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Supreme Court of Arizona,
En Banc.

Kinberly K. ZILISCH a single person, Plaintiff-Appellant, Cross Appellee.
V.
STATE FARM MUTUAL AUTOMOBI LE | NSURANCE COWMPANY, an Arizona corporation
Def endant - Appel | ee, Cross Appel | ant.

No. CV-98-0535-PR
March 3, 2000.

I nsured autonobil e passenger injured in accident sued underinsured motorist (UM
insurer for bad faith refusal to pay policy limts, after arbitration of UMclaim
The Superior Court, Maricopa County, No. CV 93-05652, Cheryl K Hendrix, J., entered
j udgrment agai nst insurer, and insurer appeal ed. The Court of Appeals, 194 Ariz. 34,
977 P.2d 134, vacated and renanded. Granting review, the Suprenme Court, Martone, J.
held that: (1) while fair debatability is a necessary condition to avoid a cl ai m of
bad faith, it is not always a sufficient condition, and (2) whether insurer
knowi ngly acted unreasonably regarding insured's claimwas a jury question

Vacat ed and remanded.

West Headnot es

1] Insurance €-23336
217k3336 Most Cited Cases

Insurer may not defend a claimthat is not fairly debatable.

2] Insurance €~23335
217k3335 Most Cited Cases

In defending a fairly debatable claim an insurer mnmust exercise reasonable care and
good faith.

[3] Insurance €3336
217k3336 Most Cited Cases

Tort of bad faith arises when the insurer intentionally denies, or fails to process
or pay a claim w thout a reasonabl e basis.

4] I nsurance €~23382
217k3382 Most Cited Cases

Wil e an insurer may challenge clains which are fairly debatable, its belief in fair
debatability is a question of fact to be determ ned by the jury.

5] | nsurance €~1712
217k1712 Most Cited Cases

5] Insurance €1867
217k1867 Most Cited Cases

I nsurance contract is not an ordinary conmercial bargain; inplicit in the contract
and the relationship is the insurer's obligation to play fairly with its insured.

[6] Insurance €~1866
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217k1866 Mbst Cited Cases

6] | nsurance €=1867
217k1867 Most Cited Cases

[6] Insurance €=23359
217k3359 Most Cited Cases

I nsurer has sonme duties of a fiduciary nature, including equal consideration

fai rness and honesty, and thus, an insurer may be held liable in a first-party case
when it seeks to gain unfair financial advantage of its insured through conduct that
i nvades the insured' s right to honest and fair treatnent, and because of that, the

i nsurer's eventual performance of the express covenant, by paying the claim does
not release it fromliability for bad faith.

7] Insurance €3336
217k3336 Most Cited Cases

If an insurer acts unreasonably in the manner in which it processes a claim it wll
be held liable for bad faith without regard to its ultimte merits.

[8] Insurance €~>3336
217k3336 Mist Cited Cases

[8] Insurance €3360
217k3360 Most Cited Cases

[8] Insurance €~3361
217k3361 Most Cited Cases

Insurer's ultimately offering an anpbunt to an insured that is within the range of
possibility is not an absolute defense to a bad faith case, but rather, an insurer
has an obligation to i medi ately conduct an adequate investigation, act reasonably
in evaluating the claim and act pronptly in paying a legitimte claim fair
debatability is not the beginning and end of the analysis.

9] Insurance €=3417
217k3417 Most Cited Cases

I nsurer should do nothing that jeopardi zes the insured' s security under the policy.

10] | nsurance €~23335
217k3335 Most Cited Cases

[10] Insurance €3417
217k3417 Mbst Cited Cases

I nsurer should not force an insured to go through needl ess adversarial hoops to
achieve its rights under the policy.

11] I nsurance €~23335
217k3335 Most Cited Cases

I nsurer cannot |lowball clains or delay clainms hoping that the insured will settle
for less; equal consideration of the insured requires nore than that.

[12] Insurance €~3336
217k3336 Mbst Cited Cases

Wiile fair debatability is a necessary condition to avoid a claimof bad faith, it
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is not always a sufficient condition; the appropriate inquiry is whether there is
sufficient evidence from which reasonable jurors could conclude that in the

i nvestigation, evaluation, and processing of the claim the insurer acted

unr easonably and either knew or was conscious of the fact that its conduct was
unr easonabl e.

13] Insurance €=23382

217k3382 Most Cited Cases

Whet her insurer knowi ngly acted unreasonably regarding insured' s claimfor
underinsured notorist (UM benefits was a jury question in insured's bad faith
suit, even though insurer ultinately canme up with an offer that jurors could have
found reasonabl e; there was evidence that insurer set arbitrary goals for the
reduction of clains paid, that the pernmanency of insured' s eye injury was

undi sputed, and that insurer's insistence on seeing a non-existent report was a
pretext to drag out the clains process; during a four-nmonth period, the insurer's
eval uation of the claimwent fromzero to as nmuch as $75, 000, despite the absence of
any new i nfornmation.

**277 *235 Thur & O Sullivan By Calvin C. Thur, Scottsdale, and Dawson & Rosent hal
By Steven C. Dawson, Phoenix, Attorneys for Kinberly K Zilisch.

The Cavanagh Law Firm By Ral ph E. Hunsaker, Christopher Robbins, Phoenix, Attorneys
for State Farm Mutual Aut onpbil e Insurance Conpany.

Anderson Kill & Aick, New York, By David A Paige (formerly with Anderson Kill &
Aick now with Quarles & Brady), Phoenix, and Eugene R Anderson, New York,
Attorneys for Amcus Curiae Consuner Federation of Anerica.

Treon, Strick, Lucia & Aguirre By Arthur G_Newran, Jr., Phoenix, Attorneys for
Ami cus Curiae United Policyhol ders.

The Langernman Law OFfices By Amy G Langerman, Richard W Langernman, Phoeni X,
Attorneys for Amicus Curiae Arizona Trial Lawyers Association.

Law O fices of John L. Tully By John L. Tully, Barbara S. Burstein, Tucson,
Attorneys for Amicus Curiae Foundation for Taxpayer and Consuner Rights.

Broeni ng, Cberg, Wods, WIson & Cass By James R_Broening, David S. Shughart, 111,
Phoeni x, Attorneys for Anmicus Curiae Farnmers |nsurance of Arizona.

OPI NI ON
MARTONE, Justi ce.

T 1 We granted reviewin this first-party bad faith case to sort out the
rel ati onshi ps anong (1) the absence of a reasonable basis for denying a claim (2)
fair debatability, (3) who gets to decide (judge or jury), and (4) evidence of
i mproper clainms practices.

1 2 Zilisch, a passenger in a car driven by her fiance, was struck by a teenage
drag-**278 racer. *236 The fiance died. Zilisch was permanently injured.

1 3 Zilisch recovered $146,500 in liability insurance proceeds fromthe at- fault
drivers. She had underinsured notorist coverage with a $100,000 policy limt.
Because $146,500 was insufficient to cover her injuries, Zlisch, through her
| awyer, Gene @ulinson, demanded the $100, 000 policy limts from State Farm on
Decenmber 18, 1991.

T 4 In the settlenment denmand package, Gulinson provided State Farmw th all
avai l abl e nmedi cal and enpl oynent records. One of the physicians who exam ned
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Zilisch, Dr. WIliam Hoyt, a |eading neuro-ophthal nol ogi c surgeon, did not provide a

witten report to Gulinson in tine to be sent with the package. In the demand
letter, @ulinson did, however, explain that Dr. Hoyt had advised Zilisch that no
surgery currently available could fix her left eye. State Farm assigned the case

to clains representative Scott Chan. On January 9, 1992, Chan interviewed Zilisch
observed her injuries, and asked Gulinson to provide State Farmwi th Dr. Hoyt's
nedi cal records. The next day, Chan prepared a report in which he stated Zilisch
appeared to have the problems she described to him and acknow edged that if the
physi ci ans' reports were correct, her condition was pernanent.

T 5 On January 14, 1992, Culinson wote Chan a letter in response to Chan's
request for Dr. Hoyt's records. Gul i nson explained that Dr. Hoyt's secretary told
Gulinson no record or report existed because Zilisch sinply saw Dr. Hoyt for
i nformational purposes to |earn nore about her eye condition. @ul i nson gave Chan
Dr. Hoyt's phone nunber and permission to call if State Farmwanted to confirmthat
no records existed.

1 6 Chan tel ephoned Dr. Hoyt's office on January 20, 1992, and spoke with Dr.
Hoyt. Al though Dr. Hoyt could not imediately find Zilisch's chart, he stated that
her injuries were permanent. In order to get a second opinion, Chan contacted
anot her neurol ogist, Dr. Alan Yudell, on the sane day he talked to Dr. Hoyt. Dr.
Yudel | agreed with Dr. Hoyt that the third nerve pal sy was pernmanent because the
synptons had persisted in excess of one year

1 7 After an exchange of communi cati on, and sone delay, on June 30, 1992, Gulinson
submitted Dr. Hoyt's report to State Farm The report reaffirned that Zilisch's
third nerve pal sy was permanent. Along with the report, Gulinson enclosed a letter
that repeated Zilisch's demand for the policy linits, reiterated that Zilisch was
not | ooking for a counteroffer, and provided the nane and address of Zilisch's
arbitrator in the event State Farmrejected the demand

T 8 On July 2, 1992, Chan prepared a report to claimsuperintendent, Lance Lane,
suggesting Zilisch's claimwas worth not hing because the anobunt she received from
the liability carriers fully conpensated her. Less than one week | ater, Lane
reassigned the file to another claimrepresentative, Donald Neu, and on Septenber 1
1992, Neu estimated Zilisch's injuries to be worth $15,000 to $20,000 in addition to
her liability insurance recovery.

T 9 On September 29, 1992, Lane attended an exam nation of Zilisch under oath.
After hearing Zilisch's testinobny and personally observing her injuries, Lane
concl uded "the value of the claimwas nore significant than [State Farn] had
originally evaluated it." Tr. Feb. 7, 1996 at 149

1 10 Based on Lane's face-to-face encounter with Zilisch and a conmpendi um of the
val ue of prior eye injury cases, Neu formally evaluated Zilisch's claimon Cctober
27, 1992. Neu concluded Zilisch's total claimwas worth between $200, 000 and
$225, 000. Because Zilisch had al ready received $146,500 fromliability carriers,
Neu requested and was granted authority to settle the claimin the range of $55, 000
to $75, 000.

f 11 State Farmultimately offered Zilisch $55,000 to settle her U Mclaim
Zilisch rejected this offer. State Farmthen ordered an independent nedica

exam nation by Dr. John Aiello on November 9, 1992, in preparation for arbitration
After examining Zilisch, Dr. Aiello confirned the third nerve pal sy was permanent.

1 12 On Decenber 12, 1992, Lane wote a letter to James Decker, State Farns

di vi si onal cl ai ns superintendent. Lane stated **279 *237 that because Gulinson was
unwilling to entertain any offers less than the policy limts, State Farmwould re-
of fer $55,000 before arbitration rather than extend full file authority of $75, 000
as reconmended by State Farmis clains litigation counsel. Wen no settlenment could
be reached, the matter proceeded to arbitration on February 24, 1993. The
arb;trators awarded Zilisch $387,500. State Farmthen paid Zilisch the policy limts
of $100, 000.
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1 13 Zilisch brought this bad faith tort action against State Farmalleging it
breached its duty of good faith and fair dealing by deliberately refusing to pay the
policy limts of her UMclaimwhen it knew the clai mexceeded that anount. At
trial, Zilisch produced evidence that State Farm engaged in a deliberate practice of
under payi ng cl ai ms nati onw de. The evi dence suggested State Farm set arbitrary
cl ai m paynent goals for its clainms personnel in order to reach the conpany goal of
havi ng the nost profitable clains service in the industry. Pronoti ons and sal ary
i ncreases for State Farm cl ai ns personnel were based on reaching these goals.
Zilisch's expert testified that State Farm s delay in evaluating her claimwas
unreasonable, its ultimate settlenent offer of $55,000 was "outrageous," and the way
it handled Zilisch's claimwas consistent with the way it did business across the
country.

1 14 State Farmargued it was justified in refusing to pay the policy limts unti
the clai mhad been arbitrated because the value of Zilisch's claimwas fairly
debat abl e.

1 15 The jury returned a verdict in favor of Zilisch in the amobunt of $460,000 in
conpensat ory damages and $540, 000 in punitive danages. The trial court set aside
the award of punitive danages.

1 16 Zilisch appeal ed and State Farm cross-appeal ed. The court of appeals held
that even if State Farm engaged in inproper clains practices that influenced its
conduct, it nevertheless was entitled to judgrment in its favor if the claimwas
fairly debatable as a nmatter of law. Zilisch v. State Farm Mut. Auto. Ins. Co., 194
Ariz. 34, 39, 977 P.2d 134, 139 (App.1998). Believing that this raised a serious
guesti on under our opinion in Deese v. State Farm Mut. Auto. Ins. Co., 172 Ariz.

504, 838 P.2d 1265 (1992), we granted review. Rule 23(c)(3), Ariz. R Civ.App. P

1 17 The court of appeals held that as long as the ambunt the insurer ultimtely
offers to its insured is fairly debatable, nothing else it does in investigating the
claim evaluating the claim and paying the claimreally matters.

1 18 The court said, "[i]f the claimwas fairly debatable, poor practice and bad
notives do not enter into the inquiry." Zlisch, 194 Ariz. at 39, 977 P.2d at 139.
The court acknow edged that Zilisch "produced evidence of a dubious clains practice-
-the attenpt to arbitrarily reduce clai mpayouts and the use of each clains
representative's payout record to reward or penalize the representative." [d. But
it characterized "fair debatability" as a "threshold question” which is outcone
determ native. [Id.

11[2] 1 19 Wiile it is clear that an insurer may defend a fairly debatable claim
all that means is that it may not defend one that is not fairly debatable. But in
defending a fairly debatable claim an insurer nust exercise reasonable care and
good faith. Here are the basic rules.

[31[4]1[5]1[6][7] 1 20 The tort of bad faith arises when the insurer "intentionally
denies, fails to process or pay a claimw thout a reasonable basis."” Noble v.
National Am Life Ins. Co., 128 Ariz. 188, 190, 624 P.2d 866, 868 (1981). VWil e an
i nsurer may chal l enge clainms which are fairly debatable, id., its belief in fair
debatability "is a question of fact to be deternined by the jury." Sparks v.
Republic Nat'l Life Ins. Co., 132 Ariz. 529, 539, 647 P.2d 1127, 1137 (1982). An
i nsurance contract is not an ordinary commercial bargain; "inplicit in the contract
and the relationship is the insurer's obligation to play fairly with its insured.”
Rawl i ngs v. Apodaca, 151 Ariz. 149, 154, 726 P.2d 565, 570 (1986). The insurer has
"some duties of a fiduciary nature,” including "[e]qual consideration, fairness and
honesty." [d. at 155, 726 P.2d at 571. Thus, "an insurer nay be held liable in a
first-party case when it seeks to **280 *238 gain unfair financial advantage of its
i nsured through conduct that invades the insured's right to honest and fair
treatnment,"” and because of that, "the insurer's eventual performance of the express
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covenant --by paying the claim-does not release it fromliability for '"bad faith.'
Id. at 156, 726 P.2d at 572. And in Deese, 172 Ariz. at 508, 838 P.2d at 1269, we
noted that an insurance contract provides nore than just security from financia

| oss to the insured. We said, "the insured also is entitled to receive the

addi tional security of knowing that she will be dealt with fairly and in good
faith." Id. Thus, if an insurer acts unreasonably in the manner in which it
processes a claim it will be held liable for bad faith "without regard to its
ultimate nmerits.” Id. at 509, 838 P.2d at 1270

[8]1[9]1[10][11] § 21 The court of appeals focused exclusively on the anpunt
ultimitely offered by the carrier and said that everything el se was irrel evant.
But coming up with an anpbunt that is within the range of possibility is not an

absol ute defense to a bad faith case. The carrier has an obligation to inmediately
conduct an adequate investigation, act reasonably in evaluating the claim and act
promptly in paying a legitimte claim It should do nothing that jeopardizes the
insured's security under the policy. It should not force an insured to go through
needl ess adversarial hoops to achieve its rights under the policy. It cannot

| owbal | claims or delay clains hoping that the insured will settle for |ess. Equa
consi deration of the insured requires nore than that. The court of appeals

therefore erred in concluding that fair debatability is both the beginning and the
end of the anal ysis.

12] 1 22 Applying One School v. Reeves, 166 Ariz. 301, 802 P.2d 1000 (1990), the
court of appeals held that State Farmwas entitled to directed verdict because
"reasonabl e m nds could only conclude that the value of the Zilisch claimwas fairly
debatable." Zilisch, 194 Ariz. at 38, 977 P.2d at 138. But, as we have hel d,
while fair debatability is a necessary condition to avoid a claimof bad faith, it
is not always a sufficient condition. The appropriate inquiry is whether there is
sufficient evidence from which reasonable jurors could conclude that in the
i nvestigation, evaluation, and processing of the claim the insurer acted
unr easonably and either knew or was conscious of the fact that its conduct was
unreasonable. Noble, 128 Ariz. at 190, 624 P.2d at 868; see also Deese, 172 Ariz.
at 507, 838 P.2d at 1268.

13] 1 23 There was sufficient evidence in this case fromwhich a jury could find
that State Farm acted unreasonably and knew it. There was evidence that State Farm
set arbitrary goals for the reduction of clains paid. The sal ari es and bonuses
paid to clainms representatives were influenced by how much the representatives paid
out on cl ai s. See Hawkins v. Allstate Ins. Co., 152 Ariz. 490, 499, 733 P.2d
1073, 1082 (1987) (past practices relevant and adm ssi bl e). Reasonabl e jurors
could also find that State Farmtook an unreasonable length of tinme to eval uate
Zilisch's claim Reasonabl e jurors coul d have concl uded that the question of
per manency was undi sputed and that State Farnms insistence on seeing a non-existent

report was a pretext to drag out the clains process. Zilisch demanded the policy
l[imts on Decenber 18, 1991. Despite having all avail abl e nmedi cal and enpl oynent
records at that tine, State Farmdid not evaluate and offer to settle the claim
until Cctober 27, 1992, nearly ten nonths after receiving the demand. There was

expert testimony that State Farmis claimthat it was waiting for a report from Dr.
Hoyt was unreasonabl e because (1) State Farm already had the reports fromfour other
physi ci ans descri bing the permanency of the injury, (2) On January 20, 1992, Chan
tel ephoned Dr. Yudell who stated that Zilisch's injuries were permanent, and (3) on

that same day Chan called Dr. Hoyt and confirned the pernmanency of the injury. I f,
after all of this, State Farmstill had doubts about the permanency of the injury,
it could have subjected Zilisch to an i ndependent medi cal examni nati on. But State

Farm did not ask for such an exam nation until Novenber 9, 1992, after it had
already offered to settle the claimfor $55, 000.

1 24 Even if reasonable jurors could have concluded that it was prudent for State
Farm **281 *239 to wait for Dr. Hoyt's report, it took State Farm four nore nonths
after receiving the report to evaluate the claimand make an offer. During this
four nmonth period, State Farm s evaluation of the claimwent fromzero dollars on
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July 2, 1992 to between $15, 000 and $20, 000 on Septenber 1, 1992, and then to

$55, 000 to $75,000 on Cctober 27, 1992, despite not having received any new

i nformati on. Even after State Farm s | awyer recommended that it offer $75, 000,
State Farmrefused to offer nore than $55, 000. A jury could disbelieve State
Farm s contention that it chose not to increase its offer because of the nature of
Zilisch's demand.

T 25 1In light of this evidence, it is not the case that reasonabl e people could
only agree that State Farm s handling of this claimwas neither unreasonabl e nor

i ntentional. Thus, the trial court was correct in subnmtting this case to the
jury. That State Farmultimately came up with an offer that jurors could have
found reasonabl e woul d be sufficient to deny directed verdict in favor of Zilisch
but is insufficient to grant directed verdict in favor of State Farm

V.

1 26 W vacate the opinion of the court of appeals. Thi s nmeans that the other
i ssues raised by State Farmand Zilisch on appeal are not noot. Accordingly, we
remand the case to the court of appeals for consideration of the merits of those
i ssues.

CONCURRI NG THOVAS A. ZLAKET, Chief Justice, CHARLES E. JONES, Vice Chief Justice
STANLEY G FELDMAN, Justice, and RUTH V. MGREGOR, Justice.
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