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SECURITIES AND EXCHANGE COMMISSION
WASHINGTON, D.C. 20549

FORM 10-Q
(Mark One)
M QUARTERLY REPORT PURSUANT TO SECTION 13 OR 15(d) OF THE SECURITIES
EXCHANGE ACT OF 1934
For the quarterly period ended March 31, 2007
OR
O TRANSITION REPORT PURSUANT TO SECTION 13 OR 15(d) OF THE SECURITIES
EXCHANGE ACT OF 1934
For the transition period from to
Exact Name of Each Registrant as specified in
Commission its charter; State of Incorporation; Address; IRS Employer
File Number and Telephone Numbel Identification No.
PINNACLE WEST CAPITAL CORPORATION
1-8962 (an Arizona corporatior 86-0512431

400 North Fifth Street, P.O. Box 539
Phoenix, Arizona 8507-3999
(602) 25(-1000

ARIZONA PUBLIC SERVICE COMPANY
1-4473 (an Arizona corporatior 86-001117C
400 North Fifth Street, P.O. Box 539
Phoenix, Arizona 8507-3999
(602) 25(-1000

Indicate by check mark whether each registfBnhas filed all reports required to be filed®gction 13 or 15(d) of the Securities
Exchange Act of 1934 during the preceding 12 mofah$or such shorter period that the registrans wemjuired to file such reports), and
(2) has been subject to such filing requirementsHe past 90 days.

PINNACLE WEST CAPITAL CORPORATIOI Yes M No O
ARIZONA PUBLIC SERVICE COMPANY Yes 4 No O

Indicate by check mark whether the registiquat large accelerated filer, an accelerated fileg non-accelerated filer. See definition of
“accelerated filer” and “large accelerated filem’Rule 12b-2 of the Exchange Act.

PINNACLE WEST CAPITAL CORPORATION

Large accelerated file Accelerated fileld Non-accelerated fileEd
ARIZONA PUBLIC SERVICE COMPANY
Large accelerated filedl Accelerated fileld Non-accelerated filei]

Indicate by check mark whether each registsaatshell company (as defined in Exchange AceRZb-2).

PINNACLE WEST CAPITAL CORPORATIOI Yes O No M
ARIZONA PUBLIC SERVICE COMPANY Yes O No M

Indicate the number of shares outstandingaohef the issuer’s classes of common stock aseofatest practicable date.

PINNACLE WEST CAPITAL CORPORATION Number of shares of common stock, no par valuestantling as of May !
2007: 100,237,58
ARIZONA PUBLIC SERVICE COMPANY Number of shares of common stock, $2.50 par valutstanding as of May -

2007: 71,264,94

Arizona Public Service Company meets the conditionset forth in General Instruction H(1)(a) and (b) d Form 10-Q and is
therefore filing this form with the reduced disclosire format allowed under that General Instruction.



This combined Form 10-Q is separatebdfiby Pinnacle West Capital Corporation and ArizBoalic Service Company. Each
registrant is filing on its own behalf all of theformation contained in this Form 10-Q that reldtesuch registrant and, where required, its
subsidiaries. Except as stated in the precedingise®, neither registrant is filing any informatidat does not relate to such registrant, and

therefore makes no representation as to any sfichmiation.
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GLOSSARY
ACC — Arizona Corporation Commission
ADEQ - Arizona Department of Environmental Quality
ALJ — Administrative Law Judge
APS — Arizona Public Service Company, a subsididithe Company
APS Energy Services — APS Energy Services Compaay,a subsidiary of the Company
Clean Air Act — Clean Air Act, as amended
Company — Pinnacle West Capital Corporation
DOE - United States Department of Energy
EITF — FASB’s Emerging Issues Task Force
El Dorado — El Dorado Investment Company, a subsjddf the Company
EPA — United States Environmental Protection Agency
ERMC — Energy Risk Management Committee
FASB - Financial Accounting Standards Board
FERC — United States Federal Energy Regulatory Cisgiom
FIN — FASB Interpretation Number
Fitch — Fitch, Inc.
Four Corners — Four Corners Power Plant
GAAP — accounting principles generally acceptethsnUnited States of America
IRS — United States Internal Revenue Service
kWh — kilowatt-hour, one thousand watts per hour
Moody’s — Moody’s Investors Service
MWh — megawatt-hour, one million watts per hour
Native Load- retail and wholesale sales supplied under taili cost-based rate regulation
Note— a Note to Pinnacle West's Condensed Consolidatethcial Statements in Item 1 of this report
NRC — United States Nuclear Regulatory Commission
OCI — other comprehensive income

Off-System Sales — sales of electricity from getieraowned or contracted by the Company that is anel above the amount required to
serve APS’ retail customers and traditional whdkesantracts

Palo Verde — Palo Verde Nuclear Generating Station
Pinnacle West — Pinnacle West Capital Corporatioe Company
Pinnacle West Energy — Pinnacle West Energy Cotjooraa subsidiary of the Company, dissolved a&ugfust 31, 2006
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Pinnacle West Marketing & Trading — Pinnacle Wesirkéting & Trading Co., LLC, a subsidiary of ther@uany
PRP — potentially responsible parties under Supérfu

PSA — power supply adjustor

Salt River Project — Salt River Project Agricultuiprovement and Power District

SEC — United States Securities and Exchange Corumiss

SFAS - Statement of Financial Accounting Standards

Silverhawk — Silverhawk Power Station

Standard & Poor’s — Standard & Poor’s Corporation

SunCor — SunCor Development Company, a subsidfatyeoCompany

Sundance Plant — 450-megawatt generating facilitsited approximately 55 miles southeast of Phoéwizpna
Superfund — Comprehensive Environmental Resporm@p€nsation and Liability Act

2006 Form 10-K — Pinnacle West/APS Annual Reporform 10-K for the fiscal year ended December 8062

VIE - variable interest entity
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PART | — FINANCIAL INFORMATION

ITEM 1. FINANCIAL STATEMENTS

PINNACLE WEST CAPITAL CORPORATION
CONDENSED CONSOLIDATED STATEMENTS OF INCOME

(unaudited)

(dollars and shares in thousands, except per shaoents)

OPERATING REVENUES
Regulated electricity segme
Real estate segme
Marketing and tradini
Other revenue
Total
OPERATING EXPENSE:!
Regulated electricity segment fuel and purchasedep
Real estate segment operati
Marketing and trading fuel and purchased pa
Operations and maintenar
Depreciation and amortizatic
Taxes other than income tax
Other expense
Total
OPERATING INCOME
OTHER
Allowance for equity funds used during construct
Other income (Note 14
Other expense (Note 1
Total
INTEREST EXPENSE
Interest charge
Capitalized interes
Total
INCOME FROM CONTINUING OPERATIONS BEFORE INCOME TASS
INCOME TAXES
INCOME FROM CONTINUING OPERATION¢
INCOME FROM DISCONTINUED OPERATION:!
Net of income tax expense of $479 and $557 (Noje
NET INCOME

WEIGHTED-AVERAGE COMMON SHARES OUTSTANDING- BASIC
WEIGHTED-AVERAGE COMMON SHARES OUTSTANDING- DILUTED

EARNINGS PER WEIGHTEI-F-AVERAGE COMMON SHARE OUTSTANDINC
Income from continuing operatio basic
Net income- basic
Income from continuing operatior diluted
Net income- diluted
DIVIDENDS DECLARED PER SHARE

See Notes to Pinnacle West's Condensed Consolifinatcial Statements.
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Three Months Ende

March 31,

2007 2006
$536,05: $466,12¢
77,25( 107,85
72,47 85,00:
9,36: 11,22¢
695,13! 670,20t
203,35: 157,39!
61,44: 71,33(
57,94« 74,17"
171,57¢ 178,42°
89,62 87,62
34,71¢ 35,57:
8,48¢ 8,52
627,14t 613,04.
67,98¢ 57,16:
4,44¢ 3,801
4,512 5,467
(6,359 (4,54)
2,60: 4,72
50,99: 47,52¢
(4,807) (4,029
46,18¢ 43,50:
24,40 18,38¢
8,60¢ 6,79:
15,79¢ 11,59¢
732 86(
$ 16,53( $ 12,45t
100,04! 99,11¢
100,62: 99,44¢
$ 0.1¢ $ 0.1z2
0.17 0.1z
0.1€ 0.1z
0.1€ 0.1<
$ 0.52¢ $ 1.0C
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PINNACLE WEST CAPITAL CORPORATION
CONDENSED CONSOLIDATED BALANCE SHEETS
(unaudited)
(dollars in thousands)

ASSETS

CURRENT ASSET¢
Cash and cash equivalel
Investment in debt securiti
Customer and other receivab
Allowance for doubtful accoun
Materials and supplies (at average ¢
Fossil fuel (at average co:
Deferred income taxe
Assets from risk management and trading activ{iiegte 10)
Assets held for sal
Other current asse

Total current asse

INVESTMENTS AND OTHER ASSET!
Real estate investmer— net
Assets from lon-term risk management and trading activities (Ndg
Decommissioning trust accounts (Note
Other asset

Total investments and other ass

PROPERTY, PLANT AND EQUIPMEN"
Plant in service and held for future t
Less accumulated depreciation and amortize
Net
Construction work in progre:
Intangible assets, net of accumulated amortiz:
Nuclear fuel, net of accumulated amortizat

Total property, plant and equipme

DEFERRED DEBITS
Deferred fuel and purchased power regulatory dbkee 5)
Other regulatory asse
Other deferred debits (Note

Total deferred debit

TOTAL ASSETS

See Notes to Pinnacle West’s Condensed Consoliffatedicial Statements.
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March 31, December 31
2007 2006
121,25¢ $ 87,21(

— 32,70(
371,46° 501,62¢
(5,165) (5,597
137,35 125,80:
24,85¢ 21,97:
— 982

245 ,45¢ 641,04(
16,71« —
59,16: 68,92/
971,10: 1,474,66:
533,17¢ 526,00¢
152,27: 167,21
349,47( 343,77
110,93¢ 111,38¢

1,145,85! 1,148,37:

11,257,97. 11,154,91

3,852,03: 3,797,47!

7,405,94; 7,357,44.
420,59 368,28

90,25! 96,10(
69,53¢ 60,10(

7,986,32! 7,881,92!
117,79¢ 160,26¢
625,48( 686,01¢
162,39¢ 104,69
905,67 950,97!

$11,008,95 $11,455,94
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PINNACLE WEST CAPITAL CORPORATION
CONDENSED CONSOLIDATED BALANCE SHEETS
(unaudited)
(dollars in thousands)

March 31, December 31
2007 2006
LIABILITIES AND COMMON STOCK EQUITY
CURRENT LIABILITIES
Accounts payabl $ 226,64¢ $ 346,04
Accrued taxes (Note ¢ 317,25( 263,93!
Accrued interes 43,00: 48,74¢
Shor-term borrowings 71,05( 35,75(
Current maturities of lor-term debt 61,42¢ 1,59¢
Customer deposit 72,38 70,16¢
Deferred income taxe 10,74« —
Liabilities from risk management and trading ad¢tdés (Note 10 148,82 558,19!
Other current liabilitie: 139,55: 134,12
Total current liabilities 1,090,88! 1,458,56!
LONG-TERM DEBT LESS CURRENT MATURITIES 3,186,99 3,232,63.
DEFERRED CREDITS AND OTHEI
Deferred income taxe 1,232,82! 1,225,79i
Regulatory liabilities 646,42: 635,43.
Liability for asset retirement 270,26 268,38
Liabilities for pension and other postretirememdifgs (Note 6 600,35¢ 588,85:
Liabilities from lon¢-term risk management and trading activities (N@Xg 108,04¢ 171,17(
Unamortized gair sale of utility plant 40,03¢ 41,18:
Other 384,19! 387,81.
Total deferred credits and ott 3,282,15: 3,318,63
COMMITMENTS AND CONTINGENCIES (NOTES 5, 8, 12, 18 15)
COMMON STOCK EQUITY Common stock, no par va 2,121,071 2,114,55I
Treasury stocl (750 (449
Total common stoc 2,120,321 2,114,10:
Accumulated other comprehensive income (loss) (Naje
Pension and other postretirement ben: (19,110 (19,269
Derivative instrument 66,60¢ 31,53:
Total accumulated other comprehensive inci 47,49¢ 12,26¢
Retained earning 1,281,10! 1,319,74
Total common stock equit 3,448,92. 3,446,111
TOTAL LIABILITIES AND COMMON STOCK EQUITY $11,008,95 $11,455,94

See Notes to Pinnacle West’s Condensed Consoliffatadicial Statements.
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PINNACLE WEST CAPITAL CORPORATION
CONDENSED CONSOLIDATED STATEMENTS OF CASH FLOWS
(unaudited)
(dollars in thousands)

Three Months Ende

March 31,
2007 2006
CASH FLOWS FROM OPERATING ACTIVITIES
Net Income $ 16,53( $ 12,45t
Adjustments to reconcile net income to net caskigenl by operating activitie:
Depreciation and amortization including nuclear | 98,71¢ 95,07:
Deferred fuel and purchased pov (26,297 (14,539
Deferred fuel and purchased power amortiza 68,76¢ 17,80¢
Allowance for equity funds used during construct (4,449 (3,80))
Deferred income taxe (12,757 1,75%
Change in mal-to-market valuation (5,499 9,30¢
Changes in current assets and liabilit
Customer and other receivab 149,09 129,94(
Materials, supplies and fossil fu (14,439 4,18¢
Other current asse 4,52¢ (7,537
Accounts payabl (124,78%) (124,57
Collateral (309 (170,69()
Other current liabilitie 21,24 62,65:
Proceeds from the sale of real estate a: 16,82/ 7,88¢
Real estate investmer (24,617 (28,670)
Change in risk management and trac— asset: 54,68¢ 67,98¢
Change in risk management and trac- liabilities (480) (66,09¢)
Change in other lor-term asset (12,900 (2,247
Change in other lor-term liabilities 9,69¢ 12,16¢
Net cash flow provided by operating activit 214,58 3,051
CASH FLOWS FROM INVESTING ACTIVITIES
Capital expenditure (206,08 (167,36
Capitalized interes (4,807 (4,029
Proceeds from the sale of Silverha — 207,62(
Purchases of investment securit (36,525 (269,52¢)
Proceeds from sale of investment secur 69,22t 269,52¢
Proceeds from nuclear decommissioning trust ¢ 63,49( 33,74
Investment in nuclear decommissioning ti (68,67%) (38,929
Other (62€) 654
Net cash flow provided by (used for) investing witits (184,00 31,69
CASH FLOWS FROM FINANCING ACTIVITIES
Issuance of lor-term debr 53,251 206,84¢
Repayment of lor-term debt (39,305 (39,589
Shor-term borrowings and paymer— net 35,30( (70
Dividends paid on common sto (52,495 (49,609
Common stock equity issuan 7,615 5,06t
Other (907) 3,45(
Net cash flow provided by financing activiti 3,46: 126,09¢
NET INCREASE IN CASH AND CASH EQUIVALENTS 34,04: 160,85:
CASH AND CASH EQUIVALENTS AT BEGINNING OF PERIOI 87,21( 154,00:
CASH AND CASH EQUIVALENTS AT END OF PERIOI $ 121,25! $ 314,85!
Supplemental disclosure of cash flow informal
Cash paid during the period f
Income taxes paid, net of refur $ 38,98( $ (40)
Interest paid, net of amounts capitali: $ 50,70: $ 25,52¢

See Notes to Pinnacle West's Condensed Consolidfiatcial Statements.
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PINNACLE WEST CAPITAL CORPORATION
NOTES TO CONDENSED CONSOLIDATED FINANCIAL STATEMENT S

1. Consolidation and Nature of Operations

The unaudited condensed consolidated finastié&ments include the accounts of Pinnacle Wekbar subsidiaries: APS, Pinnacle West
Energy (dissolved as of August 31, 2006), APS BEn&ervices, SunCor, El Dorado and Pinnacle Weskbtarg & Trading. All significant
intercompany accounts and transactions betweecoilsolidated companies have been eliminated. Guouating records are maintained in
accordance with GAAP. The preparation of finanstatements in accordance with GAAP requires manageto make estimates and
assumptions that affect the reported amounts etsssd liabilities, disclosure of contingent assetd liabilities at the date of the financial
statements and reported amounts of revenues amth&® during the reporting period. Actual resutdd differ from those estimates. We
have condensed certain prior year amounts on mdestsed consolidated statements of cash flowsrtfioiao to current year presentations.

2. Condensed Consolidated Financial Statemen

Our unaudited condensed consolidated finastééments reflect all adjustments that we beléeenecessary for the fair presentation of
our financial position, results of operations aadtcflows for the periods presented. We suggesthirae condensed consolidated financial
statements and notes to condensed consolidateti@atatements be read along with the consolitfitancial statements and notes to
consolidated financial statements included in @@&Form 10-K.

3. Quarterly Fluctuations

Weather conditions cause significant seasfiungbliations in our revenues. In addition, reahtstand trading and wholesale marketing
activities can have significant impacts on our lssior interim periods. For these reasons, resattinterim periods do not necessarily
represent results to be expected for the year.

4. Changes in Liquidity

On January 4, 2007, the FERC issued an omgeniiing Pinnacle West to transfer its market-lasge tariff and wholesale power sales
agreements to a newly-created Pinnacle West sabpgidtinnacle West Marketing & Trading. PinnaclestMempleted the transfer on
February 1, 2007, which resulted in Pinnacle Wedbnger being a public utility under the Federaier Act. As a result, Pinnacle West is
no longer subject to FERC jurisdiction in connegtiwith its issuance of securities or its incurrentng-term debt.

The following table shows principal payment® @n Pinnacle West's and APS'’ total long-term datut capitalized lease requirements
(dollars in millions) as of March 31, 2007:
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PINNACLE WEST CAPITAL CORPORATION
NOTES TO CONDENSED CONSOLIDATED FINANCIAL STATEMENT S

Consolidatec
Year Pinnacle We: APS
2007 $ 2 $ 1
2008 19z 1
2009 1 1
2010 224 224
2011 57¢& 401
Thereaftel 2,26( 2,26(
Total $ 3,25¢ $ 2,88¢

5. Regulatory Matters

APS General Rate Case

On December 15, 2006, hearings concluded i8'Aeneral rate case before the ACC. APS is reingeat20.4%, or $434.6 million,
increase in its annual retail electricity revenukssigned to recover the following (dollars in ioifis):

Annual

Revenue Percentac

Increase Increase
Increased fuel and purchased po $ 314.¢ 14.£%
Capital structure upda 98.: 4.€%
Rate base update, including acquisitior

Sundance Plar 46.2 2.2%

Pension funding 41.2 1.€%
Other items (65.6) (3.)%
Total increast $ 434.¢ 20.2%

The request is based on (a) a rate base Bffilon as of September 30, 2005; (b) a basefmatéuel and purchased power costs of
$0.0325 per kWh based on estimated 2007 prices{@radcapital structure of 45% long-term debt &6l common stock equity, with a
weighted-average cost of capital of 8.73% (5.41%4dng-term debt and 11.50% for common stock eduifythe ACC approves the
requested base rate increase for fuel and purclpaseer costs, subsequent PSA rate adjustmentsra@8/ surcharges would be reduced
because more of such costs would be recoveredsmiades. See “Power Supply Adjustor” below.

APS has also suggested three additional mes$or the ACC’s consideration to improve APS’ final metrics while benefiting APS’
customers in the long run:

. Allowing accelerated depreciation to addresddhge imbalance between APS’ capital expenditugstrbated to average more than
$950 million per year from 2007 through 2009) aisdécovery of those expenses (in discussing tbasore, APS assumed an
increase of $50 million per year in allowed depation expense, which would increase APS’ revengairement by that same
amount);




Table of Contents

PINNACLE WEST CAPITAL CORPORATION
NOTES TO CONDENSED CONSOLIDATED FINANCIAL STATEMENT S

. Placing generation and distribution constructiark in progress (“CWIP") in rate base (in discagsthis measure, APS assumed the
inclusion of its June 30, 2006 CWIP balance of $&2filion in rate base, which would increase APSearue requirement by about
$33 million); anc

. Approving an “attrition adjustment” to provide AR reasonable opportunity to earn an authorizedren equity given overall cost
increases and higher levels of construction neémladcommodate ongoing customer growth (APS sugdestinimum attrition
adjustment that would increase the return on edity.7% to 4.1%)

The following table summarizes key rate casstipns of APS, the ACC staff and the Arizona Reatial Utility Consumer Office
(“RUCO”), which the Arizona legislature establishedrepresent the interests of residential utditypsumers before the ACC:

APS (a) ACC Staff (b) RUCO (b)
Annual Annual Annual
Revenue Percentac Revenue Percentac Revenue Percentac
Increase Increase Increase Increase Increase Increase
Annual revenue increase (decree
Increased fuel and purchased pc $ 314« 14.£% $ 193t 9.2% $ 280 13.2%
Non-fuel component 120.2 5.€% (1.0 (0.2)% (68.0) (3.2%
Total $ 434.¢ 20.4% $ 192.f 9.1% $ 212.C 10.(%
Base fuel rate¢kWh) 3.25¢ 2.8(¢ 3.12¢
Return on equit 11.5% 10.25% 9.25%
Capital structur
Long-term debt 45% 45% 50%
Common equity 55% 55% 50%
Rate bas! $4.5 billion $4.5 billion $4.5 billion
Test year ende 9/30/200! 9/30/200! 9/30/200!

(@) APS rejoinder testimony (10/4/0¢

(b) Final position per post-hearing brief andipal schedules (1/22/07). The ACC staff has alsommended that the ACC establish
minimum three-year capacity factor targets for R&ode based on a three-year average of Palo \fendermance as compared to a
group of comparable nuclear plants, with the AC@etgew the recovery of any incremental fuel anplaeement power costs
attributable to Palo Verde not meeting the minintangets.

Other intervenors in the rate case includedmrans for Electric Choice and Competition (“AECGi)business coalition that advocates on
behalf of retail electric customers in Arizona; and

10
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PINNACLE WEST CAPITAL CORPORATION
NOTES TO CONDENSED CONSOLIDATED FINANCIAL STATEMENT S

Phelps Dodge Mining Company (“Phelps Dodge”). lintlg-filed testimony, AECC and Phelps Dodge recoemated that the ACC reduce
APS’ requested annual increase by at least $13mil

ALJ Recommended Order

On April 27, 2007, an ACC ALJ issued a recomdes] order in connection with the rate case and’ ApSication to recover through a
PSA surcharge approximately $45 million of defermallated to unplanned 2005 Palo Verde outages:Peeer Supply Adjustor — PSA
Deferrals Related to Unplanned Palo Verde Outagekiw.

The ALJ recommended an increase of approxi;n&286 million, or 13.5%, in APS’ annual base ilatavenues, which includes a fuel-
related increase of approximately $280 million andfuel related increases of approximately $6 millidhe ALJ recommended that the r
increase take effect June 1, 2007, at which tireertterim PSA adjustor approved on May 1, 2006 Waetminate. See “Interim Rate
Increase” below. The ALJ's recommended rate inaéabased on a return on equity of 10.75%; a 45%/®ng-term debt/common equity
capital structure; a weighted-average cost of ahpft8.32%; an original cost rate base of $4.4dni] and a base rate for fuel and purchased
power costs of $0.0312 per kwWh.

The ALJ recommended various modificationdi®PSA, including the following: (a) the annual P&djustor would be established based
on projected, rather than historical, fuel and pased power costs; (b) the 90/10 sharing arrangeaneter which APS absorbs 10% of retail
fuel and purchased power costs above the basandteetains 10% of the benefit below the basewatdd be modified to exclude certain
costs, such as renewable energy resources anide¢ldesfement of long-term purchase power agreenaausired through competitive
procurement; (c) the cumulative plus or minus $8.08r kWh limit from the base fuel amount over lifeeof the PSA would be eliminated,
while the maximum plus or minus $0.004 per kWh titnichanges in the adjustor rate in any one yealdwemain in effect; and (d) there
would not be a preset annual limit on the amouritief and purchased power costs that could be sredvthrough base rates and the PSA.
The ALJ recommended that the modified PSA takeceffane 1, 2007 based on the difference between pfefosed 2007 projected fuel
purchased power costs of $0.0325 per kWh and tbe foeel rate of $0.0312 per kWh.

The ALJ recommended that the ACC not adoptd®PS’ additional suggestions described abovienfrove APS’ financial metrics
(accelerated depreciation, inclusion of constructi@rk in process in rate base, and an attritignsdichent).

The ALJ recommended (a) the disallowance pf@pmately $14 million, including accrued interé®8 million after income taxes), of the
PSA deferrals related to unplanned 2005 Palo Veuteges and (b) the recovery by APS of the balahtiee PSA deferrals (approximately
$34 million) over a twelve-month period througreanporary PSA surcharge to be effective concurremitly the implementation of new
rates. As of May 1, 2007, these deferrals totafgat@imately $48 million, including accrued inteteBhe ALJ also recommended that the
ACC require APS and the ACC staff to develop “naclperformance standards” for the ACC to consider $eparate proceeding. See “PSA
Deferrals Related to Palo Verde Unplanned Outabesiw.

11
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PINNACLE WEST CAPITAL CORPORATION
NOTES TO CONDENSED CONSOLIDATED FINANCIAL STATEMENT S

APS and other parties to the rate case magfiteptions to the recommended order no laterMenl5, 2007. APS is currently
evaluating the recommended order and expectsetitdilexceptions to the Alslrecommendations by that date. After the exceptimve bee
filed by APS and the other parties, the ACC witthconsider the ALJ’s recommended order and theptixns. We cannot predict the timing
or the outcome of this rate case or the resultnglk of regulated revenues.

Interim Rate Increase

On January 6, 2006, APS filed with the ACCapplication requesting an emergency interim ratesase of $299 million, or
approximately 14%, to be effective April 1, 200623 later reduced this request to $232 million,ppraximately 11%, due to a decline in
expected 2006 natural gas and wholesale powerspiide purpose of the emergency interim rate isere@aas solely to address APS’ under-
collection of higher annual fuel and purchased pasests. On May 2, 2006, the ACC approved an ardtris matter that, among other
things:

. authorized an interim PSA adjustor, effective May006, that resulted in an interim retail rateréase of approximately 8.3%
designed to recover approximately $138 millionw#lfand purchased power costs incurred in 2008 fthérim adjustor, combined
with the $15 million PSA surcharge approved byAI@C (see “Surcharge for Certain 2005 PSA Deferraiddw), resulted in a rate
increase of approximately 9.0% designed to recapproximately $149 million of fuel and purchasedvpocosts during 2006

. provided that amounts collected through the imdtSA adjustor “remain subject to a prudency nena the appropriate time” and
that “all unplanned Palo Verde outage costs foi62§lbuld undergo a prudence audit by [the ACC]fS¢{age “PSA Deferrals
Related to Unplanned Palo Verde Out’ below);

. encouraged parties to APS’ general rate casprapbse modifications to the PSA that will address permanent basis, the issues
with timing of recovery when deferrals are large gmowin¢”;

. affirmed APS’ ability to defer fuel and purchagemlver costs above the prior annual cap of $77@l®muntil the ACC decides the
general rate case; a

. encouraged APS to diversify its resources “thiolagge scale, sustained energy efficiency progrmsing] low cost renewable
energy resources as a hedge against high foskidats”

On December 8, 2006, the ACC approved APSieefjto continue the interim PSA adjustor untiésabecome effective as a result of the
general rate case.
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Power Supply Adjustor
PSA Provisions

The PSA approved by the ACC in April 2005 astpf APS’ 2003 rate case provides for adjustnoémétail rates to reflect variations in
retail fuel and purchased power costs. Such adpr#israre to be implemented by use of PSA adjuates and PSA surcharges. On
January 25, 2006, the ACC modified the PSA in aertaspects. The PSA, as modified, is subject &xi§ied parameters and procedures,
including the following:

. APS records deferrals for recovery or refunchiéxtent actual retail fuel and purchased powstsogary from the base fuel amount
(currently $0.020743 per kWt

. the deferrals are subject to a 90/10 sharinghgeaent in which APS must absorb 10% of the ré&telland purchased power costs
above the base fuel amount and may retain 10%edbenefit from the retail fuel and purchased povests that are below the base
fuel amount,

. amounts to be recovered or refunded through 8% &nual adjustor rate are limited to (a) a cutivggplus or minus $0.004 per
kWh from the base fuel amount over the life of B®A and (b) a maximum plus or minus $0.004 changled adjustor rate in any
one year

. the recoverable amount of annual retail fuel pmathased power costs through current base ratetharPSA was originally capped
at $776.2 million; however, the ACC has removeddhe pending the ACC's final ruling on APS’ pendnegjuest in the general rate
case to have the cap eliminated or substantiakgds

. the adjustment is made annually each Februstand goes into effect automatically unless suspebgie¢tle ACC;

. the PSA will remain in effect for a minimum fiweear period, but the ACC may eliminate the PSAmgttame, if appropriate, in the
event APS files a rate case before the expiratidheofive-year period (which APS did by filing tigeneral rate case noted above) or
if APS does not comply with the terms of the PSid

. APS is prohibited from requesting PSA surcharges after the PSA annual adjustor rate has beteach year. The amount
available for potential PSA surcharges will be tadito the amount of accumulated deferrals thrahghprior yearend, which are n
expected to be recovered through the annual adjastmy PSA surcharges previously approved byABE.

2007 PSA Annual Adjustor

The annual adjustor rate is set for twelve-thgeriods beginning February 1 of each year. Thieeat PSA annual adjustor rate was set at
$0.003987 per kWh effective February 1, 2007, dslightly from the maximum $0.004 annual adjustae reffective February 1, 2006. The
new adjustor rate (a) essentially maintains the@pmate 5% retail rate increase that took effestiriary 1, 2006 as a result of the 2006 PSA
Annual Adjustor and
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which expired on February 1, 2007 and (b) is de=igho recover approximately $109 million of defdrfeel and purchased power costs over
the twelve-month period that began February 1, 2007

Surcharge for Certain 2005 PSA Deferrals

On April 12, 2006, the ACC approved APS’ resfute recover $15 million of 2005 PSA deferrals maéwelve-month period beginning
May 2, 2006, representing a temporary rate increhapproximately 0.7%. Approximately $45 millioh 2005 PSA deferrals remain subject
to a pending application (see “PSA Deferrals RelaeUnplanned Palo Verde Outages” below).

PSA Deferrals Related to Unplanned Palo Verd@utages

On February 2, 2006, APS filed with the ACCagplication to recover approximately $45 milligpius interest) over a twelve-month
period, representing a temporary rate increasemfoximately 1.9%, proposed to begin no later tth@nACC’s completion of its inquiry
regarding the unplanned 2005 Palo Verde outagesngthe course of the pending general rate chseA€CC staff recommended that the
ACC disallow approximately $16 million ($10 millicafter income taxes) of the $45 million requeste HCC staff's report alleges that four
of the eleven Palo Verde outages in 2005 were talie,” three of which resulted in the recommendisdllowance. The report also finds,
among other things, that:

. Three of the outages were due to “faulty or didfeosendor supplied equipment” and concludes AR$’ actions were not imprude
in connection with these outages. The report recentts, however, that the ACC evaluate “the degreehioh APS has sought
appropriate legal or other remedies” in connectiith these outages and that APS “be given the dppity to demonstrate the steps
that it has taken in this regg”

. “Additional investigation will be needed to deténe the cause of and responsibility for” the Péwde Unit 1 outage resulting from
vibration levels in one of the Ur's shutdown cooling line:

The report also recommends that the ACC dstabiliinimum three-year capacity factor targetsfato Verde based on a three-year
average of Palo Verde performance as comparedous of comparable nuclear plants, with the AC@etdew the recovery of any
incremental fuel and replacement power costs attiltle to Palo Verde not meeting the minimum target

APS disagrees with, and has contested, tr@ttepecommendation that the ACC disallow a portiothef$45 million of PSA deferrals.
the request of the ACC staff, this matter is beidgressed by the ACC as part of APS’ pending gérsteacase. The ALJ in the rate case has
recommended the disallowance of approximately $ildbm including accrued interest ($8 million aftecome taxes), of these deferrals.
“ALJ Recommended Order” above. APS believes thersges in question were prudently incurred andetbes, are recoverable.

As noted under “Interim Rate Increase” abalkre, ACC has directed the ACC staff to conduct aulence audit” of unplanned 2006 Palo
Verde outage costs. This prudence review has ndigen completed. PSA deferrals related to the86 B0tages are estimated to be about
$79 million through December 31, 2006. APS beliehese expenses were prudently incurred and, tiveredre recoverable.
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Proposed Modifications to PSA (Requested In Gener&tate Case)
In its pending general rate case, APS hasastqd the following modifications to the PSA:

. The cumulative plus or minus $0.004 per kWh lifrotn the base fuel amount over the life of the R@AIld be eliminated, while the
maximum plus or minus $0.004 per kWh limit to chesign the adjustor rate in any one year would ranmaeffect;

. The $776.2 million annual limit on the retail f@ad purchased power costs under APS’ current tzase and the PSA would be
removed or increased (although APS may defer fuglpurchased power costs above $776.2 million par gending the ACC's
final ruling on AP¢ pending request to have the cap eliminated or anbatly raised)

. The current provision that APS is required te &lsurcharge application with the ACC after acdated pretax PSA deferrals equal
$50 million and before they equal $100 million wabble eliminated, thereby giving APS flexibility determining when a surcharge
filing should be made; ar

. The costs of renewable energy and capacity edstsutable to purchased power obtained throughpeiitive procurement would be
excluded from the existing 90/10 sharing arrangdraader which APS absorbs 10% of the retail fuel parchased power costs
above the base fuel amount and retains 10% ofahefl from retail fuel and purchased power casés are below the base fuel
amount.

The ACC staff has recommended the followinteptial changes to the PSA:

. Establishing the PSA annual adjustor, beginning0@7, based on projected fuel costs rather thaarkual fuel costs; an

. Removing all existing limitations on fuel cost reeoy, including the 90/10 sharing arrangem

The ALJ in the rate case has recommendedugarimdifications to the PSA. See “ALJ RecommendeteO above.

PSA Balance

The following table shows the changes in thfeded fuel and purchase power regulatory assehéothree months ended March 31, 2007
and 2006 (dollars in millions):
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Three Months Ende

March 31,
2007 2006
Beginning balanc $ 16C $ 17&
Deferred fuel and purchased power c-current perioc 25 13
Interest on deferred fu 2 1
Amounts recovered through reveni (69 (18
Ending balanc: $ 11€ $ 16€

Federal
Price Mitigation Plan

In July 2002, the FERC adopted a price mitigaplan that constrains the price of electricitythie wholesale spot electricity market in the
western United States. The FERC adopted a priceftdp50 per MWh for the period subsequent to Oetdd, 2002. On February 13, 2006,
the FERC increased this price cap to $400 per M@¥lprfospective sales. Sales at prices above thenoapbe justified and are subject to
potential refund. We do not expect this price aapdve a material impact on our financial statement

FERC Order

On August 11, 2004, Pinnacle West, APS, Pilenétest Energy, and APS Energy Services (collelgtithe “Pinnacle West Companies”)
submitted to the FERC an update to their three-yeaket-based rate review pursuant to the FERGeramplementing a new generation
market power analysis. On December 20, 2004, tiRG-EEsued an order approving the Pinnacle West @aiep’ market-based rates for
control areas other than those of APS, Public $er@iompany of New Mexico (“PNM”) and Tucson Electfiower Company (“TEP”). The
FERC staff required the Pinnacle West Companiassitonit additional data with respect to these cémtreas, and the Pinnacle West
Companies did so.

On April 17, 2006, the FERC issued an ordeokeng the Pinnacle West Companies’ market-basedaathority in the APS control area
(the “April 17 Order”).The FERC found that the Pinnacle West Compani¢esdféd provide the necessary information aboutctdeulation o
transmission imports into the APS control arealltomathe FERC to make a determination regarding EERyeneration market power
“screens” in the APS control area. The FERC fouvad the Pinnacle West Companies may charge madsstebrates in the PNM and TEP
control areas.

As a result of the April 17 Order, the Pinma@est Companies must charge cost-based ratest tafim market-based rates, in the APS
control area for sales occurring after the datéeforder, April 17, 2006. The Pinnacle West Congsare required to refund any amounts
collected that exceed the default cost-based fatedl market rate sales within the APS contraaafrom February 27, 2005 to April 17,
2006.

The Pinnacle West Companies filed a RequefRéhearing and Clarification of the April 17 Oraer May 17, 2006 and submitted a
supplemental compliance filing on July 28, 2006.@atember 21, 2006, FERC issued an order grantamification and provided additional
details on
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what steps the Pinnacle West Companies could takertect the transmission import study previowsslpmitted. The Pinnacle West
Companies complied with this order and filed addiéil transmission studies and generation markeepawalyses on February 20, 2007.

Based upon an analysis of the April 17 Ordwf preliminary calculations of the refund obligatio at this time, neither Pinnacle West nor
APS believes that the April 17 Order will have atenil adverse effect on its financial positiorsuks of operations or cash flows.

6. Retirement Plans and Other Benefits

Pinnacle West sponsors a qualified definecfieand account balance pension plan, a nongedlgupplemental excess benefit retirement
plan, and other postretirement benefit plans feramployees of Pinnacle West and our subsididPiesacle West uses a December 31
measurement date for its pension and other pastretint benefit plans. The market-related valueuofpdan assets is their fair value at the
measurement date.

The following table provides details of thamm’ benefit costs for the three months ended Mat¢i2007 and 2006. Also included is the
portion of these costs charged to expense, inajuaiministrative costs and excluding amounts bilkedlectric plant participants or
capitalized as overhead construction (dollars iltions):

Pension Benefit Other Benefits
Three Months Ende Three Months Ende
March 31, March 31,
2007 2006 2007 2006

Service cos-benefits earned during the peri $ 14 $ 15 $ 6 $ 7
Interest cost on benefit obligatis 27 29 10 13
Expected return on plan ass (29 (30 (12 (13
Amortization of:

Transition obligatior — — 1 1

Prior service cos 1 1 — —

Net actuarial los 4 7 2 3
Net periodic benefit cos $ 17 $ 22 $ 7 $ 11
Portion of cost charged to expetr $ 8 $ 9 $ 3 $ 5
APE' share of costs charged to expe $ 7 $ 8 $ 3 $ 4

Contributions

The contribution to our pension plan in 209 &stimated to be approximately $22 million, areldhntribution to our other postretirement
benefit plans in 2007 is estimated to be approxétyei21 million. APS’ share is approximately 97%bofth plans.

7. Business Segment

Pinnacle West's two principal business segmarg:
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. our regulated electricity segment, which consi$tsaditional regulated retail and wholesale gleity businesses (primarily
electricity service to Native Load customers) agldted activities and includes electricity genemttransmission and distribution;
and

. our real estate segment, which consists of SU's real estate development and investment activ

Financial data for the three months ended K&d; 2007 and 2006 and at March 31, 2007 and Dieee81, 2006 by business segment is
provided as follows (dollars in millions):

Three Months Ende

March 31,
2007 2006

Operating Revenue

Regulated electricit $ 53¢ $ 46€

Real estat 77 10€

Other 82 96
Total $ 69t $ 67C
Net Income (Loss)

Regulated electricit $ 4 $ (129

Real estat 9 22

Other 4 3
Total $ 17 $ 13

As of As of
March 31, 200 December 31, 20(

Assets:

Regulated electricit $ 10,05¢ $ 10,56¢

Real estat 61¢ 591

Other 334 29¢
Total $ 11,00¢ $ 11,45¢

8. Income Taxes

As a result of a change in IRS guidance, wem@d a tax deduction related to an APS tax acamyimiethod change on the 2001 federal
consolidated income tax return. The acceleratedd&mh resulted in a $200 million reduction in therent income tax liability and a
corresponding increase in the plant-related dedeiaR liability. The 2001 federal consolidated imetax return is currently under

examination by the IRS. As part of this ongoingraiation, the IRS is reviewing this accounting neetithange and the resultant deduction.

During 2007, it is expected that the IRS will fiizal its examination and will issue a settlementtentax accounting method change. At this
time an estimate of the range of reasonably passiiinge in the uncertain tax position cannot baemtdowever, we do not expect the
ultimate outcome of this examination to have a mte
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adverse impact on our financial position or resaoftsperations. We expect that it will have a nagaitmpact on cash flows.

We adopted FASB Interpretation No. 48, “Acctiug for Uncertainty in Income Taxes — an Interptitn of FASB Statement No. 109”
on January 1, 2007. The effect of applying the geidance was not significantly different in ternigax impacts from the application of our
previous policy. Accordingly, the impact to retadnearnings upon adoption was immaterial. In addjtibe guidance required us to reclassify
certain tax benefits, which had the effect of imsiag accrued taxes and deferred debits by appeadeiyn$50 million to better reflect the
expected timing of the payment of taxes and interes

The total amount of unrecognized tax benedit®rded in accrued taxes as of January 1, 200B&&& million, of which $179 million
related to APS. The majority of the unrecognizeditanefits relate to the 2001 tax return positieaalibed above. Included in the balance of
unrecognized tax benefits at January 1, 2007 gyeamately $5 million of tax positions for considited Pinnacle West that, if recognized,
would decrease our effective tax rate. For APSr@pmately $3 million would have the same effect.

We continue to recognize potential accruedrest related to unrecognized tax benefits inittential statements as income tax expense.
As of January 1, 2007, the total amount of accintatest expense related to uncertain tax positicas $54 million for consolidated Pinnacle
West, which is included as a component of the $hBléon unrecognized tax benefit noted above. ABi$are included in the total was
approximately $53 million. Additionally, Pinnacledst has accrued $9 million of interest income todoeived on the overpayment of incc
taxes for certain adjustments that we have fileayib file, with the IRS. The application of FIN84did not have a material impact for the
quarter ended March 31, 2007.

As of January 1, 2007, the tax year endingedaer 31, 1999 and all subsequent tax years resnaject to examination by federal and
state taxing authorities. In addition, tax yeardieg prior to December 31, 1999 may remain sulifeeixamination by state taxing authoriti

9. Variable-Interest Entities

In 1986, APS entered into agreements withetlseparate VIE lessors in order to sell and leask imterests in Palo Verde Unit 2. The
leases are accounted for as operating leasesandarce with GAAP. We are not the primary beneficiaf the Palo Verde VIEs and,
accordingly, do not consolidate them.

APS is exposed to losses under the Palo \Eatdeleaseback agreements upon the occurrencetaincevents that APS does not consider
to be reasonably likely to occur. Under certaicuinstances (for example, the NRC issuing specifieldtion orders with respect to Palo
Verde or the occurrence of specified nuclear eyeARS would be required to assume the debt agedowth the transactions, make
specified payments to the equity participants, take title to the leased Unit 2 interests, whi€lapipropriate, may be required to be written
down in value. If such an event had occurred ddath 31, 2007, APS would have been required torassapproximately $214 million of
debt and pay the equity participants approxima$aly7 million.
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10. Derivative and Energy Trading Accounting

We use derivative instruments (primarily fordi@urchases and sales, swaps, options and futoresgnage our exposure to the
commodity price risk inherent in the purchase aald ef fuel, electricity and emission allowanced aredits. As of March 31, 2007, we
hedged exposures to the price variability of thevggoand gas commodities for a maximum of 4.8 yéens. changes in market value of such
contracts have a high correlation to price chamgéise hedged transactions. In addition, subjespecified risk parameters monitored by the
ERMC, we engage in marketing and trading activitiésnded to profit from market price movements.

Cash Flow Hedges

The changes in the fair value of our hedgesltions included in the Condensed Consolidatate8tents of Income, after consideratiol
amounts deferred under the PSA, for the three nsomtided March 31, 2007 and 2006 are comprisecedbtlowing (dollars in thousands):

Three Months Ende

March 31,
2007 2006
Gains (losses) on the ineffective portion of defixes qualifying for hedge accountil $ 911 $ (179
Losses from the change in opti’ time value excluded from measurement of effectigs — (18)
Gains from the discontinuance of cash flow hec 314 434

During the next twelve months ending March 108, we estimate that a net gain of $76 milliefobe income taxes will be reclassified
from accumulated other comprehensive income asfaatao the effect of market price changes forrédated hedged transactions. To the
extent the amounts are eligible for inclusion ia BSA, the amounts will be recorded as either alaggyy asset or liability and have no effect
on earnings (see Note 5).

Our assets and liabilities from risk managenaew trading activities are presented in two catieg.

The following tables summarize our assetslafdities from risk management and trading a¢ids at March 31, 2007 and December 31,
2006 (dollars in thousands):

20




Table of Contents

PINNACLE WEST CAPITAL CORPORATION
NOTES TO CONDENSED CONSOLIDATED FINANCIAL STATEMENT S

Investment Deferred
Current and Othel Current Credits anc Net Assel

March 31, 200: Assets Assets Liabilities Other (Liability)
Regulated electricity

Mark-to-market $ 82,20 $ 84,95t $ (42,13 $ (78,680) $ 46,34¢

Margin account and optior 18,52« (1,679 — 16,85:
Marketing and trading

Mark-to-market 144.,62. 62,09t (92,197 (29,369 85,157

Options, emission allowances and ot- at cosi 10¢ 5,221 (12,830 — (7,507
Total $245,45¢ $152,27: $(148,82) $(108,049) $140,85¢

Investment Deferred
Current and Othel Current Credits anc Net Assel

December 31, 200 Assets Assets Liabilities Other (Liability)
Regulated electricity

Mark-to-market $458,03: $ 96,89: $(481,66)) $(135,05¢) $(61,79))

Margin account and optior 77,70¢ — (2,22%) — 75,47
Marketing and trading

Mark-to-market 105,30: 69,48( (61,557 (36,119 77,11«

Options and emission allowanc- at cost — 83¢ (12,75) — (11,919
Total $641,04( $167,21: $(558,19) $(171,17() $ 78,88¢

During the first quarter of 2007, we changdael presentation of mark-to-market positions relébedatural gas basis swaps in the regulated
electricity segment. We historically presentedlibig side and the sell side of such swaps at féirevgross on our consolidated balance
sheets, which resulted in mark-to-market assetsapdrate mark-to-market liabilities. We now offéetse matching assets and liabilities,
thus presenting the net mark-to-market positiomdnytract, which correctly reflects the true natof¢hese contracts. The net asset/liability
position as historically disclosed in the tableabis unchanged. Further, this change has no ingraictcome, common stock equity or cash
flows. Had we previously presented such amountstineteffect on the December 31, 2006 balance stmdtl have been to decrease Current
Assets and Current Liabilities by $376 million aetrease Investments and Other Assets and Defereslits and Other by $59 million. We
believe that the effect of presenting these cotgrgioss in prior periods is immaterial to previgussued financial statements.

We maintain a margin account with a brokesupport our risk management and trading activifié® margin account was an asset of
$19 million at March 31, 2007 and an asset of $1Bom at December 31, 2006 and is included inrtergin account in the table above. C
is deposited with the broker in this account attiiee futures or options contracts are initiatelde Thange in market value of these contracts
(reflected in mark-to-market) requires adjustmedrihe margin account balance.

Cash or other assets may be required to sercellateral against our open positions on cednergyrelated contracts. Collateral provic
to counterparties was $5 million at March 31, 260d $10 million at December 31, 2006, and is inetlioh other current assets on the
Condensed Consolidated Balance Sheets. Collateraded to us by counterparties was $60 millioMatch 31, 2007 and $54 million at
December 31, 2006, and is included in other cutiebilities on the Condensed Consolidated BaldBiteets.
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Credit Risk

We are exposed to losses in the event of nfonpeance or nonpayment by counterparties. We hiakenanagement and trading contracts
with many counterparties, including one countespfot which a worst case exposure represents appetgly 11% of Pinnacle West's
$398 million of risk management and trading asastsf March 31, 2007. Our risk management processsaes and monitors the financial
exposure of this and all other counterparties. Despe fact that the great majority of trading etarparties’ securities are rated as investment
grade by the credit rating agencies, includingdbenterparty discussed above, there is still aipitisg that one or more of these companies
could default, resulting in a material impact omswlidated earnings for a given period. Counteigsih the portfolio consist principally of
financial institutions, major energy companies, mipalities and local distribution companies. Weimain credit policies that we believe
minimize overall credit risk to within acceptabimits. Determination of the credit quality of owunterparties is based upon a number of
factors, including credit ratings and our evaluatid their financial condition. To manage credstkiiwe employ collateral requirements,
standardized agreements that allow for the netifrgpsitive and negative exposures associatedanéiingle counterparty and credit default
swaps. Valuation adjustments are established reptiag our estimated credit losses on our ovexglbsure to counterparties.

11. Comprehensive Income (Loss)
Components of comprehensive income (lossthiethree months ended March 31, 2007 and 200ésafi@lows (dollars in thousands):

Three Months Ende

March 31,
2007 2006

Net income $ 16,53( $ 12,45t
Other comprehensive income (los

Net unrealized gains (losses) on derivative insanis (a; 62,56( (204,98))

Net reclassification of realized gains to incomg (5,019 (17,530

Reclassification of pension and other postretirerbenefits to incom 251 —

Income tax benefit (expense) related to items loéiotomprehensive income (lo! (22,57() 86,89
Total other comprehensive income (lo 35,22¢ (135,62
Comprehensive income (los $ 51,75¢ $(123,16)

(@) These amounts primarily include unrealizedigyand losses on contracts used to hedge ourafstezt electricity and natural gas
requirements to serve Native Load. These changegramarily due to changes in forward natural gases and wholesale electricity
prices.
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(b) These amounts primarily include the reclésaifon of unrealized gains and losses to realfsedontracted commaodities delivered
during the period

12. Commitments and Contingencies
Palo Verde Nuclear Generating Station
Spent Nuclear Fuel and Waste Disposal

Nuclear power plant operators are requireghter into spent fuel disposal contracts with tli#H)and the DOE is required to accept and
dispose of all spent nuclear fuel and other higielleadioactive wastes generated by domestic posaators. Although the Nuclear Waste
Policy Act required the DOE to develop a permamepository for the storage and disposal of spenlean fuel by 1998, the DOE has
announced that the repository cannot be completéatd at least 2017. In November 1997, the UnitiateS Court of Appeals for the District
of Columbia Circuit (D.C. Circuit) issued a decisipreventing the DOE from excusing its own delay, frefused to order the DOE to begin
accepting spent nuclear fuel. Based on this detml the DOE’s delay, a number of utilities, imthg APS (on behalf of itself and the other
Palo Verde owners), filed damages actions agaiesDOE in the Court of Federal Claims. APS is auttyepursuing that damages claim.

APS currently estimates it will incur $147 fioih (in 2006 dollars) over the life of Palo Verfie its share of the costs related to the on-site
interim storage of spent nuclear fuel. At March 3007, APS had a regulatory liability of $2.8 nuilli that represents amounts recovered in
retail rates in excess of amounts spent for onisiégim spent fuel storage.

NRC Inspection

In October 2006, the NRC conducted an inspeaif the Palo Verde emergency diesel generattes @afPalo Verde Unit 3 generator
started but did not provide electrical output dgninutine inspections on July 25 and SeptembeQQ6.

On February 22, 2007, the NRC issued a “wHitaling (low to moderate safety significance) fois matter. In connection with its
finding, the NRC stated that it would “use the NREion Matrix to determine the most appropriatep@sse and any increase in NRC
oversight, or actions [APS needs] to take in respdn the most recent performance deficiences!’ notify APS of its determination at a I
date. Under the NRC'’s Action Matrix, this findinthupled with a previous NRC “yellow” finding relagj to a 2004 matter involving Palo
Verde's safety injection systems, resulted in R&ode Unit 3 being placed in the “multiple/repetitidegraded cornerstone” column of the
NRC’s Action Matrix, which will result in an enhanc®RC inspection regimen. APS continues to implenitsritlan to improve Palo Verde’
operational performance.
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California Energy Market Issues and Refunds in thePacific Northwest
FERC

In July 2001, the FERC ordered an expeditetffading hearing to calculate refunds for spotrked transactions in California during a
specified time frame. APS was a seller and a pwehia the California markets at issue and, toetitent that refunds are ordered, APS
should be a recipient as well as a payor of suobuats. The FERC is still considering the evidenue il@fund amounts have not yet been
finalized. However, on September 6, 2005, the N@itlcuit issued a decision, concluding that the EERay not order refunds from entities
that are not within the FERC'’s jurisdiction. Becaasnumber of the entities owing refunds undeiHBBRC'’s calculations are not within the
FERC's jurisdiction, this order may affect the legérecovery of refunds due in this proceedingatidition, on August 8, 2005, the FERC
issued an order allowing sellers in the Califormiarkets to demonstrate that its refund methodotegults in an overall revenue shortfall for
their transactions in the relevant markets ovgrexified time frame. More than twenty sellers madeh cost recovery filings on
September 14, 2005. On January 26, 2006, the FEERditonally accepted thirteen of these filingsjueing the refund liability for these
sellers. Correspondingly, this will reduce the rearg of total refunds in the California markets. Sumgust 2, 2006, the Ninth Circuit issued a
decision on the appropriate temporal scope antyfeeof transactions that are properly subjechérefund orders. In the decision, the Court
preserved the scope of the FERC's existing refundgedings, but also expanded it potentially tduithe additional transactions, remanding
the orders to the FERC for further proceedingsioler parties filed petitions for rehearing on thider. In addition, on December 19, 2006,
the Ninth Circuit issued a decision on the apptprstandard of review at the FERC on wholesaleespoantracts in the refund proceedings,
specifically addressing the application of the atied “just and reasonable” standard as oppos#tkttpublic interest” standard. In so doing,
the Ninth Circuit remanded the matter back to tBRE with the requirement that the FERC review #farrd matter using the appropriate
standard of review. Like the August 2, 2006 Ninfircdit decision, the December 19, 2006 decisionthagotential to expand the existing
FERC refund proceedings. We currently believe #fend claims at FERC will have no material advénggact on our financial position,
results of operations, cash flow or liquidity.

On March 19, 2002, the State of Californiadila complaint with the FERC alleging that wholessadllers of power and energy, including
the Company, failed to properly file rate infornaaitiat the FERC in connection with sales to Califofrom 2000 to the present under market-
based rates. The complaint requests the FERC tirecitpe wholesale sellers to refund any ratesdtatfound to exceed just and reasonable
levels.” This complaint was dismissed by the FERC and th&=3if California appealed the matter to the Nittcuit Court of Appeals. In a
order issued September 9, 2004, the Ninth Cirqulield the FERC's authority to permit market-bas®ds, but rejected the FERC’s claim
that it was without authority to consider retroaetrefunds when a utility has not strictly adhet@the quarterly reporting requirements of the
market-based rate system. On September 9, 2008tk Circuit remanded the case to the FERC fahir proceedings. Several of the
intervenors in this appeal filed a petition foreahng of this decision on October 25, 2004. Théipe for rehearing was denied on July 31,
2006. On October 10, 2006, the State of Califofiéd a motion to stay the issuance of the man¢atkeeduled to be issued on November 2,
2006) until June 13, 2007. The request for staygvasted. The outcome of the further proceedingsagbe predicted at this time.

The FERC also ordered an evidentiary procegttirdiscuss and evaluate possible refunds for edadé sales in the Pacific Northwest.
FERC affirmed the ALJ’s conclusion that the pricethe Pacific Northwest were not unreasonablenjust and refunds should not be
ordered in this proceeding. This decision has neentappealed to the Ninth Circuit Court of Appesald oral argument was held on
January 8, 2007. Although the FERC ruling in thastter is being appealed

24




Table of Contents

PINNACLE WEST CAPITAL CORPORATION
NOTES TO CONDENSED CONSOLIDATED FINANCIAL STATEMENT S

and the FERC has not yet calculated the specifimdeamounts due in California, we do not expeat the resolution of these issues, as ti
amounts alleged in the proceedings, will have enwtadverse impact on our financial positionuissof operations or cash flows.

On March 26, 2003, the FERC made public alfRegort on Price Manipulation in Western Mark@igpared by its staff and covering
spot markets in the West in 2000 and 2001. Thertespated that a significant number of entities wlaeticipated in the California markets
during the 2000-2001 time period, including APSyrpatentially have been involved in arbitrage tat®ns that allegedly violated certain
provisions of the Independent System Operatorftdifer reviewing the matter, along with the datgpplied by APS, the FERC staff moved
to dismiss the claims against APS and to dismisptbceeding. The motion to dismiss was granteithéyERC on January 22, 2004. Cer
parties have sought rehearing of this order, aatirdquest is pending.

FERC Order
See “FERC Order” in Note 5 for a discussiomoforder issued by the FERC on April 17, 2006.

Natural Gas Supply

Pursuant to the terms of a comprehensiveesattht entered into in 1996 with El Paso Natural Gaspany, the rates charged for natural
gas transportation were subject to a rate moratotiwough December 31, 2005.

On July 9, 2003, the FERC issued an orderattated the capacity rights of parties to the 198lement but maintained the cost
responsibility provisions agreed to by partieshat settlement. On December 28, 2004, the D.C.t@buxppeals upheld the FERC'’s
authority to alter the capacity rights of partieghe settlement. With respect to the FERC'’s aiitthto maintain the cost responsibility
provisions of the settlement, a party has sougpélate review and is seeking to reallocate theé i@sponsibility associated with the changed
contractual obligations in a way that would be les®rable to APS than under the FERC’s July 9,320@er. Should this party prevail on
this point, APS’ annual capacity cost could beédased by approximately $3 million per year aftenme taxes for the period
September 2003 through December 2005. This appedbéen stayed pending further consideration by ERRC. On May 26, 2006, the
FERC issued an Order on Remand affirming its eatiéeision that there is no basis for modifying $eé&lement rates during the remaining
term of the settlement. The party seeking appeti&ateew is continuing to pursue an appeal of thssie and has therefore sought rehearing of
the May 26, 2006 order. The FERC's next statusntépalue to the DC Circuit Court of Appeals by Ay 7, 2007.

Navajo Nation Litigation

In June 1999, the Navajo Nation served SaleRProject with a lawsuit filed in the United StaiDistrict Court for the District of
Columbia (the “D.C. Lawsuit”) naming Salt River Rrat, several Peabody Coal Company entities (dibiely, “Peabody”), Southern
California Edison Company and other defendants,ciimdy various claims in connection with the reogagtions of the coal royalty and lease
agreements under which Peabody mines coal for #vajd Generating
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Station and the Mohave Generating Station. APSLi4% owner of the Navajo Generating Station, wiSelt River Project operates. The
D.C. Lawsuit alleges, among other things, thatdbfendants obtained a favorable coal royalty rgterproperly influencing the outcome o
federal administrative process under which the ltpyate was to be adjusted. The suit seeks $6dmin damages, treble damages,
punitive damages of not less than $1 billion, dreldjection of defendantfém all possessory interests and Navajo Tribal$aarising out ¢
the [primary coal lease].” In July 2001, the cadigmissed all claims against Salt River Project.

In January 2005, Peabody served APS with ad#viled in the Circuit Court for the City of Stouis naming APS and the other Navajo
Generating Station participants and seeking, anotimgr things, a declaration that the participaate ‘obligated to reimburse Peabody for
royalty, tax, or other obligation arising out oétb.C. Lawsuit.” Based on APS’ ownership interesthie Navajo Generating Station, APS
could be liable for up to 14% of any such obligatiBecause the litigation is in preliminary stag®¥BS cannot currently predict the outcome
of this matter.

Superfund

Superfund establishes liability for the cleamf hazardous substances found contaminatingaiherster or air. Those who generated,
transported or disposed of hazardous substaneesaitaminated site are among those who are PRIPs Ray be strictly, and often jointly
and severally, liable for clean-up. On Septemb&083, the EPA advised APS that the EPA consid®&S # be a PRP in the Motorola 82
Street Superfund Site, Operable Unit 3 (OU3) ind?tiig Arizona. APS has facilities that are withiiistSuperfund site. APS and Pinnacle
West have agreed with the EPA to perform certaiestigative activities of the APS facilities with@U3. Because the investigation has not
yet been completed and ultimate remediation remeérds are not yet finalized, neither APS nor Pitm#¢est can currently estimate 1
expenditures which may be required.

Litigation

We are party to various other claims, legéibas and complaints arising in the ordinary cowsbusiness, including but not limited to
environmental matters related to the Clean Air Alztyajo Nation issues and EPA and ADEQ issuesutropinion, the ultimate resolution of
these matters will not have a material adverseceffi our results of operations, cash flows oritigy.

13. Nuclear Insurance

The Palo Verde participants have insuranceddic liability resulting from nuclear energy laads to the full limit of liability under
federal law. This potential liability is covered pyimary liability insurance provided by commerdiadurance carriers in the amount of
$300 million and the balance by an industry-wideagpective assessment program. If losses at atigampower plant covered by the
program exceed the accumulated funds, APS coulbessed retrospective premium adjustments. Thienmaxassessment per reactor
under the program for each nuclear incident is@gprately $101 million, subject to an annual limft$15 million per incident, to be
periodically adjusted for inflation. Based on AR&kerest in the three Palo Verde units, APS’ maximotential assessment per incident for
all three units is approximately $88 million, with annual payment limitation of approximately $1i8iom.
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The Palo Verde participants maintain “all ti§kcluding nuclear hazards) insurance for propeidmage to, and decontamination of,
property at Palo Verde in the aggregate amoun2af3billion, a substantial portion of which muissff be applied to stabilization and
decontamination. APS has also secured insuranéesagartions of any increased cost of generatiopuschased power and business
interruption resulting from a sudden and unforesemridental outage of any of the three units. Tiop@rty damage, decontamination, and
replacement power coverages are provided by NuBlegtric Insurance Limited (NEIL). APS is subjéctretrospective assessments unde
NEIL policies if NEIL's losses in any policy year exceed accumulatedsuiihe maximum amount of retrospective assessmétiscould
incur under the current NEIL policies totals $18illion. The insurance coverage discussed in thisthe previous paragraph is subject to
certain policy conditions and exclusions.

14. Other Income and Other Expense

The following table provides detail of othacome and other expense for the three months évidech 31, 2007 and 2006 (dollars in
thousands):

Three Months Ende

March 31,
2007 2006

Other income

Interest incom: $ 3,41 $ 4,90¢

SunCor other income (i 57¢ 16€

Miscellaneous 52C 39€
Total other incom: $ 4,512 $ 5,46
Other expense

Non-operating costs (k $ (3,31) $ (3,719

Investment losse- net (1,739 (31)

Miscellaneous (1,309 (791
Total other expens $ (6,359 $ (4,54)

(@) Includes equity earnings from a real estate joamiture that is a pe-through entity for tax purpose
(b) As defined by the FERC, includes be-the-line nor-operating utility income and expense (items exallflem utility rate recovery)

15. Guarantees

We have issued parental guarantees and leftersdit and obtained surety bonds on behalfunfsuibsidiaries. Our parental guarantees for
Pinnacle West Marketing & Trading relate to comntypeénergy products. Our credit support instrumentsble APS Energy Services to offer
commodity energy and energy-related products. Nenfepmance or non-payment under the original cabtog our subsidiaries would
require us to perform under the guarantee or stoatyl. No liability is currently recorded on ther@ensed Consolidated Balance Sheets
related to Pinnacle
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West's current outstanding guarantees on behib subsidiaries. Our guarantees have no nesgoor collateral provisions to allow us to
recover amounts paid under the guarantees. Thergmand approximate terms of our guarantees amdysoionds for each subsidiary at
March 31, 2007 are as follows (dollars in millions)

Guarantee Surety Bond:
Term Term
Amount (in years) Amount (in years)
Parental
Pinnacle West Marketing & Tradir $ 63 1 $ — —
APS Energy Service 15 1 19 1
Total $ 78 $ 19

At March 31, 2007, Pinnacle West had approsétyeb5 million of letters of credit related to vkers’ compensation expiring in late 2007.
We intend to provide from either existing or newilities for the extension, renewal or substitutafrthe letters of credit to the extent
required.

APS has entered into various agreements ¢laaine letters of credit for financial assuranceppses. At March 31, 2007, approximately
$200 million of letters of credit were outstandiogsupport existing pollution control bonds of appmately $200 million. The letters of
credit are available to fund the payment of priatgnd interest of such debt obligations and expi@010. APS has also entered into
approximately $86 million of letters of credit topport certain equity lessors in the Palo Verde kmseback transactions (see Note 9 for
further details on the Palo Verde sale leasebagistictions). These letters of credit expire in 2@&Halitionally, at March 31, 2007, APS had
approximately $4 million of letters of credit reddtto counterparty collateral requirements expiimg007. APS intends to provide from
either existing or new facilities for the extensioenewal or substitution of the letters of credithe extent required.

We enter into agreements that include indeigatibn provisions relating to liabilities arisifiggm or related to certain of our agreements;
most significantly, APS has agreed to indemnify¢heity participants and other parties in the Rédode sale leaseback transactions with
respect to certain tax matters. Generally, a maxirobligation is not explicitly stated in the indeification provisions and, therefore, the
overall maximum amount of the obligation under sinctemnification provisions cannot be reasonabtyrested. Based on historical
experience and evaluation of the specific inderasjtive do not believe that any material loss réltdesuch indemnification provisions is
likely.

16. Earnings Per Share

The following table presents earnings per Wisid average common share outstanding for the thogghs ended March 31, 2007 and
2006:
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Three Months Ende

March 31,
2007 2006

Basic earnings per shal

Income from continuing operatiol $ 0.1¢€ $ 0.12

Income from discontinued operatia 0.01 0.01
Earnings per shar basic $ 0.17 $ 0.1
Diluted earnings per shar

Income from continuing operatiol $ 0.1¢€ $ 0.1

Income from discontinued operatic — 0.01
Earnings per sha~ diluted $ 0.1€ $ 0.1:

Dilutive stock options and performance shameseased average common shares outstanding bgxamartely 577,000 shares and 334,000
shares for the three months ended March 31, 20@ Manch 31, 2006, respectively.

For the three-month period ended March 31726@€ere were no outstanding options to purchaaseskexcluded from the computation of
earnings per share because the options’ exerdisesprere less than the average market price afdhamon shares. Options to purchase
shares of common stock that were excluded fronctimeputation of diluted earnings per share were&#¥ shares for the three-month period
ended March 31, 2006.

17. Discontinued Operations

SunCor (real estate segment)n 2006 and 2007, SunCor sold commercial propengch are required to be reported as discontinued
operations on Pinnacle West's Condensed Consoatlidatitements of Income in accordance with SFASIM4. The following table contains
SunCor’s revenue, income before income taxes asahie after income taxes classified as discontirpediations on Pinnacle West's
Condensed Consolidated Statements of Income fdahtee months ended March 31, 2007 and 2006 (dattamillions):

Three Months Ende
March 31,
2007 2006

Revenue $ $
Income before income tax
Income after income taxt

R RN
PR

18. Nuclear Decommissioning Trust

To fund the costs APS expects to incur to denission Palo Verde, APS established external dedesioning trusts in accordance with
NRC regulations. APS invests the trust funds iedixncome and equity securities. APS applies tbeigions of SFAS No. 11*Accounting
for Certain Investments in Debt and Equity Secesiti in accounting for investments in decommissigrtrust funds, and classifies these
investments as available for sale. As a result, we
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record the decommissioning trust funds at theirfalue on our Condensed Consolidated Balance Shgetause of the ability of APS to
recover decommissioning costs in rates and in @ecae with the regulatory treatment for decommissip trust funds, APS has recorded
offsetting amount of unrealized gains (losses)mestment securities in other regulatory liabitifassets. The following table summarizes the
fair value of APS’ nuclear decommissioning trustdwassets at March 31, 2007 and December 31, 2@06rs in millions):

Total Unrealize

Fair Value Gains

March 31, 200°

Equity securitie: $ 167 $ 63

Fixed income securitie 182 3
Total $ 34¢ $ 66
December 31, 200

Equity securitie: $ 164 $ 63

Fixed income securitie 18C 3
Total $ 344 $ 66

The costs of securities sold are determinethermasis of specific identification. The followitable sets forth approximate gains and Ic
and proceeds from the sale of securities by théeaudecommissioning trust funds (dollars in mik:

Three Months Ende

March 31,
2007 2006
Realized gain $1 $1
Realized losse (@)} (@D}
Proceeds from the sale of securi 63 34

The fair value of fixed income securities, snanized by contractual maturities, at March 31,7230as follows (dollars in millions):

Fair Value March 31, 200
Less than one ye: $ 15
1 year- 5 years 41
5 years- 10 years 41
Greater than 10 yea 85
Total $ 182

19. New Accounting Standards

In September 2006, the FASB issued SFAS N@, ‘Fair Value MeasurementsThis guidance establishes a framework for measdain
value and expands disclosures about fair value uneamnts. The Statement is effective for us onalgnl, 2008. We are currently evalua
this new guidance.
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In February 2007, the FASB issued SFAS No, 158e Fair Value Option for Financial Assets anddncial Liabilities.” SFAS No. 159
provides companies with an option to report setb@iteancial assets and liabilities at fair valuEAS No. 159 is effective for us on January 1,
2008. We are currently evaluating this new guidance

See Note 8 for a discussion of FASB Intergii@taNo. 48 on accounting for uncertainty in incotages, which we adopted January 1,
2007. The effect of applying the new guidance watssignificantly different in terms of tax impadtem the application of our previous
policy. Accordingly, the impact to retained earrsngpon adoption was immaterial.
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ARIZONA PUBLIC SERVICE COMPANY
CONDENSED STATEMENTS OF INCOME
(unaudited)
(dollars in thousands)

ELECTRIC OPERATING REVENUE:!
Regulated electricit
Marketing and tradin
Total

OPERATING EXPENSE:!
Regulated electricity fuel and purchased po
Marketing and trading fuel and purchased pa
Operations and maintenar
Depreciation and amortizatic
Income taxe:
Other taxe:
Total

OPERATING INCOME

OTHER INCOME (DEDUCTIONS
Income taxe:
Allowance for equity funds used during construct
Other income (Note-3)
Other expense (Note-3)

Total

INTEREST DEDUCTIONS
Interest on lon-term deb!
Interest on shc-term borrowings
Debt discount, premium and expel
Allowance for borrowed funds used during constart

Total

NET INCOME (LOSS)

Three Months Ende

March 31,

2007 2006
$537,37¢ $467,22.
884 9,64
538,26( 476,86
204,49: 158,27
1,70z 1,36¢
165,93 173,35:
87,87¢ 86,31
3,147 (3,029
34,52 35,54¢
497,67 451,82!
40,58¢ 25,04
754 23€
4,44¢ 3,801
4,43: 4,80¢
(4,909 (3,680
4,727 5,16
40,07 34,25(
1,981 2,02¢
1,15¢ 1,17:
(2,219 (1,72)
40,99¢ 35,72¢
$ 4,317 $ (5,52)

See Notes to Pinnacle West's Condensed Consolidfé@eacial Statements and Supplemental Notes woA& Public Service Company’s

Condensed Financial Statements.
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CONDENSED BALANCE SHEETS
(unaudited)
(dollars in thousands)

ASSETS

UTILITY PLANT
Electric plant in service and held for future |
Less accumulated depreciation and amortize
Net

Construction work in progre:

Intangible assets, net of accumulated amortiz:

Nuclear fuel, net of accumulated amortizat
Total utility plant

INVESTMENTS AND OTHER ASSET!
Decommissioning trust accounts (Note
Assets from lon-term risk management and trading activities (N¢-1)
Other asset

Total investments and other ass

CURRENT ASSET¢
Cash and cash equivalel
Investment in debt securiti
Customer and other receivab
Allowance for doubtful accoun
Materials and supplies (at average ¢
Fossil fuel (at average co:
Assets from risk management and trading activ{iieste <-1)
Deferred income taxe
Other current asse

Total current asse

DEFERRED DEBITS
Deferred fuel and purchased power regulatory dbkee 5)
Other regulatory asse
Unamortized debt issue co:
Other (Note 8
Total deferred debit

TOTAL ASSETS

March 31, December 31
2007 2006
$11,195,37 $11,094,86
3,843,51! 3,789,53
7,351,85! 7,305,33:
419,63¢ 365,70
89,77¢ 95,60!
69,53¢ 60,10(
7,930,81. 7,826,73!
349,47( 343,77
84,95¢ 96,89:
68,38¢ 67,76:
502,81 508,42¢
102,56 81,87(
— 32,70(
303,79( 410,43t
(3,839 (4,229
137,35 125,80:
24 ,85¢ 21,97:
105,27¢ 539,30¢
11,76: 19,22(
13,82: 13,36
695,59! 1,240,45.
117,79¢ 160,26¢
625,48( 686,01¢
25,86¢ 26,39:
131,31¢ 65,39
900,46. 938,07+
$10,029,68 $10,513,69

See Notes to Pinnacle West's Condensed Consoliffé@eacial Statements and Supplemental Notes woA& Public Service Company’s

Condensed Financial Statements.
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(unaudited)
(dollars in thousands)

March 31, December 31
2007 2006
LIABILITIES AND EQUITY
CAPITALIZATION
Common stocl $ 178,16: $ 178,16:
Additional paic-in capital 2,065,911 2,065,91
Retained earning 924,43: 960,40!
Accumulated other comprehensive incol
Derivative instrument 34,15( 2,98¢
Common stock equit 3,202,66: 3,207,47.
Long-term debt less current maturiti 2,877,37 2,877,50;
Total capitalizatior 6,080,04. 6,084,97!
CURRENT LIABILITIES
Current maturities of lor-term debt 1,04¢ 96¢
Accounts payabl 136,80( 223,41
Accrued taxes (Note ¢ 425,64 381,44
Accrued interes 39,30¢ 45,25
Common dividends payah 42,50( —
Customer deposit 64,57 61,90(
Liabilities from risk management and trading ad¢tés (Note -1) 51,96: 490,85!
Other current liabilitie: 71,40¢ 74,72¢
Total current liabilities 833,23: 1,278,56
DEFERRED CREDITS AND OTHEI
Deferred income taxe 1,226,02 1,215,86;
Regulatory liabilities 646,42: 635,43:
Liability for asset retirement 270,26: 268,38¢
Pension and other postretirement liabilities (Najt 562,08¢ 551,53:
Customer advances for construct 74,68¢ 71,21
Unamortized gair sale of utility plant 40,03¢ 41,18:
Liabilities from lon¢-term risk management and trading activities (N¢-1) 78,68( 135,05t
Other 218,21: 231,48
Total deferred credits and ott 3,116,41. 3,150,15.
COMMITMENTS AND CONTINGENCIES (NOTES 5, 8, 12, 1815)
TOTAL LIABILITIES AND EQUITY $10,029,68 $10,513,69

See Notes to Pinnacle West's Condensed Consoliffé@eacial Statements and Supplemental Notes woAa Public Service Company’s

Condensed Financial Statements.
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ARIZONA PUBLIC SERVICE COMPANY
CONDENSED STATEMENTS OF CASH FLOWS
(unaudited)

(dollars in thousands)

CASH FLOWS FROM OPERATING ACTIVITIES
Net income (loss
Adjustments to reconcile net income (loss) to r@esthcprovided by operating activitie
Depreciation and amortization including nuclear |
Deferred fuel and purchased pov
Deferred fuel and purchased power amortiza
Allowance for equity funds used during construct
Deferred income taxe
Changes in ma-to-market valuation
Changes in current assets and liabilit
Customer and other receivab
Materials, supplies and fossil fu
Other current asse
Accounts payabl
Accrued taxe!
Collateral
Other current liabilitie
Change in risk management and trac— asset:
Change in risk management and trac— liabilities
Change in other lor-term asset
Change in other lor-term liabilities

Net cash flow provided by operating activit

CASH FLOWS FROM INVESTING ACTIVITIES
Capital expenditure
Allowance for borrowed funds used during constart
Purchases of investment securit
Proceeds from sale of investment secur
Proceeds from nuclear decommissioning trust ¢
Investment in nuclear decommissioning ti
Other

Net cash flow used for investing activiti

CASH FLOWS FROM FINANCING ACTIVITIES
Equity infusion
Dividends paid on common sto
Repayment and reacquisition of l-term debt

Net cash flow provided by (used for) financing witigés

NET INCREASE IN CASH AND CASH EQUIVALENT?

CASH AND CASH EQUIVALENTS AT BEGINNING OF PERIOI

CASH AND CASH EQUIVALENTS AT END OF PERIOI

Supplemental disclosure of cash flow informati
Cash paid during the year fc
Income taxes, net of refun
Interest, net of amounts capitaliz

Three Months Ende

March 31,

2007 2006
$ 4,317 $ (5,52))
96,97¢ 93,76:
(26,299 (14,539
68,76¢ 17,80¢
(4,444 (3,807)
(15,566 1,757
(3,507 974
128,03( 124,56¢
(14,439 (1,109
(2,117 4,89:
(92,004 (62,549
6,67 30,34:
1,78¢ (150,64()
(6,537 32,23:
59,18: 2,18¢
(557) (65,13))
(21,109) (7,529
6,28¢ 11,36¢
185,45: 9,091
(188,94 (140,18Y)
(2,219 (1,729
(36,525 (122,02Y)
69,22 122,02!
63,49( 33,74:
(68,675 (38,929
(82€) (1,966)
(164,47)) (149,05¢)
— 210,00(
— (42,500
(287) (821)
(287) 166,67¢
20,69: 26,71:
81,87( 49,93¢
$ 102,56 $ 76,64¢
$ 44,08¢ $ —
$ 45,79: $ 24,297

See Notes to Pinnacle West's Condensed Consolidd@taticial Statements and Supplemental Notes woA& Public Service Company’s

Condensed Financial Statements.
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Certain notes to APS’ Condensed Financiak$tahts are combined with the Notes to Pinnacle ¥/€sindensed Consolidated Financial
Statements. Listed below are the Condensed CoasafidNotes to Pinnacle West's Condensed Consadlidateancial Statements, the
majority of which also relate to AP€ondensed Financial Statements. In addition, liseddw are the Supplemental Notes which are red
disclosures for APS and should be read in conjanatiith Pinnacle West’'s Condensed Consolidated $Note

Condenset APE
Consolidate Supplement:

Footnote Footnote

Reference Reference
Consolidation and Nature of Operatic Note 1 —
Condensed Consolidated Financial Statem Note 2 —
Quarterly Fluctuation Note 3 —
Changes in Liquidity Note 4 —
Regulatory Matter Note 5 —
Retirement Plans and Other Bene Note 6 —
Business Segmen Note 7 —
Income Taxe: Note 8 —
Variable Interest Entitie Note 9 —
Derivative and Energy Trading Accounti Note 10 Note -1
Comprehensive Income (Los Note 11 Note -2
Commitments and Contingenci Note 12 —
Nuclear Insuranc Note 13 —
Other Income and Other Exper Note 14 Note &-3
Guarantee Note 15 —
Earnings Per Sha Note 16 —
Discontinued Operatior Note 17 —
Nuclear Decommissioning Tru Note 18 —
New Accounting Standarc Note 19 —

36




Table of Contents

ARIZONA PUBLIC SERVICE COMPANY
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S-1. Derivative and Energy Trading Accounting

APS is exposed to the impact of market flutitues in the commaodity price of electricity, natgas and emissions allowances. As part of
its overall risk management program, APS uses uarimmmodity instruments that qualify as derivatit@hedge purchases and sales of
electricity, fuels, and emission allowances andlitcse As of March 31, 2007, APS hedged exposurdisdse risks for a maximum of
4.8 years.

Cash Flow Hedges

The changes in the fair value of APS’ hedgesitipns included in the APS Condensed Statemdritecome, after consideration of
amounts deferred under the PSA, for the three nsagrtided March 31, 2007 and 2006 were comprisdtedbtlowing (dollars in thousands):

Three Months Ende

March 31,
2007 2006
Gains (losses) on the ineffective portion of deiixes qualifying for hedge accountil $911 $(43€)
Losses from the change in opti’ time value excluded from measurement of effectigs — (18)
Gains from the discontinuance of cash flow hec 15C 15¢

During the next twelve months ending March&108, APS estimates that a net gain of $39 miliefore income taxes will be reclassit
from accumulated other comprehensive income asfaatao the effect of market price changes forrédated hedged transactions. To the
extent the amounts are eligible for inclusion ia BSA, the amounts will be recorded as either alaggyy asset or liability and have no effect
on earnings (see Note 5).

APS’ assets and liabilities from risk managehand trading activities are presented in twogates.
The following tables summarize APS’ assetslaiiilities from risk management and trading aitiéég at March 31, 2007 and
December 31, 2006 (dollars in thousands):
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Investment Deferred
Current and Othel Current Credits an Net Asse

March 31, 200: Assets Assets Liabilities Other (Liability)
Regulated Electricity

Mark-to-market $ 82,20 $ 84,95¢ $(42,139) $(78,68() $46,34¢

Margin account and optior 18,52« — (1,677 — 16,85
Marketing and Trading

Mark-to-market 4,55( — (7,845 — (3,29%)

Options at cos — — (319 — (312
Total $105,27¢ $ 84,95¢ $(51,967) $(78,68() $59,59:

Investment Deferred
Current and Othel Current Credits anc Net Assel

December 31, 200 Assets Assets Liabilities Other (Liability)
Regulated Electricity

Mark-to-market $458,03: $ 96,89: $(481,66)) $(135,05¢) $(61,79))

Margin account and optior 77,70¢ — (2,22%) — 75,47
Marketing and Trading

Mark-to-market 3,56¢ — (6,659 — (3,085

Options at cos — — (3129 — (319
Total $539,30¢ $ 96,89: $(490,85)) $(135,05¢) $ 10,28¢

During the first quarter of 2007, we changdael presentation of mark-to-market positions relébedatural gas basis swaps in the regulated
electricity segment. We historically presentedlibg side and the sell side of such swaps at féirevgross on our consolidated balance
sheets, which resulted in mark-to-market assetsapdrate mark-to-market liabilities. We now offéetse matching assets and liabilities,
thus presenting the net mark-to-market positiomdnytract, which correctly reflects the true natof¢hese contracts. The net asset/liability
position as historically disclosed in the tableabs unchanged. Further, this change has no ingraictcome, common stock equity or cash
flows. Had we previously presented such amountstineteffect on the December 31, 2006 balance stmdtl have been to decrease Current
Assets and Current Liabilities by $376 million afetrease Investments and Other Assets and Defereslits and Other by $59 million. We
believe that the effect of presenting these cotgrgiss in prior periods is immaterial to previgussued financial statements.

We maintain a margin account with a brokesupport our risk management and trading activifié® margin account was an asset of
$19 million at March 31, 2007 and $73 million atd@enber 31, 2006 and is included in the margin atciothe table above. Cash is
deposited with the broker in this account at theetfutures or options contracts are initiated. @@nge in market value of these contracts
(reflected in mark-to-market) requires adjustmedrihe margin account balance.

Cash or other assets may be required to sercellateral against APS’ open positions on aertaiergyrelated contracts. No collateral v
provided to counterparties at March 31, 2007 anchiton was provided at December 31, 2006 anaiéduided in other current assets on the
Condensed Balance Sheets. Collateral provided by esunterparties was $1 million at both March 3107 and December 31, 2006, and is
included in other current liabilities on the Conged Balance Sheets.

38




Table of Contents

ARIZONA PUBLIC SERVICE COMPANY
SUPPLEMENTAL NOTES TO THE CONDENSED FINANCIAL STATE MENTS

S-2. Comprehensive Income (Loss)

Components of APS’ comprehensive income (lfmsthe three months ended March 31, 2007 and 200@s follows (dollars in
thousands):

Three Months Ende

March 31,
2007 2006

Net income (loss $ 4,317 $ (5,52))
Other comprehensive income (los

Net unrealized gains (losses) on derivative inseénts (a; 50,54¢ (162,89)

Net reclassification of realized losses (gainshtmme (b) 741 (10,11¢)

Net income tax benefit (expense) related to itefratleer comprehensive income (lo: (20,12¢) 67,56(
Total other comprehensive income (lo 31,16: (105,449
Comprehensive income (los $ 35,47¢ $(110,969

(@) These amounts primarily include unrealizedigand losses on contracts used to hedge ourafstext electricity and natural gas
requirements to serve Native Load. These changegramarily due to changes in forward natural gases and wholesale electricity
prices.

(b) These amounts primarily include the reclassifon of unrealized gains and losses to realgagds and losses for contracted
commodities delivered during the peri

S-3. Other Income and Other Expense

The following table provides detail of APShet income and other expense for the three momidhsceMarch 31, 2007 and 2006 (dollars
in thousands):

39




Table of Contents

Other income
Interest incom:
Investment gain— net
Miscellaneous

Total other incom:

Other expense
Non-operating costs (&
Asset disposition
Miscellaneous

Total other expens

Three Months Ende

March 31,

2007 2006
$ 3,347 $ 3,53¢
377 87t
70¢ 397
$ 4,43: $ 4,80¢
$ (3,239 $ (3,216
(1,08)) (19€)
(590) (26¢)
$ (4,909 $ (3,680

(&) As defined by the FERC, includes be-the-line nor-operating utility income and expense (items exadiulem utility rate recovery,
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ITEM 2. MANAGEMENT'S DISCUSSION AND ANALYSIS
OF FINANCIAL CONDITION AND RESULTS OF OPERATIONS

INTRODUCTION

The following discussion should be read injooation with Pinnacle West's Condensed Consoldi&@ancial Statements and Arizona
Public Service Company’s Condensed Financial Sta¢srand the related Notes that appear in ltemthi®feport.

OVERVIEW

Pinnacle West owns all of the outstanding camistock of APS. APS is a vertically-integratedcéie utility that provides retail and
wholesale electric service to most of the statArifona, with the major exceptions of about one-bathe Phoenix metropolitan area, the
Tucson metropolitan area and Mohave County in magiern Arizona. APS has historically accountedafsubstantial part of our revenues
and earnings, and is expected to continue to dGsstomer growth in APS’ service territory is abthree times the national average and
remains a fundamental driver of our revenues anuiregs.

The ACC regulates APS'’ retail electric rafBise key issue affecting Pinnacle West's and AR&iricial outlook is the satisfactory
resolution of APS’ retail rate proceedings pendiefpre the ACC. As discussed in greater detailateNb, these proceedings consist of:

. a general retail rate case pursuant to which i8R&questing a 20.4%, or $434.6 million, increiasés annual retail electricity
revenues

. an application for a temporary rate increaseppfaximately 1.9%, through a PSA surcharge, tovec45 million in retail fuel and
purchased power costs relating to Palo Verde’s 20@#anned outages that were deferred by APS ib R@0er the PSA and are
subject to the ACG completion of an inquiry regarding the outaghis (tnatter is now being addressed in the genetail rate case
and

. the ACC'’s prudency review of amounts collectedtigh the May 2, 2006 interim PSA adjustor (se¢€fim Rate Increase” in Note
5) related to unplanned 2006 Palo Verde oute

SunCor, our real estate development subsidieay been and is expected to be an importantesadiearnings. See discussion below in
“Pinnacle West Consolidated — Factors Affecting Burancial Outlook — Subsidiaries.” Our subsidiagk?,S Energy Services, provides
competitive commodity-related energy services aret@y-related products and services to commernidiidustrial retail customers in the
western United States. El Dorado, our investmebsisiiary, owns minority interests in several enemgiated investments and Arizona
community-based ventures. Pinnacle West Marketing&dling is the Company’s newly-formed marketing &nading subsidiary. Activity in
this subsidiary began in February 2007. See Note 4.

We continue to focus on solid operational penfance in our electricity generation and delivactivities. In the delivery area, we focus on
superior reliability and customer satisfaction. J&n to expand long-term resources and our trassomisnd distribution systems to meet the
electricity needs of our growing retail customend austain reliability.
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See “Pinnacle West Consolidated — Factorsciifig Our Financial Outlook” below for a discussiofiseveral factors that could affect our
future financial results.

EARNINGS CONTRIBUTION BY BUSINESS SEGMENT
Pinnacle West's two principal business segmarg:

. our regulated electricity segment, which consi$tsaditional regulated retail and wholesale #leity businesses (primarily electric
service to Native Load customers) and related iietivand includes electricity generation, transiois and distribution; an

. our real estate segment, which consists of SU's real estate development and investment activ

The following table summarizes income fromtawing operations by segment for the three moattded March 31, 2007 and 2006 and
reconciles net income in total (dollars in milligns

Three Months Ende

March 31,
2007 2006

Regulated electricit $ 4 $ (12
Real estat 8 21
Other (a) 4 3
Income from continuing operatiol 16 12
Discontinued operatior— net of tax:

Real estat 1 1
Net income $ 17 $ 13

(@) Primarily marketing and trading activit
PINNACLE WEST CONSOLIDATED — RESULTS OF OPERATIONS

General

Throughout the following explanations of oasults of operations, we refer to “gross marginiti/espect to our regulated electricity
segment, gross margin refers to operating revelesssuel and purchased power costs. “Gross maigia™“non-GAAP financial measure,”
as defined in accordance with SEC rules. Exhibit 98conciles this non-GAAP financial measure terafing income, which is the most
directly comparable financial measure calculatet gresented in accordance with accounting prinsigknerally accepted in the United
States (GAAP). We view gross margin as an impomanfiormance measure of the core profitability of operations. This measure is a key
component of our internal financial reporting asdised by our management in analyzing our busiivésdelieve that investors benefit from
having access to the same financial measures tihahanagement uses.

Deferred Fuel and Purchased Power Costs

Our subsidiary, APS, settled its 2003 genextdil rate case effective April 1, 2005. As pdrthe settlement, the ACC approved the PSA,
which permits APS to defer for recovery or refund
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fluctuations in retail fuel and purchased powettgosubject to specified parameters. In accordaiittethe PSA, APS defers for future rate
recovery 90% of the difference between actual Irétal and purchased power costs and the amousualf costs currently included in base
rates. APS’ recovery of PSA deferrals from its on®rs is subject to the ACC’s approval of annudh B8justments and periodic surcharge
applications. See “Power Supply Adjustor” in Note 5

Since the inception of the PSA, APS has iredigubstantially higher fuel and purchased powstsdban those authorized for recovery
through APS'current base rates, primarily due to the use didiigost resources and higher fuel prices, andi&éf@sred those cost different
in accordance with the PSA. The balance of APS’ R8&umulated unrecovered deferrals at March 317 23 approximately $118 million.
The recovery of PSA deferrals through ACC approsgigistors and surcharges recorded as revenueset dffllar-for-dollar by the
amortization of those deferred expenses recordégedand purchased power.

APS recorded PSA deferrals of (a) $45 millielated to replacement power costs in 2005 assacigith unplanned Palo Verde outages
and (b) $79 million related to replacement powestedn 2006 associated with unplanned outagesdoicesl power operations at Palo Verde.
The PSA deferrals associated with these unplanatx\Ferde outages and reduced power operatiorthargubject of ACC prudence
reviews. The ACC staff has completed its prudeeeew of 2005 unplanned outages and has recommatigi@tbwance of $16 million of
the 2005 costs. The recommendation is being coresidis part of APS’ general rate case currentlglipgrbefore the ACC. See “PSA
Deferrals Related to Unplanned Palo Verde Outagelbte 5. The ALJ in the rate case has recommetidedisallowance of approximately
$14 million, including accrued interest ($8 milliafter income taxes), of the deferrals relatedhvéounplanned 2005 Palo Verde outages. See
“ALJ Recommended Order” in Note 5. Neither the A&i&ff recommendation nor the ALJ recommendatiomgha managemestbelief tha
the expenses in question were prudently incurrell taerefore, are recoverable. The prudence regfe2@06 unplanned outages has not yet
been completed.

Operating Results — Three-month period ended Marclt81, 2007 compared with three-month period ended Ma&h 31, 2006

Our consolidated net income for the three m®ended March 31, 2007 was $17 million compared $43 million for the comparable
prior-year period. Net income increased $4 milliothe period-to-period comparison, reflecting thkowing changes in earnings by
segment:

. Regulated Electricity Segment — Net income inseglaapproximately $16 million primarily due to #féects of cooler weather on
retail sales; higher retail sales due to customawth; and lower operations and maintenance expetaid to generation. In
addition, higher fuel and purchased power costewartially offset by the deferral of such costaatordance with the PSA. See
“Deferred Fuel and Purchased Power " above.

. Real Estate Segment — Net income decreased apigky $13 million primarily due to lower saleslahd parcels and residential
property.

. Other miscellaneous items, net, increased apprdgigndl million.
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Additional details on the major factors that inaea (decreased) net income are contained in tlenvialy table (dollars in millions):

Increase (Decreas

Pretax After Tax
Regulated electricity segment gross mar
Effects of cooler weather on retail sa $ 13 $ 8
Higher retail sales due to customer growth, excigdveather effect 10 6
Higher fuel and purchased power costs due to isekarices (see “Deferred Fuel and Purchased Power
Cost” above) (14) (9)
Increased deferred fuel and purchased power 12 7
Miscellaneous items, n 3 3
Net increase in regulated electricity segment gnoaggin 24 15
Lower real estate segment contribution primarilg ttu decreased sales of land parcels and resitlentia
property (27) (13
Operations and maintenance decreases primarilyod
Generation costs, including fewer power plant neiahce outage 4 2
Miscellaneous items, n 3 2
Other miscellaneous items, r 4 2
Net increase in net incon $ 6 $ 4

Regulated Electricity Segment Revenues

Regulated electricity segment revenues we@enilion higher for the three months ended Marth 2007 compared with the prior-year
period primarily as a result of:

. a $51 million increase in retail revenues relatececovery of PSA deferrals, which had no eamieffect because of amortization of
the same amount recorded as fuel and purchased papense (s€“Deferred Fuel and Purchased Power " above);

. an $18 million increase in retail revenues duedmler weather
. a $13 million increase in retail revenues relatedustomer growth, excluding weather effe
. a $5 million decrease in G-:System Sales due to lower sales volumes;

. a $7 million decrease due to miscellaneous fac

Real Estate Segment Revenues

Real estate segment revenues were $31 mitliser for the three months ended March 31, 2007payed with the prior-year period
primarily as a result of:

. a $20 million decrease in residential sales dueglowdown in the western United States residerd&l estate market
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. a $15 million decrease in revenue primarily duea gignificant land parcel sale in 2006 without enparable sale in 2007; a

. a $4 million increase due to miscellaneous fac

Other Revenues

Marketing and trading revenues were $13 nmillmwer for the three months ended March 31, 2@b@pared with the prior-year period

primarily as a result of:
. an $11 million decrease from lower competitive itetales volumes in California; ar
. a $2 million decrease due to miscellaneous fac
LIQUIDITY AND CAPITAL RESOURCES

Capital Needs and Resources — Pinnacle West Conslalied
Capital Expenditure Requirements

The following table summarizes the actual Ed@xpenditures for the three months ended Maigt2807 and estimated capital

expenditures for the next three years (dollars iliians):
CAPITAL EXPENDITURES

Three Months Ende

March 31,
2007

APS
Distribution $ 97
Transmissior 40
Generatior 45
Other (a) 1
Subtotal 182
SunCor (b 39
Other 1
Total $ 223

(@ Primarily information systems and facilities prdgs

Estimated for the Year End:
December 31

2007 2008 2009

$ 362 $ 411 $ 45¢
17¢ 20C 28¢
38¢ 29¢ 33¢

26 39 40

94¢ 94¢ 1,122
131 101 10C

13 19 10
$1,09: $ 1,06¢ $1,232

(b) Consists primarily of capital expenditures ffiesidential land development and retail and efficilding construction reflected in “Real

estate investmer” on the Condensed Consolidated Statements of Casls!

Distribution and transmission capital expemdis are comprised of infrastructure additions @pgrades, capital replacements, new

customer construction and related information systand
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facility costs. Examples of the types of projectsluded in the forecast include lines, substatiting,extensions to new residential and
commercial developments and upgrades to custorf@mation systems. Major transmission projectsdaieen by strong regional customer
growth.

Generation capital expenditures are comprgegrious improvements to APS’ existing fossil angtlear plants and the replacement of
Palo Verde steam generators (see below). Examptee types of projects included in this categawy additions, upgrades and capital
replacements of various power plant equipment ssdurbines, boilers and environmental equipmemiirBnmental expenditures are
estimated at approximately $80 million to $100 ioill per year for 2007, 2008 and 2009. Generatisa @cludes nuclear fuel expenditure
approximately $110 million for 2007, $40 millionrfa008 and $100 million for 2009.

The Palo Verde owners have approved the matwréaof one additional set of steam generatores@&lyenerators will be installed in Unit
3 and are scheduled for completion in the FallGif2at an approximate cost of $70 million (APS’reflaApproximately $30 million of the
Unit 3 steam generator costs have been incurredghrMarch 31, 2007, with the remaining $40 milliooluded in the capital expenditures
table above. Capital expenditures will be fundethwiternally generated cash and/or external fiirags

Contractual Obligations

Our future contractual obligations have naraded materially from the amounts disclosed in Paltem 7 of the 2006 Form 10-K, with
the exception of our aggregate fuel and purchasegpcommitments, which increased from approxinya$@l.6 billion at December 31, 20
to $2.8 billion at March 31, 2007 as follows (dadlan billions):

2007 200¢-2009 201(-2011 Thereaftel Total
$0.5 $0.5 $0.5 $1.2 $2.¢8

See Note 4 for a list of payments due on totag-term debt and capitalized lease requirements.

Upon adoption of FIN 48, we are now requir@ihtlude uncertain tax positions in our contrattaldigation disclosure. We have uncert
tax positions of approximately $186 million and @spect to pay these in 2007. See Note 8.

Off-Balance Sheet Arrangements

In 1986, APS entered into agreements withetlseparate VIE lessors in order to sell and leask imterests in Palo Verde Unit 2. The
leases are accounted for as operating leasesandarce with GAAP. We are not the primary beneficiaf the Palo Verde VIEs and,
accordingly, do not consolidate them.

APS is exposed to losses under the Palo \Gatgeleaseback agreements upon the occurrencetaihcevents that APS does not consider
to be reasonably likely to occur. Under certaicwinstances (for example, the NRC issuing specifigldtion orders with respect to Palo
Verde or the occurrence of specified nuclear eyeABS would be required to assume the debt adsdcigith the transactions, make
specified payments to the equity participants, take title to the leased Unit 2 interests, whi€lapipropriate, may be required to be written
down in value. If such an event had occurred adatth 31, 2007, APS would have been required torassapproximately $214 million of
debt and pay the equity participants approxima$aly7 million.
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Guarantees and Letters of Credit

We and certain of our subsidiaries have isguedantees and letters of credit in support ofuswiegulated businesses. We have also
obtained surety bonds on behalf of APS Energy Sesviwe have not recorded any liability on our Gorsgtd Consolidated Balance Sheets
with respect to these obligations. We generallyago indemnification provisions related to lial# arising from or related to certain of our
agreements, with limited exceptions depending erptrticular agreement. See Note 15 for additioriatmation regarding guarantees and
letters of credit.

Credit Ratings

The ratings of securities of Pinnacle West ARG as of May 8, 2007 are shown below. The ratiefiect the respective views of the
rating agencies, from which an explanation of ilgaeificance of their ratings may be obtained. Thiereo assurance that these ratings will
continue for any given period of time. The ratimgay be revised or withdrawn entirely by the rathggncies, if, in their respective
judgments, circumstances so warrant. Any downweawision or withdrawal may adversely affect the nearirice of Pinnacle We's or APS’
securities and serve to increase the cost of arekado capital. It may also require additionalatetal related to certain derivative
instruments (see Note 10).

Moody's Standard & Po('s Fitch

Pinnacle West

Senior unsecured (; Baa3 (P BB+ (prelim) N/A

Commercial pape P-3 A-3 F-3

Outlook Negative Stable Stable
APS

Senior unsecure Baa2 BBB- BBB

Secured lease obligation bor Baa2 BBB- BBB-

Commercial pape P-2 A-3 F-2

Outlook Negative Stable Stable

(@) Pinnacle West has a shelf registration under SEIE &1b. Pinnacle West currently has no outstandaitg@d senior unsecured securit
However, Moody'’s assigns a provisional (P) rating &tandard & Poor’s assigns a preliminary (preliating to the senior unsecured
securities under such shelf registratic

Debt Provisions

Pinnacle West's and APS’ debt covenants rélaigheir respective bank financing arrangemerthkide debt to capitalization ratios.
Certain of APS’ bank financing arrangements alstuitle an interest coverage test. Pinnacle Wes&®lcomply with these covenants and
each anticipates it will continue to meet these athér significant covenant requirements. For Bitinacle West and APS, these covenants
require that the ratio of consolidated debt toltotasolidated capitalization not exceed 65%. Ardha31, 2007, the ratio was approximately
49% for Pinnacle West and 47% for APS. The prowisigegarding interest coverage require a minimush caverage of two times the
interest requirements for APS. The interest coverags
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approximately 4.7 times under APS’ bank financiggeements as of March 31, 2007. Failure to comjitly such covenant levels would
result in an event of default which, generally $eg, would require the immediate repayment ofdbbt subject to the covenants and could
cross-default other debt. See further discussidieross-default” provisions below.

Neither Pinnacle West's nor APS’ financingesgnents contain “rating triggeriiat would result in an acceleration of the reqlirgeres:
and principal payments in the event of a rating nigrade. However, in the event of a rating downgr&ilenacle West and/or APS may be
subject to increased interest costs under ceritaméing agreements.

All of Pinnacle West's loan agreements contaimss-default” provisions that would result infalglts and the potential acceleration of
payment under these loan agreements if Pinnacle V@RS were to default under certain other matejreements. All of APS’ bank
agreements contain crodefault provisions that would result in defaultsldine potential acceleration of payment under thesdk agreemer
if APS were to default under certain other mataagieements. Pinnacle West and APS do not haveaialadverse change restriction for
revolver borrowings.

See Note 4 for further discussions.

Capital Needs and Resources — By Company
Pinnacle West (Parent Company)

Our primary cash needs are for dividends tsbareholders and principal and interest paymamtsur long-term debt. The level of our
common stock dividends and future dividend growil lve dependent on a number of factors includng, not limited to, payout ratio tren:
free cash flow and financial market conditions.

Our primary sources of cash are dividends fAd"S, external financings and cash distributionsifliour other subsidiaries, primarily
SunCor. An existing ACC order requires APS to naime common equity ratio of at least 40% and fniehiAPS from paying common stc
dividends if the payment would reduce its commomitycpbelow that threshold. As defined in the ACG@er, the common equity ratio is
common equity divided by the sum of common equitgt bbong-term debt, including current maturitiedafg-term debt. At March 31, 2007,
APS’ common equity ratio, as defined, was approxatysb3%.

Pinnacle West sponsors a qualified definedfieand account balance pension plan and a nolifigdasupplemental excess benefit
retirement plan for the employees of Pinnacle Vdestour subsidiaries. IRS regulations require ustdribute a minimum amount to the
qualified plan. We contribute at least the minimamount required under IRS regulations, but no iz the maximum tax-deductible
amount. The minimum required funding takes intostderation the value of plan assets and our pertdibgation. The assets in the plan are
comprised of fixed-income, equity and short-terwestments. Future year contribution amounts arer#ggnt on fund performance and fund
valuation assumptions. We contributed $47 millior2006. The contribution to our pension plan in280estimated to be approximately
$22 million, and the contribution to our other petitement benefit plans in 2007 is estimated tajggroximately $21 million. APS and other
subsidiaries fund their share of the contributigkBS’ share is approximately 97% of both plans.
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APS

APS’ capital requirements consist primarilycapital expenditures and optional and mandataitgmgtions of long-term debt. APS pays
for its capital requirements with cash from openagi and, to the extent necessary, external fingaciiPS has historically paid its dividends
to Pinnacle West with cash from operations. Seeri&ile West (Parent Company)” above for a discassidhe common equity ratio that
APS must maintain in order to pay dividends to Bate West.

Although provisions in APS’ articles of incamation and ACC financing orders establish maximramounts of preferred stock and debt
that APS may issue, APS does not expect any oéthewisions to limit its ability to meet its caglirequirements. On December 15, 2006,
APS filed a financing application with the ACC regting an increase in APS’ current short-term ang{term debt authorizations. In the
financing application, APS requested an increases iwurrent short-term debt authorization (7% &f3capitalization) to 7% of
APS’capitalization plus $500 million in order to atéts growing working capital needs. In additiéd®S requested an increase to its current
long-term debt authorization (approximately $3.Hdn) to approximately $4.2 billion in light of éhprojected growth of APS and its
customer base and the resulting projected futnentiing needed to fund APS’ capital expenditureranthtenance program and other cash
requirements.

See “Deferred Fuel and Purchased Power Cabts/e and “Power Supply Adjustart Note 5 for information regarding the PSA apprd
by the ACC. Although APS defers actual retail faetl purchased power costs on a current basis, Ae8Very of the deferrals from its
ratepayers is subject to the ACC’s approval of ahRSA adjustments and periodic surcharge appbicati

See “Cash Flow Hedges” in Note 10 for inforimatrelated to collateral provided to us by coupéeties.
Other Subsidiaries

During the past three years, SunCor fundedkish requirements with cash from operations anowin external financings. SunCor’s
capital needs consist primarily of capital expemdis for land development and retail and officdding construction. See the capital
expenditures table above for actual capital exgares during the three months ended March 31, 20@7projected capital expenditures for
the next three years. SunCor expects to fund itsdicapital requirements with cash from operatiamd external financings.

El Dorado expects minimal capital requiremewsr the next three years and intends to focyzradently realizing the value of its
existing investments.

APS Energy Services expects minimal capitpkexitures over the next three years.

See “Overview” above and Note 4 for discussibRinnacle West Marketing & Trading, the Companyéwly-formed marketing and
trading subsidiary.

CRITICAL ACCOUNTING POLICIES
In preparing the financial statements in adaace with GAAP, management must often make estsratd assumptions that affect the
reported amounts of assets, liabilities, revenues,
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expenses and related disclosures at the date &ihtreial statements and during the reportinggzerSome of those judgments can be
subjective and complex, and actual results codférdirom those estimates. Our most critical ac¢mgnpolicies include the impacts of
regulatory accounting, the determination of therappate accounting for our pension and other jptistment benefits and derivatives
accounting. There have been no changes to owatréiccounting policies since our 2006 Form 10-& SCritical Accounting Policies” in
Item 7 of the 2006 Form 10-K for further detail®abour critical accounting policies.

OTHER ACCOUNTING MATTERS

In September 2006, the FASB issued SFAS N@, ‘Fair Value MeasurementsThis guidance establishes a framework for measdain
value and expands disclosures about fair value uneamnts. The Statement is effective for us onalgnl, 2008. We are currently evalua
this new guidance.

In February 2007, the FASB issued SFAS No, 158e Fair Value Option for Financial Assets andancial Liabilities.” SFAS No. 159
provides companies with an option to report setbéiteancial assets and liabilities at fair valuEAS No. 159 is effective for us on January 1,
2008. We are currently evaluating this new guidance

See Note 8 for a discussion of FASB Intergii@taNo. 48 on accounting for uncertainty in incotages, which we adopted January 1,
2007. The effect of applying the new guidance watssignificantly different in terms of tax impadtem the application of our previous
policy. Accordingly, the impact to retained earrsngoon adoption was immaterial.

PINNACLE WEST CONSOLIDATED — FACTORS AFFECTING
OUR FINANCIAL OUTLOOK

Factors Affecting Operating Revenues, Fuel and Putased Power Costs

General Electric operating revenues are derived from safledectricity in regulated retail markets in Arimand from competitive retail
and wholesale power markets in the western UnitateS For the years 2004 through 2006, retaititerevenues comprised approximately
82% of our total electric operating revenues. Qeicteic operating revenues are affected by elattréales volumes related to customer mix,
customer growth, average usage per customer, ielgctates and tariffs, variations in weather frperiod to period, and amortization of P
deferrals. Competitive retail sales of energy amergy-related products and services are made byEfe®gy Services in certain western
states that have opened to competition. Off-Sy&afas of excess generation output, purchased pmvadenatural gas are included in
regulated electricity segment revenues and refateldand purchased power because the gross margiedited to APS’ retail customers
through the PSA. These revenue transactions azetaff by the availability of excess generationtbepenergy resources and wholesale
market conditions, including demand and prices. Qetitive wholesale transactions are made by th&atiag and trading group through
structured trading opportunities involving matchsades and purchases of commodities.

Retail Rate ProceedingsThe key issue affecting Pinnacle West's and AP&ricial outlook is the satisfactory resolution ¢ retail
rate proceedings pending before the ACC, whictda®ussed in greater detail in Note 5. The mostifia@nt pending retail rate proceedings
are APS’ general rate case request and an applicti a 1.9% PSA surcharge, or temporary rate
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increase, related to incremental replacement poag&ss incurred by APS in 2005 in connection witblanned outages at Palo Verde, which
is subject to the ACC'’s review of the unplannedages. These matters have been consolidated pradlgcamd a decision on them by the
ACC is expected in the second quarter of 2007dtiteon, the ACC staff is conducting a review o thrudence of approximately $79 milli
in PSA deferrals related to 2006 unplanned outag®alo Verde.

Fuel and Purchased Power CostBuel and purchased power costs included on ouniecstatements are impacted by our electricity
volumes, existing contracts for purchased powergarration fuel, our power plant performance,gnaission availability or constraints,
prevailing market prices, new generating planta@@ilaced in service in our market areas, our lmegdgrogram for managing such costs and,
since April 1, 2005, PSA deferrals and the amatitrathereof. See “Power Supply Adjustor” in Notéo® information regarding the PSA,
including PSA deferrals related to Palo Verde unpéal outages and reduced power operations thétesubject of ACC prudence reviews.
APS’ recovery of PSA deferrals from its ratepayisrsubject to the ACC’s approval of annual PSA atifiients and periodic surcharge
applications.

Customer and Sales Growthrhe customer and sales growth referred to in thiagraph applies to Native Load customers and sales
them. Customer growth in APS’ service territory floe three-month period ended March 31, 2007 wé& ompared with the prior-year
period. Such growth averaged 4.1% a year for treetliears from 2004 through 2006; and we currenthect customer growth to average
about 4.0% per year from 2007 to 2009. For theetlygars 2004 through 2006, APS’ actual retail algtt sales in kilowatt-hours grew at an
average rate of 4.2%; adjusted to exclude effdfotgeather variations, such retail sales growth aged 4.6% a year. We currently estimate
that total retail electricity sales in kilowatt-frsuwill grow 3.2% on average, from 2007 through@0fefore the effects of weather variations.
We currently expect our retail sales growth in 26®Be below average because of potential effectsustomer usage from the retail rate
increases proposed by APS (see Note 5).

Actual sales growth, excluding weathelated variations, may differ from our projecticaasa result of numerous factors, such as ecor
conditions, customer growth, usage patterns ambreses to retail price changes. Our experienceatel that a reasonable range of variation
in our kilowatt-hour sales projection attributabdesuch economic factors can result in increaseeoreases in annual net income of up to
$10 million.

Weather In forecasting retail sales growth, we assume nbweather patterns based on historical data. Hestbextreme weather
variations have resulted in annual variations inimeome in excess of $20 million. However, our ex@nce indicates that the more typical
variations from normal weather can result in inse=aor decreases in annual net income of up torfilion.

Wholesale Market ConditionsOur marketing and trading activities focus primadh managing APSisks relating to fuel and purchas
power costs in connection with its costs of senhtagive Load customer demand. Our marketing ardirtggactivities include, subject to
specified parameters, marketing, hedging and tggidirelectricity, fuels and emission allowances aratlits.
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Other Factors Affecting Financial Results

Operations and Maintenance Expense®perations and maintenance expenses are impaciglyh, power plant additions and
operations, inflation, outages, higher-trendinggi@m and other postretirement benefit costs anerdéctors.

Depreciation and Amortization Expense®epreciation and amortization expenses are impdntetet additions to utility plant and other
property, which include generation constructiorgraifes in depreciation and amortization rates, Aadges in regulatory asset amortization.

Property TaxesTaxes other than income taxes consist primarilgroperty taxes, which are affected by the valuproperty in-service
and under construction, assessed valuation ratuktax rates. The average property tax rate f@,Afhich currently owns the majority of
our property, was 8.9% of assessed value for 2868@&2% for 2005. We expect property taxes to mseeas new power plants (including the
Sundance Plant acquired in 2005) and additionsitdransmission and distribution facilities arelirted in the property tax base.

Interest Expenselnterest expense is affected by the amount of detstanding and the interest rates on that delg.pfimary factors
affecting borrowing levels are expected to be @ypital expenditures, long-term debt maturities, imernally generated cash flow.
Capitalized interest offsets a portion of intergtense while capital projects are under constmciVe stop accruing capitalized interest «
project when it is placed in commercial operation.

Retail Competition Although some very limited retail competition erdtin Arizona in 1999 and 2000, there are currembactive retail
competitors providing unbundled energy or othditutservices to APS’ customers. We cannot predicén, and the extent to which,
additional competitors will re-enter APS’ serviegritory.

SubsidiariesSunCor’s net income was $61 million in 2006, $58iam in 2005, and $45 million in 2004. See Notefai further
discussion. We currently expect SunCor’s net incan2007 will be between $30 million and $35 mitlioThis estimate reflects a slow-down
in the western United States residential real estatrkets.

APS Energy Services’ and El Dorado’s histdrieaults are not indicative of future performance.

General Our financial results may be affected by a numlbdaroad factors. See “Forward-Looking Statements feirther information on
such factors, which may cause our actual futurelteto differ from those we currently seek or eipiate.

Market Risks

Our operations include managing market rigksted to changes in interest rates, commodityeprand investments held by our nuclear
decommissioning trust fund.

Interest Rate and Equity Risk
We have exposure to changing interest ratean@ing interest rates will affect interest paidvaniable-rate debt and the market value of
fixed income securities held by our nuclear
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decommissioning trust fund. The nuclear decommmésgtrust fund also has risks associated withcti@nging market value of its
investments. Nuclear decommissioning costs areveged in regulated electricity prices.

Commaodity Price Risk

We are exposed to the impact of market fluadna in the commodity price and transportationts@$ electricity, natural gas and emissi
allowances. We manage risks associated with thesketfluctuations by utilizing various commoditystruments that qualify as derivatives,
including exchange-traded futures and options ard-the-counter forwards, options and swaps. OuviERconsisting of officers and key
management personnel, oversees company-wide engkgyanagement activities and monitors the resifltaarketing and trading activities
to ensure compliance with our stated energy riskagament and trading policies. As part of our nelnagement program, we use such
instruments to hedge purchases and sales of elggtfuels and emissions allowances and credhe. dhanges in market value of such
contracts have a high correlation to price chamgéise hedged commodities. In addition, subjedpecified risk parameters monitored by
ERMC, we engage in marketing and trading activitiésnded to profit from market price movements.

The mark-to-market value of derivative instents related to our risk management and tradirigites are presented in two categories:

. Regulated Electricity — non-trading derivativetmuments that hedge our purchases and salesotri@ty and fuel for APS’ Native
Load requirements of our regulated electricity hass segment; ai

. Marketing and Tradin— nor-trading and trading derivative instruments of competitive business activitie
The following tables show the pretax changemark-to-market of our non-trading and trading\dive positions for the three months
ended March 31, 2007 and 2006 (dollars in millions)
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Three Months Ende
March 31, 200"

Three Months Ende
March 31, 200¢

Regulate: Marketing Regulate: Marketing
Electricity and Tradin Electricity and Tradini
Mark-to-market of net positions at beginning of per $ (62 $ I $ 33t $ 181
Recognized in earning
Change in mal-to-market gains (losses) for future period delive 5 6 5) —
Mark-to-market gains realized including ineffectiess during the
period ) (4) (4) D
Deferred as a regulatory liability (ass 53 — (49 —

Recognized in OCI
Change in mark-to-market for future period deliesr- gains (losses

(@) 51 12 (169 (42)
Mark-to-market (gains) losses realized during the pe 1 (6) (10 @)
Change in valuation techniqu — — — —

Mark-to-market of net positions at end of per $ 46 $ 85 $ 104 $ 131

(@) The increases (decreases) in regulated mamatket recorded in OCI are due primarily to isses (decreases) in forward natural gas
prices.

The tables below show the fair value of maiesiof our nortrading and trading derivative contracts (dollarsnillions) at March 31, 20(
by maturities and by the type of valuation thagtésformed to calculate the fair values. See Not®érivative Accounting,” in Iltem 8 of our
2006 Form 10-K for more discussion of our valuatioathods.

Regulated Electricity

Years Total fair

Source of Fair Valu 2007 2008 2009 2010 2011 thereaftel value
Prices actively quote $ 26 $ 22 $ 2 $ 3 $ — $ — $ 53
Prices provided by other

external source 12 — — — — — 12
Prices based on models and

other valuation methoc 3) (2) (1) (4) (2) (7) (19
Total by maturity $ 35 $ 20 $ 1 $ (1) $ (2 $ ) $ 46
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Marketing and Trading

Years Total fair

Source of Fair Valu 2007 2008 2009 2010 2011 thereaftel value
Prices actively quote $ 15 $ — $ — $ — $ — $ — $ 15
Prices provided by other

external source 37 21 — — 2 2 62
Prices based on models and

other valuation methoc (6) 18 (D) (D) (D) (1) 8
Total by maturity $ 46 $ 39 $ (1) $ (1) $ 1 $ 1 $ 85

The table below shows the impact that hypathkprice movements of 10% would have on the mar&tie of our risk management and
trading assets and liabilities included on Pinn&tkst’'s Condensed Consolidated Balance Sheetsrahh8a, 2007 and December 31, 2006
(dollars in millions):

March 31, 200° December 31, 200
Gain (Loss! Gain (Loss)
Price Up Price Price Up Price
10% Down 10% 10% Down 10%
Commodity
Mark-to-market changes reported in OCI (
Electricity $ 40 $ (40 $ 38 $ (39
Natural gas 88 (89) 80 (80
Total $ 12¢ $ (12%¢ $ 11¢ $ (118

(@) These contracts are hedges of our forecastethases of natural gas and electricity. The impathese hypothetical price movements
would substantially offset the impact that thesmes@arice movements would have on the physical axesseing hedge
Credit Risk

We are exposed to losses in the event of mofoqpnance or non-payment by counterparties. We hizk management and trading
contracts with many counterparties, including ooenterparty for which a worst case exposure reptesgpproximately 11% of Pinnacle
West's risk management and trading assets as aftivgir, 2007. See Note 1, “Derivative Accountingltem 8 of our 2006 Form 10-K for a
discussion of our credit valuation adjustment polBee Note 10 for further discussion of credit.ris

ARIZONA PUBLIC SERVICE COMPANY — RESULTS OF OPERATI ONS

General

Throughout the following explanations of oasults of operations, we refer to “gross margimdss margin refers to electric operating
revenues less fuel and purchased power costs. @Graiggn is a “non-GAAP financial measure,” as dedinn accordance with SEC rules.
Exhibit 99.2 reconciles this non-GAAP financial meee to operating income, which is the most diyectl
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comparable financial measure calculated and predentaccordance with GAAP. We view gross margiarmgmportant performance
measure of the core profitability of our operatioflis measure is a key component of our interinakicial reporting and is used by our
management in analyzing our business. We belieatatkestors benefit from having access to the damacial measures that our
management uses.

Deferred Fuel and Purchased Power Costs

APS settled its 2003 general retail rate edfstive April 1, 2005. As part of the settlemethe ACC approved the PSA, which permits
APS to defer for recovery or refund fluctuationgetail fuel and purchased power costs, subjespézified parameters. In accordance with
the PSA, APS defers for future rate recovery 90%hnefdifference between actual retail fuel and pased power costs and the amount of
such costs currently included in base rates. AB&very of PSA deferrals from its customers is actijo the ACC’s approval of annual PSA
adjustments and periodic surcharge applicatioree (Bower Supply Adjustor” in Note 5.)

Since the inception of the PSA, APS has iredigubstantially higher fuel and purchased powstsdban those authorized for recovery
through APS'current base rates, primarily due to the use didrigost resources and higher fuel prices, andi&éf@sred those cost different
in accordance with the PSA. The balance of APS’ B8#umulated unrecovered deferrals at March 317 2@ approximately $118 million.
The recovery of PSA deferrals through ACC approsgigistors and surcharges recorded as revenueset dffllar-for-dollar by the
amortization of those deferred expenses recordégedand purchased power.

APS recorded PSA deferrals of (a) $45 millietated to replacement power costs in 2005 assatigith unplanned Palo Verde outages
and (b) $79 million related to replacement powestedn 2006 associated with unplanned outagesdoicesl power operations at Palo Verde.
The PSA deferrals associated with these unplanatx\Ferde outages and reduced power operatiorthargubject of ACC prudence
reviews. The ACC staff has completed its prudeeeew of 2005 unplanned outages and has recommaetigi@tbwance of $16 million of
the 2005 costs. The recommendation is being coresides part of APS’ general rate case currentlylipgnbefore the ACC. See “PSA
Deferrals Related to Unplanned Palo Verde Outagelbte 5. The ALJ in the rate case has recommetidedisallowance of approximately
$14 million, including accrued interest ($8 milliafter income taxes), of the deferrals relatedvéounplanned 2005 Palo Verde outages. See
“ALJ Recommended Order” in Note 5. Neither the A&@ff recommendation nor the ALJ recommendatiomgba managemestbelief tha
the expenses in question were prudently incurrell taerefore, are recoverable. The prudence regfe2@06 unplanned outages has not yet
been completed.

Operating Results — Three-month period ended Marct81, 2007 compared with three-month period ended Ma&h 31, 2006

APS’ net income for the three months endedck@&d, 2007 was $4 million compared with a net BSsnillion for the comparable prior-
year period. The $10 million increase was primadilye to the effects of cooler weather on retagsahigher retail sales due to custol
growth; and lower operations and maintenance expeated to generation. In addition, higher fuel aurchased power costs were partially
offset by the deferral of such costs in accordamitte the PSA. See “Deferred Fuel and Purchased P@eosts” above.
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Additional details on the major factors thatreased (decreased) net income are contained foltwing table (dollars in millions):

Increase (Decreas

Pretax After Tax
Gross margin
Effects of cooler weather on retail sa $ 13 $ 8
Higher retail sales due to customer growth, excigdveather effect 10 6
Higher fuel and purchased power costs due to isekarices (see “Deferred Fuel and Purchased Power
Cost” above) (14) (9)
Increased deferred fuel and purchased power 12 7
Lower gains on marketing and tradi 9) (5)
Miscellaneous items, n 3 3
Net increase in gross marg 15 10
Operations and maintenance decreases primarilyod
Generation costs, including fewer power plant neiahce outage 4 2
Miscellaneous items, n 3 2
Higher interest expense, net of capitalized finag@osts, primarily due to higher debt balancestagher
rates (5) 3
Miscellaneous items, n 2 D
Net increase in net incon $ 15 $ 10

Regulated Electricity Revenues

Regulated electricity revenues were $70 mmlldgher for the three months ended March 31, 2@0@pared with the prior-year period
primarily as a result of:

. a $51 million increase in retail revenues relatececovery of PSA deferrals, which had no eamieffect because of amortization of
the same amount recorded as fuel and purchased pepense (s€“Deferred Fuel and Purchased Power " above);

. an $18 million increase in retail revenues duecmer weather
. a $13 million increase in retail revenues relatedustomer growth, excluding weather effe
. a $5 million decrease in G-:System Sales due to lower sales volumes;

. a $7 million decrease due to miscellaneous fac

Marketing and Trading Revenues

Marketing and trading revenues were $9 millmmer for the three months ended March 31, 2007pared with the prior-year period
primarily as a result of a decrease in mark-to-rebgains on contracts for future delivery due targes in forward prices.
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ARIZONA PUBLIC SERVICE COMPANY - LIQUIDITY AND CAPI TAL RESOURCES
Contractual Obligations

APS'’ future contractual obligations have rnodieged materially from the amounts disclosed i Pdtem 7 of the 2006 Form 10-K, with
the exception of our aggregate fuel and purchasaegpcommitments, which increased from approxinya$2l.5 billion at December 31, 20
to $2.7 billion at March 31, 2007 as follows (dedlan billions):

2007 200€-2009 201(-2011 Thereafte! Total
$0.5 $0.5 $0.4 $1.2 $2.7

See Note 4 for a list of APS’ payments dueatal long-term debt and capitalized lease requérs

Upon adoption of FIN 48, APS is now requiredriclude uncertain tax positions in the contralkctidigations disclosure. APS has
uncertain tax positions of approximately $179 milliand expects to pay these in 2007. See Note 8.

FORWARD-LOOKING STATEMENTS

This document contains forward-looking statetedased on current expectations, and neitheaBli@aWest nor APS assumes any
obligation to update these statements or make w@aiyelr statements on any of these issues, exceptased by applicable law. These
forward-looking statements are often identifiedviayrds such as “estimate,” “predict,” “hope,” “mayBelieve,” “anticipate,” “plan,”

“expect,” “require,” “intend,” “assume” and similarords. Because actual results may differ matgrfatim expectations, we caution readers
not to place undue reliance on these statememsinber of factors could cause future results tiedihaterially from historical results, or
from results or outcomes currently expected or bbby Pinnacle West or APS. In addition to the Risictors described in Item 1A of the
2006 Form 10-K, these factors include, but ardinoted to:

. state and federal regulatory and legislativesiens and actions, including the outcome and tinoingPS’ retail rate proceedings
pending before the AC(

. the timely recovery of PSA deferrals, includingls deferrals in 2005 and 2006 associated withamm@d Palo Verde outages and
reduced power operations that are the subject & Aftidence review:

. the ongoing restructuring of the electric indysincluding the introduction of retail electricropetition in Arizona and decisions
impacting wholesale competitio

. the outcome of regulatory, legislative and judigiedceedings, both current and future, relatinthérestructuring
. market prices for electricity and natural g

. power plant performance and outag

. transmission outages and constrai

. weather variations affecting local and regionalteoeer energy usag

. customer growth and energy usa

. regional economic and market conditions, inclgdime results of litigation and other proceedirgguiting from the California energy
situation, volatile fuel and purchased power casis the completion of generation and transmissamstruction in the region, which
could affect customer growth and the cost of posugplies;

. the cost of debt and equity capital and accesapdat markets
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. current credit ratings remaining in effect for ajiyen period of time
. our ability to compete successfully outside traditil regulated markets (including the wholesalekeiy

. the performance of our marketing and tradingvéitts due to volatile market liquidity and any elebrating counterparty credit and
the use of derivative contracts in our businesd|iting the interpretation of the subjective anthpéex accounting rules related to
these contracts

. changes in accounting principles generally accejpidige United States of America and the intergieteof those principles

. the performance of the stock market and the dhgrigterest rate environment, which affect theueadf our nuclear
decommissioning trust, pension, and other postéragnt benefit plan assets, the amount of requibattibutions to Pinnacle West's
pension plan and contributions to APS’ nuclear demissioning trust funds, as well as the reportesiscof providing pension and
other postretirement benefi

. technological developments in the electric indus
. the strength of the real estate market in Su’s market areas, which include Arizona, Idaho, Neexido and Utah; an

. other uncertainties, all of which are difficultpoedict and many of which are beyond the contrd?iohacle West and AP
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Item 3. QUANTITATIVE AND QUALITATIVE DISCLOSURES AB OUT MARKET RISK

See “Pinnacle West Consolidated — Factorsciifig Our Financial Outlook” in Item 2 above fodscussion of quantitative and
qualitative disclosures about market risks.

Item 4. CONTROLS AND PROCEDURES

(a) Disclosure Controls and Procedures

The term “disclosure controls and procedurasans controls and other procedures of a compatyth designed to ensure that
information required to be disclosed by a comparthe reports that it files or submits under theuBiéies Exchange Act of 1934 (the
“Exchange Act”) (15 U.S.C. 78& seq .) is recorded, processed, summarized and repavitdn the time periods specified in the SEC'serul
and forms. Disclosure controls and procedures dglwithout limitation, controls and proceduresigiesd to ensure that information requi
to be disclosed by a company in the reports tH#de# or submits under the Exchange Act is accated and communicated to a company’s

management, including its principal executive aridgipal financial officers, or persons performisignilar functions, as appropriate to allow
timely decisions regarding required disclosure.

Pinnacle West's management, with the partimpaof Pinnacle West' Chief Executive Officer and Chief Financial O#fichave evaluate
the effectiveness of Pinnacle West'’s disclosurdrotsiand procedures as of March 31, 2007. Basdtatrevaluation, Pinnacle West's Chief

Executive Officer and Chief Financial Officer hasencluded that, as of that date, Pinnacle Wessslasure controls and procedures were
effective.

APS’ management, with the participation of ARBief Executive Officer and Chief Financial Oféic have evaluated the effectiveness of
APS’ disclosure controls and procedures as of M8d¢2007. Based on that evaluation, APS’ Chiefdaxige Officer and Chief Financial
Officer have concluded that, as of that date, AdiSclosure controls and procedures were effective.

(b) Changes In Internal Control Over Finan&laporting

The term “internal control over financial refog” (defined in SEC Rule 13a-15(f)) refers t@ throcess of a company that is designed to

provide reasonable assurance regarding the réjabflfinancial reporting and the preparation imfaincial statements for external purposes in
accordance with GAAP.

No change in Pinnacle West's or AR8ernal control over financial reporting occurmaring the fiscal quarter ended March 31, 2007
materially affected, or is reasonably likely to evédlly affect, Pinnacle West's or APS’ internahtw| over financial reporting.
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Part Il — OTHER INFORMATION

Item 1. LEGAL PROCEEDINGS
See Note 12 in regard to pending or threatdtigdtion or other disputes.

Item 1A. RISK FACTORS

In addition to the other information set foiththis report, you should carefully consider thetors discussed in Part |, “ltem 1A. Risk
Factors” in the 2006 Form 10-K, which could matéyiaffect the business, financial condition oruté results of APS and Pinnacle West.
The risks described in the 2006 Form 10-K are hetanly risks facing APS and Pinnacle West. Adddiaisks and uncertainties not
currently known to us or that we currently deerbéommaterial also may materially adversely afteetbusiness, financial condition and/or
operating results of APS and Pinnacle West.

Item 5. OTHER INFORMATION
Construction and Financing Programs

See “Liquidity and Capital Resources” in Raitem 2 of this report for a discussion of constion and financing programs of the
Company and its subsidiaries.

Regulatory Matters

See Note 5 for a discussion of regulatory tgraents.

Environmental Matters
See “Environmental Matters — Superfund” in@& a2 for a discussion of a Superfund site.
Federal Implementation Plan (“FIP")

In September 1999, the EPA proposed a FIP to squality standards at certain power plants, inicigdhe Navajo Generating Station ¢
the Four Corners Power Plant. On July 26, 2006Steera Club sued the EPA in an attempt to foreeBRA to issue a final FIP to limit
emissions at the Four Corners Power Plant. On 8dyaie12, 2006, the EPA proposed a revised FIPtabksh air quality standards at Four
Corners and the Navajo Generating Station. On de 18, 2006, APS filed a motion to intervenehia Sierra Club’s lawsuit against the
EPA, in order to assure that its interests aregotetl. On November 22, 2006, the court granted ARSion to intervene in the lawsuit. In
December 2006, the court issued a consent degeedsby the Sierra Club and the EPA; the consaredaequires EPA to take “final
action” on the proposed FIP by April 30, 2007. Qurih30, 2007, the EPA issued the final FIP for F@orners. The FIP essentially
federalizes the requirements contained in the Nexibb State Implementation Plan, which Four Corheass historically followed. The FIP
also includes a requirement to control fugitivetdumghin 18 months after the FIP becomes effect{i#igitive dust is dust that is blown witt
the vicinity of the plant as a result of human\dttj the wind, or both.) We do not believe the FQorners FIP will have a material impact
our financial position, results of operations, cistvs or liquidity. The proposed FIP for the Naw&enerating Station is still pending. APS
cannot currently predict the effect of this progb&¢P on the Company’s financial position, resoftgperations, cash flows or liquidity, or
whether the proposed FIP will be adopted in itsentrform.
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Regional Haze Rules

On April 22, 1999, the EPA announced finalioegl haze rules. These regulations require statesbmit state implementation plans
(SIPs) by December 2007 to demonstrate “reasommabliress” towards achieving natural visibility cdiahs in certain “Class | Areas,”
including several on the Colorado Plateau. Thei$tBquired to consider and potentially apply “bestilable retrofit
technology” (BART) for certain older major statiopaources. The rules allow nine western statedrémes to follow an alternate
implementation plan and schedule for the Classela&r This alternate implementation plan is knowthasAnnex Rule.

On June 15, 2005, the EPA issued the CleaWiibility Rule, which amends the 1999 regionat@aules by providing guidelines, kno
as the BART guidelines, for states to use in det@ng which facilities must install controls ancettype of controls the facilities must use.
The EPA also issued a Revised Annex Rule on Octb®e2006 to address a previous challenge and cemdnd of that rule.

The Arizona Department of Environmental QyalADEQ) is currently undertaking a rulemaking pees to amend its SIP to reconcile it
with the Revised Annex Rule and to implement thea@lAir Visibility Rule requirements. As part okthulemaking process, the ADEQ will
require certain sources in the state to conduct BARalyses, potentially including Cholla and otA@S plants. The ADEQ’s Regional Haze
SIPs are due to EPA Region 9 in December 2007ddiitian, we anticipate that EPA Region 9 may regjiiour Corners to conduct a BART
analysis. The Company cannot currently predicotlteome of these proceedings.

Greenhouse Gas Accord

On February 26, 2007 five western states @idg California, New Mexico, Oregon and Washingtemered into an accord to reduce
greenhouse gas emissions from automobiles andrcertustries, including utilities. The agreemesuires the states to set emission goals
within six months and determine a specific plameet such goals within eighteen months. While wsinae to monitor the impact of this
accord, we cannot predict its impact on our openatiat this time.

Hazardous Air Pollutants Rule

ADEQ promulgated a Hazardous Air Pollutant&\Bs) rule that became effective on January 1, 206&.HAPs rule requires certain
sources of HAPs to evaluate and potentially applugion control technologies to limit HAPs emiss# or demonstrate through a risk
management analysis that controls are not warramtesirule is being challenged for its validity andrently does not apply in the countie
which APS has power plants. The APS plants potignsabject to HAPs regulation are the Saguaro Rd¥ant, located in Pinal County, and
the Ocotillo and West Phoenix Power Plants, locatddaricopa County. State law requires these dearib adopt their own versions of the
rule, and Maricopa County already is in the proadsioing so. APS is monitoring the HAPSs rule,iftgpact in the relevant counties and its
validity. APS does not expect this matter to havesgerial adverse effect on its financial statememtsults of operations, cash flows or
liquidity.
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Item 6. EXHIBITS

(a) Exhibits
Exhibit No. Registrant(s) Description
10.1 Pinnacle West Amendment No. 5 to the Decommissioning Trust AgreeintPVNGS Unit 1), dated as of May 1, 2(
APS
10.2 Pinnacle West Amendment No. 5 to the Decommissioning Trust AgreentPVNGS Unit 3), dated as of May 1, 2(
APS
121 Pinnacle Wes Ratio of Earnings to Fixed Charg
12.2 APS Ratio of Earnings to Fixed Charg
12.3 Pinnacle Wes Ratio of Earnings to Combined Fixed Charges anteRex Stock Dividend Requiremet
31.1 Pinnacle West Certificate of William J. Post, Chief Executive @#r, pursuant to Rule 13a-14(a) and Rule 15d-14(a)
of the Securities Exchange Act, as amer
31.2 Pinnacle West Certificate of Donald E. Brandt, Chief Financiaffioér, pursuant to Rule 13a-14(a) and Rule 18¢h)
of the Securities Exchange Act, as amer
31.3 APS Certificate of Jack E. Davis, Chief Executive Officpursuant to Rule 13a-14(a) and Rule 15d-14(a) o
the Securities Exchange Act, as amen
31.4 APS Certificate of Donald E. Brandt, Chief Financiaffioér, pursuant to Rule 13a-14(a) and Rule 18¢h)
of the Securities Exchange Act, as amer
32.1 Pinnacle West Certification of Chief Executive Officer and Chigihancial Officer, pursuant to 18 U.S.C.

Section 1850, as adopted pursuant to Section 9@&dbarban«-Oxley Act of 200z
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Exhibit No. Registrant(s) Description
32.2 APS Certification of Chief Executive Officer and Chigihancial Officer, pursuant to 18 U.S.C.
Section 1850, as adopted pursuant to Section 9@Gedbarban-Oxley Act of 200z
99.1 Pinnacle Wes Reconciliation of Operating Income to Gross Mal
99.2 APS Reconciliation of Operating Income to Gross Mal

In addition, the Company hereby incorporabesfollowing Exhibits pursuant to Exchange Act RUub-32 and Regulation §229.10(d) by
reference to the filings set forth below:

Exhibit Date

No. Registrant(s) Description Previously Filed as Exhibit 2 Filed
3.1 Pinnacle West Articles of Incorporation, restated as of July 19.1 to Pinnacle West's September 1988 11-1488
29, 198¢ Form 1(-Q Report, File No. -8962
3.2 Pinnacle West Pinnacle West Capital Corporation Bylaws, 3.1 to Pinnacle West/APS December 9, 2005 12-1505
amended as of December 14, 2005 Form 8-K Report, File Nos. 1-8962 and 1-
4473
3.3 APS Articles of Incorporation, restated as of May 4.2 to APS’ Form S-3 Registration Nos. 33- 9-29-93
25,1988 33910 and 33-55248 by means of
September 24, 1993 Form 8-K Report, File
No. 1-4473
3.4 APS Arizona Public Service Company Bylaws, 3.1 to APS’ June 30, 2004 Form 10-Q 8-9-04
amended as of June 23, 2( Report, File No. -4473

a Reports filed under File Nos. 1-4473 and 1-89@&2exfiled in the office of the Securities and Exatpa Commission located in
Washington, D.C
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SIGNATURES

Pursuant to the requirements of the Secuiitiehange Act of 1934, each registrant has dulgeauthis report to be signed on its behal
the undersigned thereunto duly authorized.

PINNACLE WEST CAPITAL CORPORATION
(Registrant)

Dated: May 9, 2007 By: /s/ Donald E. Brandt
Donald E. Brandt
Executive Vice President and Chief Financial
Officer (Principal Financial Officer and Officer
Duly Authorized to sign this Repor

ARIZONA PUBLIC SERVICE COMPANY
(Registrant)
Dated: May 9, 2007 By: /s/ Donald E. Brandt
Donald E. Brandt
President and Chief Financial Officer (Principal

Financial Officer and Officer Duly Authorized to
sign this Report)
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Exhibit 10.1

AMENDMENT NO. 5
Decommissioning Trust Agreement
(PVNGS Unit )

This Amendment N&.dated as of May 1, 2007, to the DecommissioningiTAgreement (PVYNGS Unit 1), dated as of July B11 %
amended by Amendment No. 1 thereto dated as ofrBleeel, 1994, Amendment No. 2 thereto dated asscEBber 16, 1996, Amendment
No. 3 thereto dated as of March 18, 2002, and Ammemd No. 4 thereto dated as of December 19, 20@"“Decommissioning Trust
Agreement”, terms used herein as therein definedntered into between Arizona Public Service Camyp(“*APS”) and Mellon Bank, N.A.,
as Decommissioning Trustee (“Decommissioning Tei$te

RECITALS:

WHEREAS, the parties hereto wish to amisedDecommissioning Trust Agreement.

NOW, THEREFORE, in consideration of therpises and of other good and valuable consideratizeipt and sufficiency of which
are hereby acknowledged, the parties hereto agréslaws:

SECTION 1. Amendment.

(@)

(b)

Paragraph (c) of Section 5 shall be restated &safsi

to (i) hold assets, in a depository, in adley corporation, in book entry form, or by anypsustodian or other entity or in any
other manner permitted by law; provided that thed»emissioning Trustee shall not be responsiblaffiyrlosses resulting fra
the deposit or maintenance of securities or othgpgrty (in accordance with market practice, custontegulation) with any
foreign or domestic clearing facility, book-entgstem, centralized custodial depository, or similayanization generally used
by professional custodians engaged in the bankiigist company industry within the applicable neror the asset type in
guestion, and (ii) settle transactions in futuned/ar options contracts, short-selling programegifin exchange or foreign
exchange contracts, swaps and other derivativesimants with third partie:

Paragraph (a) of Section 8 shall be restated kswis]

To hold, manage, invest, and reinvest thetass the Funds; provided however that notwithditagnthe provisions of Section 8
(c), Decommissioning Trustee shall, at the closkusiness on each day, without prior approval aatiion from the Investme
Manager(s), have the power, rights, and respoitgibil invest cash balances, including those helgat of an account of the
Investment Manager(s), as authorized in writingvaéeéd to the Decommissioning Trustee by APS. Nahin this Section she
be construed as authorizi




(©
(d)

(€)

(f)

Decommissioning Trustee to carry on any business divide the gains therefror
The first sentence of clause (ii) of Paragrapto{c3ection 8 shall be delete
The third sentence of clause (ii) of Paragraptof@ection 8 shall be restated as follo

Upon proper notification from the Investméfdanager(s), Decommissioning Trustee shall exeautiedaliver instruments in
accordance with the appropriate trading authoonati provided that the Decommissioning Trusteel stmlfollow any
direction that would result in assets of the Sedemad being invested in investments not allowedafqualified nuclear
decommissioning reserve fund under Section 468t @Code and the regulations thereun

Clause (ii) of Paragraph (d) of Section 8 shaltdstated as follow:

Decommissioning Trustee is required to sugerand review the securities and other assetiardtments authorized for
purchase by the Investment Managers(s) within tweks of the end of the calendar month during whigth purchase was
made to determine that such securities, asseterangiéstments are in accordance with the notieeroanicated in writing to
and accepted by the Decommissioning Trustee, whoseptance shall not be unreasonably withheld. Wpercompletion of
such review, the Decommissioning Trustee shall ptbmotify APS in writing if any securities, assedr investments are not
consistent with such notic

Section 11 shall be restated as follo

Limitations on Transfer and AssignmefPS may not, in whole or in part, transfer, assgladge, encumber, or grant any
security interest in its beneficial interest unttés Agreement or in either of the Funds, whethl@untary or involuntary, exce|
for (i) Permitted Liens, and (ii) as otherwise riggd or allowed by Applicable Lav

Notwithstanding the foregoing, if the Decommissianilrustee advances cash or securities for anyoparpr in the event th
the Decommissioning Trustee shall incur or be asgbtaxes, interest, charges, expenses, assessanaiter liabilities in
connection with the performance of this Agreemertept such as may arise from its failure to eserdue care, any property
at any time held for the Fund or under this Agreeinsdall be security therefor and the Decommissigiirustee shall be
entitled to collect from the Fund sufficient cash feimbursement, and if such cash is insufficidigpose of the assets held
under this Agreement to the extent necessary @mirobtimbursemen

2




Nothwithstanding the foregoing, nothing in this Agment shall prohibit the lending of the asseth®f-und in accordance w
the terms and conditions of a separate securéieding agreemen

(@) The second sentence of the fourth paragraph ofddezl shall be restated as follov

Decommissioning Trustee shall promptly advise AHShas actual knowledge that any of the investimane not in accordan
with the notice communicated in writing to and gateel by the Decommissioning Trust

(h) The following shall be added to the first paragrapSection 23

The Decommissioning Trustee shall not bearsible or liable for any losses or damages suffesethe Fund arising as a
result of the insolvency of any custodian, (othamtthe Decommissioning Trustee or any affiliatéhef Decommissioning
Trustee) subtrustee or subcustodian, except textent the Decommissioning Trustee failed to eserdiue care in its selectic
monitoring or continued retention of such entitgttments of transactions may be effected inmigdind processing practices
customary in the jurisdiction or market where tlansaction occurs. APS acknowledges that this maggrtain circumstances,
require the delivery of cash or securities (or offr@perty) without the concurrent receipt of sé@s (or other property) or
cash. In such circumstances, provided the Trusieeskercised due care and used reasonable efferfSecommissioning
Trustee shall have no responsibility for nonrecefgtayment (or late payment) or nondelivery ofis&ies or other property (¢
late delivery) by the counterpari

() The definition of the terr*Permitted Investmer” in Exhibit A to the Decommissioning Trust Agreeménhereby deletec
() Exhibit B to the Decommissioning Trust Agreemerhiéseby deletec

SECTION 2. Miscellaneous

(@) Full Force and Effec

Except as expressly provided herein[Xeeommissioning Trust Agreement shall remain ungkdrand in full force and effect. Each
reference in the Decommissioning Trust Agreemedtiarany exhibit or schedule thereto to “this Agnemt,” “hereto,” “hereof'and terms ¢
similar import shall be deemed to refer to the Dewossioning Trust Agreement as amended hereby.

(b) Counterparts/Representatio




The Amendment No. 5 may be executed yoramber of counterparts, all of which taken togethall constitute one and the same
instrument, and any of the parties hereto may drebis Amendment No. 5 by signing any such coyater Each party represents and
warrants to the other that it has full authorityetder into this Amendment upon the terms and ¢immdi hereof and that the individual
executing this Amendment on its behalf has theisguauthority to bind that Party.

IN WITNESS WHEREOF, the parties heretoeheaused this Amendment Noto the Decommissioning Trust Agreement to be duly
executed as of the day and year first above written

ARIZONA PUBLIC SERVICE COMPANY

By: /s/ Janice Emery
Title: Director, Trust Investmen

MELLON BANK, N.A. as Decommissioning Trusti

By: /s/ Thomas J. McNall
Title: Vice Presiden




STATE OF ARIZONA )
) ss:
County of Maricops )

The foregoing instrument was acknowledged ttgefioe this 16" day of April, 2007, by Janice Emery, the Directoudt Invest of
ARIZONA PUBLIC SERVICE COMPANY, an Arizona corporfah, on behalf of said corporation.

/sl Suzanne Wineck
Notary Public

Mylcosamission eRPFresHL SEAL
*:-"""- SUZANNE WINECK
_-K ) unmnwuauc STIeanzunI

Sy En-m Ell:hrEs .Jarl 5 2010

COMMONWEALTH OF PENNSYLVANIA )
) ss:
County of Allegheny )

The foregoing instrument was acknowledged teefioe this 26" day of April, 2007, by Thomas J. McNally, a ViceeBident of Mellon
Bank, N.A. a national banking association havingtipowers, as Decommissioning Trustee, on behaHid national banking association.

/s/ Julie Ann Mosco
Notary Public

COMMONWEALTH OF PENNSYLVANIA
Notarial Seal
Julie Ann Mosco, Notary Public
City Of Pittsburgh, Allegheny County
My Commission Expires Oct. 13, 20

Member, Pennsylvania Association Of Nota

My commission expires:
October 13, 2007






Exhibit 10.2

AMENDMENT NO. 5
Decommissioning Trust Agreement
(PVNGS Unit 3)

This Amendment No. 5 dated as of MayQ72 to the Decommissioning Trust Agreement (PVNG® 3), dated as of July 1, 1991,
amended by Amendment No. 1 thereto dated as ofrBleeel, 1994, Amendment No. 2 thereto dated asscEBber 16, 1996, Amendment
No. 3 thereto dated as of March 18, 2002, and Ammemd No. 4 thereto dated as of December 19, 20@"“Decommissioning Trust
Agreement”, terms used herein as therein definedntered into between Arizona Public Service Camyp(“*APS”) and Mellon Bank, N.A.,
as Decommissioning Trustee (“Decommissioning Tei$te

RECITALS:

WHEREAS, the parties hereto wish to amisedDecommissioning Trust Agreement.

NOW, THEREFORE, in consideration of therpises and of other good and valuable consideratizeipt and sufficiency of which
are hereby acknowledged, the parties hereto agréslaws:

SECTION 1. Amendment.

(@)

(b)

Paragraph (c) of Section 5 shall be restated &safsi

to (i) hold assets, in a depository, in adley corporation, in book entry form, or by anypsustodian or other entity or in any
other manner permitted by law; provided that thed»emissioning Trustee shall not be responsiblaffiyrlosses resulting fra
the deposit or maintenance of securities or othgpgrty (in accordance with market practice, custontegulation) with any
foreign or domestic clearing facility, book-entgstem, centralized custodial depository, or similayanization generally used
by professional custodians engaged in the bankiigist company industry within the applicable neror the asset type in
guestion, and (ii) settle transactions in futuned/ar options contracts, short-selling programegifin exchange or foreign
exchange contracts, swaps and other derivativesimants with third partie:

Paragraph (a) of Section 8 shall be restated kswis]

To hold, manage, invest, and reinvest thetass the Funds; provided however that notwithditagnthe provisions of Section 8
(c), Decommissioning Trustee shall, at the closkusiness on each day, without prior approval aatiion from the Investme
Manager(s), have the power, rights, and respoitgibil invest cash balances, including those helgat of an account of the
Investment Manager(s), as authorized in writingvaéeéd to the Decommissioning Trustee by APS. Nahin this Section she
be construed as authorizi




(©
(d)

(€)

(f)

Decommissioning Trustee to carry on any business divide the gains therefror
The first sentence of clause (ii) of Paragrapto{c3ection 8 shall be delete
The third sentence of clause (ii) of Paragraptof@ection 8 shall be restated as follo

Upon proper notification from the Investméfdanager(s), Decommissioning Trustee shall exeautiedaliver instruments in
accordance with the appropriate trading authoonati provided that the Decommissioning Trusteel stmlfollow any
direction that would result in assets of the Sedemad being invested in investments not allowedafqualified nuclear
decommissioning reserve fund under Section 468t @Code and the regulations thereun

Clause (ii) of Paragraph (d) of Section 8 shaltdstated as follow:

Decommissioning Trustee is required to sugerand review the securities and other assetiardtments authorized for
purchase by the Investment Managers(s) within tweks of the end of the calendar month during whigth purchase was
made to determine that such securities, asseterangiéstments are in accordance with the notieeroanicated in writing to
and accepted by the Decommissioning Trustee, whoseptance shall not be unreasonably withheld. Wpercompletion of
such review, the Decommissioning Trustee shall ptbmotify APS in writing if any securities, assedr investments are not
consistent with such notic

Section 11 shall be restated as follo

Limitations on Transfer and AssignmefPS may not, in whole or in part, transfer, assgladge, encumber, or grant any
security interest in its beneficial interest unttés Agreement or in either of the Funds, whethl@untary or involuntary, exce|
for (i) Permitted Liens, and (ii) as otherwise riggd or allowed by Applicable Lav

Notwithstanding the foregoing, if the Decommissianilrustee advances cash or securities for anyoparpr in the event th
the Decommissioning Trustee shall incur or be asgbtaxes, interest, charges, expenses, assessanaiter liabilities in
connection with the performance of this Agreemertept such as may arise from its failure to eserdue care, any property
at any time held for the Fund or under this Agreeinsdall be security therefor and the Decommissigiirustee shall be
entitled to collect from the Fund sufficient cash feimbursement, and if such cash is insufficidigpose of the assets held
under this Agreement to the extent necessary @mirobtimbursemen

2




Nothwithstanding the foregoing, nothing in this Agment shall prohibit the lending of the asseth®f-und in accordance w
the terms and conditions of a separate securéieding agreemen

(@) The second sentence of the fourth paragraph ofddezl shall be restated as follov

Decommissioning Trustee shall promptly advise AHShas actual knowledge that any of the investimane not in accordan
with the notice communicated in writing to and gateel by the Decommissioning Trust

(h) The following shall be added to the first paragrapSection 23

The Decommissioning Trustee shall not bearsible or liable for any losses or damages suffesethe Fund arising as a
result of the insolvency of any custodian, (othamtthe Decommissioning Trustee or any affiliatéhef Decommissioning
Trustee) subtrustee or subcustodian, except textent the Decommissioning Trustee failed to eserdiue care in its selectic
monitoring or continued retention of such entitgttments of transactions may be effected inmigdind processing practices
customary in the jurisdiction or market where tlansaction occurs. APS acknowledges that this maggrtain circumstances,
require the delivery of cash or securities (or offr@perty) without the concurrent receipt of sé@s (or other property) or
cash. In such circumstances, provided the Trusieeskercised due care and used reasonable efferfSecommissioning
Trustee shall have no responsibility for nonrecefgtayment (or late payment) or nondelivery ofis&ies or other property (¢
late delivery) by the counterpari

() The definition of the terr*Permitted Investmer” in Exhibit A to the Decommissioning Trust Agreeménhereby deletec
() Exhibit B to the Decommissioning Trust Agreemerhiéseby deletec
SECTION 2. Miscellaneous
(a) Full Force and Effect.

Except as expressly provided herein[Xeeommissioning Trust Agreement shall remain ungkdrand in full force and effect. Each
reference in the Decommissioning Trust Agreemedtiarany exhibit or schedule thereto to “this Agnemt,” “hereto,” “hereof'and terms ¢
similar import shall be deemed to refer to the Dewossioning Trust Agreement as amended hereby.

(b) Counterparts/Representations.




The Amendment No. 5 may be executed in anybaurof counterparts, all of which taken togethellstonstitute one and the same
instrument, and any of the parties hereto may drebis Amendment No. 5 by signing any such coyater Each party represents and
warrants to the other that it has full authorityetder into this Amendment upon the terms and ¢immdi hereof and that the individual
executing this Amendment on its behalf has theisguauthority to bind that Party.

IN WITNESS WHEREOF, the parties hereto haugsed this Amendment No. 5 to the DecommissioningTAgreement to be duly
executed as of the day and year first above written

ARIZONA PUBLIC SERVICE COMPANY

By: /s/ Janice Emery

Title: Director, Trust Investmen
MELLON BANK, N.A. as Decommissioning Trusti

By: /s/ Thomas J. McNall

Title: Vice Presiden




STATE OF ARIZONA )
) ss:
County of Maricops )

The foregoing instrument was acknowledged ttgefioe this 16" day of April, 2007, by Janice Emery, the Directoudt Invest of
ARIZONA PUBLIC SERVICE COMPANY, an Arizona corporfah, on behalf of said corporation.

/sl Suzanne Wineck
Notary Public

Mylcosamission eRPFresHL SEAL
*:-"""- SUZANNE WINECK
_-K ) unmnwuauc STIeanzunI

Sy En-m Ell:hrEs .Jarl 5 2010

COMMONWEALTH OF PENNSYLVANIA )
) ss:
County of Allegheny )

The foregoing instrument was acknowledged teefioe this 26" day of April, 2007, by Thomas J. McNally, a ViceeBident of Mellon
Bank, N.A. a national banking association havingtipowers, as Decommissioning Trustee, on behaHid national banking association.

/s/ Julie Ann Mosco
Notary Public

COMMONWEALTH OF PENNSYLVANIA
Notarial Seal
Julie Ann Mosco, Notary Public
City Of Pittsburgh, Allegheny County
My Commission Expires Oct. 13, 20

Member, Pennsylvania Association Of Nota

My commission expires:
October 13, 2007






PINNACLE WEST CAPITAL CORPORATION

Exhibit 12.1

COMPUTATION OF EARNINGS TO FIXED CHARGES
(dollars in thousands)

Earnings:
Income from continuing operatiol
Income taxe:
Fixed charge:

Total Earnings

Fixed Charges
Interest expens
Estimated interest portion of annual
rents

Total Fixed Charge

Ratio of Earnings to Fixe
Charges (rounded dow

Twelve Months Ended December .

2006
$317,14:
156,41¢
225,11¢
$698,68(

$196,82¢
28,29!

$225,11¢

3.1C

2005
$223,16:

126,89.
214,43(

$185,08°
29,34

$214,43(

2.63

2004
$246,59(
136,14.

214,80

$183,52°
31,27¢

$214,80¢

2.7¢€

2003

2002

$225,38:- $236,56:
102,20: 152,14!
225,04: 219,17¢
$552,62° $607,88t
$193,97: $187,03¢
31,06¢ 32,13¢
$225,04: $219,17¢
2.4% 2.71







Earnings:
Income from continuing operatiol
Income taxe:
Fixed charge:

Total Earnings

Fixed Charges
Interest charge
Amortization of debt discour
Estimated interest portion of annu
rents

Total Fixed Charge

Ratio of Earnings to Fixe
Charges (rounded dow

ARIZONA PUBLIC SERVICE COMPANY

Exhibit 12.2

COMPUTATION OF EARNINGS TO FIXED CHARGES
(dollars in thousands)

Twelve Months Ended December .

2006

$269,73(
138,92°
191,17-
$599,83:

$158,76¢
4,36:

28,04
$191,17.

3.1:

2005

$170,47¢
98,01(
178,43
$446,92¢

$145,50:
4,08¢

28,85(
$178,43

2.5C

2004

$199,62°
120,03(
181,37.

$501,02¢

$146,98
4,85¢

29,53¢

2.7¢

2003 2002
$180,93° $199,34:
86,85« 126,80!
181,79 168,98!
$449,58: $495,13:
$147,61( $133,87¢
3,337 2,88¢
30,84¢ 32,21¢
$181,79: $168,98!
2.47 2.9%







PINNACLE WEST CAPITAL CORPORATION

Exhibit 12.3

COMPUTATION OF EARNINGS TO FIXED CHARGES
AND PREFERRED STOCK DIVIDEND REQUIREMENTS
(dollars in thousands)

Earnings:
Income from continuing operatiol
Income taxe:
Fixed charge:

Total Earnings

Fixed Charges
Interest expens
Estimated interest portion of annual
rents

Total Fixed Charge

Preferred Stock Dividen
Requirements
Income before income tax
Net income from continuing
operations
Ratio of income before income
taxes to net incom
Preferred stock dividenc
Preferred Stock Dividen
Requirements — Ratio
(above) Times Preferred Sto
Dividends

Fixed Charges and Preferr
Stock Dividenc
Requirements
Fixed charge:
Preferred stock dividend
requirement:
Total Fixed Charges and Preferred
Stock Dividend Requiremen

Ratio of Earnings to Combined Fixed
Charges and Preferred Stock
Dividend Requirements (rounded
down)

Three
Months
Ended
March 31
2007

$24,40°
15,79¢

1.54¢

©®
|

$57,79¢

$57,79¢

1.4

Ny

Twelve Months Ended December .

2006
$317,14:
156,41¢

225,11¢
$698,68(

$196,82¢

28,29
$225,11¢

$473,56:

317,141

1.49:

$225,11¢

$225,11¢

3.1C

2005
$223,16:
126,89.

214,43(
$564,48!

$185,08'

29,34
$214,43(

$350,05!

223,16¢

1.56¢

$214,43(

$214,43(

2.6:

2004
$246,59(
136,14.

214,80¢
$597,53!

$183,52°

31,27¢
$214,80¢

$382,73:

246,59(

1.552

$214,80:

$214,80:

2.7¢€

2003 2002
$225,38: $236,56:
102,20: 152,14!
225,04! 219,17t
$552,62° $607,88t
$193,97: $187,03¢
31,06¢ 32,13¢
$225,04: $219,17¢
$327,58t $388,70¢
225,38 236,56
1.45: 1.64:
$ = $ =
$225,04: $219,17¢
$225,04: $219,17¢
2.4% 2.71







Exhibit 31.1

CERTIFICATION

I, William J. Post, certify that:

1.
2.

| have reviewed this Quarterly Report on Forr-Q of Pinnacle West Capital Corporatic

Based on my knowledge, this report does notato any untrue statement of a material fact oit torstate a material fact necessary to
make the statements made, in light of the circuntgts.under which such statements were made, nigtagisg with respect to the
period covered by this repo

Based on my knowledge, the financial statememtd other financial information included in théport, fairly present in all material
respects the financial condition, results of operatand cash flows of the registrant as of, amdtfe periods presented in this rep

The registrant’s other certifying officer anare responsible for establishing and maintaimiisglosure controls and procedures (as
defined in Exchange Act Rules 13a-15(e) and 15&)1%nd internal control over financial reportirag defined in Exchange Act Rules
13e15(f) and 15-15(f)) for the registrant and hav

a) designed such disclosure controls and proesdor caused such disclosure controls and puoesdo be designed under our
supervision, to ensure that material informatidatieg to the registrant, including its consolidhgbsidiaries, is made known to
us by others within those entities, particularlyidg the period in which this report is being pregzh

b) designed such internal control over finahaporting, or caused such internal control owearicial reporting to be designed under
our supervision, to provide reasonable assuramzgdeng the reliability of financial reporting attie preparation of financial
statements for external purposes in accordancegeitlerally accepted accounting princip

c) evaluated the effectiveness of the regissalisclosure controls and procedures and predéntthis report our conclusions about
the effectiveness of the disclosure controls andgutures, as of the end of the period coveredibyédport based on such
evaluation; an

d) disclosed in this report any change in #gstrant’s internal control over financial repogdithat occurred during the registrant’s
most recent fiscal quarter that has materiallyciéf@, or is reasonably likely to materially affettie registrant’s internal control
over financial reporting; an




5.  The registrant’s other certifying officer anldave disclosed, based on our most recent evatuafiinternal control over financial

reporting, to the registrant’s auditors and theitacmmmittee of the registrant’s board of direct@spersons performing the equivalent
functions):

a) all significant deficiencies and materialakresses in the design or operation of internairobaver financial reporting which are
reasonably likely to adversely affect the regid’s ability to record, process, summarize and refpanhcial information; an

b) any fraud, whether or not material, thabiwes management or other employees who have Hiségn role in the registrant’s
internal control over financial reportin

Date: May 9, 2007.

/s/ William J. Post
William J. Post
Chairman and Chief Executive Offict







Exhibit 31.2

CERTIFICATION

I, Donald E. Brandt, certify that:

1.
2.

| have reviewed this Quarterly Report on Forr-Q of Pinnacle West Capital Corporatic

Based on my knowledge, this report does notato any untrue statement of a material fact oit torstate a material fact necessary to
make the statements made, in light of the circuntgts.under which such statements were made, nigtagisg with respect to the
period covered by this repo

Based on my knowledge, the financial statememtd other financial information included in théport, fairly present in all material
respects the financial condition, results of operatand cash flows of the registrant as of, amdtfe periods presented in this rep

The registrant’s other certifying officer anare responsible for establishing and maintaimiisglosure controls and procedures (as
defined in Exchange Act Rules 13a-15(e) and 15&)1%nd internal control over financial reportirag defined in Exchange Act Rules
13e15(f) and 15-15(f)) for the registrant and hav

a) designed such disclosure controls and proesdor caused such disclosure controls and puoesdo be designed under our
supervision, to ensure that material informatidatieg to the registrant, including its consolidhgbsidiaries, is made known to
us by others within those entities, particularlyidg the period in which this report is being pregzh

b) designed such internal control over finahaporting, or caused such internal control owearicial reporting to be designed under
our supervision, to provide reasonable assuramzgdeng the reliability of financial reporting attie preparation of financial
statements for external purposes in accordancegeitlerally accepted accounting princip

c) evaluated the effectiveness of the regissalisclosure controls and procedures and predéntthis report our conclusions about
the effectiveness of the disclosure controls andgutures, as of the end of the period coveredibyédport based on such
evaluation; an

d) disclosed in this report any change in #gstrant’s internal control over financial repogdithat occurred during the registrant’s
most recent fiscal quarter that has materiallyciéf@, or is reasonably likely to materially affettie registrant’s internal control
over financial reporting; an




5.  The registrant’s other certifying officer anldave disclosed, based on our most recent evatuafiinternal control over financial

reporting, to the registrant’s auditors and theitacmmmittee of the registrant’s board of direct@spersons performing the equivalent
functions):
a) all significant deficiencies and materialakresses in the design or operation of internairobaver financial reporting which are

reasonably likely to adversely affect the regid’s ability to record, process, summarize and refpanhcial information; an
b) any fraud, whether or not material, thabires management or other employees who have #iségn role in the registrant’s
internal control over financial reportin

Date: May 9, 2007.

/s/ Donald E. Brandt
Donald E. Brandt
Executive Vice President &
Chief Financial Officer







Exhibit 31.3

CERTIFICATION

I, Jack E. Davis, certify that:

1.
2.

| have reviewed this Quarterly Report on Forr-Q of Arizona Public Service Compar

Based on my knowledge, this report does notato any untrue statement of a material fact oit torstate a material fact necessary to
make the statements made, in light of the circuntgts.under which such statements were made, nigtagisg with respect to the
period covered by this repo

Based on my knowledge, the financial statememtd other financial information included in théport, fairly present in all material
respects the financial condition, results of operatand cash flows of the registrant as of, amdtfe periods presented in this rep

The registrant’s other certifying officer anare responsible for establishing and maintaimiisglosure controls and procedures (as
defined in Exchange Act Rules 13a-15(e) and 15&)1%nd internal control over financial reportirag defined in Exchange Act Rules
13e15(f) and 15-15(f)) for the registrant and hav

a) designed such disclosure controls and proesdor caused such disclosure controls and puoesdo be designed under our
supervision, to ensure that material informatidatieg to the registrant, including its consolidhgbsidiaries, is made known to
us by others within those entities, particularlyidg the period in which this report is being pregzh

b) designed such internal control over finahaporting, or caused such internal control owearicial reporting to be designed under
our supervision, to provide reasonable assuramzgdeng the reliability of financial reporting attie preparation of financial
statements for external purposes in accordancegeitlerally accepted accounting princip

c) evaluated the effectiveness of the regissalisclosure controls and procedures and predéntthis report our conclusions about
the effectiveness of the disclosure controls andgutures, as of the end of the period coveredibyédport based on such
evaluation; an

d) disclosed in this report any change in #gstrant’s internal control over financial repogdithat occurred during the registrant’s
most recent fiscal quarter that has materiallyciéf@, or is reasonably likely to materially affettie registrant’s internal control
over financial reporting; an




5.  The registrant’s other certifying officer anldave disclosed, based on our most recent evatuafiinternal control over financial

reporting, to the registrant’s auditors and theitacmmmittee of the registrant’s board of direct@spersons performing the equivalent
functions):

a) all significant deficiencies and materialakresses in the design or operation of internairobaver financial reporting which are
reasonably likely to adversely affect the regid’s ability to record, process, summarize and refpanhcial information; an

b) any fraud, whether or not material, thabiwes management or other employees who have Hiségn role in the registrant’s
internal control over financial reportin

Date: May 9, 2007.
/sl Jack E. Davis

Jack E. Davis
Chief Executive Officer







Exhibit 31.4

CERTIFICATION

I, Donald E. Brandt, certify that:

1.
2.

| have reviewed this Quarterly Report on Forr-Q of Arizona Public Service Compar

Based on my knowledge, this report does notato any untrue statement of a material fact oit torstate a material fact necessary to
make the statements made, in light of the circuntgts.under which such statements were made, nigtagisg with respect to the
period covered by this repo

Based on my knowledge, the financial statememtd other financial information included in théport, fairly present in all material
respects the financial condition, results of operatand cash flows of the registrant as of, amdtfe periods presented in this rep

The registrant’s other certifying officer anare responsible for establishing and maintaimiisglosure controls and procedures (as
defined in Exchange Act Rules 13a-15(e) and 15&)1%nd internal control over financial reportirag defined in Exchange Act Rules
13e15(f) and 15-15(f)) for the registrant and hav

a) designed such disclosure controls and proesdor caused such disclosure controls and puoesdo be designed under our
supervision, to ensure that material informatidatieg to the registrant, including its consolidhgbsidiaries, is made known to
us by others within those entities, particularlyidg the period in which this report is being pregzh

b) designed such internal control over finahaporting, or caused such internal control owearicial reporting to be designed under
our supervision, to provide reasonable assuramzgdeng the reliability of financial reporting attie preparation of financial
statements for external purposes in accordancegeitlerally accepted accounting princip

c) evaluated the effectiveness of the regissalisclosure controls and procedures and predéntthis report our conclusions about
the effectiveness of the disclosure controls andgutures, as of the end of the period coveredibyédport based on such
evaluation; an

d) disclosed in this report any change in #gstrant’s internal control over financial repogdithat occurred during the registrant’s
most recent fiscal quarter that has materiallyciéf@, or is reasonably likely to materially affettie registrant’s internal control
over financial reporting; an




5.  The registrant’s other certifying officer anldave disclosed, based on our most recent evatuafiinternal control over financial

reporting, to the registrant’s auditors and theitacmmmittee of the registrant’s board of direct@spersons performing the equivalent
functions):
a) all significant deficiencies and materialakresses in the design or operation of internairobaver financial reporting which are

reasonably likely to adversely affect the regid’s ability to record, process, summarize and refpanhcial information; an
b) any fraud, whether or not material, thabires management or other employees who have #iségn role in the registrant’s
internal control over financial reportin

Date: May 9, 2007.

/s/ Donald E. Brandt
Donald E. Brandt
President &

Chief Financial Officer







Exhibit 32.1

CERTIFICATION
OF

CHIEF EXECUTIVE OFFICER

AND
CHIEF FINANCIAL OFFICER
PURSUANT TO 18 U.S.C. 1350,
AS ADOPTED PURSUANT TO

SECTION 906 OF THE SARBANES-OXLEY ACT OF 2002

I, William J. Post, certify, pursuantt8 U.S.C. 1350, as adopted pursuant to SectioroPO& Sarbanes-Oxley Act of 2002, that the
Quarterly Report on Form 10-Q of Pinnacle West Ghiorporation for the fiscal quarter ended Madah 2007, fully complies with the
requirements of Section 13(a) or 15(d) of the SdesrExchange Act of 1934 and that informationtagmed in such Quarterly Report on
Form 10-Q fairly presents, in all material respgettte financial condition and results of operatioh®innacle West Capital Corporation.

Date: May 9, 2007.

/s/ William J. Post
William J. Post
Chairman and Chief Executive Offict

I, Donald E. Brandt, certify, pursuantl® U.S.C. 1350, as adopted pursuant to SectioroBf: Sarbanes-Oxley Act of 2002, that the
Quarterly Report on Form 10-Q of Pinnacle West @G&iorporation for the fiscal quarter ended Ma3dh 2007 fully complies with the
requirements of Section 13(a) or 15(d) of the SdesrExchange Act of 1934 and that informationtagmed in such Quarterly Report on
Form 10-Q fairly presents, in all material respetite financial condition and results of operatioh®innacle West Capital Corporation.

Date: May 9, 2007.

/s/ Donald E. Brandt

Donald E. Brandt

Executive Vice President and
Chief Financial Officer







Exhibit 32.2

CERTIFICATION
OF

CHIEF EXECUTIVE OFFICER

AND
CHIEF FINANCIAL OFFICER
PURSUANT TO 18 U.S.C. 1350,
AS ADOPTED PURSUANT TO

SECTION 906 OF THE SARBANES-OXLEY ACT OF 2002

I, Jack E. Davis, certify, pursuant toll&.C. 1350, as adopted pursuant to Section 9@itecbarbanes-Oxley Act of 2002, that the
Quarterly Report on Form 10-Q of Arizona Public\ee Company for the fiscal quarter ended March28D7 fully complies with the
requirements of Section 13(a) or 15(d) of the SdesrExchange Act of 1934 and that informationtagmed in such Quarterly Report on
Form 10-Q fairly presents, in all material respgtts financial condition and results of operatiof#rizona Public Service Company.

Date: May 9, 2007.

/sl Jack E. Davis
Jack E. Davis
Chief Executive Officer

I, Donald E. Brandt, certify, pursuantl® U.S.C. 1350, as adopted pursuant to SectioroBfe: Sarbanes-Oxley Act of 2002, that the
Quarterly Report on Form 10-Q of Arizona Publicvee Company for the fiscal year ended March 30 72fully complies with the
requirements of Section 13(a) or 15(d) of the SdesrExchange Act of 1934 and that informationtagmed in such Quarterly Report on
Form 10-Q fairly presents, in all material respgetite financial condition and results of operatioh#rizona Public Service Company.

Date: May 9, 2007.

/s/ Donald E. Brandt
Donald E. Brandt
President and

Chief Financial Officer







EXHIBIT 99.1

PINNACLE WEST CAPITAL CORPORATION
NON-GAAP FINANCIAL MEASURE RECONCILIATION — OPERATI NG INCOME
(GAAP MEASURE) TO GROSS MARGIN (NON-GAAP FINANCIAL MEASURE)
(in thousands)

THREE MONTHS ENDEL

MARCH 31, Increase (Decreas
2007 2006 Pretax After Tax
Reconciliation of Regulated Electricity Segm
Gross Margir

Operating income (closest GAAP meast $ 67,98¢ $ 57,16 $ 10,82¢ $ 6,59¢
Plus:

Operations and maintenar 171,57¢ 178,42 (6,849) (4,179
Real estate segment operati 61,44: 71,33( (9,887) (6,02¢)
Depreciation and amortizatic 89,62 87,62: 2,00¢ 1,21¢
Taxes other than income tax 34,71¢ 35,57 (859 (527
Other expense 8,48¢ 8,527 (34) (22)
Marketing and trading fuel and purchased pa 57,94 74,17¢ (16,237 (9,899
Less:

Real estate segment reven 77,25( 107,85« (30,609 (18,657)
Other revenue 9,36: 11,22 (1,867) (1,139
Marketing and trading revenu 72,47 85,00z (12,53) (7,639

Regulated Electricity Segment Gross Mar $332,69¢ $308,73: $ 23,96 $ 14,60






NON-GAAP FINANCIAL MEASURE RECONCILIATION — OPERATI
(GAAP MEASURE) TO GROSS MARGIN (NON-GAAP FINANCIAL MEASURE)

Reconciliation of Gross Margi
Operating income (closest GAAP meast
Plus:
Operations and maintenar
Depreciation and amortizatic
Income taxe:
Other taxe:

Gross Margir

ARIZONA PUBLIC SERVICE COMPANY

(in thousands)

THREE MONTHS ENDELC

MARCH 31,
2007 2006
$ 40,58¢ $ 25,04
165,93 173,35:
87,87¢ 86,31
3,14: (3,029
34,52: 35,54
$332,06: $317,22

NG INCOME

EXHIBIT 99.2

Increase (Decreas

Pretax
$15,54¢

(7,419)
1,56¢
6,17-

(1,026

$14,83;

After Tax
$ 9,44

(4,50€)
951
3,75(
(629)

$ 9,01¢




