower – a company that
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spent most of the Class Period acquiring other companies – itself became a target for a fire sale
acquisition by ACP.
84.

Tower shocked the market when it made a series of disclosures beginning in

August 2013, admitting that its loss reserves had been understated by at least $570 million dating
back to 2009. That $570 million loss meant that the Company’s Class Period net income had
been materially misstated by a commensurate amount. That astounding reduction of net income
includes (a) $37 million of previously understated loss reserves recorded in the Company’s
Restatement of fiscal years 2010 through 2012,6 and (b) $533 million in reserve charges for
accident years 2008 through 2012, belatedly taken in 2013. Both the Restatement and $533
million in reserve increases accrued during 2013 had the same underlying causes, were disclosed
contemporaneously and relate to the same lines of business. Moreover, Defendants have offered
no explanation for the sudden “emergence” in 2013 of an additional $533 million in loss reserves
on policies that date back to at least 2008.
85.

Tower’s massive reserve increase was more than double the Company’s

cumulative Class Period net income of $234 million and resulted in a reported net loss of $942
million for 2013, bringing Tower to the brink of insolvency. Tower’s Restatement constitutes an
admission that the Company’s loss reserves and financial statements were materially misstated at
all relevant times.
86.

Tower admitted in the Restatement that its loss reserves were understated due to

the Company’s purported “inadvertent mistakes in classification of insurance premiums by line
of business used in the loss reserving process.”

6

As discussed above, the classification of

Tower characterizes the changes to the loss reserves for 2010 as a revision and not a
restatement. However, the accounting literature makes no distinction between a restatement and
a revision.
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insurance claims by line of business was essential to accurately reporting reserves. Relatedly,
the Company admitted that there were material weaknesses in its internal controls directly
contributing to these problems. Specifically, weaknesses existed relating to its reporting of
reserves because Tower failed to “maintain effective controls over … the loss reserve estimation
process” and “premium receivable account reconciliation.”

These weaknesses are directly

connected to the Restatement and the similar $533 million in reserve increases belatedly taken in
2013, which Tower admits date back to coverage from 2008.
87.

Tower’s admissions confirm that its reserves for the entire Class Period were

grossly understated. There was nothing inadvertent or unknown about these misclassifications.
Indeed, they were part of a longstanding practice at Tower to improperly code and account for
insurance claims in order to keep reserves down. Moreover, the material weaknesses in Tower’s
internal controls allowed Tower’s manipulation of its financial statements through other
improper reserve-related practices, including the intentional suppression of loss reserves as
directed by Defendant Lee and confirmed by former Tower insiders.
1.
88.

Tower Manipulated Its Loss Reserves Through
Misclassification Of Premiums By Line Of Business

As discussed above, before the start of the Class Period and continuing

throughout 2010, Tower achieved record growth by making a series of acquisitions – totaling
nearly $1 billion in 2009 and 2010, alone – that increased the Company’s commercial and other
premium lines, nearly tripling the Company’s gross premiums in just a few years. For Tower, the
challenge of acquiring so many companies in a short amount of time was that each acquired
company used different data systems and processes governing its financial data and claims
information.
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89.

As described by CW1, a former Assistant Vice President and Actuary at Tower

between November 2010 and August 2012, Tower determined IBNR on a company-wide basis,
rather than determining reserves for each business line. After Tower’s actuaries made their
reserve determinations for a particular line of business those reserves would be disaggregated by
the accounting department to reflect policies on the books of Tower’s various operating
companies. As such, in order to accurately determine IBNR and report its financial statements,
Tower had to rapidly and efficiently assimilate all of the information from each acquired
company’s systems into a common Tower-wide system. As detailed below, this did not happen.
90.

Defendants consistently conveyed their assimilation of and confidence in their

reserves for Tower as a whole and specifically with respect to the acquired companies. In a
conference call held on August 5, 2009 before the start of the Class Period, Defendant Lee
assured investors that the Company effectively integrated its acquired companies, stating: “[w]e
have taken a conservative approach to estimating our reserves on companies that we have
acquired and utilized our claims handling techniques that seem to have a favorable effect on the
loss development on these acquired reserves” such that Tower was “pretty well positioned from a
reserve standpoint.” In a May 10, 2010 conference call, Defendant Lee discussed the 2009
acquisitions as the Company’s primary source of growth for that quarter and stated firmly that
there were “no reserve developments” as a result of the acquisitions. In another earnings
conference call on November 8, 2011 announcing Tower’s fiscal third quarter results, Lee once
again discussed the acquisitions and their integration into Tower’s financials, stating: “[s]o after
doing seven acquisitions, and after having no adverse development since 2004, we think we have
a very good track record of maintaining very conservative reserves” such that Tower’s “reserves
are in very good shape.” In a May 9, 2013 earnings call for Tower’s fiscal first quarter results
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following the Canopius merger, Defendant Hitselberger represented that Tower “ha[s] also taken
a conservative approach to reserving for [its] recent acquisition.”
91.

Despite

Defendants’

confident

representations

about

the

Company’s

“conservative” accounting of reserves, from the start of the Class Period, Tower failed to
integrate the acquired companies’ data into its own system – a system that was itself outdated
and not in compliance with best practices – such that Tower, in reality, had no way in which to
estimate its reserves and no basis for statements about its “conservative” reserve levels. This
failure ensured that Tower’s reserves were misstated throughout the Class Period as the
Company objectively and systematically failed to incorporate the appropriate and necessary data
into its calculations. Indeed, the Company admitted this failure by the end of the Class Period
and cited it as the cause of a substantial portion of Tower’s $533 million reserve charge for
accident years 2008 through 2011.
92.

As confirmed by former Tower employees, Tower had a history of failing to

properly account for its claims and premiums, and management knew of these deficiencies. In
fact, it was well-known among senior staff that Tower had an “ongoing problem” of
misclassifying and reconciling premiums and losses, according to a former Assistant Vice
President and Actuary who reported directly to the Chief Actuary at Tower between November
2010 and October 2012 (CW1). According to CW1, Defendant Lee was also consistently
warned of the effect that failing to implement a comprehensive data system would have on
Tower’s ability to organize its data and accurately determine loss reserves, but rejected the
warnings because he did not want to invest the capital in a proper system.
93.

As a result of Tower’s failure to integrate data from its numerous acquisitions,

Defendants were unable to properly track insurance claims by premium lines of business.
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According to CW2, a former Assistant Vice President of West Region Operations at Tower from
April 2010 through March 2014, the systems of the acquired companies such as SUA and
OneBeacon were never properly integrated within Tower’s larger system. CW2 stated that
Tower “had a data problem” because “it was difficult to get data” and “the data [Tower was]
using was junk” and “was inconsistent.” CW2 confirmed that knowledge of these problems was
widespread and that even those employees responsible for working in these data systems
“couldn’t figure it out.” CW3, a former Senior Business Analyst Consultant for Tower from
March 2011 through February 2014, similarly confirmed that Tower had up to eight policy
systems and that the Company was “struggling to get a unified view of all the systems.”
94.

CW4, a former Senior Financial Analyst at Tower from January 2010 through

January 2014 who had transitioned to Tower with the OneBeacon acquisition, confirmed CW2’s
accounts of Tower’s data problems, stating that Tower “without a doubt” failed to integrate the
data systems of the companies that it acquired. CW4 recalled that the Company grew too fast
and “probably lost account of a bunch of things,” which CW4 stated contributed to the
“reserving foul-up.” CW4 stated that the combination of poor systems integration and otherwise
poor communications between groups at Tower made it clear that the Company was “bound to
miss” information in its reported financial figures. CW4 explained that the top executives at
Tower’s New York headquarters were aware of the Company’s data issues “from the minute
they acquired the companies” because, as a result of Tower’s poor systems and controls, Tower
was “losing business” as “the new system [to try to integrate data] was not working well.”
95.

CW1 corroborated Tower’s systematic and known data problems. CW1 stated

that Tower’s “recordkeeping was very poor” and guided by outdated assumptions, and that
Tower’s failure to integrate acquired companies’ data was “a constant[] battle” for CW1. CW1
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explained that Tower never “properly absorbed the data,” “always had a problem with data
analysis,” and “on a scale from one to ten, [Tower’s data capabilities] were about a two.” CW1
constantly raised concerns about Tower’s inability to properly set reserves because of poor data
with the Chief Actuary – who reported directly to the Officer Defendants – but was repeatedly
ignored.
96.

CW1 detailed other problems with Tower’s data controls. For example, each

quarter Tower used “roll forwards” to analyze its reserves, according to CW1.

Notably,

however, when actuaries at Tower determine reserves, they are not provided with the underlying
claims data, and so must rely on the accuracy of the data that the claims department provides
them. Typically, when an actuary determines whether loss reserves are adequate, he or she
would be given losses from day one through the present, and each quarter the actuary would
receive the total amount of losses to create an actuarial triangle to assess how data changed from
year to year and predict the IBNR. It is general industry practice to provide actuaries with a
statement showing cumulative losses for every year up to the end of the current year. Rather
than follow industry practice and organize losses from day one, Tower created different
spreadsheets for each quarter, and each quarter added on to what had occurred during that quarter
to the previous quarters’ data. Because Tower did this consistently for each quarter and across
multiple lines of business, there were “literally hundreds” of spreadsheets and a huge “room for
error” as a loss might be applied to one line of business one quarter and a different line of
business in a different quarter; “I don’t think they really knew how to track that,” recalled CW1.
97.

The result of Tower’s application of “inconsistent data” to the roll forwards was

that certain claims were likely to be mislabeled and according to CW1, the system that Tower
had in place during the Class Period – which Defendant Lee refused to update – could not detect
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such mistakes. Indeed, because Tower had multiple reporting systems, all the data was required
to be rolled up into a spreadsheet. Then, according to CW1, actuaries would determine loss
reserve estimates.

This created huge potential for mistakes.

For instance, a workers’

compensation claim mis-filed as a general liability claim would reflect objective error resulting
in an inadequate reserve amount.

CW5, a former Vice President in Tower’s Information

Technology Operation who reported directly to the Chief Technology Officer between January
2013 and April 2014, confirmed that, even as of 2013, the Company’s internal controls over data
had not grown at pace with the Company.
98.

CW6, a Senior Business Analyst at Tower between 2007 through April 2013,

provided additional examples of Tower’s integration problems. For example, in 2010, following
the OneBeacon acquisition, there was a “big rush” to integrate OneBeacon’s data into Tower’s
system because, if this was not achieved within one year, Tower was subject to a fee of up to $25
million for the use of OneBeacon’s proprietary system. However, the Company had serious data
problems during this integration process because Tower’s own system (known as Duck Creek)
had a myriad of issues that were only compounded during the rushed attempted integration.
Ultimately, the integration was not done properly and not completed in time, subjecting Tower to
a hefty fee.
99.

CW7, a former Commercial Claim Manager for Tower from 2009 through June

2012 who joined Tower as a result of the SUA acquisition, stated that “[Defendant] Michael Lee
was buying insurance companies at the drop of a hat and got over excited. He bought too many
and let things get out of control.” CW1 similarly recalled that Tower was very aggressive with
its acquisitions and sloppy in how it handled the data of its recently acquired companies.
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100.

As Defendants later admitted, Tower’s failure to integrate the acquired

companies’ data and maintain a unified and accurate record of claims and losses created a system
where even the basic information needed to calculate losses and establish an accurate IBNR for
expected losses – the most important component of a reserve charge – was not attainable.
Specifically, Tower’s actuaries and accountants based Tower’s IBNR on misclassified claim
information, analyzing a workers’ compensation claim that could have a very long tail and
considerable long-term exposure, for example, as a commercial auto claim that has a short tail
and finite exposure.

These endemic misclassifications objectively guaranteed that Tower’s

reserves would be misstated.
101.

Indeed, shortly before Tower was forced to disclose that it lacked basic internal

controls such that the misclassification of claims and other deficiencies caused the Company to
be under-reserved by hundreds of millions of dollars, state insurance auditors began investigating
these same problems. For example, California’s insurance regulators commenced an audit of
Tower’s workers’ compensation insurance portfolio in 2012. At the onset, California identified
numerous infractions, including Tower’s failure to properly code workers’ compensation claims
and premiums, according to CW8 a former Senior Workers’ Compensation Claims Examiner
between July 2012 and July 2013. CW8 explained that this misclassification was intentional and
advantageous, spurred by Tower’s desire to misstate its reserves to, among other things, make
Tower attractive to potential buyers. Indeed, it was in the following months that Tower began to
disclose the truth to the market and take the reserve charges it should have taken since 2009.
102.

Tower has now admitted in its Restatement that the misapplication of premiums

contributed to its loss reserve increases and to its material weaknesses in internal controls.
Tower’s misapplication of premiums to losses by line of business was an error concerning
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objective facts, namely the correct line of business to which a premium should be applied. The
Restatement also revealed the existence of two separate systems that Tower used to separately
account for loss reserves and premiums on related lines of business, as reflected by the fact that
the Restatement affected IBNR by line of business, but did not affect gross premiums by line of
business. The only reasonable conclusion to draw from this is that the line of business data used
to prepare the loss reserve estimates was different from – and inconsistent with – the line of
business data used to report gross premiums written. This conclusion is consistent with the
description of Tower’s internal control weaknesses, including its failure to properly reconcile
assumed earned premiums with the Company’s underlying systems.
103.

Tower’s basic actuarial recordkeeping was also inconsistent and outdated,

creating additional obstacles guaranteeing that Tower’s purportedly “conservative” reserve
charges were anything but. For example, in determining loss reserves and modifying previous
estimates, Tower’s actuaries use a series of assumptions.

The two key assumptions that

materially impact the loss reserve estimates are the loss ratio estimate for the current accident
year and the loss development factor selections for all accident years. Regularly updating these
assumptions is critical to generating accurate loss reserve estimates. Because Tower did not
regularly update its assumptions, it was impossible to ensure that those assumptions were
consistent with the present day circumstances, according to CW1. CW1 explained that these
outdated assumptions, combined with the Company’s “bad data” and culture of intimidation, led
by Defendant Lee who wanted to “appease stockholders,” as discussed further below, created the
“perfect storm” that led to the understated reserves and consequentially misstated net income.
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2.
104.

Tower Systematically Under-Reserved To Inflate Net Income
And Present Itself As A Growth Company

Misclassified premiums were not the only cause of Defendants’ understatement of

Tower’s reserves. Numerous former insiders at Tower have confirmed that there was a topdown directive from Defendant Lee to keep reserves down at all costs. This directive affected (i)
IBNR reserves, which were set by Tower’s chief actuary, (ii) case reserves, which resulted from
claims accrued on known losses, and (iii) underwriting, which set premium rates based on risk.
105.

Despite the Officer Defendants’ statements about Tower’s “conservative” reserve

processes, in reality, Defendants encouraged Tower’s employees to improperly account for
expected and actual losses.

Numerous former employees described the pressure from

management to keep losses low and reserves understated, despite complaints from the actuarial
and claims staff. According to CW1, the reserves were not accurate because Defendant Lee
fostered an environment where “underwriters [were] under pressure to just bring in premiums”
without considering “how bad the risks are,” because the attitude was “if we have bad losses in
the future, worry about it then.” CW7 similarly stated that because Tower did not have the
highest insurance rating, it was unable to attract the “cream of the crop.” Instead, Tower’s
customers were companies that had difficulty obtaining insurance. Thus, Tower was taking on
riskier business.
106.

Further, CW1 recalled that the various departments were pitted against each other

to encourage employees to devise new ways for the Company to make money.
107.

Tower’s failure to properly reserve for losses was also the result of intimidation

tactics by Defendant Lee, who “tore into” the chief actuary “like he was a child” when the
proposed reserve levels were too high. Defendant Lee consistently communicated that the
proposed quarterly reserve analyses were too high and created the impression that Tower’s
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stockholders would not respond well to higher reserves, recalled CW1. CW1 explained that in
properly run companies, actuaries’ estimates are not substantially challenged downward –
usually no more than 2%-5% – and typically actuaries would present a range for the reserves and
a number would be used that was somewhere in the middle of that range. At Tower, however,
the actuaries were generally instructed to reduce their reserve estimates by 10%-20%, mostly on
business lines with longer tails, the very lines that contained the greatest risk for sustained losses.
108.

Indeed, Tower employees were told that Defendant Lee “was God” when it came

to final decisions, recalled CW7. Lee’s bullying tactics, coupled with bad data, a company-wide
environment of intimidation, and a culture of trying to “appease the CEO” resulted in a “perfect
storm” that ultimately led to Tower’s November 2013 Restatement, according to CW1.
109.

Contrary to Defendants’ statements throughout the Class Period regarding the

Company’s “conservative” and “prudent” reserving practices, the Company’s practices were a
far cry from anything resembling purported conservatism. The lip service that Defendants paid
to its “conservative approach” was actually just the Company “reserving under the projected
exposure,” according to CW9, a former Senior Claims Analyst for Tower from May 2005
through January 2014, who similarly stated that a more conservative and “realistic reserving”
practice would have been for Tower to reserve to the projected exposure in its case reserves.
Indeed, rather than improve its reserve practices toward the end of the Class Period, CW9
reported that, shockingly, the Company adopted new software to help calculate potential claim
damages in 2012 that reduced reserves even further, providing damages that “were well below
where the [claim] settlement ranges seemed to be.” Indeed, CW9 stated that the “way they did
things [wasn’t] efficient. They did under-reserve.”
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110.

Multiple CWs confirmed that Tower employees were expected to keep reserve

levels lower than the expected exposure of the claim in order to keep the Company’s income
artificially inflated. CW10, a former Claims Supervisor, who transitioned to the Company as
part of the SUA transaction and stayed at Tower until mid-July 2013, likewise recalled that
Tower understated its reserves.

CW10 further recalled that after Tower took over SUA’s

business, Tower management – who reported directly to Defendant Lee – reduced the IBNR (or
expected) reserves that SUA employees had established on a number of files without justification
or explanation.
111.

Claims analysts were pressured from the top management at Tower to “suppress

the reserves to the level below what the expected outcome would be” and claims were
consequently under-reserved, according to CW7, the former Senior Commercial Claims Manager
originally from SUA who was responsible for Tower’s large workers’ compensation reserves,
and who left Tower in June 2012. While CW7 was not told of this directive by Defendant Lee
directly, CW7 explained that employees understood that Lee “was God” at Tower and that Lee
directed the under-reserving. CW7 similarly recalled that when employees requested that higher
reserves be allowed for a specific claim, there was push back to keep reserves down. According
to CW7, without the highest rating from insurance rating agencies (which Tower never attained)
the Company could not attract larger and more lucrative clients. CW7 confirmed what other
employees have communicated – that Tower’s purported “inadvertent mistakes” in its reserve
calculations were anything but innocent because “the intent [at Tower] was to keep the reserves
suppressed.”
112.

There is no question that Defendants Lee and Hitselberger, as well as other senior

Tower management were aware that Tower was significantly under-reserved. Notably, in 2012,
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as part of its rapid series of acquisitions, Tower sought to purchase Penn America, an insurance
company based in Pennsylvania and owned by Ireland-based Global Indemnity. The transaction
would have resulted in the sellers receiving consideration in the form of Tower stock, according
to CW1. However, after Global Indemnity’s due diligence on Tower was complete, Global
Indemnity’s actuarial consultant would not sign off on the transaction because that consultant
estimated that Tower was under-reserved by between $50 million to $150 million. Defendants
Lee and Hitselberger were both informed of the reason that the deal was not closed and took no
steps to address the serious issues in the Company’s reserves.
113.

Due to its size and breadth Defendants’ fraud could not remain hidden forever.

When it was revealed, the consequences were catastrophic.
VI.

THE TRUTH BEGINS TO EMERGE
114.

Beginning in early August 2013, Tower began to make a series of shocking

disclosures, serially increasing its loss reserves and disclosing a host of internal control problems
and deficiencies. These disclosures resulted in massive declines in the Company’s stock price,
rating agency downgrades, and regulatory actions. The revelations concerning Tower’s
underlying problems left the Company on the brink of insolvency.
115.

After the close of the market on August 7, 2013, the Company disclosed that it

was postponing the release of its financial results for the second quarter of 2013 and stated that
Tower’s management had concluded that additional time would be needed to review matters
relating to the estimate of its loss reserves. On the following day before the market opened, the
Company issued a press release announcing that it expected to increase loss reserves by between
$60 million to $110 million – turning what was expected to be a profit for the quarter into a loss
of $0.80 to $0.85 per share – and further announced that its goodwill and tax benefits could be
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negatively impacted. Assuming a reserve charge of $110 million, the adverse impact to earnings
would be approximately $1.88 per share in the third quarter of 2013.
116.

Despite these negative announcements, in that same August 8, 2013 press release,

Defendant Lee softened the implications of the reserve increase, referring to it as a “reserve
strengthening” measure. Moreover, Defendant Lee explained that the anticipated loss reserve
increases would “strengthen the Company” and would allow Tower “to achieve our long-term
financial objectives.” Defendants did not conduct a conference call after this announcement or
provide a further explanation for the reserve increases.
117.

Despite Defendant Lee’s attempts to assuage the market, the price of the

Company’s common stock plummeted by 25% on August 8, falling from its $21.64 closing price
on August 7, to a closing price of $16.22 per share on August 8. All told, in one day of trading,
Tower lost nearly $311,282,253 in market capitalization, on extremely high volume of over 3.1
million shares traded. Notwithstanding the disclosures on August 7 and 8, and massive decline
in share price, Defendants continued to mislead investors and conceal material facts.
118.

Analysts were stunned by this news and significantly lowered their earnings per

share (“EPS”) guidance, growth expectations and price targets. For example, Compass Point
lowered its second quarter 2013 EPS estimate from $0.56 to a loss of $1.32, lowered its 2013
total year EPS estimate from $2.35 to $0.21. Similarly, William Blair lowered Tower’s second
quarter 2013 EPS estimate from a positive $0.20 to a loss of $0.47, and lowered its 2013 total
year EPS estimate from $2.17 to $1.13.
119.

In response to the Company’s August 7 and 8, 2013 disclosures, on August 12,

2013, A.M. Best placed the Company’s financial strength rating (“FSR”) of A- and the issuer
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credit rating (“ICR”) of “a-” under review with negative implications.7 On that same day, A.M.
Best also placed under review, with negative implications, Tower’s ICR of “bbb-” as well as its
debt rating of “bbb-” on $142.5 million 5.00% senior convertible notes, due 2014 of the
intermediate holding company, Tower Group, Inc. A.M. Best also placed under review, with
negative implications, the FSR of a number of the Company’s insurance subsidiaries. These
rating actions took into consideration the impact on reserve leverage and the increased
uncertainty concerning future reserve charges.
120.

Despite the clearly negative implications of Tower’s disclosures, Lee’s false

statements about the Company’s future prospects and “strengthened” reserve status caused some
analysts to give a continued, positive outlook for the Company. On August 9, 2013, Compass
Point issued an opinion determining that a downgrade was unlikely to happen in the near term
and that Compass Point would “continue to rate shares of TWGP [Tower] a Buy” at its then
current trading price. Just a few days later, on August 13, Compass Point stated that the
Company would “continue to develop their business plan following their move to Bermuda.”
Similarly, on the same day, William Blair provided a positive outlook on Tower’s future, stating
that the Company’s reserve charge disclosure and any overstatement in profits resulting from the
disclosure reflected “a maturity in recording operating results, as the company could have
stretched this out over many quarters instead of taking the upfront charge.”

7

A.M. Best’s FSR represents the rating agency’s assessment of an insurer’s ability to meet its
obligations to policy holders. The rating process involves quantitative and qualitative reviews of
a company’s balance sheet, operating performance and business profile, including
comparisons to peers and industry standards and assessments of an insurer's operating plans,
philosophy and management. Grades below “B+” indicate that a company is deemed vulnerable.
A.M. Best’s ICR assesses the ability of an insurance company, holding company, or other legal
entity to meet its senior obligations. Grades below “b” indicate marginal, non-investment grade
ratings.
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121.

On September 17, 2013, after the close of the financial markets, the Company

stunned investors by announcing that it would yet again delay the filing of its 2013 fiscal second
quarter financial results. The Company provided no explanation and said only that it planned to
release its second quarter financial results during the week of October 7, 2013, and that Tower
would file its second quarter 2013 Form 10-Q “as soon as practical after it reports its financial
results.” However, Defendants continued to conceal the true facts concerning Tower’s loss
reserves, internal control deficiencies and financial losses.

This announcement prompted

financial analysts to downgrade the Company, including Sidoti & Company, LLC, Compass
Point, William Blair, and FBR Co.
122.

Once again, the market reacted swiftly to the delay in Tower’s financial results.

Following the Company’s disclosure, the price of the Company’s common stock plummeted
28%, falling from its September 17, 2013 closing price of $13.86 to a closing price of $9.99 per
share on September 18, on extremely high volume of 14.7 million shares traded.
123.

Then, after the market closed on October 7, 2013 and still without disclosing its

second quarter financial results, the Company issued a press release announcing that it expected
to “strengthen loss reserves by approximately $365 million (approximately $185 million of
which was attributable to its U.S. Insurance subsidiaries), primarily for accident years 2009
through 2011 in commercial insurance lines of business, including workers’ compensation,
commercial multi-peril, commercial auto and other liability lines.” Tower also disclosed that it
expected to take a $215 million goodwill impairment charge in the second quarter of 2013,
representing all goodwill associated with its commercial, specialty and reinsurance segments. In
response to this stunning disclosure, the Company said it was “reviewing a range of strategic
options” with its lead financial advisor, JP Morgan Securities LLC.
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124.

The $365 million anticipated reserve charge was over five times the amount the

Company initially reported it would incur in August. Moreover, the $365 million reserve charge
represented one-quarter of the Company’s prior reserves and 44% of the Company’s prior
tangible book value.
125.

Notably, in the October 7, 2013 press release, the Company admitted that since

2010, Defendants were aware of the undisclosed adverse loss experience in its commercial
insurance lines of business, including workers’ compensation, commercial multi-peril, and
commercial auto: “[S]ince 2010, Tower has been shifting its business mix, significantly deemphasizing the lines that contributed to the reserve strengthening and modifying its book of
commercial lines business.” Despite this statement, Defendants continued to conceal the true
facts concerning the Company’s massive internal control deficiencies in an attempt to downplay
the enormity of the reserve charge by again referring to it as a “reserve strengthening” measure
and offering no explanation for the increase other than “adverse loss emergence, coupled with
changes in judgment, including actuarial factors.” The Company did not conduct a conference
call to offer a further explanation or answer investors’ questions.
126.

Analysts were stunned by the Company’s disclosure, and the reserve charge that

was uniformly above analysts’ expectations.

That same afternoon, Fitch downgraded the

Company’s Issuer Default Rating (IDR) to ‘B’ from ‘BBB’ and Tower’s operating subsidiaries’
Insurer Financial Strength (“IFS”) rating to ‘BB’ from ‘A-‘.8 Fitch also maintained that all of the

8

IDR is an opinion on an entity’s relative vulnerability to default on financial obligations. The
“threshold” default risk addressed by IDR is generally that of the financial obligations whose
non-payment would best reflect the uncured failure of that entity. As such, IDRs also address
relative vulnerability to bankruptcy, administrative receivership or similar concepts. Ratings of
“B” and below indicate that the state of the company is “highly speculative” such that material
default risk is present.
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Company’s ratings would remain on Rating Watch Negative pending the company’s exploration
of its said “strategic alternatives.” According to Fitch, “the magnitude of the second quarter
charges was large enough to cause several key ratios to fall well outside of previously
established ratings downgrade triggers.” Fitch specifically cited the Company’s inability to
materially de-risk the balance sheet and its inability to meet financial obligations of the operating
or holding company including accelerated payments. Similarly, the news of the reserve charge
was so significant that on the same day, Bloomberg published an article entitled, “Tower
Reviewing ‘Strategic Options’ After Reserve Shortfall,” which discussed the implications of the
Company’s press release and additionally reported that Fitch cut Tower’s rating six steps after
finding that Tower’s “competitive position ha[d] been materially damaged, negatively impacting
the company’s financial flexibility and ability to write new business[.]”
127.

Again, the market reacted swiftly to the Company’s disclosure. Following the

Company’s statements, and in direct response to enormous reserve charge, the price of the
Company’s common stock plummeted 40%, falling from its October 7, 2013 closing price of
$7.41 per share to a closing price of $4.39 per share on October 8, on extremely high trading
volume of 22 million shares.
128.

Then, on November 14, 2013, the Company announced that it would be restating

its financial statements for 2011 and 2012 and that its financial statements from that period
“should no longer be relied upon.”

Moreover, Tower disclosed that it would revise its

IFS ratings provide an assessment of the financial strength of an insurance organization. The IFS
rating is assigned to the insurance company’s policyholder obligations, including assumed
reinsurance obligations and contract holder obligations, such as guaranteed investment contracts.
The IFS rating reflects both the ability of the insurer to meet these obligations on a timely basis
and expected recoveries received by claimants in the event the insurer stops making payments or
payments are interrupted. An IFS rating of “BB” and below indicates increasing levels of
vulnerability in a company’s ability to meet its obligations.
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previously-filed audited annual consolidated financial statements to make adjustments for fiscal
years 2009 and 2010 and for the first quarter of 2013. Specifically, Tower disclosed that:
The Company… undertook to review its reserve analyses for prior years. During
this evaluation, the Company considered its historical loss reserve analyses and
the analyses of its independent actuaries and reviewed and discussed its
conclusions with its independent registered public accounting firm. Upon
completion of this evaluation, the Company determined that inadvertent
mistakes in classification of insurance premiums by line of business used in the
loss reserving process resulted in (1) an increase in the loss and loss adjustment
expenses by $9.6 million, $21.7 million and $5.7 million, for the years ended
December 31, 2012, 2011 and 2010, respectively, and (2) a decrease in the
reinsurance recoverables on unpaid losses asset balance by $37.0 million, $27.4
million and $5.7 million as of December 31, 2012, 2011 and 2010, respectively.
In addition, subsequent to the announcement on October 7, 2013, the Company
identified errors in its historical premiums receivable balances due to inadvertent
mistakes in its premiums receivable reconciliation process. This resulted in (1) a
decrease in premiums receivable asset balance of $11.0 million, $10.0 million,
$5.6 million and $7.2 million as of December 31, 2012, 2011, 2010 and 2009,
respectively, and (2) an increase (decrease) of other operating expenses of $1.0
million, $4.4 million, ($1.6) million and $7.2 million for the years ended
December 31, 2012, 2011, 2010 and 2009, respectively.
129.

The Company attributed the 2011 and 2012 restatements and the “revisions” for

2009, 2010, and the first quarter of 2013 to the classification of insurance premiums by line of
business used in the loss reserving process. As stated above, there is no material distinction
between Tower’s “restated figures” for 2011 and 2012 and “revised” figures for 2010.
130.

In its November 14, 2013 press release, the Company concluded “that material

weaknesses exist in internal control over financial reporting related to the company’s loss
reserving and premiums receivable reconciliation processes.”

Referring to management’s

conclusion that internal controls over the loss reserving and premiums receivable reconciliation
processes had “material weaknesses,” Tower said it had “concluded its internal control over
financial reporting was not effective as of December 31, 2012 and disclosure controls procedures
were not effective as of December 31, 2012.” Tower disclosed that it expected to file restated
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2011 and 2012 annual and second-quarter 2013 financial statements “as soon as practicable,” and
to report third-quarter results soon after. However, commenting on the status of the board’s
review of strategic alternatives, Tower “had substantial doubt about the company’s ability to
continue as a going concern.”
131.

Accordingly, the market reacted adversely to the Company’s disclosure. The price

of Tower’s stock sunk even lower, from a November 13, 2013 closing price of $4.23 to
November 14 intraday low of $3.68 per share, a decline of 13%.
132.

Notably, on November 14, 2013, Guggenheim Securities, LLC (“Guggenheim”)

reported that it expected “more underwriting losses to come” from the Company and that the
Company would “have to take additional reserve and restructuring charges.” Significantly,
Guggenheim stated that “[A]n insurance company wouldn’t take a surprise $365m reserve
charge, representing 14% of its overall reserves, without having historical issues.” As would
become increasingly clear, this “aggressive accounting” was actually the product of the
Company’s systemic problem concerning its ongoing misallocation of reserves and its known
material weaknesses in its internal controls related to the categorization of lines of business and
the integration of data from its acquired companies.
133.

On November 22, 2013, Tower disclosed that it had completed its

“comprehensive review” of the Company’s loss reserves as of June 30, 2013 and reported its
second quarter 2013 results. As a result of this review, the Company increased its loss reserves
in the second quarter of 2013 by $326.7 million. According to Tower, this reserve charge arose
primarily from accident years 2008-2011 within the workers’ compensation, commercial multiperil liability, other liability and commercial auto liability lines of business. In addition, as
previously disclosed, the Company had restatement adjustments of $37.4 million to loss reserves
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as of December 31, 2012, bringing the total impact to $364.1 million. On November 26, 2013,
the Company finally issued its amended Form 10-K for 2012 containing the restated loss reserve
and other figures.
134.

By way of comparison, Tower reported cumulative net income of $233.4 million

for the Class Period years of 2009 through 2012. In other words, the total reported reserve
charge of $364 million, as of November 22, 2013, was so massive that it was well over $100
million more than Tower’s last four years of combined net income combined and nearly three
and half times the net income in its most successful year ever. In these terms, the reserve loss
was unprecedented and staggering.
135.

In response to this $364 million in charges and the effect of the Restatement,

Defendant Lee acknowledged that the factors that caused the reserve increases were known since
2010:
The reserve strengthening stemmed primarily from certain types of business that
we underwrote from accident years 2008 to 2011. While we began to reunderwrite this business in 2010, the loss emergence from this business from
those accident years that we noticed in the second quarter caused us to
significantly increase our reserve position. The type of business that contributed
to the reserve strengthening comprised 39% of our business in 2008, and we
reduced this percentage to 3% in the first half of 2013. Due to this reunderwriting and rate increases that we are achieving in most of the other
segments of our business, we believe our current business that we are
underwriting is performing well. After the reserve strengthening and goodwill
impairment in the second quarter, Tower Group International, Ltd. shareholders'
equity and consolidated statutory surplus at June 30, 2013 were $579 million and
$493 million, respectively.
136.

No other explanation for the $326.7 million reserve charge was provided and

Defendants did not conduct a conference call to respond to investors’ questions.
137.

On December 17, 2013, after the close of the financial markets, the Company

disclosed that it would be taking another reserve charge. Specifically, the Company stated that
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it anticipated loss reserves in the third quarter of 2013 to be in the amount of $75 million to $105
million, primarily in workers’ compensation, commercial multi-peril liability, other liability and
commercial auto liability lines of business. The Company further stated it was still in the
process of preparing its statutory financial filings but that it anticipated filing its statutory
financial statements for the third quarter by the end of 2013. No explanation was provided for
this reserve increase and Defendants did not conduct a conference call to respond to inquiries.
138.

The market reacted negatively to the news of the Company’s additional $105

million of reserve charges. Following the Company’s disclosure – and in direct response to the
enormous additional reserve charge – the price of the Company’s common shares plummeted
30%, falling from $3.93 on December 17 to close at $2.74 on December 18. Tower shares
traded on extremely high volume of 14.2 million shares on December 18, 2013; and declined
another $0.20 per share, or 7%, on December 19 to close at $2.55.
139.

All told, in response to the numerous partial disclosures dating from August 7,

2013 through December 19, 2013, Tower’s stock price fell $18.81 per share in the aggregate,
representing a staggering decline of nearly 90% in only four months.
140.

Ultimately, Tower was forced to accrue a staggering increase in loss reserves

totaling $533 million in 2013 for losses from accident years 2008 through 2012.

As the

Company itself stated, almost all of the massive charges against earnings went to address the
critical deficiencies in reserves that had existed for years due to the Company’s known material
deficiencies in its internal controls and accounting procedures. As a result, Tower reported an
astounding loss for 2013 of $942.6 million.
VII.

POST-CLASS PERIOD DEVELOPMENTS AND ADMISSIONS
141.

Following the end of the Class Period, the Company’s subsequent disclosures in

connection with the fraud exacerbated Tower’s financial troubles, leading to, among other
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things, additional reserve charges, further credit downgrades by rating agencies, a fire sale
merger with another company in an attempt to save Tower, as well as regulatory inquiries and
actions by both federal and state regulators concerning the Company’s reserve charges.
142.

Reacting to the Company’s December 17, 2013 disclosure of an additional $105

million reserve charge, A.M. Best, on December 20, 2013 downgraded the Company’s FSR to B
(Fair) from B++ (Good) and issuer credit ratings (“ICR”) to “bb” from “bbb” of the pooled and
reinsured members of the Tower US Pool. On that same day, A.M. Best also downgraded the
ICR and the debt rating on the Tower Group Inc.’s $150 million 5.00% senior convertible notes,
due in September 2014, to “b-” from “bb.” A.M. Best also downgraded the FSR to B (Fair) from
B++ (Good) and ICR to “bb” from “bbb” of CastlePoint Reinsurance Company, Ltd.
143.

On December 24, 2013, Demotech, Inc. (“Demotech”) announced the

withdrawals of its FSRs assigned to numerous Tower subsidiaries. Demotech’s December
withdrawals came just two months after it had previously lowered its rating on numerous other
Tower subsidiaries. On January 14, 2014, Fitch issued a report noting that:
[the Company’s] inability to timely produce accurate financial statements has led
Fitch to consider its level of corporate governance to be ineffective. In
particular, Tower’s current management and board has failed to put in
adequate internal controls over financial reporting of the company’s loss
reserving processes and estimation of collectability of premium receivables. This
has materially damaged Tower’s competitive position and franchise and is a
limiting factor to the rating.
The downgrading of these essential credit metrics showed that, in the eyes of the credit agencies,
the Company was in critical condition. Given the $364.1 million reserve charge taken for the
first half of 2013, and the additional reserve deterioration of $105 million for the third quarter of
2013, analysts doubted whether the Company could remain solvent.
144.

On February 7, 2014, Tower’s founder, Defendant Lee, announced his immediate

resignation as President and CEO of Tower. Lee’s departure was welcomed, and analysts touted
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Lee’s resignation as “an upcoming end to the company’s ongoing saga since announcing massive
reserve increases in 2013.” The Company paid Defendant Lee nearly $3.3 million to resign.
145.

On the same day as Lee’s resignation, William W. Fox, Jr., a former member of

the Company’s Board of Directors who had resigned from the Board on December 24, 2013, was
named Lee’s successor as President and CEO of Tower. Also on February 7, 2014, the Company
announced that Jan R. Van Gorder, the lead independent director of the Board of Directors and a
member of the Board’s Audit Committee, Compensation Committee and Corporate Governance
Committee, would be appointed to succeed Defendant Lee as Chairman of the Board.
146.

In a desperate attempt to undo the damage incurred on itself and its shareholders,

on January 3, 2014, the Company entered into an agreement and plan of merger with competitor
ACP. Pursuant to the terms of the proposed merger, each outstanding share of Tower’s common
stock, following the settlement of all outstanding equity awards, would be converted into the
right to receive $3.00 in cash, with an aggregate value of approximately $172.1 million (the
“ACP Merger”). The Company’s board unanimously approved the ACP Merger as it was
necessary to provide the Company with a cash infusion and to show investors that the Company
was still a going concern.
147.

In the Company’s Form 8-K dated January 6, 2014, Tower stated that it had

received the opinion of J.P. Morgan, its lead financial advisor, that the ACP Merger was fair
from a financial point of view to the Company’s registered shareholders. In that same Form 8-K,
the Company informed its shareholders that it endorsed J.P. Morgan’s opinion and that it was in
favor of the merger at the $3.00 per share value. At minimum, J.P. Morgan’s opinion and the
endorsement of that opinion by the Company serve as an admission by Tower that its share price
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was artificially inflated when it was valued above $26.00 a share prior to the Company’s
shocking disclosures.
148.

However, news of the proposed merger did not provide confidence to the market.

On the very day the merger was announced, the Company’s stock once again dropped, falling
from $3.07 to $2.96 by the close of trading. Over the next ten days, the Company’s stock
continued to drop until it reached $2.52 per share on January 14, 2014, its lowest price since the
Company began trading publicly in 2004.
149.

Shortly after the announcement of the ACP Merger, on February 11, 2014, the

Company belatedly announced its quarterly financial results for the third quarter of 2013. The
Company once again reported that it had underestimated its reserve charge for the quarter,
increasing the loss to a shattering $143.7 million from its previous range of $75 million to $105
million, which it had originally estimated back in late December 2013. This additional reserve
charge was on top of the previously disclosed loss reserve charge of $364 million.
150.

In a press release issued the same day, Tower failed to provide an adequate

explanation to investors concerning the additional reserve charge and did not host a conference
call to answer questions. Specifically, Tower stated that the higher reserve charge was due to
“additional loss emergence information associated with prior accident years that was not
available to Tower on December 17, 2013, but became available in the period between
December 18, 2013 and the date of the release of this financial information.” Moreover, the
Company reported that the “reserve strengthening” in the third quarter arose primarily from
accident years 2008-2011 within the workers’ compensation, commercial multi-peril liability,
other liability and commercial auto liability lines of business – the same lines of business
attributable to the earlier restated figures.
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151.

Given the Company’s recent history with its hundreds of millions of dollars in

loss reserve charges and the fact that this additional $143.7 million in reserve charges arose from
accident years dating back nearly five years prior, and the detailed facts provided by numerous
former Tower employees that the Company’s fundamentally flawed reserve reporting was wellknown throughout the Company (¶¶83-113), it is inconceivable that “additional loss emergence
information associated with prior accident years” was not “available to Tower” prior to
December 17, 2013. It was not that this additional loss emergence information was unavailable,
but rather that Defendants, by their own admissions, were aware of the decline in the affected
lines of business since at least 2010, but recklessly, with no reasonable basis, and intentionally
reported false reserve and net income figures.
152.

Before the ACP Merger was even announced, Tower had essentially cut off

meaningful communications with its shareholders, frustrating attempts to obtain information or
explanation for the Company’s massive downward spiral. Tower’s May 9, 2013 conference call
was the last such call for the remaining year and a half that Tower remained a public company.
Furthermore, Tower consistently failed to timely file its required quarterly and annual reporting
with the SEC. On March 3, 2014 Tower announced it was unable to timely file its fiscal year
2013 Form 10-K with the SEC, noting that it required “additional time needed to review matters
relating to Tower’s estimate of its loss reserves and the related impact to the recoverability of its
goodwill and deferred tax assets” and similarly failed to timely file its first and second fiscal
quarter 2014 Forms 10-Q citing the same reasons.
153.

On May 2, 2014, Tower reported its annual 2013 financial results in its 2013

Form 10-K, stating that the Company had continued its rapid downward spiral through the fourth
quarter of 2013, reporting yet another staggering $62 million in adverse reserve development
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during the fourth quarter of 2013. This fourth quarter reserve charge increased the total reserve
charge for 2013 to $533 million. Moreover, after performing a quantitative analysis of the
second quarter of 2013, the Company determined that $214.0 million of goodwill was impaired,
to the extent that, as of December 31, 2013, there was no goodwill remaining on the Company’s
balance sheet. In the same Form 10-K, the Company also reported material weaknesses in its
internal controls over its financial reporting, deficiencies that the Company admitted resulted in
material misstatements in its financial statements and requiring Tower to restate its financial
statements. Specifically, the Company reported that it was not effective in executing its internal
controls, monitoring the control performance, and identifying and responding to control
deficiencies, explicitly identifying the following six material weaknesses:
(1)

We did not maintain effective controls over the effectiveness of the loss
reserve estimation process. Specifically, the Company did not maintain
effective control to effectively review and approve all significant
assumptions, methodologies and data used to determine the actuarial
central estimate;

(2)

We did not maintain effective controls over the premium receivable
account reconciliation. Specifically, the Company did not maintain
effective controls to effectively investigate and resolve reconciling items
on a timely basis;

(3)

We did not maintain effective controls over the impairment process of the
long-lived tangible and intangible assets. Specifically, the Company did
not evaluate all the triggering events indicating that the carrying value of
its long-lived tangible and intangible assets may not be recoverable during
2013. The long-lived tangible and intangible assets include furniture,
leasehold improvements, computer equipment, software, including
internally developed software, and agency force lists;

(4)

We did not maintain effective controls over the effectiveness of the tax
valuation allowance estimation process. Specifically, the Company did not
determine and monitor its valuation allowance of net deferred tax asset
and the accuracy of its deferred taxes;

(5)

We did not maintain effective control over certain information
technology general controls. Specifically, the Company did not design
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and maintain effective controls with respect to segregation of duties,
restricted access to programs and data, and change management activities.
Consequently, controls that were dependent on the effective operation of
information technology were not effectively designed to include
adequate review of system generated data used in the operation of the
controls and were determined not to be operating effectively and
therefore could result in material misstatement of substantially all
financial statement line items;
(6)

We did not maintain effective controls over the period-end financial
reporting process. Specifically, the company did not maintain sufficient
personnel to perform its period-end financial reporting process
effectively, including preparation and review of account reconciliations
and evaluation of the accounting requirements resulting from recent events
and circumstances. This in turn affected the timely preparation and review
of interim and annual consolidated financial statements.

154.

The Company’s admissions made clear that, throughout the Class Period: (a)

Tower knowingly and recklessly misstated key financial metrics – most saliently, its loss
reserves and reported net income – to investors; (b) none of the Company’s Class Period
financial statements were accurate; and (c) that the Company’s reported financial health during
the Class Period was a sham.
155.

Unsurprisingly, in response to the Company’s disclosures, financial analysts once

again downgraded the Company. On May 9, 2014, for the third time in recent months, A.M.
Best downgraded the Company’s FSR to C++ (Marginal) from B (Fair) and ICR to “b” from
“bb” of the pooled and reinsured members of the Tower US Pool. A.M. Best also downgraded
the ICR to “cc” (Weak) from “b-” and the debt rating on the $150 million par 5.00% senior
unsecured convertible notes due September 2014, for the intermediate holding company, Tower
Group, Inc. Moreover, A.M. Best downgraded the ICR to “cc” from “b-” of the ultimate
parent, Tower Group International, Ltd. Similarly, on May 13, Fitch also downgraded the
Company’s operating subsidiaries to CCC from B. Fitch also believed that the Company would
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not be able to meet its $150 million debt maturity on September 15, 2014 owed to AmTrust
Financial Services and National General Holding Co. because of prior reinsurance agreements.
156.

The Company’s admissions that it had not even a semblance of control over its

anticipated losses negatively affected the Company’s pending ACP Merger. On May 8, 2014,
the Company and ACP amended the terms of the proposed merger such that Tower’s
shareholders would get only $2.50 in cash per share compared to the prior agreement of $3.00
per share cash payout. Because of the Company’s alleged financial fraud, the effects of which
were continuing to play out in the market, the life-saving but fire sale price of the ACP Merger
dropped by nearly 17% to the detriment of Tower’s shareholders.
157.

In the Company’s 8-K dated May 8, 2014, Tower stated that it had once again

received the opinion of J.P. Morgan that the merger with ACP was financially fair to the
Company’s shareholders.

Specifically, J.P. Morgan, conducted a “Selected Transactions

Analysis” of Tower and its subsidiaries and determined that the implied per share equity value
for the Company was actually $0.15 to $0.31 per share. J.P. Morgan also performed a “Dividend
Discount Analysis” to determine the value of Tower’s shares, which “yielded a negative implied
equity price per share,” compared to the merger consideration of $2.50 per share. Similarly,
Tower disclosed that it had also received the opinion of Bank of America Merrill Lynch (“BofA
Merrill Lynch”), another financial advisor, which similarly concluded that the ACP Merger was
fair.

BofA Merrill Lynch, like J.P. Morgan, conducted a “Selected Precedent Transaction

Analysis” of Tower and determined that the implied per share equity value of the Company was
between $0.19 and $0.29. In other words, based on the opinions of Tower’s financial advisors,
the Company was in such poor shape that selling it off at a discounted price of $.50 less a share
was not only a fair deal to the Company’s shareholders but was also a gift from ACP when the
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Company’s far value was between $0.15 to $0.31 per share.

Moreover, the Company’s

endorsement of these fairness opinions further establishes that, prior to Tower’s corrective
disclosures, the Company’s stock had been overvalued by far more than 90%.
158.

The fallout of Tower’s fraud continued. Just one day later, on May 9, 2014, the

Company fired PWC as its independent registered accounting firm. On that same day, the
Company approved the engagement of BDO as the Company’s new independent registered
public accounting firm beginning with its first quarter ending March 31, 2014.
159.

PWC had been the Company’s independent auditor since January 1, 2010, when

the Company dismissed its prior independent registered public accounting firm, Johnson
Lambert & Co. LLP. As such, PWC reviewed and certified that the Company’s consolidated
financial statements for 2010, 2011, 2012 and 2013 were reliable and accurate, as well as in
conformance with GAAP. Additionally, PWC served as the Company’s independent registered
auditor for the entirety of Class Period and oversaw the review and certification of every
financial statement which the Company would eventually restate or revise.
160.

On June 19, 2014, the Company filed its first quarter 2014 financial results – once

again disclosing negative news and continuing the Company’s downward spiral. Specifically, the
Company reported a net loss of $51.9 million compared to net income of $1.6 million in the first
quarter of 2013. Total revenues fell as Tower's net premiums earned dropped significantly, with
a large portion of earned premiums being ceded to other insurance companies based on
reinsurance agreements.
161.

During the period immediately following Tower’s filing of its 2014 first quarter

report, the Company’s stock fell to a record low, dropping to $1.80 as of June 30, 2014. The
Company’s dubious Class Period statements and precarious financial position, also drew the
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attention of federal and state regulators, which began to investigate the Company. Indeed, on
February 21, 2014, the SEC sent a letter to the Company sharply questioning its staggering loss
reserve increases and when Tower first became aware of the loss trends. Specifically, the SEC
wrote:
You state… that in the second and third quarters of 2013, the Company performed
a comprehensive update to its internal reserve study in response to continued
observance in the second and third quarters of 2013 of higher than expected
reported loss development. You state… that the Company recognized in the
second quarter of 2013 that the higher than expected reported loss development it
had been experiencing had become a trend. You also state on page 65 of the
original Form 10-K for the year ended December 31, 2012 that management’s
estimates of prior years’ loss and loss expenses increased $74.2 million for the
year ended December 31, 2012 due to a comprehensive review of loss reserves
completed in the second quarter of 2012 and an updated analysis during the third
quarter as well as recent loss emergence that occurred during the fourth quarter.
Please tell us:
• why the $74.2 million increase for the year ended December 31, 2012 was
reasonable given the loss development observed;
• when the higher than expected reported reserve losses began;
• why the trend was not recognized prior to the second quarter of 2013; and
• the facts and circumstances resulting in you concluding that loss development
became a trend.
The Company did not provide credible or meaningful responses to those inquiries. On August
29, 2013, Tower announced that the SEC had launched a formal investigation into the Company
and additionally attached a subpoena requesting various documents.
162.

Dating back to 2013, the New York Department of Financial Services

(“NYDFS”) issued orders for seven of Tower’s insurance subsidiaries, subjecting them to
heightened regulatory oversight, which included providing the NYDFS with increased
information with respect to the insurance subsidiaries’ business, operations and financial
condition. In addition, the NYDFS placed limitations on payments and transactions outside the
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ordinary course of business and material changes in the insurance subsidiaries’ management and
related matters. On April 21, 2014, the NYDFS issued additional orders for two of Tower’s
insurance subsidiaries instructing them to provide plans to address weaknesses in such insurance
subsidiaries’ risk based capital levels as shown in their statutory annual financial statements, and
imposing further enhanced reporting and prior approval requirements and limitations on writings
of new business. On the same date, the NYDFS issued a letter pertaining to one of Tower’s
insurance subsidiaries requiring the submission of a plan to address weaknesses in risk based
capital levels.
163.

Additionally, on May 20, 2014, the Massachusetts Department of Insurance

(“MDOI”) put the Company and its subsidiary entities on administrative suspension.
Specifically, the MDOI entered an order of administrative supervision with respect to
subsidiaries of Tower Group International to submit a preliminary operations plan by June 1
detailing how it would continue in the event the ACP Merger collapsed and how it would repay
its debt maturing in 2014. At the time of the MDOI’s order, the Company had $147.7 million of
5% senior convertible notes maturing on September 15, 2014. In addition to the operations plan,
the MDOI order subjected two of the Company’s subsidiaries, Tower National Insurance Co. and
Massachusetts Homeland Insurance Co., to enhanced reporting requirements, along with various
other operational restrictions including writing any new business that was not 100% reinsured to
affiliates of AmTrust Financial Services Inc. and National General Holdings Corp., pursuant to
reinsurance agreements that were currently in effect between Tower and these entities.
164.

Furthermore, around this time, the Maine Bureau of Insurance entered a

Corrective Order imposing certain conditions on Maine domestic insurers York Insurance
Company of Maine (“YICM”) and North East Insurance Company (“NEIC”), subsidiaries of
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Tower. The Corrective Order imposed increased reporting obligations on YICM and NEIC with
respect to business operations and financial condition and imposes restrictions on payments or
other transfers of assets from YICM and NEIC outside the ordinary course of business.
165.

Moreover, on April 11, 2014, the New Jersey Department of Banking and

Insurance imposed an enhanced reporting requirement on the intercompany transactions
involving Tower’s two New Jersey domiciled insurance subsidiaries and Tower’s New Jersey
managed insurer. Such companies are now required to submit for prior approval any transactions
with affiliates, even transactions that would otherwise not be reportable under the applicable
holding company act. On May 7, 2014, the Illinois Department of Insurance (the “IDI”) sent a
letter to the Company’s Illinois insurance subsidiary instructing it to provide a plan to strengthen
its risk based capital level as shown in its statutory annual financial statement.
166.

On June 4, 2014, the Ohio Department of Insurance (“ODOI”) sent a letter to

Tower National Insurance Company (“TNIC”), a Massachusetts domiciled insurance subsidiary
of the Company, concerning the decrease in TNIC’s capital below Ohio’s minimum capital
requirements. Subsequently, TNIC entered into a consent order with the ODOI on June 11,
2014, the terms of which as of the date of this filing are still being finalized. As per the
Company’s statements in second quarter 2014 quarterly filing dated June 19, 2014, Tower
expects that the consent order will require TNIC to cease writing any new or renewal insurance
business in Ohio until TNIC’s statutory capital deficiency has been resolved to the satisfaction of
the ODOI.
167.

Even foreign regulators began investigating Tower. The Bermuda Monetary

Authority (“BMA”), responding to the Company’s failure to meet its minimum solvency
requirements as of December 31, 2013, issued directives to two of Tower’s subsidiaries, Tower
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Reinsurance, Ltd. (“TRL”) and CastlePoint Re, subjecting them to heightened regulatory
oversight and requiring BMA approval prior to the execution of certain transactions, including
prohibited these subsidiaries from declaring or paying any dividends.
168.

On August 6, 2014 the Company held its special general meeting of shareholders

during which the shareholders voted to approve and adopt the planned ACP Merger, Tower stock
closed at only $2.32 per share, a mere $0.04 increase, reflecting the fact that the market still
viewed there being a significant risk that the deal would not close.

As reflected by the

incremental increase in stock price, the market did not believe that the Company’s merger with
ACP would save Tower from the brink of insolvency.
VIII. ADDITIONAL ALLEGATIONS OF SCIENTER
169.

Defendants acted with scienter throughout the Class Period in that each knew or

recklessly disregarded that the Company’s publicly reported financial results and other
statements issued during the Class Period were materially false and misleading.
170.

First, Defendants Lee and Hitselberger repeatedly made detailed statements based

on purported personal knowledge of the adequacy of the Company’s loss reserves and “prudent”
and “conservative” methodology that Tower applied to the reporting of those loss reserves. The
Officer Defendants further signed certifications attesting to the sufficiency of Tower’s internal
controls over its reserves. These first-hand statements reflect the Officer Defendants’ knowledge
of Tower’s loss reserve process and their involvement in making decisions that directly impacted
Tower’s loss reserve policies. These types of public comments about the adequacy of Tower’s
reserves – through which the Officer Defendants held themselves out as knowledgeable on these
subjects – support a strong inference of scienter, especially given these Defendants’ knowledge
of the Company’s internal control and operating deficiencies.
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171.

Second, Defendant Lee was intimately involved in determining the Company’s

loss reserves, and intentionally manipulated those reported numbers. As reported by CW7, Lee
was “God” at Tower, directing all major policies and developments. As reported by CW1,
Defendant Lee consistently communicated that the proposed quarterly reserve analyses were too
high and regularly instructed Tower’s actuaries to reduce their reserve estimates by 10% - 20%.
(¶¶105-111.)
172.

Third, by no later than the second half of 2012, Defendants were aware that

Tower’s loss reserves were understated when a proposed transaction with Global Indemnity was
not consummated because Global Indemnity refused to enter into an acquisition with Tower on
the grounds that Tower was materially under-reserved by up to $150 million.
173.

Fourth, even after the Global Indemnity transaction fell through during the

second half of 2012 and thereafter, when PWC began to (finally) insist that Tower increase its
loss reserves, the Officer Defendants falsely assured investors that they had materially improved
the adequacy of the Company’s loss reserves. Indeed, as set forth above, on July 31, 2012 and
the days following Tower’s announced $42 million reserve “strengthening,” Defendant Lee
stated that the reserve increase resulted from a “thorough review” of reserves in continuation of
the Company’s “strong track record of … having integrity” in its loss reserve. Defendant Lee
stated that Tower was “now positioned where we feel comfortable that our reserve position is
where we want it to be” so that “we don’t think we’re going to be making this kind of dramatic
change in our reserve position” in the future. Defendant Hitselberger echoed Defendant Lee’s
discussion, stating, “we are very comfortable with the reserve range that we are carrying today.”
The fact that the Officer Defendants unequivocally assured the market that Tower had
comprehensively strengthened its loss reserves such that no material future reserve charges
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would be necessary for accident years 2009 through the first half of 2012, when in reality the
Company was under-reserved by hundreds of millions of dollars, is strong evidence of extremely
reckless behavior at a minimum.
174.

Fifth, Tower’s corporate culture of intimidation is evidence of scienter. As

described by CW1 and CW7, Defendant Lee regularly “suppressed” reserves and bullied the
Company’s chief actuary to report reserves that were materially less than the Company’s
projected losses. (¶¶83-113.) This was part of a scheme to understate reserves and increase net
income in order to portray a false picture of financial health to investors. Further, as confirmed
by multiple CWs, other Tower employees were pressured to keep reserve levels at artificially
low levels, despite indications that certain claims should be reserved for at higher levels. (¶¶104113.)
175.

Sixth, the Company was on notice from at least the beginning of the Class Period

that its internal controls were ineffective, resulting in misstated financial statements. In its 2013
Form 10-K, the Company admitted that as of December 31, 2012 its internal control system had
six material weaknesses. As reflected by the Company’s massive Restatement, revisions and
loss accruals to reserves for losses dating back to 2009, these material weaknesses existed
throughout the Class Period. Former Tower employees relate in great detail how the Company’s
internal controls over reserves were broken since at least the beginning of the Class Period.
(¶¶83-103.)
176.

Seventh, Tower’s rapid expansion and failure to ensure that the data systems of

the companies that it acquired were properly integrated into Tower’s systems provides further
evidence of scienter. It was well known throughout the Company that Tower’s rapid expansion
posed serious risk to the stability of the Company, as well as to the accuracy of its financial
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reporting. Multiple CWs confirm that the data from these new acquisitions was never properly
integrated and as a result, the data that Tower’s actuaries relied on to determine appropriate loss
reserves was unreliable and inaccurate. Indeed, failing to ensure integration is evidence that
Tower willfully turned a blind eye to the serious problems and deficiencies that inevitably arose
as a result.

(¶¶83-103.)

The failure of Tower’s data system is further evidenced by the

admission that “material weaknesses” existed in the Company’s internal control environment.
177.

Eighth, throughout the Class Period, Tower and the Officer Defendants assured

investors that the Company was de-emphasizing the business lines at the very heart of the
Restatement and strengthening reserves in light of the risks involved with underwriting those
policies. Therefore, Defendants knew that the historical underwriting of these high-risk, mostly
“long tail” commercial lines of business presented a significant risk of loss for existing polices
sufficient to warrant much higher loss reserves. (¶¶11, 14, 100.)
178.

Ninth, it was known within the Company that there was a history of

misclassifying premiums by line of business used in the loss reserving process, and that this
misclassification was part of Tower’s wholly ineffective internal controls. (¶¶83-103.) This
provides evidence of scienter because the “inadvertent mistakes” that Tower identified as the
impetus for the Restatement were not inadvertent, but were commonly known throughout the
Class Period.
179.

Tenth, the sudden “resignation” of Defendant Lee raises an additional inference

of scienter. The circumstances of Lee’s resignation are suspicious under any standard. Lee is
the founder of Tower and held the positions of Chairman, President and Chief Executive Officer
until his resignation on February 7, 2014. Lee was replaced by William Fox, who had previously
served as a Director of Tower but had abruptly resigned from the Company’s Board of Directors
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on December 24, 2013. Lee was the public face of the Company on regular conference calls and
spoke frequently to analysts and investors regarding all aspects of Tower’s operations. For each
quarter during the Class Period, Lee took the lead on conference calls addressing Tower’s
operations and performance, and signed each of the Company’s Forms 10-Q and 10-K filed
during the Class Period.
180.

Eleventh, while in possession of material, nonpublic information regarding the

gross understatement of Tower’s loss reserves and loss ratio (and commensurate overstatement
of net income), Defendant Lee sold substantial amounts of Tower common stock at artificially
inflated prices, reaping enormous profits. Lee (on his own behalf and through his wife) sold
1,468,601 shares of Tower common stock during the Class Period for gross proceeds of over
$18 million – over 18 times his base annual salary – while the Company’s stock price was
artificially inflated. Lee’s sales were large and unusual, well-timed, and represented a significant
portion of his overall holdings. The table below lists Lee’s insider sales transactions during the
Class Period:
Date
08/18/10
09/24/10
09/27/10
12/08/10
03/14/13
03/15/13
09/18/13
09/18/13
09/18/13
Total:
181.

Number of
Shares
37,153
17,114
29,374
94,500
12,000
45,000
1,167,659
55,901
9,900
1,468,601

Share Price
$22.8852
$22.8000
$22.8000
$26.2494
$17.4860
$17.6870
$10.1627
$11.1600
$12.2825

Total
Proceeds
$850,254
$390,199
$669,727
$2,480,568
$209,832
$795,915
$11,866,568
$623,855
$121,597
$18,008,516

As shown above, Lee (through his wife) sold 83,641 shares in August and

September 2010 for proceeds of $1.9 million. Notably, Lee’s sales began on August 18, 2010,
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only shortly after the acquisition of OneBeacon, the largest in a series of acquisitions that were
never integrated into Tower’s systems.
182.

Lee sold an additional 94,500 shares of Tower common stock on December 8,

2010 for proceeds of $2.5 million. Significantly, these sales were acutely well-timed at a price
of $26.23 per share, occurring near a high in the stock price.
183.

At a later point in the Class Period, Lee again capitalized on insider knowledge to

sell additional shares at a favorable price and at an opportunistic time. Specifically, Lee sold
shares in Tower on March 14 and 15, 2013 for proceeds of over $1 million. Then, on September
18, 2013, Lee sold 1,233,460 shares of Tower for proceeds of $12.6 million at an average price
of approximately $10.20 per share, remarkably during the time period after the Company
reassured investors that it was working with actuarial consultants to review selected areas of the
Company’s loss reserves. According to a Form 4 filed on September 20, 2014 with the SEC,
Lee’s significant September sales represented approximately 35% of his beneficially owned
shares. These sales were effectuated in order to fulfill Lee’s repayment obligations for a large
loan with Citigroup, and allowed Lee to cash out of the stock before the true extent of the fraud
was revealed. Notably, by selling his shares during September 2013, Defendant Lee avoided
over $9.4 million in additional losses that he would have incurred on those sales had he made
such sales after the end of the Class Period.
184.

Twelfth, Lee was incentivized to artificially inflate Tower’s financial results since

a majority of his compensation was performance-based and varied materially depending on the
Company’s financial performance. Indeed, prior to and during the Class Period, Lee’s yearly
performance-based compensation target numbers changed constantly, with incentive targets
being regularly manipulated to enable him and other Tower executives to obtain hefty payouts.
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From 2008 through 2012, Tower’s incentive compensation for its named executive officers,
including Lee, was tied to four equally weighted financial criteria. From 2008 to 2010, Tower
met 11 of the 12 target criteria with 10 of the 12 meeting the “high” or “max” target levels.
These impressive results rewarded Lee handsomely as he received bonuses of 147%, 200% (the
max allowed for that year) and 185% of his base salary for 2008, 2009 and 2010, respectively.
185.

Additionally, Tower achieved the highest target for gross premiums written every

year from 2008 to 2012. Gross premiums written is a target that ignores the quality of the
premiums written and solely focuses on volume and total dollar amount brought in by
underwriting policies. By tying part of Lee’s bonus to gross premiums written, Defendant Lee
was incentivized to push employees to generate as many new policies as possible without
considering the quality of those policies and regardless of the effect the Company’s deficient
underwriting, claims and reserve practices had on its financial results.
186.

The decline in Tower’s performance was not the result of an industry-wide or

market-wide decline that affected similar segments proportionately. Rather, as the chart below
demonstrates, Tower suffered material declines towards the end of the Class Period that strayed
significantly from market and industry segments:
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187.

As discussed above, two-thirds of Lee’s compensation from 2008 to 2012 was

awarded pursuant to incentive plans.

During this time frame, Tower aggressively and

inappropriately underwrote insurance policies and failed to reserve for actual and anticipated
risk, thus helping Lee attain hefty bonuses.

In addition, Tower eased the criteria necessary to

meet the hurdles in an attempt to continue to pay Lee despite the Company’s deteriorating
performance:
Year
2012
2011
2010
2009
2008
Total
188.

Bonus + Stock
Awards
$1,750,590
$3,943,846
$2,160,000
$3,102,378
$1,802,014
$12,758,828

Total
$2,976,310
$5,532,788
$3,636,031
$4,437,698
$2,395,211
$18,978,038

% of
Total
59%
71%
59%
70%
75%
67%

Tower’s incentive compensation plans were heavily criticized. Notably, on April

13, 2013, ISS Proxy Advisory Services issued a report on Tower Group advising investors to
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vote against ratifying named executive officers’ compensation. The ISS report noted that pay
and performance “are misaligned” at the Company.

ISS stated that a vote against the

compensation proposal was warranted due to the Company’s “persistent poor financial
performance and high pay relative to peers, combined with substantial proportions of nonperformance-based pay, the short-term nature of the performance-basis utilized under the Long
Term Equity Plan, and the shared performance metrics across multiple incentive plans.” ISS
further stated that a “pay-for-performance disconnect appears to exist at Tower Group.”
189.

Thirteenth, Defendants engaged in this scheme to inflate the price of Tower

common stock in order to protect and enhance their executive positions, their substantial
compensation, and/or the value of their personal holdings in Tower securities.

Moreover,

Defendants were motivated to overstate net income and understate reserves in order to artificially
inflate Tower’s common stock price so that the Company could make less dilutive acquisitions
using its shares as currency, including the substantial acquisitions of SUA and Canopius, with its
inflated share value.
190.

Fourteenth, the initiation of a formal investigation by the SEC in August 2014

further corroborates a strong inference that Defendants acted with scienter in connection with
their Class Period false statements and failure to disclose material facts.
IX.

MATERIALLY FALSE AND MISLEADING STATEMENTS AND
OMISSIONS
191.

During the Class Period, Defendants carried out a scheme to mislead the market

through their repeated materially false and misleading statements regarding Tower’s purported
conservative loss reserve practices, adequate internal controls and its effective management of
risk.

Indeed, throughout the Class Period, Defendants repeatedly assured the market that

Tower’s reserve practices were conservative and that the Company’s periodic reserve increases
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accurately and comprehensively represented estimated losses with respect to claims in prior
accident years. In reality, throughout the Class Period, Defendants materially misstated Tower’s
financial results – specifically, its loss reserves, net income and loss ratio – and the effectiveness
of its internal controls. The cumulative impact of these material misstatements resulted in loss
reserves that were understated by $570 million, the impact of which obliterated the Company’s
cumulative Class Period net income of $233.4 million.
A.

Defendants Materially Misstated Tower’s Financial Results

192.

On a quarterly and annual basis throughout the Class Period, the Company

reported its financial results, including its net income, loss ratio, and loss reserve. Tower and the
Officer Defendants certified the accuracy of these financial results and certified that the
Company had presented these results in compliance with GAAP, pursuant to their obligations
under the Sarbanes-Oxley Act. However, each of these statements was false and misleading
because Tower’s loss reserves were not in compliance with GAAP and did not accurately reflect
information known to Defendants at the time, leading the Company to materially understate its
loss reserve and loss ratio and overstate its net income. Indeed, Tower’s disclosures in the
second half of 2013 confirmed that the Bank understated its reserves and loss ratio and
overstated its earnings by hundreds of millions of dollars for the years ended 2009 through 2012
and the first quarter of 2013.
193.

On March 1, 2010, the Company filed with the SEC its Form 10-K for the fiscal

year ended December 31, 2009 (“2009 Form 10-K”). Defendant Lee signed the 2009 Form 10-K
and made the certifications described above in ¶192. The statements in the 2009 Form 10-K
regarding Tower’s financial results for 2009 were materially false and misleading. Indeed, as
described above, Tower was under-reserved for claims filed in 2009 by a material portion of the
$533 million reserve charges taken in 2013 for accident years 2009 through 2012. As a result,
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rather than reporting loss reserves of $932.3 million, a loss ratio of 55.6%, and net income of
$109.3 million for 2009, Tower should have reported materially higher loss reserves and loss
ratio, and a materially lower net income.
194.

Moreover, in its 2009 Form 10-K, Tower disclosed gross premiums receivable of

$280.36 million, and operating expenses of $223.9 million. The Company admitted these results
were materially false on November 26, 2013, when it announced its revisions to the 2009 audited
financial statements, which reduced the previously reported premiums receivable by $7.2
million, increased the Company’s operating expenses by $7.2 million, and, in turn, reduced the
Company’s net income for 2009 by an additional $7.2 million.
195.

On March 1, 2011, the Company filed with the SEC its Form 10-K for the fiscal

year ended December 31, 2010 (“2010 Form 10-K”). Defendants Lee and Hitselberger signed
the 2010 Form 10-K and made the certifications described above in ¶192. The statements in the
2010 Form 10-K regarding Tower’s financial results for 2010 were materially false and
misleading. Indeed, as described above, Tower’s loss reserves for 2010 were later restated by
$5.7 million, and Tower was further under-reserved for claims filed in 2009 through 2010 by a
material amount of the $533 million reserve charges taken in 2013 for accident years 2009
through 2012. As a result, rather than reporting loss reserves of $1.3 billion, a net loss ratio of
60.77%, and net income of $117 million for 2010, Tower should have reported materially higher
loss reserves and loss ratio, and a materially lower net income.
196.

Moreover, in its 2010 Form 10-K, Tower disclosed gross premiums receivable of

$387.58 million and operating expenses of $463.0 million. These results were admitted to have
been materially false on November 26, 2013, when the Company announced its revisions to the
2010 audited financial statements, which reduced the previously reported premiums receivable
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by $5.6 million, increased the Company’s operating expenses by $5.6 million, and, in turn,
further reduced the Company’s net income for 2009 by an additional $5.6 million.
197.

On March 1, 2012, the Company filed with the SEC its Form 10-K for the fiscal

year ended December 31, 2011 (“2011 Form 10-K”). Defendants Lee and Hitselberger signed
the 2011 Form 10-K and made the certifications described above in ¶192. The statements in the
2011 Form 10-K regarding Tower’s financial results for 2011 were materially false and
misleading. Indeed, as described above, Tower’s loss reserves for 2011 were later restated by
$21.7 million, and was further under-reserved for claims filed in 2009 through 2010 by a
material amount of the $533 million reserve charges taken in 2013 for accident years 2009
through 2012. As a result, rather than reporting loss reserves of $1.2 billion, a net loss ratio of
66.2%, and net income of $60.2 million for 2011, Tower should have reported materially higher
loss reserves and loss ratio, and a materially lower net income.
198.

Moreover, in its 2011 Form 10-K, Tower disclosed gross premiums receivable of

$408.6 million and operating expenses of $589.6 million. These results were admitted to have
been materially false on November 26, 2013 when the Company announced its Restatement of
the 2011 audited financial statements, which reduced the previously reported premiums
receivable by $10 million, increased the Company’s operating expenses by $10 million, and, in
turn, further reduced the Company’s net income for 2011 by an additional $15.8 million
199.

On March 4, 2013, the Company filed with the SEC its Form 10-K for the fiscal

year ended December 31, 2012 (“2012 Form 10-K”). Defendants Lee and Hitselberger signed
the 2012 Form 10-K and made the certifications described above in ¶192. The statements in the
2012 Form 10-K regarding Tower’s financial results for 2011 were materially false and
misleading. Indeed, as described above, Tower was under-reserved for claims filed in 2009
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through 2012 by a material amount of the $533 million reserve charges taken in 2013 for
accident years 2009 through 2012. As a result, rather than reporting loss reserves of $1.3 billion
and net loss of ($28.2) million for 2012, Tower should have reported materially higher loss
reserves and loss ratio, and a materially lower net income.
200.

Moreover, in its 2012 Form 10-K, Tower disclosed gross premiums receivable of

$422.1 million, and operating expenses of $676.4 million. These results were admitted to have
been materially false on November 26, 2013, when the Company announced its restatement of
the 2012 audited financial statements, which reduced the previously reported premiums
receivable by $11 million, increased the Company’s operating expenses by $11 million, and, in
turn, further reduced the Company’s net income for 2009 by an additional $6 million
201.

On May 10, 2013, the Company filed with the SEC its Form 10-Q for the quarter

ended March 31, 2013 (“First Quarter 2013 Form 10-Q”). Defendants Lee and Hitselberger
signed the First Quarter 2013 Form 10-Q and made the certifications described above in ¶192.
The statements in the First Quarter 2013 Form 10-Q regarding Tower’s financial results for the
first quarter of 2013 were materially false and misleading. Indeed, as described above, Tower
was under-reserved for claims filed in 2009 through 2012 by a material amount of the $533
million reserve charges taken in the second half of 2013 for accident years 2009 through 2012.
As a result, rather than reporting loss reserves of $1.4 billion, a net loss ratio of 63.1%, and net
income of 3.8 million for the first quarter of 2013, Tower should have reported materially higher
loss reserves and loss ratio, and or materially lower net income.
202.

The impact of the Company’s later Restatement and $533 million in reserve

increases on its financial results dating back to 2008 was massive, wiping out all of the income
that the Company had reported cumulatively during the Class Period.
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Company’s Restatement in late 2013 erased $37 million in previously reported income for years
2010 through fiscal 2013.

In 2013, Tower recorded $533 million for “reserve increases

associated with losses from prior accident years” dating back to 2008 and reported a net loss of
$943 million, largely attributable to losses that should have been recorded in prior years. The
Company’s cumulative net income, as originally reported for 2009 through 2012 was $233.4
million. The effect of the Restatement and reserve charges totaled $570 million – more than
twice all of the income cumulatively reported during the Class Period.
B.

Defendants Materially Misstated Tower’s Loss Reserve Methodology

203.

Throughout the Class Period, Defendants’ reports filed with the SEC

misrepresented the method by which Tower calculated its reserves. Specifically, Defendants
assured investors that Tower established its reserves “prudently after considering all
information known to us as of the date the[] [reserves] are recorded,” that Tower’s reserves
were “carefully monitor[ed]. . . by segment and line of business to ensure that they are
adequate,” and that Defendants were not aware of any claims trends that would “cause future
adverse development.” To wit, the 2009 Form 10-K described its loss reserve practices as
follows:
Loss and Loss Adjustment Expenses Reserve
We are required to establish reserves for incurred losses that are unpaid, including
reserves for claims and loss adjustment expenses, which represent the expenses of
settling and adjusting those claims. These reserves are balance sheet liabilities
representing estimates of future amounts required to pay losses and loss expenses
for insured and/or reinsured claims that have occurred at or before the balance
sheet date, whether already known to us or not yet reported. Our policy is to
establish these losses and loss reserves prudently after considering all
information known to us as of the date they are recorded.
*

*

*

Loss reserves represent our best estimate, at a given point in time, of the ultimate
settlement and administration cost of claims incurred…To estimate loss reserves,
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we utilize information from our pricing analyses, actuarial analysis of claims
experience by product and segment, and relevant insurance industry information
such as loss settlement patterns for the type of business being reserved.
*

*

*

Analysis of Reserves
We carefully monitor our gross, ceded and net loss reserves by segment and line
of business to ensure that they are adequate, since a deficiency in reserves may
result in or indicate inadequate pricing on our products and may impact our
financial condition.
*

*

*

We are not aware of any claims trends that have emerged or that would cause
future adverse development that have not already been considered in existing
case reserves and in our current loss development factors.
204.

The Company’s 2010, 2011 and 2012 Forms 10-K contained substantially similar

language as that in ¶203. The Company’s quarterly reports on Forms 10-Q filed with the SEC
on May 10, 2010, August 9, 2010, November 9, 2010, May 10, 2011, August 9, 2011, November
8, 2011, May 10, 2012, August 8, 2012, November 9, 2012, May 10, 2013, November 26, 2013,
and the amendments filed January 16, 2013, January 17, 2013, and November 26, 2013 each
incorporated by reference the description of loss reserve policies described in the Company’s
Form 10-Ks filed during the Class Period.
205.

These statements regarding the establishment and adequacy of the Company’s

loss reserves, described above in ¶¶203-204, were materially false and misleading and omitted
material facts. As alleged herein, Tower was under-reserved by $570 million between 2009 and
2013, and the Company’s reserves were not “prudent” or “conservative” estimates based on the
information known at the time. Specifically, as alleged herein, (a) Defendants established a
Company-wide culture of pressuring employees to intentionally under-reserve for projected
losses, as confirmed by numerous CWs (¶¶104-113), which contributed to a significant portion
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of the Company’s $533 million reserve charge; (b) Defendants have admitted to misclassifying
insurance premiums by line of business used in the loss reserving process, leading to both the
Company’s Restatement as well as a $533 million reserve charge (¶¶83-87); and (c) the
Company has admitted that there were material weaknesses in its internal controls over financial
reporting, inter alia, specifically that Tower “did not maintain effective controls over the
effectiveness of the loss reserve estimation process” and “did not maintain effective controls
over the premium receivable account reconciliation.” (¶¶26, 83-87.)
C.

Additional False And Misleading Statements Concerning Tower’s
Fiscal Year 2009 Financial Results And Loss Reserving Methodology

206.

On March 1, 2010, Tower held an earnings conference call discussing its financial

results for the fourth quarter of 2009 ended December 31, 2009. During that call, Defendant Lee
and former Tower CFO Frank Colalucci discussed Tower’s acquisition of SUA and reported that
Tower was required to increase its loss reserves by $10 million following the acquisition.
Colalucci portrayed the increase as a positive event, noting that it was the result of Tower’s “indepth, independent actuarial analysis” and assured analysts that the loss reserve increase put
Tower in a stronger position for the future, stating that “we believe that these actions will further
strengthen [our] loss reserve position going forward.”
207.

On the same conference call, responding to analysts’ questions regarding Tower’s

loss reserve increase, Defendant Lee emphasized that the adjustment was the result of Tower
being even “more cautious,” specifically stating that:
[W]e did a pricing study, a thorough pricing study and what we have concluded is
that we should be more conservative and we should adjust our loss ratio estimates
for 2009…With the actions that we have taken, we are putting a ring fence
around 2009 accident year, and also going forward in 2010, we are building in
the conservatism that we think is warranted at this point in the market cycle and
adjusting our business plan accordingly.
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208.

On this same conference call, responding to analysts’ questions regarding the

Company’s transfers of premiums from its acquisitions, Defendant Lee stated that “it did alter
the business mix quite a bit … which allowed us to take a conservative view towards loss
reserving. And as a result of that, we think we are very well reserved for 2009 accident year.”
209.

Analysts were highly receptive to Tower’s assurances of its conservatism.

Indeed, Piper Jaffray reported approvingly on March 1, 2010 that Tower’s fourth quarter
reflected its “increased conservatism for [the] 2009 business.”
210.

The statements above in ¶¶206-208 were false and misleading because the

Company’s reserve increase was not “conservative” and did not “put[] a ring fence around 2009
accident year.” Specifically, as alleged herein, (a) Defendants established a Company-wide
culture of pressuring employees to intentionally under-reserve for projected losses, as confirmed
by numerous CWs (¶¶104-113), which contributed to a significant portion of the Company’s
$533 million reserve charge; (b) Defendants have admitted to misclassifying insurance premiums
by line of business used in the loss reserving process, leading to both the Company’s
Restatement as well as a $533 million reserve charge (¶¶83-87); and (c) the Company has
admitted that there were material weaknesses in its internal controls over financial reporting,
inter alia, specifically that Tower “did not maintain effective controls over the effectiveness of
the loss reserve estimation process” and “did not maintain effective controls over the premium
receivable account reconciliation.” (¶¶26, 83-87.)
D.

Additional False And Misleading Statements Concerning Tower’s
Fiscal Year 2010 Financial Results And Loss Reserving Methodology

211.

In conference calls reporting on the Company’s 2010 financial results, Defendants

Lee and Hitselberger made repeated false statements about Tower’s loss reserve methodology
and practices and misrepresented the Company’s financial strength and profitability.
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212.

On a May 1, 2010 conference call discussing the Company’s 2010 first quarter

earnings, in response to an analyst’s question about “any reserve development” in the quarter,
Defendant Lee responded that Tower had “no reserve development,” that the Company “fe[lt]
pretty comfortable with the actions that we have taken last year,” and there had not been “any
adverse development” since 2002.
213.

On an August 9, 2010 conference call discussing the Company’s 2010 second

quarter earnings, analysts asked whether there had been any change in claim trends affecting the
Company. In response, Defendant Lee stated that there hadn’t been, and explained that Tower’s
“business is somewhat unique” in that “we don't focus on longtailed type of business where you
may get surprises. Our business across different lines of businesses are comprised of low hazard
types of classes of business, where reporting is quite predictable, and we do a pretty good job of
putting up proper reserves.”

On that same August 9, 2010 conference call, Defendant

Hitselberger discussed the SUA acquisition and assured investors that the Company “went
through our purchase GAAP accounting” and a “diligent actuarial process” prior to the
acquisition, and that “we are very confident that we are not going to see any [reserve]
development leading through from the SUA acquisition.”
214.

Defendant Lee continued to tout Tower’s conservative reserving practices at the

September 7, 2010 Keefe & Bruyette & Woods Insurance Conference, stating that “despite this
very prolific growth rate, you can see that our loss ratio is well below the industry average …
we seem to be able to continue to maintain our underwriting discipline, mainly by allocating
capital to profitable market segments focusing on low to moderate hazard types of risks and
focusing on small risk.”
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215.

On a November 9, 2010 conference call discussing the Company’s 2010 third

quarter earnings, Defendant Lee spoke confidently about the adequacy of Tower’s
“conservative” reserve levels following the OneBeacon acquisition: “going forward you can
anticipate us a maintaining a fairly conservative view of reserve positions and if anything will
be looking to maintain that conservativism and we feel that that's more prudent approach to take
with reserving for that reason. I wouldn't anticipate any [material] reserve development in the
future.”
216.

On a March 1, 2011 conference call discussing the Company's 2010 fourth quarter

earnings, Defendant Lee emphasized that Tower was “transitioning from I guess being more
optimistic prior to the fourth quarter of 2009 to becoming more conservative in our approach to
reserving.”
217.

Analysts acknowledged the importance of the Company’s conservative loss picks

in light of its shift into new business lines. For example, Piper Jaffray reported on March 1,
2011 that “conservative loss picks assuage some concerns” and Wunderlich Securities noted on
March 16, 2011 that Tower “has demonstrated an ability to properly underwrite risks.”
218.

The conference call statements concerning fiscal year 2010 and the Company’s

establishment of adequate and “conservative” loss reserves and loss ratio described above in
¶¶212-216 were false and misleading. Specifically, as alleged herein, (a) Defendants established
a Company-wide culture of pressuring employees to intentionally under-reserve for projected
losses, as confirmed by numerous CWs (¶¶104-113), which contributed to a significant portion
of the Company’s $533 million reserve charge; (b) Defendants have admitted to misclassifying
insurance premiums by line of business used in the loss reserving process, leading to both the
Company’s Restatement as well as a $533 million reserve charge (¶¶83-87); and (c) the

81

Case 1:13-cv-05852-AT Document 110 Filed 12/23/14 Page 86 of 167

Company has admitted that there were material weaknesses in its internal controls over financial
reporting, inter alia, specifically that Tower “did not maintain effective controls over the
effectiveness of the loss reserve estimation process” and “did not maintain effective controls
over the premium receivable account reconciliation.” (¶¶26, 83-87.)
E.

Additional False And Misleading Statements Concerning Tower’s
Fiscal Year 2011 Financial Results And Loss Reserving Methodology

219.

In conference calls reporting on the Company’s 2011 financial results, Defendants

Lee and Hitselberger made repeated false statements about Tower’s loss reserve methodology
and practices and misrepresented the Company’s financial strength and profitability.
220.

On a May 10, 2011 conference call discussing Tower’s 2011 first fiscal quarter

financial results, Defendants continued to emphasize the Company’s highly conservative
position among competitors. In discussing the increase in the Company’s loss ratio related to
increase loss risk, Defendant Hitselberger stated that “we decided to increase the loss ratio pick
for 2010 and 2011 above 60% to reflect the change in business mix and the current pricing
environment. We do not expect our loss ratio selection to go above the current loss ratio picks”
because “we believe we have fully reflected the current business mix and pricing
environment.” During that same call, Defendant Lee assured investors that Tower “took a very
proactive approach [to reserves] and increased our loss pick in 2010 and 2011” so that Tower’s
reserves and loss ratio “[are] truly reflective of accident year results.” Defendant Lee went on
to state that, “by selecting a more conservative loss pick, we think that we are being prudent” and
that the company was even “becoming more conservative in our approach to reserving.”
221.

On an August 9, 2011 conference call discussing the Company’s 2011 second

quarter financial results, Defendant Lee responded to an analyst question about the “relatively
flat” reported loss ratio by describing that the Tower had already made all necessary adjustments
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for pricing, had “been a lot more conservative,” and “as a result .…. we are very well positioned
and we believe that we are doing everything that a company should do when at this particular
phase in the. . . market cycle where you see deteriorating underwriting results.”
222.

The market placed considerable emphasis on the Company’s “relatively flat” loss

ratio and on Tower’s assurances that it effectively managed risk. Indeed, on August 9, 2011,
William Blair noted that Tower’s “stock has the potential to continue to rebound if the company
can continue to demonstrate earnings consistency - managing the expense ratio and keeping the
loss ratio stable.” Also on August 9, 2011, Wunderlich Securities reported that Tower’s “history
of disciplined underwriting and ability to achieve rate increases validate [Tower’s] business
model and put the Company in a good position to capitalize on an improving property/casualty
pricing cycle.” On August 19, 2011, Piper Jaffray further commented on Tower’s growth
strategy of acquiring smaller companies, noting that “this strategy carries a degree of risk, as the
growth emphasis within the company may drive premium at the expense of profitability” but that
Tower management was “[d]efying this risk” by continuing to report “acceptable quarterly
results.”
223.

The conference call statements concerning the Company’s establishment of

adequate and “conservative” loss reserves and loss ratio during the first half of 2011 described
above at ¶¶220-221 were false and misleading. As alleged herein, (a) Defendants established a
Company-wide culture of pressuring employees to intentionally under-reserve for projected
losses, as confirmed by numerous CWs (¶¶104-113), which contributed to a significant portion
of the Company’s $533 million reserve charge; (b) Defendants have admitted to misclassifying
insurance premiums by line of business used in the loss reserving process, leading to both the
Company’s Restatement as well as a $533 million reserve charge (¶¶83-87); and (c) the
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Company has admitted that there were material weaknesses in its internal controls over financial
reporting, inter alia, specifically that Tower “did not maintain effective controls over the
effectiveness of the loss reserve estimation process” and “did not maintain effective controls
over the premium receivable account reconciliation.” (¶¶26, 83-87.)
224.

In a November 8, 2011 conference call discussing the Company’s 2011 third

quarter financial results, Defendants announced a $9.7 million reserve increase to the Company’s
commercial and personal lines and misleadingly assured the market that the increase was part of
the Company’s regular review of its reserves and adjustment of loss models. Defendant Lee
stated that “[we] conducted a comprehensive review of our reserves during the quarter including
the reserves that we have established from various companies that we have acquired during the
last few years.” In response to an analyst’s question regarding the reserve increase, Defendant
Lee emphasized that Defendants “react[ed] to what we see each quarter” and, as a result,
Tower’s “reserves are in very good shape” because of the Company’s “much more
conservative, rigorous reserving process.”
225.

On the same call, Defendant Lee also misleadingly emphasized that Tower’s

business did not have “the wild fluctuations that you could see for companies with long-tail
business.” Further, Defendant Lee stated that the Company had “done a lot to de-risk our
Company, especially with respect to some of the actions that we have taken with respect to our
reserves, as well as taking aggressive action to shift our business mix towards businesses in
better markets with better pricing trends. So we are doing a lot of things that I think are prudent.”
226.

On a February 28, 2012 conference call discussing the Company’s 2011 fourth

quarter financial results, Defendant Lee announced that the Company had increased its 2011
accident year loss reserves by $15 million in the fourth quarter, “consistent with our goal to

84

Case 1:13-cv-05852-AT Document 110 Filed 12/23/14 Page 89 of 167

maintain a more conservative loss ratio selection for the current and future accident year results.”
Defendant Lee further explained that “we feel very confident about our reserves, prior-year
reserves … It was a preventative measure to ensure that we don’t have any prior accident year
reserve development.”
227.

The statements above in ¶¶224-226 were false and misleading in describing

Tower’s reserving process as “conservative” and “rigorous” because the Company did not
adequately reserve for losses. Specifically, as alleged herein, (a) Defendants established a
Company-wide culture of pressuring employees to intentionally under-reserve for projected
losses, as confirmed by numerous CWs (¶¶104-113), which contributed to a significant portion
of the Company’s $533 million reserve charge; (b) Defendants have admitted to misclassifying
insurance premiums by line of business used in the loss reserving process, leading to both the
Company’s Restatement as well as a $533 million reserve charge (¶¶83-87); and (c) the
Company has admitted that there were material weaknesses in its internal controls over financial
reporting, inter alia, specifically that Tower “did not maintain effective controls over the
effectiveness of the loss reserve estimation process” and “did not maintain effective controls
over the premium receivable account reconciliation.” (¶¶26, 83-87.)
F.

Additional False And Misleading Statements Concerning Tower’s
Fiscal Year 2012 Financial Results And Loss Reserving Methodology

228.

Continuing throughout 2012, Defendants portrayed Tower as a company that

proactively managed its loss reserves, accurately accounted for loss reserve increases through
close monitoring and conservatively conducted frequent reviews of its loss reserves.
229.

On a May 8, 2012 conference call announcing the Company’s 2012 first quarter

financial results, Defendant Hitselberger told investors that the Company took a $7.7 million
increase in Tower’s reserves for its commercial segment arising from changes in estimated losses
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for accident years 2010 and earlier, largely attributable to Tower’s workers’ compensation and
commercial auto segments.

Defendant Hitselberger downplayed the significance of these

adjustments, stating that “based on reserve studies completed during the quarter, the majority of
these charges from these studies were due to updated loss development factors affecting reserve
estimates primarily for discontinued program business.”
230.

On that same call, in response to analysts’ questions regarding the negative

reserve development, Defendant Hitselberger added that “as part of our normal quarterly process,
again in the year, our actuaries go through and adjust their estimates. They increase their loss
development factors, and that is a fancy way of saying that what they do is, they look at how
long they expect to see claims emergence.” Defendant Lee continued, assuring investors that the
reserve charge would have a minimal impact on the Company’s performance “because we have
been fairly conservative with respect to our planning … And that is what we are doing, and that
is how come we did a thorough review this quarter and adjusted our loss development factors…
and we feel that the reserves for those years are in very good position. As far as our reserving
position is concerned, we feel that, with the exception of our reserving from those three years from 2007 to 2010 – we feel that we are in very good shape.”
231.

The statements above in ¶¶229-230 were false and misleading because in

explaining that the increase in loss reserves was attributable to “discontinued program business,”
Defendants misleadingly failed to disclose the true state of potential losses in those now
discontinued business lines. As would later be revealed, despite Defendants’ efforts to scale
back Tower’s exposure to riskier business lines such as workers’ compensation, the Company
was required to restate its financial results. Further, as alleged herein, (a) Defendants established
a Company-wide culture of pressuring employees to intentionally under-reserve for projected
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losses, as confirmed by numerous CWs (¶¶104-113), which contributed to a significant portion
of the Company’s $533 million reserve charge; (b) Defendants have admitted to misclassifying
insurance premiums by line of business used in the loss reserving process, leading to both the
Restatement as well as a $533 million reserve charge (¶¶83-87); and (c) the Company has
admitted that there were material weaknesses in its internal controls over financial reporting,
inter alia, specifically that Tower “did not maintain effective controls over the effectiveness of
the loss reserve estimation process” and “did not maintain effective controls over the premium
receivable account reconciliation.” (¶¶26, 83-87.)
232.

On a July 31, 2012 conference call announcing Tower’s merger with Canopius,

Defendants again misleadingly portrayed the Company as continuously monitoring and
strengthening its reserves. Tower once again announced that the Company took a reserve charge
that was the result of a “comprehensive review of our reserves.” Indeed, Defendant Lee
downplayed this $42 million reserve charge as the positive result of Tower’s strong monitoring,
stating that:
“this reserve charge is a culmination of a series of actions taken since the fourth
quarter of 2009 to respond to the soft market conditions. Even after this reserve
charge, the loss ratio on our business remains very profitable. By taking this
charge now, our future operating performance should reflect the profitability of
the ongoing business and enable us to focus on important strategic initiatives,
such as the Canopius transaction.”
233.

Defendant Lee further noted that “[w]ith this reserve strengthening in the second

quarter, we believe we can now move forward to focus on important strategic initiatives and
allow our profitable ongoing business to be unencumbered by our past results… In addition,
almost all the reserve strengthening related to workers compensation and commercial auto lines
businesses.”
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234.

The statements above in ¶¶232-233 were false and misleading because the

Defendants portrayed the review of Tower’s reserves as an indication that the Company was
prudently monitoring its business, and, that going forward, the Company’s future profitability
was accurate and future business developments – such as the merger with Canopius – would be
“unencumbered.” In reality, as alleged herein, (a) Defendants established a Company-wide
culture of pressuring employees to intentionally under-reserve for projected losses, as confirmed
by numerous CWs (¶¶104-113), which contributed to a significant portion of the Company’s
$533 million reserve charge; (b) Defendants have admitted to misclassifying insurance premiums
by line of business used in the loss reserving process, leading to both the Company’s
Restatement as well as a $533 million reserve charge (¶¶83-87); and (c) the Company has
admitted that there were material weaknesses in its internal controls over financial reporting,
inter alia, specifically that Tower “did not maintain effective controls over the effectiveness of
the loss reserve estimation process” and “did not maintain effective controls over the premium
receivable account reconciliation.” (¶¶26, 83-87.)

Moreover, as alleged in ¶112, by July 31,

2012, Defendants knew that Tower’s proposed acquisition of insurance company Penn America
was cancelled because Penn America’s parent company, Global Indemnity, determined that
Tower was under-reserved by up to $150 million, a fact known to both Officer Defendants
according to CW1.
235.

On an August 7, 2012 conference call announcing the Company’s fiscal 2012

second quarter financial results, and including a further discussion of the $42 million reserve
charge, Defendant Lee provided additional explanation for the strengthening, and at the same
time attempted to assuage investors’ concern by describing Tower’s “strong track record of
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underwriting profitability and stability in our reserves demonstrated by the minimal amount of
adverse development that we took or we recorded since we went public in 2004.”
236.

Defendant Lee went on to misleadingly distinguish Tower from its competitors in

an attempt to portray the Company as more conservative, emphasizing that “our business from
2008 to 2011, not only continues to be profitable after the reserve strengthening, but also
continues to measurably outperform US property and casualty industry averages at
approximately a loss ratio of 62%.”
237.

On the August 7, 2012 conference call, Defendant Lee also attributed Tower’s

strong performance to the alteration of its business mix to specialty and property lines of
business. Defendant Lee stated that the Company was “at a loss ratio level where it fully takes
into account [] the loss emergence that we’ve seen in worker comp, as well as commercial
auto…So we feel extremely comfortable with our loss ratio.”

Defendant Lee continued,

discussing the reserve charge, and noting that:
It was a thorough review of our reserves and the move was done to get us within a
comfort zone that we felt was -- that we wanted, so, you know, although reserves
are somewhat uncertain and it's hard to predict, you know, you can be certain that
it can be -- it can be viewed in terms of where we are in terms of the ranges. And
we felt that the move that we made got us closer to the range where we felt more
comfortable. So with that move, we're now positioned where we feel comfortable
that our reserve position is where we want it to be within that range, actuarial
range. For that reason, we don't think we're going to be making this kind of
dramatic change in our reserve position that we did -- that we took -- that we
made in the second quarter.
*

*

*

We have a strong track record of having a very favorable underwriting results, as
well as having integrity in our loss reserves, so I think that will continue. And
what you saw in the second quarter was clearly an aberration, a move on our
part to get us in a more comfort -- at a more comfortable level within the actual
range, as well as to transition from soft to hard market, and to position us to
enable our earnings – positive earnings -- be unencumbered by past results.
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238.

In a further discussion of the same $42 million reserve increase in the second

quarter of 2012 at a September 10, 2012 Barclays Capital Global Financial Services Conference,
Defendant Hitselberger stated that prior to the reserve change, Tower had a “very good history of
minimal [loss] development” and that the Company took the adjustment in the second quarter of
2012 to put the reserve issue behind it. Defendant Hitselberger continued, “[t]he reserves that
we booked put us above the central estimate of both the independent opining actuaries and above
the estimate of our outside auditors. So we are very comfortable with the reserve range that
we are carrying today.”
239.

The statements above in ¶¶235-238 were false and misleading because the

Company’s loss reserves did not have “integrity” and the July 31, 2012 reserve increase was not
an “aberration.” In reality, as alleged herein, (a) Defendants established a Company-wide culture
of pressuring employees to intentionally under-reserve for projected losses, as confirmed by
numerous CWs (¶¶104-113), which contributed to a significant portion of the Company’s $533
million reserve charge; (b) Defendants have admitted to misclassifying insurance premiums by
line of business used in the loss reserving process, leading to both the Company’s Restatement as
well as a $533 million reserve charge (¶¶83-87); and (c) the Company has admitted that there
were material weaknesses in its internal controls over financial reporting, inter alia, specifically
that Tower “did not maintain effective controls over the effectiveness of the loss reserve
estimation process” and “did not maintain effective controls over the premium receivable
account reconciliation.” (¶¶26, 83-87.)

Moreover, as alleged in ¶112, by July 31, 2012,

Defendants knew that Tower’s proposed acquisition of insurance company Penn America was
cancelled because Penn America’s parent company, Global Indemnity, determined that Tower
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was under-reserved up to $150 million, a fact known to both Officer Defendants according to
CW1.
240.

In a February 26, 2013 conference call announcing the Company’s 2012 fourth

quarter earnings results, Defendant Hitselberger explained that the Company’s flat reserve levels,
were due to the Company’s limiting its exposure to lines of business with a long tail life, like
workers’ compensation, and stated that “this improvement in loss ratio is due to our continued
shift away from middle market lines of business and a focus on property and short-tailed
assumed reinsurance lines of business.” In response to an analyst question regarding reserves in
the commercial and personal lines of business, Defendant Hitselberger responded that “the
overall development for both segments was basically zero for the quarter. Again, it was zero for
the entire second half of the year since we took that [July 31] reserve charge.”
241.

Indeed, analysts accepted Tower’s flat reserve levels and continued to view

Tower as conservatively accounting for its losses. On March 25, 2013, Fitch notably reported
that it expected Tower to “maintain reserving discipline and thus expect minimal deviations in
reserves in the near term.”
242.

The statements described above in ¶240 were materially false and misleading

because the Company falsely touted its loss reserving policies and flat reserve levels when in
reality the Company grossly understated the extent of its need to increase reserves. In reality, as
alleged herein, Tower was under-reserved by $570 million between 2009 and the second quarter
of 2013, and the Company’s reserves were not adequate estimates based on the information
known at the time. Specifically, as alleged herein, (a) Defendants established a Company-wide
culture of pressuring employees to intentionally under-reserve for projected losses, as confirmed
by numerous CWs (¶¶104-113), which contributed to a significant portion of the Company’s
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$533 million reserve charge; (b) Defendants have admitted to misclassifying insurance premiums
by line of business used in the loss reserving process, leading to both the Company’s
Restatement as well as a $533 million reserve charge (¶¶83-87); and (c) the Company has
admitted that there were material weaknesses in its internal controls over financial reporting,
inter alia, specifically that Tower “did not maintain effective controls over the effectiveness of
the loss reserve estimation process” and “did not maintain effective controls over the premium
receivable account reconciliation.” (¶¶26, 83-87.)

Moreover, as alleged in ¶112, by July 31,

2012, Defendants knew that Tower’s proposed acquisition of insurance company Penn America
was cancelled because Penn America’s parent company, Global Indemnity, determined that
Tower was under-reserved by up to $150 million, a fact known to both Officer Defendants
according to CW1.
G.

Additional False And Misleading Statements Concerning Tower’s
First Quarter 2013 Financial Results And Loss Reserving
Methodology

243.

As late as May 2013, just three months before Tower began to disclose its serious

problems with its previously disclosed loss reserves, the Company released its financial results
for the first quarter of 2013.

In a May 9, 2013 conference call discussing those results,

Defendants Lee and Hitselberger again reassured investors that it monitored reserves, took
incremental increases to its reserve levels in response to new information, and, because of those
prudent steps, they “expect[ed] strong growth for the remainder of [2013].” During that call,
Defendant Hitselberger explained that Tower had – yet again – “adopted a more conservative
reserving philosophy which is reflected in our 2012 [] year loss ratios and our loss [] for 2013.”
Defendant Lee reiterated that comment, stating “Overall I think what we want is to be a company
that is known for strong reserving and as a result of that we adopted these techniques to be able
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to achieve that goal so the higher, slightly higher, loss ratio that you saw really comes from that
change in reserving philosophy. . . ”
244.

The statements described above in ¶243 were materially false and misleading

because Defendants Lee and Hitselberger falsely touted Tower’s “strong” and “conservative”
loss reserving policies when, in reality, the Company grossly understated reserves as a direct
result of weak and aggressive loss reserving policies. In reality, as alleged herein, Tower was
under-reserved by $570 million between 2009 and the second quarter of 2013, and the
Company’s reserves were not adequate estimates based on the information known at the time.
Specifically, as alleged herein, (a) Defendants established a Company-wide culture of pressuring
employees to intentionally under-reserve for projected losses, as confirmed by numerous CWs
(¶¶104-113), which contributed to a significant portion of the Company’s $533 million reserve
charge; (b) Defendants have admitted to misclassifying insurance premiums by line of business
used in the loss reserving process, leading to the Company’s Restatement as well as a $533
million reserve charge (¶¶83-87); and (c) the Company has admitted that there were material
weaknesses in its internal controls over financial reporting, inter alia, specifically that Tower
“did not maintain effective controls over the effectiveness of the loss reserve estimation process”
and “did not maintain effective controls over the premium receivable account reconciliation.”
(¶¶26, 83-87.) Moreover, as alleged in ¶112, by July 31, 2012, Defendants knew that Tower’s
proposed acquisition of insurance company Penn America was cancelled because Penn
America’s parent company, Global Indemnity, determined that Tower was under-reserved by up
to $150 million, a fact known to both Officer Defendants according to CW1.
H.

False And Misleading Statements In The Second Half Of 2013

245.

Between August and November 2013, Tower continued to omit material

information regarding its loss reserves, financial results and internal controls.
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246.

On August 8, 2013, the day after the Company disclosed that it was postponing

the release of its financial results for the second quarter of 2013, the Company issued a press
release in which Defendant Lee softened the implications of the reserve increase by referring to
it as a “reserve strengthening” measure. Moreover, Defendant Lee explained that these increases
in loss reserves would “strengthen the Company” and would allow Tower “to achieve [its] ….
long-term financial objectives.”
247.

The statements above in ¶246 were materially false and misleading, and omitted

material facts, because the Company’s announcement of a potential reserve increase of $60
million to $110 million still grossly understated the Company’s loss exposure and would not
“strengthen the Company” but would rather bring the Company to the brink of insolvency.
Specifically, as alleged herein, (a) Defendants established a Company-wide culture of pressuring
employees to intentionally under-reserve for projected losses, as confirmed by numerous CWs
(¶¶104-113), which contributed to a significant portion of the Company’s $533 million reserve
charge; (b) Defendants have admitted to misclassifying insurance premiums by line of business
used in the loss reserving process, leading to both the Company’s Restatement as well as a $533
million reserve charge (¶¶83-87); and (c) the Company has admitted that there were material
weaknesses in its internal controls over financial reporting, inter alia, specifically that Tower
“did not maintain effective controls over the effectiveness of the loss reserve estimation process”
and “did not maintain effective controls over the premium receivable account reconciliation.”
(¶¶26, 83-87.) Moreover, as alleged in ¶112, by July 31, 2012, Defendants knew that Tower’s
proposed acquisition of insurance company Penn America was cancelled because Penn
America’s parent company, Global Indemnity, determined that Tower was under-reserved by up
to $150 million, a fact known to both officer Defendants according to CW1.
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248.

On September 17, 2013, after the close of the financial markets, the Company

announced that it would again delay filing its 2013 fiscal second quarter financial results with no
real explanation. Then, on October 7, 2013, again after the close of the financial markets, Tower
announced that it expected to “strengthen loss reserves by approximately $365 million …
primarily for accident years 2009 through 2011 in commercial insurance lines of business,
including workers’ compensation, commercial multi-peril, commercial auto and other liability
lines.” Defendants continued to conceal the true facts concerning the cause of the huge reserve
“strengthening” and the Company’s massive internal control deficiencies in order to play down
the enormity of the reserve charges.
249.

The statements above in ¶248 were materially false and misleading because the

Company continued to omit that (a) it had established a Company-wide culture of pressuring
employees to intentionally under-reserve for projected losses, as confirmed by numerous CWs
(¶¶104-113) and (b) there were material weaknesses in the Company’s internal controls over
financial reporting, such that Tower “did not maintain effective controls over the effectiveness of
the loss reserve estimation process” and “did not maintain effective controls over the premium
receivable account reconciliation.” (¶¶26, 83-87.)
250.

The Company’s partial disclosures continued to slowly reveal the truth about the

Company. On November 14, 2013, the Company announced that it would be restating its
financial statements for 2011 and 2012, as well as previously-filed audited annual consolidated
financial statements for fiscal years 2009 and 2010 and its financial statements for the first
quarter of 2013. The Company attributed the Restatement to the results of a review of its reserve
analyses for prior years that identified “inadvertent mistakes in classification of insurance
premiums by line of business used in the loss reserving process.”
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concluded “that material weaknesses exist in internal control over financial reporting related to
the company’s loss reserving and premiums receivable reconciliation processes.”
251.

The statements above in ¶250 were materially false and misleading because,

though the Company announced it would be restating financial results and that there were
material weaknesses in its internal controls, Tower continued to omit that (a) it had established a
Company-wide culture of pressuring employees to intentionally under-reserve for projected
losses, as confirmed by numerous CWs (¶¶104-113) and (b) there were material weaknesses in
the Company’s internal controls over financial reporting, including that they were deficient
throughout the entire Class Period such that Tower “did not maintain effective controls over the
effectiveness of the loss reserve estimation process” and “did not maintain effective controls
over the premium receivable account reconciliation.” (¶¶26, 83-87.)
252.

Finally, on November 22, 2013, Tower revealed that as a result of a

“comprehensive review” of the Company’s loss reserves, the Company would be increasing its
reserves by $326.7 million in the second quarter of 2013. Combined with the Company’s prior
increase of $37.4 million to loss reserves as of December 31, 2012, the prior year’s total reserve
charge totaled $364.1 million.
253.

The statements above in ¶252 were materially false and misleading because,

although the Company disclosed additional reserve increases, Tower continued to conceal (a)
that it had established a Company-wide culture of pressuring employees to intentionally underreserve for projected losses, as confirmed by numerous CWs (¶¶104-113) and (b) the true extent
of the material weaknesses in the Company’s internal controls over financial reporting, including
that they were deficient throughout the entire Class Period, specifically, as later admitted, that
Tower “did not maintain effective controls over the effectiveness of the loss reserve estimation
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process” and “did not maintain effective controls over the premium receivable account
reconciliation.” (¶¶26, 83-87.)
I.

False Statements Regarding Internal Controls

254.

In each of the Company’s annual and quarterly filings during the Class Period,

Defendants Lee and Hitselberger certified to the effectiveness of the Company’s internal controls
over financial reporting, stating in substantially identical language that:9
The Company’s other certifying officers and I are responsible for establishing and
maintain disclosure controls and procedures…and internal controls over financial
reporting…for the Company and have:
(a) designed such disclosure controls and procedures, or caused such disclosure
controls and procedures to be designed under our supervision, to ensure that
material information relating to the Company, including its consolidated
subsidiaries, is made known to us by others within the Company…;
(b) designed such internal control over financial reporting, or caused such internal
control over financial reporting to be designed under our supervision, to
provide reasonable assurance regarding the reliability of financial reporting
and the preparation of financial statements for external purposes in accordance
with generally accepted accounting principles;
(c) evaluated the effectiveness of the Company’s disclosure controls and
procedures and presented in the Report our conclusions about the
effectiveness of the disclosure controls and procedures, as of the end of the
period covered by the Report based on such evaluation…
255.

Throughout the Class Period, the Company made additional materially false and

misleading statements regarding its internal control processes. Specifically, in its Forms 10-K
for the fiscal years 2009 through 2012, Tower made the following substantially similar
statements:
Our internal control over financial reporting is a process designed by or under the
supervision of our principal executive and principal financial officers to provide
reasonable assurance regarding the reliability of financial reporting and the
preparation of financial statements for external purposes in accordance with
9

Defendant Lee signed a certification in each annual and quarterly filing.
Hitselberger did not sign the certification in the 2009 Form 10-K.
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generally accepted accounting principles. Our internal control over financial
reporting includes policies and procedures that (1) pertain to the maintenance of
records that, in reasonable detail, accurately and fairly reflect transactions and
dispositions of assets; (2) provide reasonable assurance that transactions are
recorded as necessary to permit preparation of financial statements in accordance
with generally accepted accounting principles, and that receipts and expenditures
are being made only in accordance with authorizations of management and the
directors of the Company; and (3) provide reasonable assurance regarding
prevention or timely detection of unauthorized acquisition, use, or disposition of
the Company’s assets that could have a material effect on our financial
statements.
Management has assessed its internal controls over financial reporting as of
December 31, 2012 in relation to criteria for effective internal control over
financial reporting described in Internal Control—Integrated Framework Issued
by the Committee of Sponsoring Organizations of the Treadway Commission
(COSO). Based on this assessment under those criteria, Tower’s management
concluded that its internal control over financial reporting was effective as of
December 31, 2012.
256.

Moreover, Defendants also made false and misleading statements concerning

Tower’s integration of its various acquisitions into one effective accounting system such that
inter-company premiums and reserves could be adequately classified, estimated and allocated.
Specifically, in Tower’s 2010 Form 10-K, the Company communicated that Tower’s numerous
acquisitions in 2009 and 2010 did not exacerbate the poor quality of the Company’s data
integration, stating that “over the last several years, we have implemented and advanced a
number of technological improvements and redesigned business processes, including systems to
support claims, underwriting and financial reporting functions.” The Company went on to state,
“[O]ur technology plan envisions that we will continue to expand our use of technology for
additional product processing, improved business functionality, and efficiency.”
257.

The statements above in ¶¶254-256 were false and misleading when made

because, throughout the Class Period, Tower had no effective internal controls in place to
prevent the massive and fraudulent manipulation of the Company’s reporting of its reserves, net
income, and loss ratio. Indeed, as discussed herein, in its Amended 2012 Form 10-K, dated
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November 26, 2013, the Company admitted that its internal controls as of year-end 2012 “over
financial reporting related to the Company’s loss reserving and premiums receivable
reconciliation process” suffered from material weaknesses. While Tower was not obligated to
modify its pre-2012 certifications of internal controls, Tower’s admission of material weaknesses
as of year-end 2012 reflected the same material weaknesses in the internal controls for the years
2009 through 2011 because the same material errors were noted in the areas of loss reserves and
premiums receivable for accident years 2009 through 2011.
X.

RELEVANT GAAP AND ACCOUNTING PROVISIONS
258.

GAAP consists of the rules, conventions and practices recognized and employed

by the accounting profession for the preparation of financial statements. The SEC has the
statutory authority to codify GAAP and has delegated that authority to the Financial Accounting
Standards Board (“FASB”). The FASB’s mission is “to establish and improve standards of
financial accounting and reporting that foster financial reporting by nongovernmental entities
that provides decision-useful information to investors and other users of financial reports.” In
2009, the FASB announced the launch of its Accounting Standards Codification (“ASC” or the
“Codification”), declaring it to be “the single source of authoritative nongovernmental U.S.
generally accepted accounting principles.” The Codification, effective as of September 2009,
organizes the many existing pronouncements that constituted U.S. GAAP at the time into a
consistent, searchable format organized by Topics. The FASB has also established its Statement
of Financial Accounting Concept No. 8 “Conceptual Framework for Financial Reporting”
(“Concept Statement 8”) (superseding the previous FASB Accounting Concept Nos. 1 & 2) that
sets forth, among other things, accounting principles and assumptions that guide recognition, derecognition, and disclosure, as well as the classification and presentation of information in
financial statements.
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259.

Financial statements filed in any document with the Securities and Exchange

Commission are required by Regulation S-X (17 C.F.R. 210.4-01(a)(1)) to conform to U.S.
GAAP. Regulation S-X further provides that financial statements filed with the SEC that are not
prepared in compliance with GAAP are “presumed to be misleading and inaccurate” despite
footnotes or other disclosures. In addition, Regulation S-K (17 C.F.R. Part 229) provides
direction on the form and content of information, other than financial statements, included in
registration statements and other periodic filings with SEC.
260.

The GAAP provisions violated by Defendants, and discussed in detail below,

were not new or untested provisions of GAAP and did not involve complex accounting issues.
Additionally, Defendants committed these GAAP violations repeatedly during the Class Period.
261.

As set forth in Concept Statement No. 8, one of the fundamental objectives of

financial reporting is to provide accurate and reliable information concerning an entity’s
financial performance during the period being presented. Concept Statement No. 8, Obj. 2
states:
The objective of general purpose financial reporting is to provide financial
information about the reporting entity that is useful to existing and potential
investors, lenders, and other creditors in making decisions about providing
resources to the entity. Those decisions involve buying, selling, or holding equity
and debt instruments and providing or settling loans and other forms of credit.
262.

Concept Statement No. 8, Obj. 4 addresses the principle that investors “need

information about the resources of the entity, claims against the entity, and how efficiently and
effectively the entity’s management and governing board have discharged their responsibilities
to use the entity’s resources.”
263.

Additionally, Concept Statement No. 8, Obj. 5 states:

Many existing and potential investors, lenders, and other creditors cannot require
reporting entities to provide information directly to them and must rely on general
purpose financial reports for much of the financial information they need.
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Consequently, they are the primary users to whom general purpose financial
reports are directed.
264.

The FASB also sets forth the conceptual framework to be applied to “Information

about a Reporting Entity’s Economic Resources, Claims, and Changes in Resources and
Claims,” in Concept Statement No. 9, Obj. 12, stating:
General purpose financial reports provide information about the financial position
of a reporting entity, which is information about the entity’s economic resources
and the claims against the reporting entity. Financial reports also provide
information about the effects of transactions and other events that change a
reporting entity’s economic resources and claims. Both types of information
provide useful input for decisions about providing resources to an entity.
265.

Additionally, Section 13 of the Exchange Act requires, in part, companies like

Tower to:
devise and maintain a system of internal accounting controls sufficient to provide
reasonable assurances that *

*

*

(ii) transactions are recorded as necessary (I) to permit preparation of financial
statements in conformity with generally accepted accounting principles or any
other criteria applicable to such statements, and (II) to maintain accountability for
assets;
15 U.S.C. § 78m(b).
266.

GAAP provides a set of rules for how and when to set loss reserves. Chief among

them is ASC Topic 944, which requires that public insurance companies estimate losses for
unpaid claims and losses should be included in a reserve. Specifically, ASC 944-40-25-1 and
944-40-25-2 address the recognition of insurance claim costs and provide that:
Both of the following shall be accrued when insured events occur:
a. A liability for unpaid claims (including estimates of costs for claims
relating to insured events that have occurred but have not been reported to
the insurer);
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b. A liability for claim adjustment expenses; that is a liability for all costs
expected to be incurred in connection with the settlement of unpaid
claims.
The estimated liability for unpaid claims includes the amount of money that will
be required for future payments on both of the following:
c. Claims that have been reported to the insurer;
d. Claims relating to insured events that have occurred but have not been
reported to the insurer as of the date the liability is estimated.
267.

ASC 944-40-30-1 (“Liability for Unpaid Claims”) addresses a Company’s

obligation to disclose loss and loss adjustment expense reserves and states:
The liability for unpaid claims shall be based on the estimated ultimate cost of
settling the claims (including the effects of inflation and other societal and
economic factors), using past experience adjusted for current trends, and any
other factors that would modify past experience.
268.

SEC Regulation S-K, Item 303, “Management's Discussion and Analysis of

Financial Condition and Results of Operations,” (17 C.F.R. §229.303) requires disclosures of
known trends affecting operating income as follows:
(3) Results of operations
(i) Describe any unusual or infrequent events or transactions or any significant
economic changes that materially affected the amount of reported income from
continuing operations and, in each case, indicate the extent to which income was
so affected. In addition, describe any other significant components of revenues or
expenses that, in the registrant's judgment, should be described in order to
understand the registrant's results of operations.
(ii) Describe any known trends or uncertainties that have had or that the registrant
reasonably expects will have a material favorable or unfavorable impact on net
sales or revenues or income from continuing operations. If the registrant knows of
events that will cause a material change in the relationship between costs and
revenues (such as known future increases in costs of labor or materials or price
increases or inventory adjustments), the change in the relationship shall be
disclosed.
269.

Paragraph 13 of SEC Regulation S-X, Article 7 - Insurance Companies, “Policy

Liabilities and Accruals,” requires the following disclosures regarding loss reserves:
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(a) State separately in the balance sheet the amounts of (1) future policy benefits
and losses, claims and loss expenses, (2) unearned premiums and (3) other policy
claims and benefits payable.
(b) State in a note to the financial statements the basis of assumptions (interest
rates, mortality. withdrawals) for future policy benefits and claims and settlements
which are stated at present value.
(c) Information shall be given in a note concerning the general nature of
reinsurance transactions, including a description of the significant types of
reinsurance agreements executed. The information provided shall include (1) the
nature of the contingent liability in connection with insurance ceded and (2) the
nature and effect of material nonrecurring reinsurance transactions.
270.

Throughout the Class Period, Tower repeatedly violated GAAP by materially

misrepresenting its loss reserves and net income, among other things. Pursuant to GAAP,
previously issued financial statements should be restated to correct material accounting errors
that existed at the time the statements were originally issued. Specifically, under FAC 250-1045-22 to 24, a correction of a material error must be reflected as a restatement. As a result, the
Company’s Restatement was an acknowledgement that certain financials were materially
misstated during the relevant period and could “no longer be relied upon.”

Moreover,

throughout the Class Period, Tower repeatedly violated GAAP by misrepresenting its internal
controls, reporting they were effective when in fact its internal controls were materially flawed
such that the Company was unable to accurately and reliably classify its premiums by lines of
business, reconcile its premium and loss reserve data, and integrate the data accounting systems
of its acquired businesses into its own.

Accordingly, Tower’s financial statements were

unreliable, inaccurate and should not have been trusted.
271.

Moreover, these GAAP provisions apply to the data relied upon by Tower’s

actuaries. Given Tower’s and PWC’s obligations to, respectively, provide and audit the data
upon which Towers Watson or any other outside actuarial firm would have relied in reviewing
Tower’s loss reserves, Tower, the Officer Defendants, and PWC were obligated to and in a
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vastly superior position to ensure that Tower’s financial statements were produced based on
accurate, reliable information. As alleged herein, Defendants fraudulently failed to discharge
their disclosure obligations.
XI.

ALLEGATIONS AGAINST PWC
272.

Lead Plaintiffs re-allege and reincorporate all facts alleged herein, including any

allegations against Tower, Lee and Hitselberger.
273.

PWC was Tower’s independent auditor for fiscal years 2010 through 2013. In

accordance with Generally Accepted Auditing Standards (“GAAS”), PWC was charged with the
responsibility of opining as to whether Tower prepared its financial statements in accordance
with GAAP and had “effective” internal controls. Specifically, in connection with its audits of
Tower – for which it was paid a total of $29 million between 2010 and 2013 – PWC was
obligated to properly evaluate, among other things, the loss reserves proposed by management.
274.

As detailed extensively above, Tower’s financial statements have been restated,

six material weaknesses in the Company’s internal controls have been identified, and Tower
nearly collapsed before being acquired by ACP. On May 9, 2014, Tower fired PWC as its
independent registered accounting firm after its disastrous audits for 2010 through 2013.
A.

PWC Fraudulently Stated That Tower’s Financial Statements
Complied With GAAP And That Tower Had “Effective” Internal
Controls

275.

Following each of PWC’s purported audits of Tower, PWC issued a materially

unqualified auditor’s report and internal control certification, opining (a) that Tower’s financial
statements “present fairly, in all material respects, the financial position of Tower Group” in
accordance with GAAP, (b) that PWC had conducted its audits in compliance with GAAS, and
that Tower’s internal controls were “effective.” PWC’s and Tower’s subsequent disclosures
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constitute admissions that these statements were materially false and misleading and omitted
material facts.
276.

As detailed above, the Company’s Restatement of its financial results for 2010,

2011 and 2012 with respect to, inter alia, its reported loss reserves, constitutes an admission that
those financial statements were materially misstated based on information available at the time
of the audit. By definition, the restated financial statements were materially misstated under
GAAP.

Tower’s financial statements for 2010 through 2012 also understated, in violation of

GAAP, the Company’s loss reserves by $533 million, owing to “losses … primarily from
accident years 2008 through 2012.” (¶¶24, 134.) The impact of Tower’s understated reserves,
which should have been accrued in 2012 or earlier, resulted in Tower’s $942 million net loss for
2013 and, as PWC itself acknowledged, “raise[d] substantial doubt about the Company’s ability
to continue as a going concern.”
277.

PWC’s audit reports stated that its “audit of internal control over financial

reporting included obtaining an understanding of internal control over financial reporting,
assessing the risk that a material weakness exists, and testing and evaluating the design and
operating effectiveness of internal control based on the assessed risk.” Based on that purported
review, PWC originally concluded that Tower “maintained effective internal control over
financial reporting” in each of 2010, 2011 and 2012. These statements failed to disclose the
numerous material weaknesses in Tower’s internal controls, which PWC has now admitted
existed no later than when it issued its Report on Tower’s 2012 financial statements, and in fact
existed prior to the beginning of the Class Period.
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278.

PWC’s revised 2012 audit report, which was issued in connection with the

Restatement and was included in Tower’s November 26, 2013 Form 10-K/A for 2012, contains
the belated admission that Tower’s internal controls contained “material weaknesses”:
Management and we previously concluded that the Company maintained
effective internal control over financial reporting as of December 31, 2012.
However, management has subsequently determined that material weaknesses in
internal control over financial reporting related to (i) the loss reserving process
and (ii) the premium receivables reconciliation process existed as of that date.
Accordingly, management’s report has been restated and our present opinion on
internal control over financial reporting, as presented herein, is different from that
expressed in our previous report. In our opinion, the Company did not maintain,
in all material respects, effective internal control over financial reporting as of
December 31, 2012, based on criteria established in Internal Control - Integrated
Framework issued by the Committee of Sponsoring Organizations of the
Treadway Commission (COSO) because material weaknesses in internal control
over financial reporting related to (i) the loss reserving process and (ii) the
premium receivables reconciliation process existed as of that date. A material
weakness is a deficiency, or a combination of deficiencies, in internal control over
financial reporting, such that there is a reasonable possibility that a material
misstatement of the annual or interim financial statements will not be prevented or
detected on a timely basis.
279.

These material weaknesses related to the “loss reserving process” and “premium

receivables reconciliation process,” were among the underlying causes of Tower’s Restatement
and $533 million understatement of loss reserves during the Class Period. (¶¶83-113 and ¶¶283288.)
280.

Based on the sweeping breadth of Tower’s Restatement and belated reserve

increases, including the disclosure that its loss reserves were understated by over half a billion
dollars, that numerous material weaknesses existed in its internal controls, and, as discussed
below, the failure of the audits themselves and the existence of other “red flags,” PWC either
knew that its statements concerning Tower’s GAAP compliance and internal controls were
materially false and misleading, or it was grossly reckless and failed to perform any meaningful
testing or audit procedures in connection with its audits.
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B.

PWC’s Audit Failures Demonstrate That It Acted With Scienter

281.

In each of PWC’s audit reports issued during the Class Period, PWC stated that it

conducted its purported audits of Tower:
[I]n accordance with the standards of the Public Company Accounting Oversight
Board (United States). Those standards require that we plan and perform the
audits to obtain reasonable assurance about whether the financial statements are
free of material misstatement and whether effective internal control over financial
reporting was maintained in all material respects. Our audits of the financial
statements included examining, on a test basis, evidence supporting the
amounts and disclosures in the financial statements, assessing the accounting
principles used and significant estimates made by management, and evaluating
the overall financial statement presentation. Our audit of internal control over
financial reporting included obtaining an understanding of internal control
over financial reporting, assessing the risk that a material weakness exists, and
testing and evaluating the design and operating effectiveness of internal control
based on the assessed risk. Our audits also included performing such other
procedures as we considered necessary in the circumstances. We believe that
our audits provide a reasonable basis for our opinions.
282.

As summarized below, PWC’s duties under the Public Company Accounting

Oversight Board (“PCAOB”)10 standards required it to have performed audits of Tower with
“reasonable care” and “professional skepticism.” (AU §§ 230.01 - 230.13.) The existence of
multiple “red flags” as defined by GAAS, should have caused PWC’s scrutiny to be further
heightened. (AU § 316; AU § 316.85.)

10

The PCAOB is responsible for the establishment of auditing and related professional practice
standards that must be followed by registered public accounting firms and by auditors when
conducting audits of the financial statements of public and registered filers. On April 16, 2003,
the PCAOB adopted, as its interim standards, the ten general, fieldwork, and reporting standards
and related interpretations in existence on that date that had been previously approved by the
membership of the Auditing Standards Board (“ASB”) of the American Institute of Certified
Public Accountants. Since then, the PCAOB has implemented several authoritative standards
meant to bolster, edit, amend, and/or replace existing guidance. All references to “GAAS”
herein refer to the ten general, fieldwork, and reporting standards that were in existence prior to
the establishment of the PCAOB (referred to by the prefix “AU”), and are also meant to
encompass the standards issued by the PCAOB (referred to by the prefix (“AS”).
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283.

PWC’s audit failures included, significantly, the failure to conform its report to

objective facts and evidence that it considered or should have considered in its audit. PWC was
obligated to ensure that the data relied upon by Tower in determining its loss reserves was
reliable and accurate. (AU-C § 540; ¶307.) As discussed above, the Restatement, loss reserve
increases and material weaknesses in Tower’s internal controls were related to a misapplication
of premium data by line of business in the loss reserving process. (¶102.) PWC’s failure to
ensure that Tower’s financial statements and loss reserves were based on data that properly
“applied” or matched case reserves and IBNR to the correct line of business, was an objective
audit failure.
284.

Therefore, the misapplication of premiums to losses by line of business was not a

subjective error involving PWC’s judgment about establishing appropriate reserves or the
amount such reserves but instead was an audit failure concerning objective facts.

PWC

recklessly failed to detect both Tower’s material internal control weaknesses and the Company’s
understatement of loss reserves that was caused by these material weaknesses.
285.

PWC’s objective audit failures are further evidenced by the obvious and

undisclosed existence of two separate systems that Tower used to account for loss reserves and
premiums on related lines of business. The existence of these two separate systems was revealed
in the Company’s Restatement, as reflected by the fact that the Restatement affected IBNR by
line of business while gross premiums by line of business were not affected at all by the
Restatement.
286.

By way of background, these two systems both purported to reflect information

for Tower’s various lines of business.

While the Company restated its reserves due to

misclassification of its lines of business, it did not restate its gross premiums by lines of business,
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as would be expected. In other words, the line of business data used to prepare the loss reserve
estimates was different from, and inconsistent with, the line of business data used to report gross
premiums written. This conclusion is consistent with the description of Tower’s internal control
weaknesses, including its failure to properly reconcile assumed earned premiums with the
Company’s underlying accounting systems.
287.

Given these facts, there is no other conclusion but that PWC failed to perform

procedures necessary to reconcile premium data from the Company’s underlying systems to the
premium data used in preparing loss reserves. PWC also failed to timely identify the related
internal control weakness that prevented the premium and loss reserve data from being properly
reconciled. GAAS require the auditors to test data used by specialists (such as actuaries) in
preparing information material to financial statements. PWC’s audits amounted to “no audit at
all” because PWC recklessly failed to properly test the actuarial data and, similarly, recklessly
failed to detect that the data and related internal controls were deficient.
288.

The obviousness and severity of the loss reserve understatement and internal

control deficiencies are apparent from the Restatement and are further corroborated by the facts
alleged above in Section V.E.

Indeed, PWC, with its “revolving door of [low-level]

accountants” was entirely ineffective in sifting through Tower’s extremely disorganized
documents and records, recalled CW1.
289.

CW statements and other facts alleged herein corroborate PWC’s audit failures.

Those facts include the below information that PWC recklessly failed to account for, as required
by the applicable GAAS procedures (outlined herein), and recklessly failed to incorporate into its
audit testing and reports. Had PWC conducted proper GAAS audits (as it represented it had) of
Tower, it would have known and accounted for:
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•

Tower’s growth by acquisition strategy resulted in the need to combine multiple
businesses over a short period of time (¶¶77, 88-103);

•

The existence of disparate, inconsistent and unintegrated systems used to compile
data for use in the loss reserve process resulted in inadequate reserves (¶¶88-103);

•

Lack of systems to identify deficiencies in classifying premiums by line of
business (¶¶91-93, 102);

•

The July 2012 audit of Tower’s workers’ compensation which identified several
infractions (¶101);

•

“Ongoing problems” of misclassifying and reconciling premiums and losses in its
financial statements (¶¶92-100, 102);

•

The use of multiple “roll forwards” in determining loss reserves (¶¶96-97);

•

Tower’s “reserve review” and “reserve strengthening” during 2012 (¶¶82-83);

•

The Global Indemnity transaction which was not consummated due to the target’s
conclusion that Tower was under reserved by as much as $150 million (¶112);
and

•

Tower’s management culture to keep reserves at levels lower than projected
losses would have been known (¶¶104-113).

290.

Each of the foregoing was a significant and obvious “red flag” that alerted PWC

to the underlying problems and risks that led to the Restatement and understatement of loss
reserves. PWC failed to properly consider these red flags in its audit planning and testing when
it falsely provided “clean” audit reports during the Class Period.
291.

In addition, CWs have reported that there were problems with PWC’s staffing of

Tower’s audits and the relationship between PWC and the Company during the Class Period.
CW11, a former Vice President in Claims at Tower from July 2010 through March 2014,
likewise described the relationship between PWC and Tower as “a major, major feud” because
“they disagreed over what the reserves should be.” Along those lines, in response to PWC’s
suggestion that Tower take a reserve increase in the early part of 2013, the Company brought in
Towers Watson, which had close ties to Tower executives, to make another assessment,
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according to CW12, a former Managing Vice President in marketing strategy and analytics at
Tower from January 2013 through December 2013. This disagreement ultimately led to Tower
terminating its relationship with PWC in May 2014.
292.

That change illustrates the difficult relationship between Tower’s management

and PWC, which was not conducive to a sound audit process. For example, Tower executives
disregarded any comments from PWC that reserves were inadequate. Defendant Lee and other
senior management exerted similar pressures on PWC as they did to their own employees when
issues were raised regarding the adequacy of Tower’s reserves. Consistent with that culture, and
as recalled by CW12, PWC assessed Tower’s reserves and recommended Tower take a
significant charge; however, Defendant Lee “pushed back; [he] didn’t want to do it.”
293.

Indeed, notwithstanding the red flags and dysfunctional relationship with the

Company, PWC continued to provide “clean” audit reports on Tower’s financial statements and
represented the Company’s internal controls were effective. This was undoubtedly due to the
exorbitant and well above average fees – $29 million over three years, more than 10% of
Tower’s falsely reported Class Period net income – that Tower paid PWC, which gave PWC a
motive to engage in willful blindness.
C.

PWC’s Obligations Under GAAS

294.

PWC’s unqualified audit reports represented not only that Tower’s financial

statements were fairly presented in all material respects in conformity with GAAP but also that
PWC’s audits had been conducted in accordance with the standards of the PCAOB. When an
auditor represents that a company’s financial statements conform in all material respects with
GAAP, the auditor “indicates [his] belief that the financial statements taken as a whole are not
materially misstated.” (AU § 312.03.)
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295.

PWC, as Tower’s independent outside auditor, was required to apply several

auditing standards established and adopted by the PCAOB. The objective of the audit function is
to ensure financial statements are prepared and reported in compliance with GAAP. Indeed,
“[f]inancial statements are materially misstated when they contain misstatements whose effect,
individually or in the aggregate, is important enough to cause them not to be presented fairly, in
all material respects, in conformity with [GAAP].” (AU § 312.04.) A proper audit, as described
below, is the primary device used to protect against material misstatements.
1.
296.

GAAS General Audit Provisions

GAAS represents the rules and guidelines by which an audit must be planned,

performed, and reported on, and therefore provide a measure of audit quality and the objectives
to be achieved in an audit. GAAS requires external auditors to (a) plan and perform their audit to
obtain reasonable assurance about whether an entity’s financial statements are free of material
misstatements, whether caused by error or fraud (unintentionally or intentionally); and (b)
express an opinion on “the fairness with which [such financial statements] present, in all material
respects, financial position, results of operations, and its cash flows in conformity with
[GAAP].” (AU § 110.01-.02.)
297.

GAAS also requires that, in all phases of an audit (including the planning and

performance of an audit, as well as the preparation of the audit report), an auditor must adhere to
the overarching obligations of exercising due professional care and professional skepticism.
(AU § 230.01-.13.) Professional skepticism is defined as “an attitude that includes a questioning
mind and a critical assessment of audit evidence.” (AU § 230.07.) In exercising professional
skepticism, “[t]he auditor uses the knowledge, skill, and ability called for by the profession of
public accounting to diligently perform, in good faith and with integrity, the gathering and
objective evaluation of evidence.” (AU § 230.07.) In doing so, the auditor should “consider the
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competency and sufficiency of the evidence,” and “neither assume[] that management is
dishonest nor assume[] unquestioned honesty. In exercising professional skepticism, the auditor
should not be satisfied with less than persuasive evidence because of a belief that management is
honest.” (AU § 230.08-09.)
298.

The exercise of due professional care and professional skepticism underlies all

phases of an auditor’s process for carrying out his or her responsibilities of planning and
performing an audit to obtain reasonable assurance about whether such financial statements are
free of material misstatement, whether caused by error or fraud. Due professional care and
professional skepticism are particularly critical, because judgment is typically required in an
auditor’s efforts to (a) determine areas to be tested, as well as the nature, timing, and extent of
such tests to be performed; (b) interpret the results of such audit testing; and (c) evaluate such
audit evidence. (AU § 230.10-11.)
299.

Auditors are obligated under GAAS to consider, and appropriately respond to, the

risk of material misstatement of an entity’s financial statements due to fraud. (AU § 110.02, AU
§ 316.) AU § 316 requires an auditor to use professional judgment in considering whether
information obtained during the course of its audit indicates the presence of certain conditions,
known as “fraud risk factors” or “red flags,” which may suggest to the auditor the possibility
that fraud may exist. Fraud risk factors are events or conditions that indicate the existence of,
among other things, incentives or pressures to perpetrate a fraud and opportunities to carry out a
fraud. (AU § 316)
2.
300.

GAAS Provisions Relating To Loss Reserve Auditing

With regard to loss reserves specifically, GAAS requires auditors to evaluate the

reasonableness of the company’s reserves, in part by focusing on factors that are “[s]ubjective
and susceptible to misstatement and bias,” and by (a) “[r]eview[ing] and test[ing] the process
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used by management to develop” the reserves; (b) [d]evelop[ing] an independent expectation of
the estimate to corroborate the reasonableness of management’s estimate”; and (c) “[o]btain[ing]
an understanding of how management developed” the reserves. (AU § 342.09-.10.) GAAS
specifically requires the auditor to “consider the historical experience of the entity in making past
estimates as well as the auditor’s experience in the industry.” (AU § 342.09.)
301.

The PCAOB created specific standards that PWC was required to apply when

evaluating the reasonableness of Tower’s loss reserves as reported in the Company’s 2010, 2011,
and 2012 Forms 10-K. PCAOB No. 15 states at paragraph 10:
When using information produced by the company as audit evidence, the auditor
should evaluate whether the information is sufficient and appropriate for purposes
of the audit by performing procedures to:
Test the accuracy and completeness of the information, or test the controls over
the accuracy and completeness of that information; and
Evaluate whether the information is sufficiently precise and detailed for purposes
of the audit.
302.

Accordingly, PCAOB No. 15 requires that the auditor test the adequacy and

completeness of the information provided to them in assessing the adequacy of the Company’s
loss reserves – including the premiums written by line of business – that were subsequently
disclosed to have been in error. Moreover, PCAOB No. 15 required PWC to test Tower’s
internal controls over the reserve process.
303.

The Auditing Standards Board of the American Institute of Certified Public

Accountants (“AICPA”) also issues standards that have been adopted by the PCAOB. AU
Section 342 governs “Auditing Accounting Estimates” and “provides guidance to auditors on
obtaining and evaluating sufficient appropriate audit evidence to support significant accounting
estimates in an audit of financial statements in accordance with generally accepted auditing
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standards.” AU Section 342 explains that while “[m]anagement is responsible for making the
accounting estimates included in the financial statements” based on both objective and subjective
factors, “[t]he auditor is responsible for evaluating the reasonableness of accounting estimates
made by management in the context of the financial statements taken as a whole” such that
“when planning and performing procedures to evaluate accounting estimates, the auditor should
consider, with an attitude of professional skepticism, both the subjective and objective factors.”
304.

Specifically, AU Section 342 provides that as a part of auditing accounting

estimates – such as the estimate of loss and loss adjustment expense reserves – the auditor should
“assess[] the reasonableness of an accounting estimate by performing procedures to test the
process used by management to make the estimate” and provides several procedures to aid the
auditor in its assessment, including:
a.

Identify whether there are controls over the preparation of accounting
estimates and supporting data that may be useful in the evaluation.

b.

Identify the sources of data and factors that management used in forming
the assumptions, and consider whether such data and factors are relevant,
reliable, and sufficient for the purpose based on information gathered in
other audit tests.
*

d.

*

Evaluate whether the assumptions are consistent with each other, the
supporting data, relevant historical data, and industry data.
*

g.

*

*

Review available documentation of the assumptions used in developing
the accounting estimates and inquire about any other plans, goals, and
objectives of the entity, as well as consider their relationship to the
assumptions.
*

i.

*

*

*

Test the calculations used by management to translate the assumptions and
key factors into the accounting estimate.
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305.

AU Section 342 also states that the auditor should consider “using the work of a

specialist” and refers the auditor to AU Section 336, the guiding provision for when an auditor
uses the work of a specialist.11 AU Section 336 states that the auditor should make appropriate
tests of data provided to the specialist (such as the actuary in this instance) taking into account
the auditor’s assessment of control risk.12 Specifically, AU Section 336 states:
The auditor should (a) obtain an understanding of the methods and assumptions
used by the specialist, (b) make appropriate tests of data provided to the
specialist, taking into account the auditor’s assessment of control risk, and (c)
evaluate whether the specialist’s findings support the related assertions in the
financial statements. Ordinarily, the auditor would use the work of the specialist
unless the auditor’s procedures lead him or her to believe the findings are
unreasonable in the circumstances. If the auditor believes the findings are
unreasonable, he or she should apply additional procedures, which may include
obtaining the opinion of another specialist.
306.

Here, given the impact of Tower’s actuarial assumptions on its financial

statements, to the extent that PWC relied upon the work of either Tower’s internal actuaries or an
independent actuary, PWC was obligated to understand the methods and assumptions Tower
used. Most importantly, PWC was required to test the data relied upon by Tower’s internal or
outside actuaries – data that was provided to the actuaries by the Company without any
independent review or vetting by the actuaries.

However, PWC failed to conduct any

appropriate testing in violation of GAAS.
307.

Concerning loss reserves specifically, AU-C Section 540 states that it is the

auditor’s responsibility to evaluate the reasonableness of the loss reserves that management
establishes. In conducting an audit of an insurance company’s loss reserves, an auditor must gain
an understanding of how management developed its loss reserve estimate and determine (a)
whether management has appropriately applied the data relevant to accounting for loss reserves
11

AU Section 342, paragraph 11(h).

12

AU Section 336, paragraph 12.
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and (b) whether the application of this data has been applied consistently. (AU-C § 540.) It is
the auditor’s duty to determine the accuracy of the underlying data used to calculate loss
reserves, test management’s estimates for loss reserves, and test the internal controls over how
management made its initial loss reserve estimates. (AU-C § 540.)
308.

In addition to the auditing standards promulgated by the PCAOB and AICPA,

auditors are subject to AICPA’s professional guidance, which issues, among other publications,
Audit and Accounting Guides (“AAG”), which interpret GAAS and provide industry-specific
guidance. (AU § 150.05.) “Given the significance of loss reserves” on an insurance company’s
financial statements and the significant risks they generally give rise to, the AAG requires
auditors to perform risk assessment procedures related to loss reserves as part of the overall
auditing engagement. (AAG Ch. 4.) The AAG dealing with insurance companies warns auditors
of fraud risks, including (a) changes in the entity including mergers and acquisitions; (b) new
lines of business and classes of business within lines; (c) IT system changes such as integrations;
(d) process changes such as the re-classification of claims; and (e) whether the company has a
system of controls in place that effectively identifies risks relevant to financial reporting and the
adequacy of existing systems to provide correct data for loss reserve estimates. (AAG Ch. 4.)
309.

Moreover, the AAG specifically instructs auditors to perform individual, detailed

policy reviews, under certain circumstances, to evaluate the risks of material misstatements in
the insurance company’s financial statements in connection with the company’s loss reserves.
(AAG Ch. 4.) Such detailed testing should include the volume of the transaction, the reliability
of the data, and conditions that cause variations in relationships amongst the data.
310.

Similarly, AU Section 342 states that as a part of auditing accounting estimates,

such as the estimate of loss and loss adjustment expense reserves, the auditor should consider
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testing the calculations used by management to translate the assumptions and key factors (such
as premiums written by line of business) into the accounting estimate. (AU § 342.)

Since the

key factors in this instance (the gross premiums written by line of business) were subsequently
found to be in error, either PWC elected not to test this key factor underlying the calculations or
the tests they performed were ineffective.
3.
311.

GAAS Provisions Regarding Internal Controls

Regarding the audits of a company’s internal controls, PCAOB Audit Standard

No. 5 states at paragraph 30:
The auditor should test those controls that are important to the auditor’s
conclusion about whether the company’s controls sufficiently address the
assessed risk of misstatement to each relevant assertion.
312.

Moreover, PCAOB Audit Standard No. 5 indicates, at paragraph 98, that if the

auditor becomes aware after a report is issued that conditions existed which, if known, would
have affected their report, they should follow the provisions of AU Section 561, which provide
that:
When the subsequently discovered information is found both to be reliable and to
have existed at the date of the auditor’s report, the auditor should take action in
accordance with the procedures set out in subsequent paragraphs if the nature and
effect of the matter are such that (a) his report would have been affected if the
information had been known to him at the date of his report and had not been
reflected in the financial statements and (b) he believes there are persons currently
relying or likely to rely on the financial statements who would attach importance
to the information. 13
313.

This provision required PWC to revise its audit reports to reflect that Tower’s

internal controls were not “effective.”

PWC fraudulently failed to identify and report the

“material weaknesses” in Tower’s internal controls throughout the Class Period.

13

AU Section 561.05. In determining if there are persons relying on the report, consideration
should be given to, among other things, the time elapsed since the report was issued.
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314.

In connection with guidance regarding risk factors and “red flags,” AU Section

316.85 provides examples of risk factors relating to misstatements arising from fraudulent
financial reporting, including that: (a) the company’s financial stability or profitability is
threatened by economic, industry or entity operating conditions, as indicated by “significant
declines in customer demand and increasing business failures in either the industry or overall
economy”; (b) “[i]neffective communication, implementation, support, or enforcement of the
entity’s values or ethical standards by management or the communication of inappropriate values
or ethical standards”; and (iii) “[m]anagement failing to correct known reportable conditions on a
timely basis.” (AU § 316.85.)
315.

Additionally, AU Section 316 provides that the risk of fraudulent financial

reporting is heightened when a company fails to maintain an adequate system of internal
controls.

The absence of internal controls, ineffective internal controls, or the ability of

management to override internal controls, all provide an opportunity for fraud to be perpetrated,
and therefore represent fraud risk factors. (AU § 316.07.)
316.

The existence of fraud risk factors triggers heightened scrutiny for the auditor.

Under AU Section 316, an auditor should respond to the presence of fraud risk factors by, among
other things, adjusting its audit procedures to address the risk of material misstatement due to
fraud, or withdrawing from the engagement with communication to the appropriate parties if the
auditor concludes that the risk of material misstatement due to fraud is so significant that it
would not be practicable to design auditing procedures to sufficiently address such risks. (AU §§
316.48-.50, .76, .78.)
317.

Since Tower’s internal controls over the calculation of loss reserves were

subsequently found to contain significant material weaknesses, tests of the effectiveness of
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internal controls over this process by PWC were either not performed or not effective.
Specifically, given the admitted material weaknesses in Tower’s internal controls relating to loss
reserves and premium receivable reconcilement, PWC either: (a) failed to determine that internal
controls relating to loss reserves and premium receivable reconcilement were important to
management’s representations on internal control; or (b) failed to conduct sufficient or effective
tests of controls in these areas. By amending their report on internal control subsequent to the
filing of Tower’s 2012 Form 10-K, PWC acknowledged that internal controls in these two areas
are important to managements’ internal control representations and were thus required to be
tested properly.
318.

In filing financial statements with the SEC, which objectively misstated and failed

to conform to the requirements of GAAS and PCAOB Standards, PWC repeatedly disseminated
financial statements and audit representations that were materially false and misleading.
D.

PWC’s False Statements

319.

PWC falsely stated in its auditor’s report for the year ending December 31, 2010,

filed with Tower’s 2010 Form-10-K, dated March 1, 2011, that:
To the Board of Directors and Stockholders of Tower Group, Inc.:
In our opinion, the consolidated balance sheet as of December 31, 2010 and the
related consolidated statements of income and comprehensive income, changes
in stockholders’ equity, and cash flows for the year then ended present fairly, in
all material respects, the financial position of Tower Group, Inc. and its
subsidiaries at December 31, 2010, and the results of their operations and their
cash flows for the year ended December 31, 2010 in conformity with accounting
principles generally accepted in the United States of America. In addition, in
our opinion, the financial statement schedules listed in the accompanying index
on page S-1 present fairly, in all material respects, the information set forth
therein at December 31, 2010 and for the year then ended when read in
conjunction with the related consolidated financial statements. Also in our
opinion, the Company maintained, in all material respects, effective internal
control over financial reporting as of December 31, 2010, based on criteria
established in Internal Control — Integrated Framework issued by the Committee
of Sponsoring Organizations of the Treadway Commission (COSO). The
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Company’s management is responsible for these financial statements and
financial statement schedules, for maintaining effective internal control over
financial reporting and for its assessment of the effectiveness of internal control
over financial reporting, included in Management’s Report on Internal Control
over Financial Reporting appearing under Item 9A. Our responsibility is to
express opinions on these financial statements, on the financial statement
schedules, and on the Company’s internal control over financial reporting
based on our integrated audit. We conducted our audit in accordance with the
standards of the Public Company Accounting Oversight Board (United States).
Those standards require that we plan and perform the audits to obtain
reasonable assurance about whether the financial statements are free of
material misstatement and whether effective internal control over financial
reporting was maintained in all material respects. Our audit of the financial
statements included examining, on a test basis, evidence supporting the
amounts and disclosures in the financial statements, assessing the accounting
principles used and significant estimates made by management, and evaluating
the overall financial statement presentation. Our audit of internal control over
financial reporting included obtaining an understanding of internal control
over financial reporting, assessing the risk that a material weakness exists, and
testing and evaluating the design and operating effectiveness of internal control
based on the assessed risk. Our audits also included performing such other
procedures as we considered necessary in the circumstances. We believe that
our audit provides a reasonable basis for our opinions.
A company’s internal control over financial reporting is a process designed to
provide reasonable assurance regarding the reliability of financial reporting and
the preparation of financial statements for external purposes in accordance with
generally accepted accounting principles. A company’s internal control over
financial reporting includes those policies and procedures that (i) pertain to the
maintenance of records that, in reasonable detail, accurately and fairly reflect the
transactions and dispositions of the assets of the company; (ii) provide reasonable
assurance that transactions are recorded as necessary to permit preparation of
financial statements in accordance with generally accepted accounting principles,
and that receipts and expenditures of the company are being made only in
accordance with authorizations of management and directors of the company; and
(iii) provide reasonable assurance regarding prevention or timely detection of
unauthorized acquisition, use, or disposition of the company’s assets that could
have a material effect on the financial statements.
/s/ PricewaterhouseCoopers LLP
New York, NY
March 1, 2011
320.

PWC issued substantially identical audit reports and statements concerning the

adequacy of Tower’s internal controls and its own audit processes in the Company’s 2011 and
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2012 annual financial statements, included in Tower’s Forms 10-K for those years, filed
respectively on February 29, 2012 and March 4, 2013.
321.

As detailed above, each of PWC’s audit reports, as quoted above, was materially

false and misleading and omitted to disclose material facts, including among others: (a) the
Restatement constitutes an admission that Tower’s 2010, 2011 and 2012 financial statements
were materially misstated; (b) Tower’s internal controls were not “effective” as PWC admitted in
connection with the Restatement; and (c) PWC failed to disclose that Tower’s financial
statements did not comply with GAAP because its loss reserves were understated by $533
million. Given that PWC’s statements were based on the absence of any meaningful audit and
had no basis in fact, they constitute actionable false statements.
XII.

LOSS CAUSATION
322.

The market price of Tower’s publicly traded common stock was artificially

inflated and/or maintained by the material misstatements and omissions complained of herein,
including the misstatements and omissions about Tower’s conservative loss reserves, the
effectiveness of its internal controls, and the material negative impacts those misstated reserves
and inadequate controls had on the Company.
323.

The artificial inflation in Tower’s stock price was removed when the conditions

and facts that had been misstated and/or omitted by Defendants were revealed to the market,
and/or the effects thereof, were revealed, and/or the risks that had been fraudulently concealed by
Defendants materialized.

The information was disseminated through a series of corrective

disclosures, beginning on August 7, 2013, that revealed the nature and extent of Tower’s
deficient loss reserves, misstated financial results, improper loss reserving practices and the
ineffectiveness of its internal controls. These disclosures, more particularly described below,
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reduced the amount of inflation in the price of Tower’s publicly traded stock, causing economic
injury to Lead Plaintiffs and other members of the Class.
324.

On August 7, 2013, after the close of the financial markets, the Company

announced that it would be postponing the release of its financial results for the second quarter of
2013. The following day, prior to the opening of the financial markets, Tower disclosed that it
expected that it would be required to increase its loss reserves from somewhere between $60
million and $110 million. In reaction to this news, the Company’s stock price fell from $21.64
on August 7 to close at $16.22 per share on August 8, dropping approximately 25%, with high
volume of almost 3.1 million shares traded.
325.

Tower’s August 7 and August 8, 2013 disclosures partially corrected, inter alia,

Defendants’ prior materially misleading statements and omissions concerning the amount of the
Company’s loss reserves and whether such amounts were “conservative.” These disclosures also
partially revealed the risks associated with Tower’s inadequate reserving processes that had been
previously concealed from investors. Notwithstanding that partially corrective information,
Defendants’ prior false statements and omissions continued to operate as a fraud on the market
because the August 2013 disclosures failed to disclose (a) the extent of Tower’s loss reserve
deficiencies; (b) the Company’s misapplication of premiums by lines of business in the loss
reserve process; and (c) the material weaknesses in Tower’s internal controls. Thus, Tower’s
stock price remained artificially inflated.
326.

On September 17, 2013, after the close of the financial markets, the Company

disclosed that it would again delay the filing of its 2013 fiscal second quarter financial results,
providing no explanation other than that it would release the second quarter financial results
during the week of October 7, 2013. Following the Company’s disclosure, the price of Tower’s
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common stock plummeted nearly 28%, falling from the September 17, 2013 closing price of
$13.86 to close at $9.99 per share on September 18, on extremely high volume of 14.7 million
shares traded.
327.

Tower’s September 17, 2013 disclosure partially corrected, inter alia,

Defendants’ prior materially misleading statements and omissions concerning the amount of the
Company’s loss reserves and whether such amounts were “conservative.” This disclosure also
partially revealed the risks associated with Tower’s inadequate reserving processes that had been
previously concealed from investors. Notwithstanding that partially corrective information,
Defendants’ prior false statements and omissions continued to operate as a fraud on the market
because the August 2013 disclosures failed to disclose (a) the extent of Tower’s loss reserve
deficiencies; (b) the Company’s misapplication of premiums by lines of business in the loss
reserve process; and (c) the material weaknesses in Tower’s internal controls. Thus, Tower’s
stock price remained artificially inflated.
328.

On October 7, 2013, after the close of the financial markets, the Company

revealed that it expected to strengthen its loss reserves by approximately $365 million, primarily
for accident years 2009 through 2011, and that it expected to take a $215 million goodwill
impairment charge in the second quarter of 2013. The market again reacted sharply to this
partial disclosure, with the price of Tower’s common shares dropping over 40% from their $7.41
closing price on October 7 to a closing price of $4.39 on October 8, on very high trading volume
of 22 million shares.
329.

Tower’s October 7, 2013 disclosure partially corrected, inter alia, Defendants’

prior materially misleading statements and omissions concerning the amount of the Company’s
loss reserves and whether such amounts were “conservative.” This disclosure also partially
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revealed the risks associated with Tower’s inadequate reserving processes that had been
previously concealed from investors. Notwithstanding that partially corrective information,
Defendants’ prior false statements and omissions continued to operate as a fraud on the market
because the August 2013 disclosures failed to disclose (a) the extent of Tower’s loss reserve
deficiencies; (b) the Company’s misapplication of premiums by lines of business in the loss
reserve process; and (c) the material weaknesses in Tower’s internal controls. Thus, Tower’s
stock price remained artificially inflated.
330.

On November 14, 2013, before the financial markets opened, the Company issued

a press release stating that, following a “comprehensive review” of its loss reserves, (a) it was
restating Tower’s audited annual consolidated financial statements as of and for the years ended
December 31, 2011 and 2012; (b) the 2011 and 2012 financial statements should no longer be
relied upon; and (c) it was revising its audited annual consolidated financial statements for the
year ended December 31, 2010 and the first quarters of 2012 and 2013.
331.

In that same release, the Company reiterated its October 7, 2013 announcement of

a $365 million loss reserve charge, but also revealed that, due to the purportedly “inadvertent
mistakes in classification of insurance premiums by line of business used in the loss reserving
process,” the Company would restate its loss reserves for 2010 through 2012 by an additional
$37 million.

The Company disclosed that it had concluded that there existed “material

weakness. . . in internal controls over financial reporting relating to the Company’s loss
reserving and premiums receivable reconciliation processes” as of 2012.
332.

Tower’s November 14, 2013 disclosures caused its shares to fall even further,

with the price of Tower’s common stock declining from its November 13, 2013 closing price of
$4.23, to an intra-day low of $3.68 on November 14, 2013.
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particularly in the context of Tower’s previous disclosures, including the $365 million reserve
charge announced on October 7, 2013. Indeed, one analyst – Guggenheim Partners – viewed the
November 14, 2013 restatement announcement as “a given” that was indicative of Tower’s
“historical issues.”
333.

Tower’s November 14, 2013 disclosure only partially corrected, inter alia,

Defendants’ prior false statements concerning the amount of the Company’s loss reserves. This
disclosure also partially revealed the risks associated with Tower’s inadequate reserving
processes that had been previously concealed from investors. On November 22, 2013, after the
close of the financial markets, Tower issued a press release confirming the reserve charges as of
the second half of 2012. On November 26, 2013, the Company issued its amended and restated
Form 10-K for the year ended December 31, 2012, disclosing the above restated and revised loss
reserve charges and material weaknesses in Tower’s internal controls.
334.

Finally, on December 17, 2013 after the close of the financial markets, the

Company disclosed that it would be taking an additional reserve charge of up to $105 million for
fiscal year 2013. In response to this latest news, the Company’s common stock dropped 30%,
falling from a closing price of $3.93 on December 17, to a closing price of $2.74 on December
18, 2013. Tower’s shares traded on extremely high volume of 14.2 million shares on December
18, 2013, and declined another $0.20 per share, or 7%, on December 19 to close at $2.55.
335.

Tower’s December 17, 2013 disclosure corrected, inter alia, Defendants’ prior

materially misleading statements and omissions concerning the amount of the Company’s loss
reserves and whether such amounts were “conservative” and revealed the true risks associated
with the Company’s inadequate loss reserving practices.

126

Case 1:13-cv-05852-AT Document 110 Filed 12/23/14 Page 131 of 167

336.

Accordingly, the decline in Tower’s stock price was a direct and proximate result

of Defendants’ fraudulent scheme being revealed to investors and to the market. The timing and
magnitude of Tower’s stock price decline negates any inference that the economic losses and
damages suffered by Lead Plaintiff and the other members of the Class were caused by changed
market conditions, macroeconomic factors, or even Company-specific facts unrelated to
Defendants’ fraudulent conduct.
XIII. THE INAPPLICABILITY OF THE STATUTORY SAFE HARBOR
337.

Tower’s “Safe Harbor” warnings accompanying its forward-looking statements

issued during the Class Period were ineffective to shield those statements from liability.
338.

Defendants are also liable for any false or misleading forward-looking statements

pleaded herein because, at the time each such statement was made, the speaker knew the
statement was false or misleading and the statement was authorized and/or approved by an
executive officer of Tower who knew that the statement was false. None of the historic or
present tense statements made by Defendants were assumptions underlying or relating to any
plan, projection or statement of future economic performance, as they were not made, nor were
any of the projections or forecasts made by Defendants expressly related to, or stated to be
dependent on those historic or present tense statements when made.
XIV. APPLICABILITY OF THE PRESUMPTION OF RELIANCE
339.

At all relevant times, the market for Tower’s common stock was an efficient

market for the following reasons, among others:
(a) Tower met the requirements for listing, and was listed and actively trade on
the NASDAQ Stock Market, a highly efficient and automated market;
(b) As a regulated issuer, Tower filed periodic public reports with the SEC and
NASDAQ;
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(c) Tower regularly and publicly communicated with investors via established
market communication mechanisms, including through regular disseminations
of press releases on the national circuits of major newswire services and
through other wide-ranging public disclosures, such as communications with
the financial press and other similar reporting services; and
(d) Tower was followed by several securities analysts employed by major
brokerage firm(s) who wrote reports which were distributed to the sales force
and certain customers of their respective brokerage firm(s). These reports
were publicly available and entered the public market.
340.

As a result of the foregoing, the market for Tower securities promptly digested

current information regarding Tower from all publicly available sources and reflected such
information in the price of Tower stock. Under these circumstances, all purchasers of Tower
common stock during the Class Period suffered similar injury through their purchases of Tower
common stock at artificially inflated prices and the presumption of reliance applies.
341.

A Class-wide presumption of reliance is also appropriate in this action under the

United States Supreme Court holding in Affiliated Ute. Citizens of Utah v. United States, 406
U.S. 128 (1972) because the claims asserted herein against Defendants are predicated upon
omissions of material fact which there is a duty to disclose.
XV.

AS TOWER’S SUCCESSOR, ACP IS VICARIOUSLY LIABLE FOR THE
TOWER’S ACTIONS
342.

As Tower’s successor in liability, ACP is jointly and severally liable for any and

all damages resulting to Plaintiffs from the wrongful actions of Tower (including both TGIL
TGI). ACP itself has acknowledged that its acquisition of Tower through a stock-for-cash
transaction on September 15, 2014 was a merger. In the ACP Merger, ACP acquired all of
Tower’s assets and liabilities.
343.

Upon information and belief, ACP has been operating Tower effectively as a

division of ACP. To that end, on September 15, 2014, in connection with the ACP Merger,
AmTrust, a multinational insurance holding company headquartered in New York City and
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affiliated with ACP, announced that it had acquired renewal rights to Tower’s commercial lines
of business. Also on September 15, 2014, and again in connection with the merger with ACP,
National General, a specialty personal lines insurance holding company headquartered in New
York, announced that it had acquired the rights for new and renewal business for Tower’s
personal lines insurance operations, as well as entering into a 100% quota share reinsurance
agreement and providing a cut-through endorsement (the “Cut Through Reinsurance
Agreement”) on most of Tower’s personal lines policies and on new and renewal personal lines
business. NGHC acquired the assets necessary to support its acquisition of Tower’s personal
lines from ACP. Indeed, ACP, AmTrust and NGHC are all affiliated entities controlled by the
Michael Karfunkel 2005 Grantor Retained Annuity Trust (“Karfunkel Trust”).
344.

ACP has taken responsibility for the pre-merger liabilities of Tower. Indeed, in a

January 6, 2014 press release issued by AmTrust discussing the ACP Merger and AmTrust’s
acquisition of Tower’s commercial insurance operations, AmTrust stated that it would acquire
the assets from ACP for cash and that “[t]hrough a reinsurance agreement that will be fully
collateralized, ACP Re will retain all liabilities of the Acquired Companies [i.e. Tower’s
insurance subsidiaries].”
345.

Michael Karfunkel, Chairman and Chief Executive Officer of NGHC commented

about the acquisition, stating on September 15, 2014, “I am very excited about what this
transaction brings to National General, and believe it is a compelling opportunity that will enable
us to deliver strong shareholder returns in both the remainder of 2014 and the coming years. The
Tower Personal Lines transaction provides National General with a broader product mix . . .
including homeowners and umbrella coverages, an enhanced geographic footprint, and added
competitive strength with the ability to bundle several personal lines P&C products.”
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346.

During a September 5, 2014 hearing before the Massachusetts Commissioner of

Insurance, ACP’s general counsel, Jeffrey Weissmann, testified regarding the ACP Merger and
how it would affect Tower’s subsidiaries operating in Massachusetts. Weissmann testified that
in connection with the ACP Merger, ACP Re would acquire Tower’s insurance subsidiaries, and
that its affiliates National General and AmTrust would administer Tower’s existing policies,
handle claims on those policies, and manage and reinsure new business that the Tower
subsidiaries would write.
347.

As AmTrust’s CEO Barry Zyskind stated when news of the ACP Merger was

announced, “We are confident the addition of Tower’s small commercial insurance business will
enhance the company’s [AmTrust’s] value.

The reinsurance agreement and cut-through

endorsement along with similar actions undertaken by National General are designed to stabilize
and secure Tower’s business and allow Tower’s agents, brokers and policyholders to rely on the
financial strength of AmTrust and National General to stand behind Tower’s new, renewal and
in-force policies.”
348.

Zyskind also said on September 15, 2014 about the acquisition of Tower,

“AmTrust is confident that it has the expertise, capital strength and technology to help grow the
premium and profit potential of Tower’s Commercial Lines Business. This Business strategically
expands AmTrust’s platform, enhancing our company’s ability to benefit from attractive
business opportunities and further build shareholder value.”
349.

During an August 11, 2014 hearing by Maine’s Superintendent of Insurance to

consider approval of the ACP Merger, AmTrust General Counsel Steven Ungar confirmed that
“ACP Re is acquiring the Tower entities” and AmTrust is “acquiring the Tower business . . . and
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taking the business going forward.” Ungar also confirmed that ACP is “acquiring the prior
liabilities” of Tower.
XVI. CLASS ACTION ALLEGATIONS
350.

Lead Plaintiffs bring this action as a class action pursuant to Rule 23 of the

Federal Rules of Civil Procedure on behalf of all persons who purchased or otherwise acquired
Tower’s common stock during the Class Period, March 1, 2010 through December 17, 2013 and
were damaged thereby, including on behalf of the Private Placement Class, who acquired
Canopius shares in the March 7, 2013 private placement of shares in Canopius. Excluded from
the Class are (i) Defendants; (ii) members of the immediate family of each Officer Defendant;
(iii) any person who was an officer of director of Tower or PWC during the Class Period; (iv)
any firm, trust, corporation, officer, or other entity in which any Defendant has or had a
controlling interest; (v) any person who participated in the wrongdoing alleged herein; and (vi)
the legal representatives, agents, affiliates, heirs, beneficiaries, successors-in-interest, or assigns
of any such excluded party.
351.

The members of the Class and the Private Placement Class are so numerous that

joinder of all members is impracticable. The disposition of their claims in a class action will
provide substantial benefits to the parties and the Court. Throughout the Class Period, Tower’s
common stock was actively traded on NASDAQ, an efficient market. As of April 30, 2014,
Tower had more than 57 million shares of common stock outstanding. While the exact number
of Class members is unknown to Lead Plaintiffs at this time, and can only be ascertained through
appropriate discovery, Lead Plaintiffs believe that there are at least thousands of members in the
Class.
352.

There is a well-defined community of interest in the questions of law and fact

involved in this case. Questions of law and fact common to the members of the Class and
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Private Placement Classes predominate over questions that may affect individual Class and
Private Placement Class members, including:
(a) Whether Defendants violated the federal securities laws;
(b) Whether Defendants misrepresented material facts concerning Tower;
(c) Whether Defendants’ statements omitted material facts necessary to make the
statements not misleading in light of the circumstances under which they were
made;
(d) Whether Defendants knew or recklessly disregarded that their statements were
false and misleading;
(e) Whether Defendants engaged in perpetrating a manipulative and deceptive
device and/or scheme and/or otherwise engaged in a fraudulent course of
conduct;
(f) Whether the prices of Tower’s common stock were artificially inflated;
(g) The extent of damage sustained by Class members and the appropriate
measure of damages; and
(h) Whether Tower violated various state laws to the harm of the Private
Placement Class.
353.

The claims of Lead Plaintiffs are typical of those of the Class and the Private

Placement Class.
354.

Lead Plaintiffs will adequately protect the interests of the Class and the Private

Placement Class and have retained counsel experienced in class action securities litigation. Lead
Plaintiffs have no interests that conflict with those of the Class and the Private Placement Class.
355.

A class action is superior to other available methods for the fair and efficient

adjudication of this controversy.
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XVII. CAUSES OF ACTION FOR THE CLASS
COUNT I
FOR VIOLATIONS OF SECTION 10(b) OF THE EXCHANGE ACT AND RULE
10b-5 PROMULGATED THEREUNDER
(AGAINST THE COMPANY AND OFFICER DEFENDANTS)
356.

Lead Plaintiffs repeat and re-allege each and every allegation contained above as

if fully set forth herein.
357.

During the Class Period, the Company and the Officer Defendants carried out a

plan, scheme and course of conduct which was intended to and, throughout the Class Period, did:
(a) deceive the investing public, including Lead Plaintiffs and other Class members, as alleged
herein; and (b) cause Lead Plaintiffs and other members of the Class to purchase Tower common
stock at artificially inflated prices.
358.

The Company and the Officer Defendants (a) employed devices, schemes and

artifices to defraud; (b) made untrue statements of material fact and/or omitted to state material
facts necessary to make the statements not misleading; and (c) engaged in acts, practices, and a
course of business which operated as a fraud and deceit upon the purchasers of the Company’s
common stock in an effort to maintain artificially high market prices for Tower’s common stock
in violation of Section 10(b) of the Exchange Act and Rule 10b-5 promulgated thereunder.
359.

The Company and the Officer Defendants, individually and in concert, directly

and indirectly, by the use, means or instrumentalities of interstate commerce and/or of the mails,
engaged and participated in a continuous course of conduct to conceal adverse material
information about the Company’s financial well-being, operations and prospects.
360.

During the Class Period, the Company and the Officer Defendants made the false

statements specified above, which they knew or recklessly disregarded to be false and misleading
in that they contained misrepresentations and failed to disclose material facts necessary in order
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to make the statements made, in light of the circumstances under which they were made, not
misleading.
361.

The Company and the Officer Defendants had actual knowledge of the

misrepresentations and omissions of material fact set forth herein, or recklessly disregarded the
true facts that were available to them. The Company and the Officer Defendants engaged in this
misconduct to conceal Tower’s true condition from the investing public and to support the
artificially inflated prices of the Company’s common stock.
362.

Lead Plaintiffs and the Class have suffered damages in that, in reliance on the

integrity of the market, they paid artificially inflated prices for Tower’s common stock. Lead
Plaintiffs and the Class would not have purchased the Company’s common stock at the prices
they paid, or at all, had they been aware that the market prices for Tower common stock had
been artificially inflated by the Company and the Officer Defendants’ fraudulent course of
conduct.
363.

As a direct and proximate result of the Company and the Officer Defendants’

wrongful conduct, Lead Plaintiffs and the other members of the Class suffered damages in
connection with their respective purchases of the Company’s common stock during the Class
Period.
364.

By virtue of the foregoing, the Company and the Officer Defendants’ violated

Section 10(b) of the Exchange Act and Rule 10b-5 promulgated thereunder.
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COUNT II
FOR SUCCESSOR AND VICARIOUS LIABILITY FOR VIOLATIONS OF
SECTION 10(b) OF THE EXCHANGE ACT AND RULE 10b-5 PROMULGATED
THEREUNDER
(AGAINST DEFENDANT ACP)
365.

Lead Plaintiffs repeat and re-allege each and every allegation contained above as

if fully set forth herein.
366.

ACP is jointly and severally liable for any and all damages resulting from the

wrongful actions of Tower, as alleged herein, because ACP is the successor-in-interest to Tower
and is vicariously liable for the conduct of Tower as a result of a de facto merger of the two
entities, and ACP’s assumption of Tower’s liabilities.
367.

The acquisition was a de facto merger because ACP intended to take over and

effectively took over Tower and its subsidiaries in their entirety.

Thus, ACP carries the

liabilities of Tower as a concomitant to the benefits it derived from the purchase.
368.

The acquisition resulted in continuity of ownership – a hallmark of a de facto

merger – because it involved a wholly-owned ACP subsidiary that was created for the sole
purpose of facilitating ACP’s acquisition of Tower. ACP has described the transaction as a
merger and has actively incorporated Tower’s lines of business into its own.
369.

ACP assumed the liabilities ordinarily necessary for the uninterrupted

continuation of the business of Tower – another hallmark of a de facto merger. Among other
things, the Tower brand has been effectively retired, with the Company’s website not having
been updated since the merger. In fact, Tower has not issued any news or press releases since
the September 15, 2014 merger, and the Company’s website still states that it is listed on the
NASDAQ, even though the Company was delisted from the NASDAQ and deregistered under
the Securities Exchange Act of 1934 pursuant to the terms of the ACP Merger. Moreover,
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NGHC’s and AmTrust’s acquisitions of Tower’s personal and commercial lines of business
effectively stripped Tower of any assets, rendering the company a shell. Indeed, as ACP’s
general counsel testified before the Massachusetts Division of Insurance, as a result of the ACP
Merger, ACP acquired Tower’s insurance subsidiaries, and ACP’s affiliates, National General
and AmTrust, would administer Tower’s existing personal and commercial policies, handle
claims on those policies, and manage and reinsure any new business that the Tower subsidiaries
would write. Moreover, the Superintendent of Insurance for the State of Maine confirmed during
an August 11, 2014 hearing that National Trust and AmTrust “will administer the run-off of
Tower Group’s pre-closing liabilities.”
370.

The ordinary business of Tower was ceased and the Company effectively

dissolved soon after the acquisition – another hallmark of a de facto merger. On September 15,
2014, ACP acquired substantially all of the assets of Tower at that time; Tower ceased
submitting filings to the SEC; and, upon information and belief, Tower’s assets and liabilities are
now included in ACP’s financial statements.
371.

ACP has also taken responsibility for the pre-merger liabilities of Tower. Indeed,

in a January 6, 2014 press release issued by AmTrust discussing the ACP Merger and AmTrust’s
acquisition of Tower’s commercial insurance operations, AmTrust stated that it would acquire
the assets from ACP for cash and that “[t]hrough a reinsurance agreement that will be fully
collateralized, ACP Re will retain all liabilities of the Acquired Companies [i.e. Tower’s
insurance subsidiaries].”
372.

Because ACP has merged with Tower and acquired substantially all of the assets

of Tower, ACP is the successor in liability to Tower and is jointly and severally or otherwise
vicariously liable for the wrongful conduct, as alleged herein, of Tower.

136

Case 1:13-cv-05852-AT Document 110 Filed 12/23/14 Page 141 of 167

COUNT III
FOR VIOLATIONS OF SECTION 10(b) OF THE EXCHANGE ACT AND RULE
10b-5 PROMULGATED THEREUNDER
(AGAINST DEFENDANT PWC)
373.

Lead Plaintiffs repeat and re-allege each and every allegation contained above as

if fully set forth herein.
374.

Beginning with its first audit report of Tower’s financial statements with the

Company’s 2010 Form 10-K, filed on March 1, 2011, PWC carried out a plan, scheme and
course of conduct which was intended to and, throughout the Class Period, did: (a) deceive the
investing public, including Lead Plaintiffs and other Class members, as alleged herein; and (b)
cause Lead Plaintiffs and other members of the Class to purchase Tower common stock at
artificially inflated prices.
375.

PWC (a) employed devices, schemes and artifices to defraud; (b) made untrue

statements of material fact and/or omitted to state material facts necessary to make the statements
not misleading; and (c) engaged in acts, practices, and a course of business which operated as a
fraud and deceit upon the purchasers of the Company’s common stock in an effort to maintain
artificially high market prices for Tower’s common stock in violation of Section 10(b) of the
Exchange Act and Rule 10b-5 promulgated thereunder.
376.

PWC, individually and in concert, directly and indirectly, by the use, means or

instrumentalities of interstate commerce and and/or of the mails, engaged and participated in a
continuous course of conduct to conceal adverse material information about the Company’s
financial well-being, operations and prospects.
377.

During the Class Period, PWC made the false statements specified above, which

they knew or recklessly disregarded to be false and misleading in that they contained
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misrepresentations and failed to disclose material facts necessary in order to make the statements
made, in light of the circumstances under which they were made, not misleading.
378.

PWC had actual knowledge of the misrepresentations and omissions of material

fact set forth herein, or recklessly disregarded the true facts that were available to them. PWC
engaged in this misconduct to conceal Tower’s true condition from the investing public and to
support the artificially inflated prices of the Company’s common stock.
379.

Lead Plaintiffs and the Class have suffered damages in that, in reliance on the

integrity of the market, they paid artificially inflated prices for Tower’s common stock. Lead
Plaintiffs and the Class would not have purchased the Company’s common stock at the prices
they paid, or at all, had they been aware that the market prices for Tower common stock had
been artificially inflated by PWC’s fraudulent course of conduct.
380.

As a direct and proximate result of PWC’s wrongful conduct, Lead Plaintiffs and

the other members of the Class suffered damages in connection with their respective purchases
of the Company’s common stock during the Class Period.
381.

By virtue of the foregoing, the Company and the Officer Defendants’ violated

Section 10(b) of the Exchange Act and Rule 10b-5 promulgated thereunder
COUNT IV
FOR VIOLATIONS OF SECTION 20(a) OF THE EXCHANGE ACT
(AGAINST THE OFFICER DEFENDANTS)
382.

Lead Plaintiffs repeat and re-allege each and every allegation contained above as

if fully set forth herein
383.

As alleged herein, Tower is liable to Lead Plaintiffs and members of the Class

based on the materially false and misleading statements and omissions as set forth above,
pursuant to Section 10(a) of the Exchange Act.
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384.

Throughout the Class Period, the Officer Defendants were controlling persons of

Tower within the meaning of Section 20(a) of the Exchange Act, and culpable participants in the
fraud alleged herein.
385.

By virtue of their high-level positions, participation in and/or awareness of the

Company’s operations, direct involvement in the day-to-day operations of the Company, and/or
intimate knowledge of the Company’s actual performance, and their power to control public
statements about Tower, the Officer Defendants had the power and ability to control the actions
of Tower and its employees.
386.

Given their individual and collective responsibilities for managing Tower

throughout the Class Period, the Officer Defendants were regularly presented to the market as
the individuals responsible for the Company’s day-to-day business and operations, as well as its
strategic direction.
387.

Each of the Officer Defendants culpably participated in some meaningful sense in

the fraud alleged herein. By virtue of the foregoing, the Officer Defendants are liable pursuant to
Section 20(a) of the Exchange Act.
COUNT V
AGAINST DEFENDANT LEE PURUSANT TO SECTION 20(A) OF THE
EXCHANGE ACT
388.

This claim is brought against Defendant Lee by Co-Lead Plaintiff Oklahoma

Firefighters. As set forth in Appendix A, the Oklahoma Firefighters purchased Tower common
stock contemporaneously with sales of Tower common stock by Defendant Lee. This Count is
also brought on behalf of all Class members who purchased Tower common stock
contemporaneously with sales of Tower common stock by Defendant Lee.

139

Case 1:13-cv-05852-AT Document 110 Filed 12/23/14 Page 144 of 167

389.

By virtue of his position as a senior insider of Tower, Defendant Lee was in

possession of material, non-public information about the Company at the time of his sales of
Tower stock.
390.

By virtue of his participation in the scheme to defraud investors described herein,

and his sales of stock while in possession of material, non-public information about the adverse
information detailed herein, Defendant Lee violated the Exchange Act and applicable rules and
regulations thereunder.
391.

Plaintiffs and all other members of the Class who purchased shares of Tower

stock contemporaneously with the sales of Tower stock by Defendant Lee: (a) have suffered
substantial damages in that they paid artificially inflated prices for Tower stock as a result of the
securities law violations described herein; and (b) would not have purchased Tower stock at the
prices they paid, or at all, if they had been aware that the market prices had been artificially
inflated by Defendants’ false and misleading statements.
392.

Defendant Lee is required to account for all such stock sales and to disgorge his

profits and ill-gotten gains.
XVIII. ALLEGATIONS SPECIFIC TO THE PRIVATE PLACEMENT CLASS
A.

The Canopius Merger

393.

From at least March 2011, Defendant focused its efforts on making Tower an

attractive acquirer. During the second quarter of 2012, Tower announced that it had agreed to
invest approximately $75 million to acquire a 10.7% stake in Canopius Group, Ltd., a privately
owned Lloyd’s insurance holding company domiciled in Guernsey, Channel Islands.
394.

In connection with that investment, Tower entered into an agreement dated April

25, 2012, under which Canopius agreed to assist Tower with the establishment of a presence at
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Lloyd’s of London, and granted Tower Group the option (the “Merger Option”) to combine with
Canopius (the “Merger” or the “Canopius Merger”).
395.

Lee and Hitselberger were personally motivated to effect a merger with Canopius

because, from the start of the Canopius Merger negotiations, it was contemplated that Tower’s
existing executive officers, including Lee and Hitselberger, would serve as the executive officers
of the combined company.
396.

Further, pursuant to the Merger Agreement (defined below) and the Company’s

Long-Term Equity Plan, all unvested stock options and restricted stock awards automatically
vested upon the closing of the Merger. To that end, upon the completion of the merger, Lee was
paid approximately $3.4 million (from the vesting of his restricted stock), and Hitselberger
received a payment of just under $700,000.
397.

In addition, in connection with the Merger, Lee and Hitselberger were entitled to

change of control benefits in the event they were terminated within the 24 months following the
Merger.

The estimated golden parachute payments, assuming the termination of their

employment, would be up to $11,082,095 for Lee and $1,878,221 for Hitselberger.
398.

On July 30, 2012, Tower announced that it had exercised the Merger Option and

entered into a merger agreement with Canopius, pursuant to which Canopius would acquire all of
Tower’s common stock (the “Merger Agreement”). Under the terms of the Merger Agreement,
Canopius would acquire Tower through a reverse triangular merger, with Canopius changing its
name to Tower Group International, Ltd. after the Merger. Former Tower Group shareholders
then received 1.133 Tower shares for each Tower share they owned when the Merger closed on
March 13, 2013. Canopius shareholders received shares of Tower, and Canopius was renamed
Tower Group International, Ltd.
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399.

Upon completion of the Merger, Tower shareholders would receive a certain

number of Canopius shares and $1.25 per share in cash, resulting in current Tower shareholders
owning between 75-80% of the merged company. As noted, closing the Merger also promised
Lee and Hitselberger millions in vested stock options, new positions in the surviving Company,
and the possibility of tens of millions of dollars in golden parachute payments.
400.

It was essential that Tower increase its stock price in order to close the Canopius

Merger. As Tower executives admitted and analysts noted, “a rebound in Tower Group’s stock
price” was “a prerequisite for doing the [Canopius] deal as dilution at the current share price will
not be as accretive for current Tower Group shareholders.” In analyst reports dated July 31,
2012 and August 10, 2012, William Blair stated that the Canopius Merger could “accelerate a
rebound” because it had the potential to “greatly extend Tower’s reach, materially improve
underwriting leverage, and enhance the company’s operating structure,” add “roughly 15% EPS
upside,” and materially lower the Company’s tax rate.
401.

Defendant Tower increased its stock price by intentionally understating the

Company’s losses throughout the Class Period. Specifically, Defendant fraudulently failed to
record sufficient loss reserves in, among other areas, its U.S. based commercial insurance
segments, and thereby inflated its reported income, in order to artificially prop up its stock price.
Defendant then used the inflated stock to acquire Canopius.
402.

Following the Company’s second quarter 2012 results, Tower reported relatively

stable loss reserves. By failing to properly reserve for losses – thereby inflating the Company's
net income – Defendant was able to artificially increase Tower’s stock price almost 10%, from
$15.63 per share on July 31, 2012 (the day after the Merger was announced) to $17 per share on
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March 13, 2013 (when the Canopius Merger closed). This artificial inflation in Tower’s stock
price allowed Defendant to successfully close the Canopius Merger.
403.

Analysts just prior to and after the Merger also realized the significance of the

Merger to the Company. A Compass Point analyst report dated March 14, 2013 stated that the
Merger should “have a significant impact on improving earnings,” lower the Company’s
corporate tax rate, “increase its international business,” “open the door to more investment
opportunities,” allow the Company to “grow at a slightly faster pace than the peer group in
2013,” and prime Tower to “return to middouble digit [return on average equity] in the near
term.” Likewise, analysts at Sidoti & Company also believed that a merger with Canopius
would “produce a more consistent and stable earnings stream” leading to a “higher trading
multiple,” and “consistent and growing earnings,” and that it would add “significant growth
opportunities” to the Company.
404.

Similarly, an April 25, 2013 Compass Point analyst report emphasized that

moving the Company to Bermuda – which was accomplished by the Merger – would improve
Tower’s financial health:
While the high teens ROAEs [return on average equity] the company generated in
years past may be out of reach in the near term, 15% ROAE’s are attainable
following the company’s recent move to Bermuda. The tax savings over time
should have a significant impact on improving earnings and will help make the
move accretive to earnings in 2013. The company has stated they are focusing on
smaller account commercial business that are more profitable and shying away
from middle sized accounts in which they cannot get rate increases. These moves,
coupled with their diversification away from the Northeast U.S. should help to
improve the loss ratio. In addition, the ability to grow their international business
through Lloyd’s and their Bermuda platform will further their diversification, and
could also help to lower the loss ratio in the short run. Combine this with a
company that has one of the highest dividend yields in its peer group and shares
won’t likely trade at a discount to book value for long.
See also William Blair May 13, 2013 report (“[t]he merger should result in tax
efficiencies and a shift from being primarily a U.S. commercial writer to an international
specialty company”).
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405.

Tower itself also emphasized the importance of the Merger. For example, in a

February 26, 2013 conference call with analysts, Lee stated:
In addition to our organic growth initiative, we took an important, strategic step
towards accomplishing our long-term goal by entering into an agreement to merge
with Bermuda Reinsurance business of Canopius. We believe this is a final, key
step in executing our long-term plan to create a global, diversified, specialty
insurance company with access to US, Bermuda, and Lloyd’s markets, as well as
achieving 13% to 15% return on equity within 18 months of closing. We are
progressing well with this transaction and anticipate that we will be able to
complete this transaction by the end of the first quarter of 2013. I will provide
further details on this merger later in this presentation.
B.

Tower Completes A $217 Million Private Placement In Canopius

406.

Prior to the Merger, Tower undertook a $217 million private placement in

Canopius (the “Private Placement”).

Co-Lead Plaintiffs ADAR Funds, as well as other

institutional investors, subscribed to the Private Placement on March 7, 2013, buying 107,000
Canopius shares for $15.45 per share. After the Private Placement, as noted above, Tower’s
predecessor entity, Tower Group, was merged into Canopius and Canopius changed its name to
Tower Group International, Ltd. Upon information and belief, other members of the Private
Placement Class subscribed to the Private Placement at or around the same time as the ADAR
Funds.
407.

The Private Placement was subscribed to by numerous institutional investors,

including co-lead plaintiffs ADAR Funds.
C.

The Private Placement Class Purchase Agreements

408.

Members of the Private Placement Class entered into purchase agreements for

Canopius shares with, inter alia, Canopius and Tower, relating to their subscriptions to the
Private Placement. For example, co-lead Plaintiffs the ADAR Funds entered into a purchase
agreement (the “Purchase Agreement”) on March 7, 2013. The Purchase Agreement was signed
by an ADAR representative, Canopius, and by Elliot S. Orol, Tower Group Inc.’s Senior Vice
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President, General Counsel, and Secretary.

As discussed above, Tower Group Inc. is the

predecessor company to Tower Group International, Ltd.

Upon information and belief,

substantially similar purchase agreements (the “Similar Agreements”) were entered into by the
other members of the Private Placement Class.
409.

The Purchase Agreement stated that Orol’s signature was “limited solely for the

purpose of and with respect to Section 28 and 29 of this Purchase Agreement.” Section 28
expressly represented, among other things, that Tower’s financial statements for fiscal years
2010 through 2012 were fair and accurate.
410.

The ADAR Funds and/or their agents specifically read and relied upon the

language in ¶409. Section 28 of the Purchase Agreement provides as follows:
The Company, Canopius Bermuda and Tower have entered into a Letter
Agreement, dated as of December 6, 2012 (the “Letter Agreement”), with the
Placement Agents that contains certain representations and warranties of the
Company, Canopius Bermuda and Tower. Certain of those representations and
warranties of the Company, Canopius Bermuda and Tower are excerpted and
attached to this Agreement as Exhibits 1, 2 and 3, respectively. Each of the
Company, Canopius Bermuda and Tower agrees and understands that the
undersigned is a third-party beneficiary of the representations and warranties,
included in Exhibit 1, 2 or 3, respectively, which representations and warranties
shall be true and correct with the same force and effect as though expressly made
at and as of the date hereof and at and as of the Closing Date. Each of the
Company, Canopius Bermuda and Tower understands and confirms that the
undersigned investor will rely on such representations and warranties and the
bringdowns thereof in making its investment decision with respect to the
Shares.
411.

Exhibit 3 to the Purchase Agreement provides:

Tower represents and warrants to the Placement Agents14 that:
Financial Statements. Except as otherwise disclosed in the offering materials, the
financial statements and the related notes and supporting schedules thereto
14

The “Placement Agents” were defined in the Purchase Agreement as Barclays Capital Inc.,
FBR Capital Markets & Co., Guggenheim Securities LLC, Keefe Bruyette & Woods, Inc. and
GC Securities.
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filed by Tower with the Commission for the past three fiscal years and any
interim periods since the most recent fiscal year end present fairly in all
material respects the financial condition, results of operations and cash flows of
the entities purported to be shown thereby, at the dates and for the periods
indicated, and have been prepared in conformity with accounting principles
generally accepted in the United States applied on a consistent basis throughout
the periods involved. The pro forma financial statements of Tower filed with the
Commission include assumptions that provide a reasonable basis for presenting
the significant effects directly attributable to the transactions and events described
therein, the related pro forma adjustments give appropriate effect to those
assumptions, and the pro forma adjustments reflect the proper application of those
adjustments to the historical financial statement amounts. Such pro forma
financial statements comply as to form in all material respects with the applicable
requirements of Regulation S-X under the Act.
412.

By restating the Company’s financial statements, Tower breached the contract

and its representations and warranties that its financial statements for the past three years
“present[ed] fairly and in all material respects the financial condition, results of operations and
cash flows of the entities purported to be shown thereby” were untrue. As detailed herein,
Tower’s financial statements for the years 2010 through 2012 have been restated and, thus, did
not fairly represent “in all material respects the financial condition, results of operations and cash
flows of the entities purported to be shown thereby, at the dates and for the periods indicated,”
and were not “prepared in conformity with accounting principles generally accepted in the
United States applied on a consistent basis throughout the periods involved.”
413.

In addition, the Purchase Agreement also stated:

The undersigned…acknowledges that a copy of Amendment No. 6 to Canopius
Bermuda’s Registration Statement on Form S-4…including all documents
incorporated therein by reference…has been made available to it by virtue of all
such documents being publicly available on the website of the [SEC].
414.

Tower incorporated by reference into Canopius’ Form S-4 documents containing

financial statements that Tower has now restated.
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415.

In connection with the Private Placement, the ADAR Funds also executed a

registration rights agreement (the “Registration Rights Agreement”). The Registration Rights
Agreement was “made and entered into as of March 13, 2013, by and among Canopius Holdings
Bermuda Limited, a company domiciled under the laws of Bermuda (to be renamed Tower
Group International, Ltd. upon completion of the Merger (as defined below) the ‘Company’), on
the one hand, and the Holders (as defined below) on the other hand.” The Registration Rights
Agreement governed the Canopius shares bought in the Private Placement, which were
unregistered, would become registered, and thus able to be sold. Upon information and belief,
the other Private Placement Class members executed substantially similar registration rights
agreements to that executed by the ADAR Funds.
416.

The Registration Rights Agreement provided as follows:

Suspension Period.
(a)
Subject to the provisions of this Section 5, the Holders shall be
required to suspend sales of the Registrable Shares pursuant to any effective
Registration Statement for the period set forth in Section 5(b) if the Company
determines in good faith that any one or more of the following circumstances
exist and have provided a Suspension Notice to the Holders pursuant to Section
5(c):
(i)
an underwritten public offering of common stock by the Company if the
Company is advised by the underwriters that the concurrent resale of the
Registrable Shares by the Holders pursuant to the Registration Statement would
have a material adverse effect on the Company’s offering; or
(ii)
pending discussions relating to a transaction or the occurrence of an event
(1) that would require additional disclosure of material information by the
Company in a Registration Statement and that has not been so disclosed, and (2)
as to which the Company has a bona fide business purpose for preserving
confidentiality.
In the case of (i) and (ii) above, upon the earlier to occur of (A) the Company
delivering to the Holders an End of Suspension Notice (as defined below) or (B)
the end of the maximum permissible suspension period, the Company shall use its
commercially reasonable efforts to promptly amend or supplement the
Registration Statement on a post-effective basis, if necessary, or to take such
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action as is necessary to make resumed use of the Registration Statement
compatible with the Company's best interests, as applicable, so as to permit the
Holders to resume sales of the Registrable Shares as soon as possible.
(b)
Pursuant to Section 5(a), the Holders shall be required to
suspend sales of Registrable Shares pursuant to the applicable Registration
Statement for such times as the Company reasonably may determine is
necessary and advisable, but in no event for more than 60 days in any 90-day
period or more than 120 days in any 12-month period.
(c)
In the case of an event that causes the Company to suspend the use
of a Registration Statement pursuant to Section 5(a) (a “Suspension Event”), the
Company shall give written notice (a “Suspension Notice”) to the Holders to
suspend sales of the Registrable Shares, and such notice shall state that such
suspension shall continue only for so long as the Suspension Event or its effect is
continuing and the Company is taking all reasonable steps to terminate suspension
of the effectiveness of the Registration Statement as promptly as possible. The
Holders shall not effect any sales of the Registrable Shares pursuant to such
Registration Statement at any time after it has received a Suspension Notice from
the Company and prior to receipt of an End of Suspension Notice. If so directed
by the Company, each Holder will deliver to the Company (at the expense of the
Company) all copies other than permanent file copies then in such Holder's
possession of the Prospectus covering the Registrable Shares at the time of receipt
of the Suspension Notice. The Holders may recommence effecting sales of the
Registrable Shares pursuant to the Registration Statement following further notice
to such effect (an “End of Suspension Notice”) from the Company, which End of
Suspension Notice shall be given by the Company to the Holders in the manner
described above promptly following the conclusion of any Suspension Event and
its effect.
(d)
Notwithstanding any provision herein to the contrary, if the
Company shall give a Suspension Notice pursuant to this Section 5 with respect to
any Registration Statement, the Company agrees that it shall extend the period of
time during which such Registration Statement shall be maintained effective
pursuant to this Agreement by the number of days during the period from the date
of the giving of the Suspension Notice to and including the date when Holders
shall have received the End of Suspension Notice and copies of the supplemented
or amended Prospectus necessary to resume sales; provided such period of time
shall not be extended beyond the date that Initial Common Shares or Additional
Shares are not Registrable Shares. (Emphasis in Section B added).
417.

The ADAR Funds and/or their agents specifically read and relied upon, among

other things, the language from the Registration Rights Agreement cited in ¶416.
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418.

On March 28, 2013, Tower filed a registration statement and registration

statement supplement with the SEC registering the restricted Tower shares (collectively, the
“Registration Statement”) in accordance with the Registration Rights Agreement. After that
Registration Statement became effective, the ADAR Funds were permitted to sell their
“Registrable Shares,” i.e., Tower shares acquired through the Merger, as defined in the
Registration Rights Agreement governing the Private Placement.
419.

The Registration Statement became effective on March 28, 2013.

420.

On or about August 29, 2013, the ADAR Funds received a notice (the “Notice”)

from Tower stating that the ADAR Funds could no longer sell any of the Registrable Shares.
421.

The ADAR Funds have not received an “End of Suspension Notice” as described

in the Registration Rights Agreement.
422.

Accordingly, Defendant Tower breached the Registration Rights Agreement

because the Notice suspended sale of Tower shares for “more than 60 days in any 90-day
period.”
XIX. CAUSES OF ACTION OF THE PRIVATE PLACEMENT CLASS
COUNT VI
FOR VIOLATIONS OF SECTION 10(b) OF THE EXCHANGE ACT AND RULE
10b-5 PROMULGATED THEREUNDER AGAINST TOWER ON BEHALF OF
THE PRIVATE PLACEMENT CLASS
423.

The Private Placement Class repeats and realleges each and every allegation

contained above as if fully set forth herein.
424.

At the time of the Private Placement, Tower deceived the Private Placement

Class, including the ADAR Funds, as alleged herein; and caused the ADAR Funds and other
Private Placement Class members to acquire Canopius stock at artificially inflated prices.
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425.

Tower (i) employed devices, schemes and artifices to defraud; (ii) omitted to state

material facts necessary to make its statements in the Purchase Agreement and Similar
Agreements not misleading; and (iii) engaged in acts, practices, and a course of business which
operated as a fraud and deceit upon the acquirers of Canopius stock in the Private Placement in
violation of Section 10(b) of the Exchange Act and Rule 10b-5 promulgated thereunder.
426.

In the Private Placement, Tower, directly and indirectly, by the use, means or

instrumentalities of interstate commerce and and/or of the mails, concealed adverse material
information about the Company's financial well-being, operations and prospects from the
Purchase Agreement and Similar Agreements.
427.

Tower omitted to disclose material facts in the Purchase Agreement and Similar

Agreements, which it knew or recklessly disregarded rendered its statements materially false and
misleading, in light of the circumstances under which they were made, not misleading.
428.

Tower had actual knowledge of the omissions of material fact set forth herein, or

recklessly disregarded the true facts that were available to it. Tower engaged in this misconduct
to conceal Tower's true condition from the Private Placement Class and to support the artificially
inflated prices of Canopius’ common stock.
429.

The ADAR Funds and other members of the Private Placement Class have

suffered damages in that they paid artificially inflated prices for Canopius’ stock. The ADAR
Funds and other Private Placement Class members would not have purchased the Canopius stock
at the prices they paid, or at all, had they been aware that the market prices for the Canopius
stock had been artificially inflated by the fraudulent course of conduct.
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430.

As a direct and proximate result of Tower’s wrongful conduct, the ADAR Funds

and the other members of the Private Placement Class suffered damages from their respective
purchases of Canopius common stock in the Private Placement.
431.

By virtue of the foregoing, Tower violated Section 10(b) of the Exchange Act and

Rule 10b-5 promulgated thereunder.
COUNT VII
FOR VIOLATIONS OF SECTION 18 OF THE SECURITIES EXCHANGE ACT
AGAINST TOWER ON BEHALF OF THE PRIVATE PLACEMENT CLASS
432.

The Private Placement Class repeats and realleges each and every allegation

contained above as if fully set forth herein.
433.

As set forth above, Tower made or caused to be made statements in the Purchase

Agreement and Similar Agreements, which were, at the time and in light of the circumstances
under which they were made, false or misleading with respect to material facts.
434.

When purchasing Canopius securities, the Private Placement Class, including the

ADAR Funds, and/or their respective agents, specifically read and relied upon the Purchase
Agreement and Similar Agreements, and relied on Tower’s financial statements discussed
therein and/or relied upon materials incorporating information from these filings. Specifically,
the Private Placement Class, including the ADAR Funds, and/or their respective agents, read and
relied on the Purchase Agreement and Similar Agreements regarding the Company's financial
condition without knowing that such information was false and misleading. As alleged herein,
Tower knew, or recklessly disregarded, that Tower’s statements in the Purchase Agreement and
Similar Agreements were materially false and misleading for the reasons given above.
435.

The Private Placement Class, including the ADAR Funds, and/or their respective

agents relied on the Purchase Agreement and Similar Agreements not knowing that they were

151

Case 1:13-cv-05852-AT Document 110 Filed 12/23/14 Page 156 of 167

false and misleading. The reliance by the Private Placement Class and the ADAR Funds,, and/or
their respective agents, was reasonable.
436.

When the truth began to emerge about the false and misleading statements and

omissions that were contained in the Purchase Agreement and Similar Agreements, the Private
Placement Class and the ADAR Funds were significantly damaged by the resulting drop in the
value of the Company’s stock.
437.

As a direct and proximate result of Tower’s wrongful conduct, the Private

Placement Class and the ADAR Funds suffered damages in connection with their purchases of
the Company's stock.
438.

By virtue of the foregoing, Tower violated Section 18 of the Exchange Act.
COUNT VIII

BREACH OF CONTRACT AGAINST TOWER ON BEHALF OF THE PRIVATE
PLACEMENT CLASS
439.

As described herein, the ADAR Funds, and other members of the Private

Placement Class, entered into substantially similar Private Placement contracts for the purchase
of Canopius shares.
440.

Tower Group, Inc., the predecessor company to Defendant Tower, was a

signatory to the Purchase Agreement.
441.

A material term to the Purchase Agreement and Similar Agreements was that

Tower’s financial statements for fiscal years 2010 through 2012 presented fairly in all material
respects the financial condition of Tower.
442.

Tower breached the Purchase Agreement and the Similar Agreements because

Tower’s financial statements for fiscal years 2010 through 2012 did not fairly and in all material
respects represent the financial condition of Tower.
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443.

Additionally, Tower breached the Registration Rights Agreement by suspending

the ADAR Funds’ sale of Tower shares for longer than allowed by the agreement (e.g., more
than 60 days in any 90-day period or more than 120 days in any 12-month period). The
Suspension Notice was received on August 29, 2013 and the trading restriction has yet to be
lifted.
444.

As a direct and proximate result of Tower’s breaches of contract, the ADAR

Funds and other members of the Private Placement Class have been damaged in an amount to be
proven at trial.
COUNT IX
FOR BREACH OF EXPRESS WARRANTY AGAINST TOWER ON BEHALF OF
THE PRIVATE PLACEMENT CLASS
445.

As described herein, the ADAR Funds, and other members of the Private

Placement Class, entered into substantially similar Private Placement contracts.
446.

Tower Group, Inc., the predecessor company to Defendant Tower, was a

signatory to the Purchase Agreement for the purchase of Canopius shares.
447.

Defendant Tower expressly warranted in the Purchase Agreement and the Similar

Agreements that Tower’s financial statements for fiscal years 2010 through 2012 presented fairly
in all material respects the financial condition of Tower.
448.

Tower breached the Purchase Agreement and the Similar Agreements because

Tower breached its express warranty to provide financial statements as represented and
warranted in paragraph 6 of Exhibit 3 to the Purchase Agreement and as represented in similar
provisions of the Similar Agreements.
449.

Additionally, Tower has breached its express warranty in the Registration Rights

Agreement by suspending the ADAR Funds’ sale of Tower shares for longer than allowed by the
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agreement (e.g., more than 60 days in any 90-day period or more than 120 days in any 12-month
period). The Suspension Notice was received on August 29, 2013 and the trading restriction has
yet to be lifted.
450.

As a direct and proximate result of the breaches of express warranty, the ADAR

Funds and other members of the Private Placement Class have been damaged in an amount to be
proven at trial.
COUNT X
FOR NEGLIGENT MISREPRESENTATION AGAINST TOWER BY PRIVATE
PLACEMENT CLASS
451.

As alleged herein, Tower misrepresented the accuracy of the Company’s financial

statements in the Purchase Agreement and in Similar Agreements for the purchase of Canopius
shares.
452.

Tower owed the Private Placement Class and other shareholders the duty to

represent the Company’s financial condition in a fair and accurate manner. They did not do so.
453.

The Private Placement Class, including the ADAR Funds, by their respective

agents, justifiably and reasonably relied upon the false presentations of the Company’s status in
Tower’s misrepresentations in the Purchase Agreement and the other Similar Agreements.
454.

Tower’s representations were made negligently.

455.

Tower’s representations caused the Private Placement Class and the ADAR Funds

to purchase Canopius stock in the Private Placement.
456.

As a direct and proximate result of the negligence of Tower, the Private

Placement Class and the ADAR Funds, in reasonable reliance on Tower’s representations,
suffered damages.
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XX.

PRAYER FOR RELIEF
WHEREFORE, Lead Plaintiffs pray for judgment as follows:
a.

Declaring that this action is a proper class action and certifying Lead Plaintiffs as

class representative of the Class and Private Placement Class, respectively, under Rule 23 of the
Federal Rules of Civil Procedure;
b.

Awarding compensatory damages in favor of Lead Plaintiffs and the other Class

members against all Defendants, jointly and severally, for all damages sustained as a result and
Private Placement Class of Defendants’ wrongdoing, in an amount to be proven at trial,
including interest thereon;
c.

Awarding Lead Plaintiffs and the other members of the Class and Private

Placement Class their reasonable costs and expenses incurred in this action, including attorneys’
fees and expert fees; and
d.

Awarding such other relief and further relief as the Court may deem just and

proper.
XXI. JURY DEMAND
457.

Lead Plaintiffs hereby demand a trial by jury of all issues so triable.
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Dated: December 23, 2014

BERNSTEIN LITOWITZ BERGER &
GROSSMANN LLP
/s/ James A. Harrod
James A. Harrod
Lauren A. Ormsbee
Katherine A. Stefanou
Jake Nachmani
1285 Avenue of the Americas
New York, NY 10019
Telephone: (212) 554-1400
Facsimile: (212) 554-1444
Jim.Harrod@blbglaw.com
Lauren@blbglaw.com
Katherine.Stefanou@blbglaw.com
Jake.nachmani@blbglaw.com
SAXENA WHITE P.A.
Maya Saxena
Joseph E. White III
Lester R. Hooker
5200 Town Center Circle
Suite 601
Boca Raton, FL 33486
Telephone: (561) 394-3399
Facsimile: (561) 394-3382
msaxena@saxenawhite.com
jwhite@saxenawhite.com
lhooker@saxenawhite.com
Co-Lead Counsel for Co-Lead Plaintiffs the
Public Pension Funds and the Class
BERNSTEIN LIEBHARD LLP
U. Seth Ottensoser
Joseph R. Seidman, Jr.
10 East 40th Street, 22nd Floor
New York, NY 10016
Telephone: (212) 779-1414
Facsimile: (212) 779-3218
ottensoser@bernlieb.com
seidman@bernlieb.com
Co-Lead Counsel for Co-Lead Plaintiff
ADAR, and the Class and Private Placement
Class
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Jacksonville Police & Fire Pension Fund
Transactions in Tower Group International, Ltd.
Transaction

Date

Shares

Price

Purchase
Purchase
Purchase
Purchase
Purchase
Purchase
Purchase
Purchase
Purchase

5/21/2013
5/22/2013
5/23/2013
5/24/2013
5/28/2013
6/14/2013
7/18/2013
7/18/2013
7/19/2013

4,760
7,420
2,820
950
14,400
5,800
2,438
452
1,740

19.4036
19.7282
19.6970
19.5330
19.9746
19.8262
21.4825
21.4825
21.7177

Sale
Sale
Sale
Sale
Sale
Sale
Sale
Sale
Sale
Sale

8/8/2013
8/9/2013
8/12/2013
8/13/2013
8/14/2013
8/23/2013
8/26/2013
8/28/2013
8/29/2013
8/30/2013

(4,670)
(5,880)
(1,480)
(8,690)
(538)
(4,460)
(3,510)
(260)
(9,100)
(2,192)

16.4193
16.5039
16.5000
16.5909
16.6513
15.2538
15.3489
14.7547
14.4967
14.1200
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Oklahoma Firefighters Pension and Retirement System
Transactions in Tower Group International, Ltd.
Transaction

Date

Shares

Price

Purchase
Purchase
Purchase
Purchase
Purchase
Purchase
Purchase
Purchase
Purchase
Purchase
Purchase
Purchase
Purchase

8/10/2011
8/11/2011
8/12/2011
8/15/2011
8/26/2011
11/8/2011
11/9/2011
6/18/2012
3/6/2013
3/13/2013
3/19/2013
3/20/2013
3/21/2013

3,710
1,620
1,310
520
660
1,230
960
300
7,440
11,490
3,870
5,350
3,120

21.8898
22.4114
22.3796
22.9561
21.6717
22.2020
22.1783
20.3276
18.8954
19.8000
18.1383
18.2405
18.3587

Sale
Share
Adjustment
Sale

4/4/2013

(0.59)

17.7834

5/13/2013
10/8/2013

(0.33)
(28,848)

4.8073
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Kansas City, Missouri Employees’ Retirement System
Transactions in Tower Group International, Ltd.
Transaction
Purchase
Purchase
Purchase
Purchase
Purchase
Purchase
Purchase
Purchase
Purchase
Purchase
Purchase
Purchase
Purchase
Purchase
Purchase
Purchase
Purchase
Purchase
Purchase
Purchase
Purchase

Date
4/27/2011
5/2/2011
5/4/2011
5/5/2011
5/6/2011
5/9/2011
5/10/2011
5/11/2011
5/12/2011
5/13/2011
5/16/2011
5/17/2011
5/19/2011
5/20/2011
5/23/2011
5/23/2011
5/24/2011
5/26/2011
6/3/2011
6/9/2011
7/12/2011

Shares*
2,039.40
679.80
566.50
453.20
1,133.00
339.90
2,492.60
1,133.00
453.20
226.60
2,039.40
453.20
226.60
453.20
906.40
226.60
453.20
566.50
906.40
3,738.90
5,665.00

Price*
19.7094
19.9912
19.9571
19.6643
19.6731
19.6154
20.8536
20.9859
20.9135
21.4638
21.1174
20.8195
21.0245
20.7125
20.7184
20.5981
20.5428
20.6688
20.6800
20.9047
21.0436

Sale

3/14/2013

(0.60)

$0.0000

*Shares and prices adjusted for 1.133 for 1.0 share exchange on 3/13/2013
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ADAR Investment Fund Ltd.
Transactions in Tower Group International, Ltd.
Transaction
Purchase
Purchase
Purchase
Purchase
Purchase
Purchase
Purchase
Purchase
Purchase
Purchase
Purchase
Purchase
Purchase
Purchase

Sale
Sale
Sale
Purchase

Sale
Sale
Sale
Purchase
Purchase

Sale
Purchase
Purchase

Sale
Sale
Purchase
Purchase

Sale
Sale
Sale
Sale
Sale
Sale
Sale
Sale
Sale
Sale

Date
03/07/13
04/04/13
04/05/13
04/08/13
04/08/13
04/11/13
04/15/13
05/01/13
05/03/13
05/07/13
05/23/13
06/21/13
06/24/13
06/25/13
06/28/13
07/01/13
07/02/13
08/08/13
08/08/13
08/08/13
08/09/13
08/13/13
08/14/13
08/19/13
08/27/13
08/27/13
08/28/13
08/29/13
08/30/13
09/04/13
09/09/13
09/10/13
09/18/13
09/18/13
09/18/13
09/18/13
09/18/13
09/18/13
09/25/13
09/25/13

Shares
75,000
1,138
3,076
1,678
3,076
3,076
3,076
2,316
6,019
4,312
239
3,538
3,345
10,613
25,306
8,888
4,195
4,965
4,964
2,483
974
258
2,502
993
63
1,094
2,979
1,489
1,489
16,215
16,730
3,090
366
2,281
653
652
325
684
12,592
12,594

Price ($)
19.0400
18.2057
18.2456
18.5511
18.4303
18.4254
18.3608
18.7315
19.0131
19.3283
19.5200
20.0000
19.7987
19.9337
20.4611
20.7536
20.8726
18.0467
16.4479
16.3953
16.2549
16.6200
16.6195
15.6807
14.9200
15.0446
14.3638
14.2000
14.2923
14.0080
13.6041
13.4674
10.0092
10.0800
9.9863
9.9393
10.0100
10.6140
8.2834
8.2011
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CW Number

Former Position at Tower and Tenure

CW1

Assistant Vice President and Actuary, New York
(November 2010 – August 2012)
Assistant Vice President, West Region Operations, California
(April 2010 – March 2014)
Senior Business Analyst Consultant through
Trigyn Technologies for Tower Group Companies
(March 2011 – February 2014)
Senior Financial Analyst, Maine
(January 2010 – January 2014)
Vice President, Information Technology Operations, New York
(January 2013 – April 2014)
Senior Business Analyst, New York
(April 2007 – April 2013)
Senior Commercial Claim Manager, Illinois
(July 2009 – June 2012)
Senior Workers’ Compensation Examiner, California
(July 2012 – July 2013)
Senior Claim Analyst, New York
(May 2005 – January 2014)
Claims Supervisor Illinois
(November 2005 – July 2013)
Vice President, Claims, Massachusetts
(July 2010 – March 2014)
Managing Vice President, Marketing Strategy & Analytics, Chicago
(January 2013 – December 2013)

CW2
CW3
CW4
CW5
CW6
CW7
CW8
CW9
CW10
CW11
CW12

