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FORM 10-Q

Securities and Exchange Commission
Washington, D.C. 20549

QUARTERLY REPORT PURSUANT TO SECTION 13 OR 15(d) OF
THE SECURITIES EXCHANGE ACT OF 1934

For the quarterly period ended Septeribe2003

OR

O TRANSITION REPORT PURSUANT TO SECTION 13 OR 15(d) OF
THE SECURITIES EXCHANGE ACT OF 1934

For the transition period from to
Commission file number-2962

PINNACLE WEST CAPITAL CORPORATION

(Exact name of registrant as specified in its @rart

Arizona 86-0512431
(State or other jurisdiction of (I.LR.S. Employer
incorporation or organizatiol Identification No.)

400 North Fifth Street, P.O. Box 53999, Phoenix,

Arizona 8507:-3999
(Address of principal executive office (Zip Code)
Registrant’s telephone number, including area (602) 250-1000
code:

(Former name, former address and former fiscal, ykahanged since last report)

Indicate by check mark whether the registrant ¢ filed all reports required to be filed by Seeti or 15(d) of the Securities Exchange
of 1934 during the preceding 12 months (or for sstobrter period that the registrant was requirdilésuch reports), and (2) has been
subject to such filing requirements for the pastags.

Yes No O
Indicate by check mark whether the registrant iaarelerated filer (as defined in Rule 12b-2 offlxehange Act).
Yes No O
Indicate the number of shares outstanding of e&tiedssuer’s classes of common stock, as ofdtest practicable date.

Number of shares of common stock, no par value,
outstanding as of November 12, 2003: 91,275,079
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Glossary
ACC — Arizona Corporation Commission
ACC Staff — Staff of the Arizona Corporation Comsis
AFUDC - allowance for funds used during constructio
ALJ — administrative law judge
APS — Arizona Public Service Company, a subsididithe Company
APS Energy Services — APS Energy Services Compaay,a subsidiary of the Company
CAISO - California Independent System Operator
CC&N - Certificate of Convenience and Necessity
Citizens — Citizens Communications Company
Company — Pinnacle West Capital Corporation
CPUC - Callifornia Public Utility Commission
EITF — the FASB’s Emerging Issues Task Force
El Dorado — El Dorado Investment Company, a subsjddf the Company
ERMC —Energy Risk Management Committee
FASB - Financial Accounting Standards Board
FERC — United States Federal Energy Regulatory Cisgiom
FIN — FASB Interpretation

Financing Order — ACC order issued on April 4, 208iating to APS’ request to provide up to $500liomil of financing or credit support to
Pinnacle West Energy or the Company

GAAP — accounting principles generally acceptethsnUnited States of America

Interim Financing Order — ACC order issued on Noben?2, 2002 relating to APS’ request to provideai$125 million of financing or
credit support to the Company

IRS — United States Internal Revenue Service

June 2003 10-Q — Pinnacle West Capital Corpor&inarterly Report on Form 10-Q for the fiscal quarte
ended June 30, 2003

March 2003 10-Q — Pinnacle West Capital Corporafararterly Report on Form 10-Q for the fiscal gaart
ended March 31, 2003

Moody’s — Moody’s Investors Service

MW — megawatt, one million wat



MWh — megawatt-hours, one million watts per hour
NAC — NAC International Inc., a subsidiary of El Dorado
Native Load- retail and wholesale sales supplied under tadili cost-based rate regulation

1999 Settlement Agreement — comprehensive settleaggaement approved by the ACC related to theamphtation of retail electric
competition
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NRC — United States Nuclear Regulatory Commission

OCI — other comprehensive income

Palo Verde — Palo Verde Nuclear Generating Station

PG&E — PG&E Corp.

Pinnacle West — Pinnacle West Capital Corporatioen Company

Pinnacle West Energy — Pinnacle West Energy Cotjooraa subsidiary of the Company

PWEC Dedicated Assets — the following Pinnacle ViEsrgy power plants, each of which is dedicatesktoing APS’ customers: Redhawk
Units 1 and 2, West Phoenix Units 4 and 5 and Saguait 3

PX — California Power Exchange

Rules — ACC retail electric competition rules

SCE - Southern California Edison Company

SEC — United States Securities and Exchange Corumniss

SFAS - Statement of Financial Accounting Standards

SNWA — Southern Nevada Water Authority

SPE - special-purpose entity

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

SunCor — SunCor Development Company, a subsidfatyeoCompany
T&D — transmission and distribution

Track A Order — ACC order dated September 10, 286Q2arding generation asset transfers and relasaedss

Track B Order —ACC order dated March 14, 2003 reigarcompetitive solicitation requirements for poywerchases by Arizona'’s investor-
owned electric utilities

Trading — energy-related activities entered intthwie objective of generating profits on changemarket prices
2002 10-K — the Company’s Annual Report on FornKlfor the fiscal year ended December 31, 2002
UniSource — UniSource Energy Corporation

VIE - variable interest entity
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PART I. FINANCIAL INFORMATION

ITEM 1. Financial Statements.

PINNACLE WEST CAPITAL CORPORATION
CONDENSED CONSOLIDATED STATEMENTS OF INCOME

(unaudited)

(in thousands, except per share amounts)

Operating Revenue
Regulated electricity segme
Marketing and trading segme
Real estate segme
Other revenue

Total

Operating Expense
Regulated electricity segment purchased power @@k
Marketing and trading segment purchased power @i
Operations and maintenar
Real estate segment operati
Depreciation and amortizatic
Taxes other than income tax
Other expense

Total
Operating Incom:

Other
Allowance for equity funds used during constructibiote 20)
Other income (Note 1¢
Other expense (Note 1

Total

Interest Expens
Interest charge
Capitalized interest (Note 2

Total

Income From Continuing Operations Before Incomeesb
Income Taxe!

Income From Continuing Operatio
Income From Discontinued Operatic- Net of Income Tax Expense of $332 and $

Net Income

Weighte«-Average Common Shares Outstanc— Basic
Weighte«-Average Common Shares Outstanc— Diluted
Earnings Per Weight-Average Common Share Outstanding (Note
Income From Continuing Operatio— Basic
Net Income— Basic
Income From Continuing Operatio— Diluted
Net Income— Diluted
Dividends Declared Per She

Three Months Ended
September 30,

2003 2002
$694,30 $719,36:
154,51¢ 87,25¢
75,00¢ 43,54
22,73¢ 21,22
946,57 871,39(
235,66 257,48
156,15¢ 43,361
133,85: 144,43
63,19¢ 44,04
110,99° 108,67:
28,20¢ 26,75
19,65( 34,14¢
747,72( 658,89
198,85( 212,49
11,19: —
5,53: 3,02€
(5,791) (10,715
10,93¢ (7,687)
52,57 49,25¢
(2,851) (11,015
49,72 38,24(
160,06t 166,56+
50,52¢ 65,851
109,53t 100,71
51C 202
$110,04¢ $100,91¢
| |
91,27 84,76¢
91,46’ 84,797
$ 1.2 $  1.1¢
1.21 1.1¢
1.2C 1.1¢
1.2C 1.1¢
$ 0.42° $  0.4C



See Notes to Condensed Consolidated Financialritats.
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PINNACLE WEST CAPITAL CORPORATION
CONDENSED CONSOLIDATED STATEMENTS OF INCOME
(unaudited)

(in thousands, except per share amounts)

Nine Months Ended

September 30,
2003 2002
Operating Revenue
Regulated electricity segme $1,585,89i $1,596,44
Marketing and trading segme 484,73 212,57¢
Real estate segme 172,88t 127,35.
Other revenue 64,49: 28,38:
Total 2,308,01! 1,964,75
Operating Expense
Regulated electricity segment purchased power agk 434,44 423,60t
Marketing and trading segment purchased power @i 447,49¢ 109,62!
Operations and maintenan 408,48t 390,86
Real estate segment operati 157,29 123,21
Depreciation and amortizatic 323,47: 310,11
Taxes other than income ta» 84,85 81,14°
Other expense 51,38( 39,11¢
Total 1,907,42i 1,477,69.
Operating Incom 400,58 487,05¢
Other
Allowance for equity funds used during constructjbiote 20) 11,19« —
Other income (Note 1¢ 13,88¢ 10,13¢
Other expense (Note 1 (15,079 (26,787)
Total 10,00: (16,64%)
Interest Expens
Interest charge 151,53¢ 140,53t
Capitalized interest (Note 2 (24,06) (38,787
Total 127,47¢ 101,75¢
Income From Continuing Operations Before Incomees 283,11( 368,65!
Income Taxe: 98,53( 145,88t
Income From Continuing Operatio 184,58( 222,76
Income From Discontinued Operatic
- Net of Income Tax Expense of $4,524 and $4. 6,90¢ 7,271
Net Income $ 191,48t $ 230,03¢
| |
Weighte«-Average Common Shares Outstanc— Basic 91,26: 84,76¢
Weighte-Average Common Shares Outstanc— Diluted 91,43: 84,85¢
Earnings Per Weight-Average Common Share Outstanding (Note
Income From Continuing Operatio— Basic $ 2.0z $ 2.65
Net Income— Basic 2.1C 2.71
Income From Continuing Operatio— Diluted 2.0z 2.6
Net Income— Diluted 2.0¢ 2.71
Dividends Declared Per She $ 1.2¢ $ 1.2C

See Notes to Condensed Consolidated FinancialrStats.
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PINNACLE WEST CAPITAL CORPORATION
CONDENSED CONSOLIDATED STATEMENTS OF INCOME
(unaudited)

(in thousands, except per share amounts)

Twelve Months Ended

September 30,
2003 2002
Operating Revenue
Regulated electricity segme $2,002,48 $2,033,00
Marketing and trading segme 598,09: 229,99¢
Real estate segme 246,61! 188,44
Other revenue 98,04¢ 34,27¢
Total 2,945,23 2,485,72.
Operating Expense
Regulated electricity segment purchased power aek 510,37¢ 520,23:
Marketing and trading segment purchased power @i 531,91: 122,97¢
Operations and maintenar 602,16: 512,65:
Real estate segment operati 220,00: 175,43
Depreciation and amortizatic 437,43¢ 419,17!
Taxes other than income tax 111,65¢ 102,11
Other expense 117,22: 45,46
Total 2,530,77 1,898,05!
Operating Incom: 414,46 587,67
Other
Allowance for equity funds used during constructibiote 20) 11,19« —
Other income (Note 1¢ 16,59: 17,72¢
Other expense (Note 1 (19,887 (40,256
Total 7,90< (22,527
Interest Expens
Interest charge 198,51: 187,25
Capitalized interest (Note 2 (29,029 (51,240
Total 169,48! 136,01
Income From Continuing Operations Before Incomees 252,88: 429,13(
Income Taxe: 84,87( 170,55
Income From Continuing Operatio 168,01: 258,57:
Income From Discontinued Operatic
- Net of Income Tax Expense of $5,628 and $4, 8,59 7,271
Cumulative Effect of a Change in Accounting for direg Activities
- Net of Income Tax Benefit of $43,1. (65,745 —
Net Income $ 110,85¢ $ 265,84«
] |
Weighte«-Average Common Shares Outstanc— Basic 89,76( 84,74¢
Weighte«-Average Common Shares Outstanc— Diluted 89,91¢ 84,85!
Earnings Per Weight-Average Common Share Outstanding (Note
Income From Continuing Operatio— Basic $ 1.87 $ 3.0t
Net Income— Basic 1.24 3.14
Income From Continuing Operatio— Diluted 1.87 3.0t
Net Income— Diluted 1.2¢ 3.1
Dividends Declared Per She $ 1.7C $ 1.6C

See Notes to Condensed Consolidated FinancialrStaits.
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PINNACLE WEST CAPITAL CORPORATION
CONDENSED CONSOLIDATED BALANCE SHEETS

(unaudited)
(dollars in thousands)
ASSETS
September 30, December 31,
2003 2002
Current Asset
Cash and cash equivalel $ 201,74t $ 77,56¢
Customer and other receivat—net 421,42 374,56¢
Accrued utility revenue 106,86: 72,91t
Materials and supplies (at average ¢ 93,44: 91,65:
Fossil fuel (at average co: 29,52« 28,18t
Deferred income taxe 4,094 4,094
Assets from risk management and trading activ{iieste 10) 84,27¢ 102,66«
Real estate assets held for sale (Note — 42,33¢
Other current asse 98,96: 103,97¢
Total current asse 1,040,33! 897,96
Investments and Other Ass
Real estate investme—net 378,01! 385,48
Assets from risk management and trading activitielong-term
(Note 10) 156,95( 191,75
Decommissioning trust accounts (Note 226,70 194,44(
Other asset 34,10: 35,45
Total investments and other ass 795,77! 807,12
Property, Plant and Equipme
Plant in service and held for future t 9,718,81! 9,058,901
Less accumulated depreciation and amortize 3,464,841 3,474,32!
Total 6,253,97! 5,584,57!
Construction work in progre: 581,03( 777,54.
Intangible assets, net of accumulated amortizgtitmie 14) 121,32: 109,81!
Nuclear fuel, net of accumulated amortizat 15,13¢ 7,46¢
Net property, plant and equipme 6,971,46 6,479,39
Deferred Debit:
Regulatory asse 186,47 241,04!
Other deferred debi 118,81( 113,19:
Total deferred debit 305,28 354,23¢
Total Assets $9,112,86! $8,538,72
| |

See Notes to Condensed Consolidated Financialrtats.
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PINNACLE WEST CAPITAL CORPORATION
CONDENSED CONSOLIDATED BALANCE SHEETS
(unaudited)

(dollars in thousands)

LIABILITIES AND EQUITY

September 30, December 31,
2003 2002
Current Liabilities
Accounts payabl $ 322,41 $ 354,21t
Accrued taxe: 229,69t 71,10°
Accrued interes 50,67: 53,01¢
Shor-term borrowings 90,01: 102,18:
Current maturities of lor-term debr 448,98( 280,88t
Customer deposit 50,33¢ 42,19(
Real estate liabilities held for se — 28,85t
Liabilities from risk management and trading adtés (Note 10 86,09t 111,32¢
Other current liabilitie: 56,97: 64,44
Total current liabilities 1,335,18: 1,108,23.
Long-Term Debt Less Current Maturiti 2,840,901 2,869,24.
Deferred Credits and Oth
Liabilities from risk management and trading a¢tes— long-term (Note 10 94,44¢ 147,90(
Deferred income taxe 1,196,92 1,209,07.
Regulatory liabilities 90,07¢ 26,26«
Unamortized gair— sale of utility plant 56,05: 59,48
Pension liability 186,49¢ 183,88
Liability for asset retirement (Note 1 230,86! —
Other 278,54: 248,49¢
Total deferred credits and ott 2,133,40 1,875,10:.
Commitments and Contingencies (Note
Common Stock Equit
Common stock, no par vali 1,743,02 1,737,25
Treasury stocl (3,759 (4,35¢)
Total common stoc 1,739,27. 1,732,90!
Accumulated other comprehensive income (Ic
Minimum pension liability adjustmel (71,269 (71,269
Derivative instrument 15,68¢ (20,020
Total accumulated other comprehensive (55,57¢) (91,289
Retained earning 1,119,67: 1,044,53
Total common stock equit 2,803,37! 2,686,15.
Total Liabilities and Equit $9,112,86! $8,538,72
| |

See Notes to Condensed Consolidated Financialrtats.
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PINNACLE WEST CAPITAL CORPORATION
CONDENSED CONSOLIDATED STATEMENTS OF CASH FLOWS
(unaudited)
(dollars in thousands)

CASH FLOWS FROM OPERATING ACTIVITIES
Income from continuing operatiol
Items not requiring casl
Depreciation and amortizatic
Nuclear fuel amortizatio
Allowance for equity funds used during construct
Deferred income taxe
Change in mal-to-market
Changes in current assets and liabilit
Customer and other receivab
Accrued utility revenue
Materials, supplies and fossil fu
Other current asse
Accounts payabl
Accrued taxe!
Accrued interes
Other current liabilitie
Change in real estate investme
Increase in regulatory ass:
Change in risk management and trac— asset:
Change in risk management and trac— liabilities
Change in customer advanc
Change in pension liabilit
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
Proceeds from sale of assets from discontinuedatipas
Capitalized interes
Other

Net cash flow used for investing activiti

CASH FLOWS FROM FINANCING ACTIVITIES
Issuance of lor-term debt
Repayment of lor-term deb
Shor-term borrowings and payme—net
Dividends paid on common sto
Other

Net cash flow provided by financing activiti

Net Cash Flov
Cash and Cash Equivalents at Beginning of Pe

Cash and Cash Equivalents at End of Pe

Supplemental disclosure of cash flow informati
Cash paid during the period fc
Interest paid, net of amounts capitali
Income taxes pai

Nine Months Ended
September 30,

2003

2002

$ 184,58(

323,47
22,78
(11,199
(41,32)
9,52z

(46,859
(33,94¢)
(3,130)
5,01¢
(24,927
158,58¢
(2,345)
2,36¢
6,951
(10,687
35,74’
(11,489
4,081
2,61¢
4,14¢
31,03¢

605,01«

(495,821
24,00¢
(24,067)
(3,015

(498,80%)

542,15«
(404,28))
(9,926)
(116,34¢)
6,37+

17,97

124,18(
77,56¢

$ 201,74t

$ 120,09¢
$ 9,67/

$ 222,76

310,11
23,63¢

136,58«
(22,169

(64,77%)
(27,64:)
(3,262)
(12,590)
(13,06%)
7,44¢
(3,690)
63,26«
(14,93%)
(8,709)
(7,032
(29,357
17,13:
1,777
(21,519
(24,24%)

529,75(

(689,58()
23,30¢
(38,787
41,72

(663,33()

613,75
(286,67()
(95,41)
(101,72)
2,987

132,92!

(655)
28,61

$ 27,96

$ 100,57:
$ 47,45(



See Notes to Condensed Consolidated Financialritats.
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PINNACLE WEST CAPITAL CORPORATION

NOTES TO CONDENSED CONSOLIDATED FINANCIAL STATEMENT
(UNAUDITED)

1. The condensed consolidated financial statemecitsde the accounts of Pinnacle West and our didfes: APS, Pinnacle West Energy,
APS Energy Services, SunCor and El Dorado (priigipdAC). All significant intercompany accounts atrdnsactions between the
consolidated companies have been eliminated. We felassified certain prior year amounts to canfty the current year presentation (see
Notes 10 and 19

2. Our unaudited condensed consolidated finant@aatments reflect all adjustments which we beli@eenecessary for the fair presentatio
our financial position and results of operationstfee periods presented. These adjustments areafaal recurring nature with the exception
of the cumulative effect of a change in accountorgrading activities (see Note 10), the transitadljustment for asset retirement obligations
(see Note 13) and real estate discontinued opasafsee Note 19). We suggest that these condenssdlidated financial statements and
notes to condensed consolidated financial statesriEntead along with the consolidated financidkstants and notes to consolidated
financial statements included in our Form 8-K filma November 5, 2003 for reclassification of oub2@inancial statements due to
discontinued real estate operations.

3. Weather conditions cause significant seasounelifations in our revenues. In addition, tradind aolesale marketing activities can have
significant impacts on our results for interim jpeis. Consequently, results for interim periods dbrrecessarily represent results to be
expected for the year.

4. Our debt structure as of September 30, 2008réiff from our debt structure as of December 312 20¢he ways discussed in this Note.
April 7, 2003, APS redeemed approximately $33 womillof its First Mortgage Bonds, 8% Series due 2@28,0n August 1, 2003, APS
redeemed approximately $54 million of its First Mage Bonds, 7.25% Series due 2023.

On May 12, 2003, APS issued $500 million dftdes follows: $300 million aggregate principal ambof its 4.650% Notes due 2015 and
$200 million aggregate principal amount of its Z®2Notes due 2033. Also on May 12, 2003, APS mahe08 million loan to Pinnacle
West Energy, and Pinnacle West Energy distribthechet proceeds of that loan to us to fund ourym@eat of a portion of the debt incurred
to finance the construction of the PWEC Dedicatedeis. See “ACC Financing Orders” in Note 5 foritamickl information. With Pinnacle
West Energy’s distribution to us, on May 12, 2088, repaid the outstanding balance ($167 milliorgaira credit facility. We used a portion
of the remaining proceeds to redeem our $250 mililmating Rate Notes due 2003 on June 2, 2003aarepay other short-term debt.

On November 12, 2003, we issued $165 millibow Floating Rate Senior Notes due 2005. The bamrd callable at par beginning
November 1, 2004. The primary use of this finanémtp ultimately repay at maturity our $215 millid.5% Notes due February 20

9
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5. Regulatory Matters
State

Overview

On September 21, 1999, the ACC approved Rh&sprovide a framework for the introduction ofaieelectric competition in Arizona. C
September 23, 1999, the ACC approved the 199%8wudtit Agreement, a comprehensive settlement agreemmng APS and various
parties related to the implementation of retait&le competition in Arizona. On September 10, 2062 ACC issued the Track A Order,
which, among other things, directed APS not togfanits generation assets to Pinnacle West Enagggreviously required under the Rules
and the 1999 Settlement Agreement. See “Track AeQtuklow. The Track A Order and legal challengethe Rules have raised
considerable uncertainty about the status and lieail electric competition and of electric mesturing in Arizona.

On March 14, 2003, the ACC issued the TradcBrBer, which required APS to solicit bids for certastimated amounts of capacity and
energy for periods beginning July 1, 2003. Pinn&k¢st Energy bid on and entered into a contrastipply most of APSfequirements in th
summer months through September 2006. See “Traokd@r” below.

On April 4, 2003, the ACC issued the FinandDrgler authorizing APS to lend up to $500 millionRinnacle West Energy. See “ACC
Financing Ordersbelow. On May 12, 2003, APS issued $500 millionlebt pursuant to the Financing Order and made @ 88llion loan tc
Pinnacle West Energy. Pinnacle West Energy digkibthe net proceeds of that loan to us to fundepayment of a portion of the debt we
incurred to finance the construction of the PWEGiiDated Assets. See Note 4.

On June 27, 2003, APS filed a general rate eath the ACC and requested a $175.1 million,.884 increase in its annual retail
electricity revenues, to become effective Julyd)4£ The major components of the request are destrinder “APS General Rate Case and
Retail Rate Adjustment Mechanisms” below.

1999 Settlement Agreement
The following are the major provisions of tt#99 Settlement Agreement, as approved by the ACC:

» APS has reduced rates for standaiffer service for customers with loads less thaagtMW in a series of annual retail electricityce
reductions of 1.5% on July 1 for each of the yd®39 to 2003 for a total of 7.5%. Based on theepréductions authorized in the 1¢
Settlement Agreement, there were retail price dgesare of approximately $24 million ($14 million aftaxes), effective July 1, 1999;
approximately $28 million ($17 million after taxesgffective July 1, 2000; approximately $27 millig$L6 million after taxes),
effective July 1, 2001; approximately $28 millidbLy million after taxes), effective July 1, 2002daapproximately $29 million
($18 million after taxes), effective July 1, 20G&r customers having loads of three MW

10
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greater, standa-offer rates have been reduced in varying annuatments that total 5% in the years 1999 througt22

» Unbundled rates being charged by APS for comipetitirect access service (for example, distribuservices) became effective upon
approval of the 1999 Settlement Agreement, retre@¢d July 1, 1999, and also became subject to@meductions beginning
January 1, 2000, that vary by rate class, throaghdry 1, 2004

» There is a moratorium on retail price changesfandard-offer and unbundled competitive direceas services until July 1, 2004,
except for the price reductions described abovecarnt@in other limited circumstances. Neither tt@CAnor APS is prevented from
seeking or authorizing rate changes prior to JuB0OD4 in the event of conditions or circumstartbas constitute an emergency, such
as an inability to finance on reasonable termsentchanges in APS’ cost of service for ACC-reged] services resulting from
federal, tribal, state or local laws; regulatorgugements; or judicial decisions, actions or osd

« APS will be permitted to defer for later recov@rydent and reasonable costs of complying wittRblkes, system benefits costs in
excess of the levels included in then-current (}98&s, and costs associated with the “providéasifresort” and standard-offer
obligations for service after July 1, 2004. Thessts are to be recovered through an adjustmergelauclauses commencing on
July 1, 2004. Se"APS General Rate Case and Retail Rate Adjustmenhahésm” below.

» APS’ distribution system opened for retail acaefésctive September 24, 1999. Customers werebddidor retail access in accordance
with the phase-in adopted by the ACC under the R{dee “Retail Electric Competition Rules” belowgluding an additional
140 MW being made available to eligible non-restdgrtustomers. APS opened its distribution systemetail access for all
customers on January 1, 2001. The regulatory dpretats and legal challenges to the Rules disclisgbds Note have raised
considerable uncertainty about the status and glaekectric competition and of electric restruchgrin Arizona. Although some very
limited retail competition existed in APS’ serviaeea in 1999 and 2000, there are currently no@cétail competitors providing
unbundled energy or other utility services to AB&Stomers. As a result, we cannot predict when tflam@xtent to which, additional
competitors will r-enter AP? service territory

« Prior to the 1999 Settlement Agreement, APS wasvexing substantially all of its regulatory assét®ugh July 1, 2004, pursuant t
1996 regulatory agreement. In addition, the 19%8e$sent Agreement states that APS has demonstitaatits allowable stranded
costs, after mitigation and exclusive of regulatasgets, are at least $533 million net presenev@u1999 dollars). The 1999
Settlement Agreement also states that APS wilbecallowed to recover $183 million net present gdin 1999 dollars) of the $5:

11
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million. The 1999 Settlement Agreement provides &S will have the opportunity to recover $350lioil net present value (in 19
dollars) through a competitive transition charggt thill remain in effect through December 31, 2084which time it will terminate.
The costs subject to recovery under the adjustelanse described above will be decreased or inedday any over/undeecovery of
the $350 million due to sales volume variancesdissussed below under “APS General Rate Case atail Rate Adjustment
Mechanism¢” APS is seeking to recover amounts written off by5Ad3 a result of the 1999 Settlement Agreen

e The 1999 Settlement Agreement required APS tm far cause to be formed, a separate corporatagffor affiliates and transfer to
such affiliate(s) its competitive electric assetd aervices no later than December 31, 2002. Th8 $@ttlement Agreement provided
that APS would be allowed to defer and later collbeginning July 1, 2004, 67% of its costs to agplish the required transfer of
generation assets to an affiliate. However, aschab®ve and discussed in greater detail belowQ@22he ACC unilaterally modified
this aspect of the 1999 Settlement Agreement luirigghe Track A Order, an order preventing AP 3rftoansferring its generation
assets. APS is seeking to recover all costs induoyeAPS in preparation for the previously anti¢gubtransfer of generation assets to
Pinnacle West Energy. S“APS General Rate Case and Retail Rate Adjustmeohdfesm” below.

Retail Electric Competition Rules

The Rules approved by the ACC include the followimgjor provisions:

« They apply to virtually all Arizona electric utis regulated by the ACC, including AF

« Effective January 1, 2001, retail access becamisadleto all APS retail electricity custome

« Electric service providers that get CC&N'’s fron@tACC can supply only competitive services, inglgcelectric generation, but not
electric transmission and distributic

« Affected utilities must file ACC tariffs that unbdle rates for noncompetitive servic
« The ACC shall allow a reasonable opportunity faoreery of unmitigated stranded cos

« Absent an ACC waiver, prior to January 1, 20@ktheaffected utility (except certain electric co@iwes) must transfer all competitive
electric assets and services to an unaffiliatetymarparties or to a separate corporate affiltataeffiliates. Under the 1999 Settlement
Agreement, APS received a wai\
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to allow transfer of its competitive electric essand services to affiliates no later than Deeardt, 2002. However, as noted above and
discussed in greater detail below, in 2002 the A& rsed its decision, as reflected in the Rutesgquire APS to transfer its generation
assets

Under the 1999 Settlement Agreement, the Rareso be interpreted and applied, to the greatdsht possible, in a manner consistent
with the 1999 Settlement Agreement. If the two adrbe reconciled, APS must seek, and the otheiepad the 1999 Settlement Agreement
must support, a waiver of the Rules in favor of 1889 Settlement Agreement.

On November 27, 2000, a Maricopa County, ArgdSuperior Court judge issued a final judgmeidihg that the Rules are
unconstitutional and unlawful in their entirety dioefailure to establish a fair value rate basecfumpetitive electric service providers and
because certain of the Rules were not submittéideté\rizona Attorney General for certification. Tfuelgment also invalidates all ACC
orders authorizing competitive electric serviceviders, including APS Energy Services, to opematarizona. We do not believe the ruling
affects the 1999 Settlement Agreement. The 199%e8wint Agreement was not at issue in the condelileases before the judge. Further,
the ACC made findings related to the fair valué\BfS’ property in the order approving the 1999 8etént Agreement. The ACC and other
parties aligned with the ACC have appealed thaguid the Arizona Court of Appeals, as a resulvbich the Superior Court’s ruling is
automatically stayed pending further judicial revid hat appeal is still pending. In a similar agpsmncerning the issuance of competitive
telecommunications CC&N'’s, the Arizona Court of Agis invalidated rates for competitive carriers tuthe ACC'’s failure to establish a
fair value rate base for such carriers. The ArizBopreme Court agreed that the ACC had to deteranfa@ value rate base but vacated the
Court of Appeals’ requirement that competitive sabe set based only on such fair value rate base.

Provider of Last Resort Obligation

Although the Rules allow retail customers & access to competitive providers of energy amedgy services, APS is the “provider of
last resort” for standard-offer, full-service custrs under rates that have been approved by the A&Se rates are established until at least
July 1, 2004. The 1999 Settlement Agreement all&®S to seek adjustment of these rates in the efearhergency conditions or
circumstances, such as the inability to securenfiimg on reasonable terms; material changes in ABS’ of service for ACC-regulated
services resulting from federal, tribal, stateawal laws; regulatory requirements; or judicial idems, actions or orders. Energy prices in the
western wholesale market vary and, during the eoafshe last two years, have been volatile. Atorer times, prices in the spot wholesale
market have significantly exceeded the amount ghedlin APS’ current retail rates. In the eventhadréfalls due to unforeseen increases in
load demand or generation or transmission outagfeS, may need to purchase additional supplementeépim the wholesale spot market.
Unless APS is able to obtain an adjustment ofitss under the emergency provisions of the 199%8®int Agreement, there can be no
assurance that APS would be able to fully recovercosts of this power. See “APS General Rate Gaddretail Rate Adjustment
Mechanisms” below for a discussion of retail radgiatment mechanisms that were the subject of A€ihgs in April 2003.
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Track A Order
On September 10, 2002, the ACC issued thekTAaOrder, in which the ACC, among other things:

« reversed its decision, as reflected in the Rutesequire APS to transfer its generation ass#isreto an unrelated third party or to a
separate corporate affiliate; a

« unilaterally modified the 1999 Settlement Agreeme&vhich authorized APS’ transfer of its genemgtassets, and directed APS to
cancel its activities to transfer its generatiogets to Pinnacle West Ener;

On November 15, 2002, APS filed appeals ofTitaek A Order in the Maricopa County, Arizona StpeCourt and in the Arizona Court
of Appeals Arizona Public Service Company vs. Arizona Corporation Commission , CV 2002-0222 32Arizona Public Service Company vs.
Arizona Corporation Commission , LCA CC 02-0002. On December 13, 2002, APS and@@ Staff agreed to principles for resolving
certain issues raised by APS in its appeals offitaek A Order. APS and the ACC are the only patiethe Track A Order appeals. The

major provisions of the principles include, amonigen things, the following:

» APS and the ACC Staff agreed that it would berappate for the ACC to consider the following neattin APS’ general rate case,
which was filed on June 27, 20C

« the generating assets to be included in APS’rase, including the question of whether the PWEGi€ated Assets should be
included in AP! rate base

« the appropriate treatment of the $234 million pretaset writ-off agreed to by APS as part of the 1999 SettlerAgnéement; an

* the appropriate treatment of costs incurred b APpreparation for the previously anticipatechéfar of generation assets to
Pinnacle West Energ

« Upon the ACC'’s issuance of a final decision thato longer subject to appeal approving APS’ retjteprovide $500 million of
financing or credit support to Pinnacle West Enesgthe Company, with appropriate conditions, ABSeals of the Track A Order
would be limited to the issues described in theg@ding bullet points, each of which would be préséro the ACC for consideration
prior to any final judicial resolution. As notedlbe, the ACC issued the Financing Order on Apri@03. The Financing Order is
final and no longer subject to appeal. As a re®S’ appeals of the Track A Order will be limitedthe issues described in the

preceding bullet point:
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On February 21, 2003, a Notice of Claim wdfiwvith the ACC and the Arizona Attorney Genenmalbzhalf of APS, Pinnacle West and
Pinnacle West Energy to preserve their and outsigdlating to the Track A Order. The period witlhihich the ACC and the Arizona
Attorney General could respond to the claim expordipril 22, 2003. Accordingly, APS, Pinnacle West Pinnacle West Energy filed a
lawsuit in August 2003 asserting damage claimgingldo the Track A Ordefrizona Public Service Company et al. v. The Sate of Arizona
ex rel., Superior Court of the State of Arizona, Countyafricopa, No. CvV2003-016372.

Track B Order

On March 14, 2003, the ACC issued the TracBrBer, which required APS to solicit bids for cértastimated amounts of capacity and
energy for periods beginning July 1, 2003. For 206BS was required to solicit competitive bids &wout 2,500 MW of capacity and about
4,600 gigawatt-hours of energy, or approximatel$o2tf APS’ total retail energy requirements. The d&dounts are expected to increase in
2004 and 2005 based largely on growth in APS’ kédad and APS' retail energy sales. The Track BeéDralso confirmed that it was “not
intended to change the current rate base stafdd”&’] existing assets.”

The order recognizes APS’ right to reject hids that are unreasonable, uneconomical or ubtelidhe ACC Staff and an independent
monitor participated in the Track B procurementgess. The Track B Order also contains requirenrefding to standards of conduct
between APS and any affiliate of APS participaiimghe competitive solicitation, requires that ARP&at bidders in a non-discriminatory
manner and requires APS to file a protocol regardimort-term and emergency procurements. The qetenits the provision by APS of
corporate oversight, support and governance asdersgich activities do not favor Pinnacle West §ynér the procurement process or
provide Pinnacle West Energy with confidential ABi@ding information that is not available to otlédders. The order directs APS to
evaluate bids on cost, reliability and reasonalden€he decision requires bidders to allow the A€@spect their plants and requires
assurances of appropriate competitive market cdrfdum senior officers of such bidders. Followirg tsolicitation, the decision requires
APS to prepare a report evaluating environmensaidgs relating to the procurement, and a serieodésliops on environmental risk
management will be commenced thereafter.

APS issued requests for proposals in Marct820@l, by May 6, 2003, APS entered into contractaeet all or a portion of its
requirements for the years 2003 through 2006 d@vis!

(1) Pinnacle West Energy agreed to provide 1,700 M\uig through September of 2003 and in June thr@egtember of 2004, 2005
and 2006, by means of a unit contingent cont

(2) PPL EnergyPlus, LLC agreed to provide 112 MW iryibtough September of 2003 and 150 MW in JuneutindSeptember of 2004
and 2005, by means of a unit contingent cont
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(3) Panda Gila River LP agreed to provide 450 MW indDet of 2003 and 2004 and May of 2004 and 2005 2&5dVIW from
November 2003 through April 2004 and from Novem@d4 through April 2005, by means of firm call apts.

ACC Financing Orders

On April 4, 2003, the ACC issued the Finanddgler authorizing APS to lend up to $500 millionRinnacle West Energy, guarantee L
$500 million of Pinnacle West Energy debt, or a baration of both, not to exceed $500 million in tiggregate (the “APS Loan”), subject to
the following principal conditions:

« any debt issued by APS pursuant to the order nmaushbecurec
« the APS Loan must be callable and secured by thE@®@Wedicated Asset

« the APS Loan must bear interest at a rate equzb4 basis points above the interest rate on AfSttat could be issued and sold on
equivalent terms (including, but not limited to, tméty and security)

* the 264 basis points referred to in the previmuiget point will be capitalized as a deferred éread used to offset retail rates in the
future, with the deferred credit balance bearingnégrest rate of six percent per annt

» the APS Loan must have a maturity date of not rniieaia four years, unless otherwise ordered by th€#

< any demonstrable increase in APS’ cost of capia result of the transaction (such as from dndeinn bond rating) will be excluded
from future rate case

* APS must maintain a common equity ratio of asidarty percent and may not pay common dividefids¢h payment would reduce
its common equity ratio below that threshold, usletherwise waived by the ACC. The ACC will procasyg waiver request within
sixty days, and for this sixtgtay period this condition will be suspended. Howethds condition, which will continue indefinitglyvill
not be permanently waived without an order of ti&CA and

 certain waivers of the ACC's affiliated interegtes previously granted to APS and its affiliaté be temporarily withdrawn and,
during the term of the APS Loan, neither Pinnacksthor Pinnacle West Energy may reorganize orugstre, acquire or divest
assets, or form, buy or sell affiliates (each, av€red Transaction”), or pledge or otherwise enaemtiiie Pinnacle West Energy assets
without prior ACC approval, except that the foregprestrictions will not apply to the following egfories of Covered Transactiol
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» Covered Transactions less than $100 million, messon a cumulative basis over the calendar yeahich the Covered Transactions
are made

» Covered Transactions by SunCor of less than $30i@n through 2005, consistent with SunCor’s aitated accelerated asset sales
activity during those year

» Covered Transactions related to the payment gbioig construction costs for Pinnacle West Enex@g) West Phoenix Unit 5, local
in Phoenix, and (b) Silverhawk plant, located ness Vegas, with an expected commercial operatioa idamic-2004; anc

« Covered Transactions related to the sale of 26#teoSilverhawk plant to SNWA pursuant to an agreet between SNWA and
Pinnacle West Energ

The ACC also ordered the ACC Staff to congurcinquiry into our and our affiliates’ complianeéh the retail electric competition and
related rules and decisions. On June 13, 2003, AB8hitted its report on these matters to the AGEfSt

On May 12, 2003, APS issued $500 million dbtdeursuant to the Financing Order and made a $5@n loan to Pinnacle West Ener¢
Pinnacle West Energy distributed the net proceétisab loan to us to fund the repayment of a portdthe debt we incurred to finance the
construction of the PWEC Dedicated Assets. See Hlote

On November 22, 2002, the ACC issued an dtter“Interim Financing Order”) approving APS’ rezgi to permit APS to (a) make short-
term advances to Pinnacle West in the form of &raffiliate line of credit in the amount of $125llfon, or (b) guarantee $125 million of
Pinnacle West's short-term debt, subject to certaimditions. As of September 30, 2003, there werbarrowings outstanding under this
financing arrangement. This authority will expine December 4, 2003.

APS General Rate Case and Retail Rate Adjustment M@anisms

As noted above, on June 27, 2003, APS filgdreeral rate case with the ACC and requested a $47i8lion, or 9.8%, increase in its
annual retail electricity revenues, to become ¢iffecluly 1, 2004. In this rate case, APS updatedast of service and rate design.

Major Components of the RequesiThe major reasons for the request include:
« complying with the provisions of the 1999 Settlet&greement

* incorporating significant increases in fuel antghased power costs, including results of purch#s®ugh the ACC’s Track B
procurement proces
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 recognizing changes in Al' cost of service, cost allocation and rate des
* obtaining rate recognition of the PWEC Dedicatedess;
* recovering $234 million written off by APS as auk®of the 1999 Settlement Agreement; ¢
 recovering restructuring and compliance costs astatwith the AC(s Rules

Requested Rate Increas@he requested rate increase totals $175.1 milio®,8%, and is comprised of the following itemsli@rs in
millions):

Annual Revenue Percent

Increase in base rat $166.¢ 9.2%

Rules compliance charg 8.3 0.5%

Total increast $175.1 9.8%
| |

Test YearThe filing is based on an adjusted historical yestr ended December 31, 2002.

Cost of Capital The proposed weighted average cost of capitahitést year ended December 31, 2002 is 8.67%dimg) an 11.5%
return on equity.

Rate BaseThe request is based on a rate base of $4.2 bilmloulated using Original Cost Less Depreciatf@CLD”) methodology.
The OCLD rate base approximates the ACC-jurisdicigortion of the net book value of utility plangt of accumulated depreciation and
deferred taxes, as of December 31, 2002, excegatdorth below.

The requested rate base includes the PWEC:Btedi Assets, with a total combined capacity ofagdmately 1,800 MW. These assets
were included at their estimated July 1, 2004 wekbsalue. Upon approval of the request, the PWEGi€ated Assets would be transferred
to APS from Pinnacle West Energy.

The filing also includes calculated amountsHair Value Rate Base and Replacement Cost NeweDied (“RCND”) rate base. The
ACC is required by the Arizona Constitution to mak#&nding of Fair Value Rate Base, which has tiadally been defined by the ACC as
the arithmetic average of OCLD rate base and RCMB base.

Recovery of Previous $234 Million Write-Off The request includes recovery, over a fifteen peaiod, of the write-off of $234 million
pretax of regulatory assets by APS as a resulie@fif99 Settlement Agreement. See “1999 SettleAgmiement” above.

Estimated Timeline APS has asked the ACC to approve the requestethatsase by July 1, 2004. On August 15, 2003AGE issued
a procedural schedule
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setting a hearing date on the application of Apri2004. We assume that the ACC will make a detigidhis general rate case by the end of
2004.

The general rate case also addresses thenraptation of rate adjustment mechanisms that wersubject of ACC hearings in
April 2003. The rate adjustment mechanisms, whiehevauthorized as a result of the 1999 Settlemgrédment, would allow APS to
recover several types of costs, the most signifiocdmhich are power supply costs (fuel and pureldgsower costs) and costs associated with
complying with the Rules.

On November 4, 2003, the ACC approved theaisse of an order which authorizes a rate adjustmechanism allowing APS to recover
changes in purchased power costs (but not chandaslicosts) incurred after July 1, 2004. The othate adjustment mechanisms authorized
in the 1999 Settlement Agreement (such as the agstsciated with complying with the ACC electriergtition rules) were also tentatively
approved for subsequent implementation in the gémate case. The provisions of this order will hetome effective until there is a final
order in the general rate case, and the ACC furdsarved the right to amend, modify or reconsiuteits entirety, this November 4 order
during the rate case.

Federal

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 pricefchp50 per MWh for the period subsequent to Cetdi, 2002. Sales at prices above
the cap must be justified and are subject to pterfund.

On July 31, 2002, the FERC issued a Notideroposed Rulemaking for Standard Market Desigmfuolesale electric markets.
Voluminous comments and reply comments were filedictually every aspect of the proposed rule. Qmil®28, 2003, the FERC Staff isst
an additional white paper on the proposed Stanili@mtet Design. The white paper discusses sevefiayprthanges to the proposed Standard
Market Design, including a greater emphasis orilfiéity for regional needs. The FERC invited comrtsean the white paper, but has not yet
set a due date for filing comments. We cannot atireredict what, if any, impact there may behe Company if the FERC adopts the
proposed rule or any modifications proposed incibraments.

General

The regulatory developments and legal chadlerig the Rules discussed in this Note have raigssiderable uncertainty about the status
and pace of retail electric competition and of glegestructuring in Arizona. Although some veipited retail competition existed in APS’
service area in 1999 and 2000, there are curraothctive retail competitors providing unbundle@rmgy or other utility services to APS’
customers. As a result, we cannot predict when tla@extent to which, additional competitors wétenter APS’ service territory. As
competition in the electric industry continues wolge, we will continue to evaluate strategies aftdrnatives that will position us to compete
in the new regulatory environment.
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6. 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 atigarypower plant covered by the
programs exceed the accumulated funds, APS coudddmssed retrospective premium adjustments. Tkienma assessment per reactor
under the program for each nuclear incident is@gprately $101 million, subject to an annual limft$10 million per incident. Based on
APS'’ interest in the three Palo Verde units, AP&ximum potential assessment per incident for adlehunits is approximately $88 million,
with an annual payment limitation of approximat®/million.

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 unforesagage of any of the three units. The insuraneemge discussed in this and the previous
paragraph is subject to certain policy conditiond axclusions.

7. Business Segments
We have three principal business segmentsrfdéted by products, services and the regulatoviremment):

« our regulated electricity segment, which consi$tegulated traditional retail and wholesale eledr businesses and related activit
and includes electricity generation, transmissioa distribution;

» our marketing and trading segment, which consitair competitive energy business activities|uding wholesale marketing and
trading and APS Energy Services’ commodity-relapédrgy services. In early 2003, we moved our margetnd trading division
from Pinnacle West to APS for future marketing &madling activities (existing wholesale contractsaén at Pinnacle West) as a re¢
of the ACC's Track A Order prohibiting the previously requiteahsfer of AP’ generating assets to Pinnacle West Energy

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

The amounts in our other segment include aievprincipally related to El Dorado’s investmémiNAC (see Note 12), as well as the
parent company and other subsidiaries. Financtal fd& the Company’s business segments followdgdoin millions):
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Three Months Nine Months Twelve Months
Ended Ended Ended
September 30, September 30, September 30,
2003 2002 2003 2002 2003 2002
Operating Revenue
Regulated electricit $ 694 $ 71¢ $ 158 $ 1597 $ 2,00 $ 2,03
Marketing and tradin 15& 87 48t 213 59¢ 23C
Real estat 75 44 17z 127 247 18¢
Other 23 21 64 28 98 34
Total $ 947 $ 871 $ 2,30¢ $ 1,968 $ 2,94 $ 2,48¢
| | | | | I
Net Income (Loss)
Regulated electricit $ 107 $ 88 $ 158 $ 18 $ 14C $ 22z
Marketing and tradiné) (5) 24 12 48 (42 46
Real estaté) 6 1) 17 9 27 10
Other 2 (20 7 (13 (14) (12
Total $ 11C $ 101 $ 191 $ 23C $ 111 $ 26¢€
| | | | | I

(a) We recorded a $66 million after tax charge as abB®er 1, 2002 for the cumulative effect of a chaimgaccounting for trading
activities, for the early adoption of EITF 02-3s8Les Involved in Accounting for Derivative Contsadeld for Trading Purposes and
Contracts Involved in Energy Trading and Risk Masragnt Activities”

(b) Real estate net income includes income from discoet operations (net of income taxes) in the feitgg amounts: $7 million for th
nine months ended September 30, 2003, $7 millioth® nine months ended September 30, 2002, $®mfibr the twelve months
ended September 30, 2003, and $7 million for ttelwemonths ended September 30, 2002. See Nota @& ther discussion of our
real estate activitie:

As of As of

September 30, December 31,
2003 2002

Assets:

Regulated electricit $8,30z $7,58¢
Marketing and tradin 32¢ 414
Real estat 451 504
Other 31 36
Total $9,11: $8,53¢
I I

8. Accounting Matters

In August 2003, the EITF reached a consensusIoF 03-11, “Reporting Realized Gains and Logse®erivative Instruments That Are
Subject to FASB Statement No. 133 and Not ‘HeldTiaading Purposes’ As Defined in EITF Issue No.302EITF 03-11 addresses whether
realized gains and losses should be shown grasstan the income
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statement for contracts that are not held for trggliurposes but are derivatives subject to SFASIR®. EITF 03-11 is effective for us on
October 1, 2003.

We are currently evaluating the impacts of thew guidance on our financial statements. WebelEITF 03-11 may result in net
reporting of certain of our derivative transactionkis change will reduce revenues and purchasegpexpense but will have no effect on
our net income. Further, the new guidance may redash flow hedge accounting for certain of ouivd¢ive transactions, which could res
in increased volatility of net income. Because afying interpretations, an electric industry grdvgs requested that the FASB clarify the
guidance related to cash flow hedge accounting.

In April 2003, the FASB issued SFAS No. 148nfendment of Statement 133 on Derivative Instrumanid Hedging Activities.” This
statement amends and clarifies financial accourgimyreporting for derivative instruments and fedgjing activities under SFAS No. 133.
The provisions of SFAS No. 149 that relate to prasly issued guidance for the implementation of SF¥0. 133 for derivatives should
continue to be applied in accordance with the ¢ffedates of the original implementation guidarioegeneral, other provisions are applied
prospectively to contracts entered into or modiié@r June 30, 2003, and for hedging relationstigsggnated after June 30, 2003. The
impact of this standard was immaterial to our ficiahstatements for the period ended Septembe2@®IB. However, it may result in more
contracts being marked to market through earningke future.

In June 2003, the FASB'’s Derivatives Implenaginh Group (DIG) issued DIG Issue C20, “Scope ptioas: Interpretation of the
Meaning of “Not Clearly and Closely Related’ in Bgiraph 10(b) regarding Contracts with a Price Adjesit Feature.” To qualify for a
normal purchases and sales scope exception unde& NB. 133, the pricing in a contract must be djeand closely related to the item being
purchased or sold. DIG Issue C20 provides guidandhe clearly and closely related criteria andescg@des previous guidance. The new
rules allow the use of broad-based market indisdtocertain circumstances.

DIG Issue C20 is effective for us on Octobe?d03. It is to be applied prospectively to exigtand future contracts. A special transition
adjustment may be required in certain circumstangésle we continue to evaluate this new guidamezcurrently do not expect DIG Issue
C20 to have a material impact on our financialestents.

In May 2003, the FASB ratified EITF 01-8, “[Remining Whether an Arrangement Contains a LeaHas issue provides guidance for
determining whether an arrangement contains a khasés within the scope of SFAS No. 13, “Accoungtfor Leases.” Under EITF 01-8, an
arrangement contains a lease if the specific ptgppelant or equipment has been explicitly or irnjply identified and the arrangement
conveys to the purchaser the right to use the prppgelant or equipment as defined in this issu@. 5, the new guidance was effective for
arrangements committed to or modified after June2803. The impact of this guidance was immatéoiaur financial statements for the
period ended September 30, 2003.
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In May 2003, the FASB issued SFAS No. 150,¢éunting for Certain Financial Instruments with @weristics of Both Liabilities and
Equity.” This statement requires that an issuer classifyaicefinancial instruments, which were previoudigssified as equity, as liabilities
assets in some circumstances). The adoption o$thiglard did not impact our financial statemeaitgte period ended September 30, 2003.

In November 2002, the EITF reached a consemsi&TF 00-21, “Revenue Arrangements with Multipleliverables.” EITF 00-21
addresses certain aspects of the accounting bgdowvéor arrangements under which it will performltiple revenue-generating activities.
EITF 00-21 specifically addresses how to determihether an arrangement has identifiable, separalnue-generating activities. EITF 00-
21 does not address when the criteria for reveecegnition are met or provide guidance on the gppate revenue recognition convention.
For us, EITF 00-21 was effective for revenue areangnts entered into after June 30, 2003. The imgfahis guidance was immaterial to our
financial statements for the period ended Septerdde2003.

In 2001, the American Institute of Certifiedidfic Accountants (AICPA) issued an exposure dsafi proposed Statement of Position
(SOP), “Accounting for Certain Costs Related togenty, Plant, and Equipment.” This proposed SOPlavoreate a project timeline
framework for capitalizing costs related to propeplant and equipment construction. It would reguhat property, plant and equipment
assets be accounted for at the component levaleapire administrative and general costs incumeslipport of capital projects to be
expensed in the current period. We are waitindddher guidance from the FASB and the AICPA ontiheng of the final guidance.

See the following Notes for information abother accounting standards:

* Note 9 for a new interpretation (FIN No. 46) rethte VIEs;

Note 10 for an EITF issue (EITF -3) related to accounting for energy trading congi

Note 13 for a new accounting standard (SFAS No) bA3asset retirement obligatiol

Note 15 for a new accounting standard (SFAS No) dA&tocl-based compensation; a

Note 17 for a new interpretation (FIN No. 45) oratantees
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9. Variable Interest Entities

In January 2003, the FASB issued FIN No. 4irisolidation of Variable Interest Entities.” FINNNA6 requires that we consolidate a VIE
if we have a majority of the risk of loss from tMtE’s activities or we are entitled to receive ajomity of the VIE'’s residual returns or both.
VIE is a corporation, partnership, trust or anyeotlegal structure that either does not have eduntgstors with voting rights or has equity
investors that do not provide sufficient finangiesources for the entity to support its activitiesr us, FIN No. 46 is effective immediately
any VIE created after January 31, 2003 and is ¥fe€©ctober 1, 2003 for VIEs created before Felyrda2003. We currently do not expect
FIN No. 46 to have a material impact on our finahstatements.

In 1986, APS entered into agreements withetlseparate SPE lessors in order to sell and leaseitterests in Palo Verde Unit 2. The
leases are accounted for as operating leasesadndarce with GAAP. While we continue to evaluat gluidance, we currently do not expect
that we will be required to consolidate the PaladéeSPEs under FIN No. 46.

APS is exposed to losses under the Palo \Eatgeleaseback 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 &epitember 30, 2003, APS would have been requiradsiome approximately $268 million
of debt and pay the equity participants approxitge&200 million.

10. Derivative Instruments and Energy Trading Atite

We are exposed to the impact of market fluadna in the commodity price and transportationtsa$ electricity, natural gas, coal and
emissions allowances. We manage risks associatediveise market fluctuations by utilizing variowsronmodity derivatives, including
exchange-traded futures and options and over-tbateoforwards, options and swaps. As part of @k management program, we enter into
derivative transactions to hedge purchases and shkdectricity, fuels, and emissions allowanced eredits. The changes in market value of
such contracts have a high correlation to pricengba in the hedged commodities. In addition, sulgespecified risk parameters monitored
by the ERMC, we engage in marketing and tradiniyisiets intended to profit from market price movems

We adopted EITF 02-3 guidance for all consaetthe fourth quarter of 2002. Accordingly in 20@ve recorded a $66 million after tax
charge in net income as a cumulative effect adjestrfor the previously recorded accumulated urzedlimark-to-market on energy trading
contracts that did not meet the accounting definitf a derivative. Our energy trading contracts Hre derivatives are accounted for at fair
value under SFAS No. 133. Contracts that do not tineedefinition of a derivative are accounteddaran accrual basis with the associated
revenues and costs recorded at the
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time the contracted commodities are delivered ceiked. Additionally, all gains and losses (realizaed unrealized) on energy trading
contracts that qualify as derivatives are inclugtesharketing and trading segment revenues on thnel@tsed Consolidated Statements of
Income on a net basis. Derivative instruments @isedon-trading activities are accounted for in@dance with SFAS No. 133.

EITF 02-3 requires that derivatives held fading purposes, whether settled financially orgitslly, be reported in the income statement
on a net basis. Conversely, all non-trading cotdrand derivatives are to be reported gross omtieene statement. See Note 8 for additional
information regarding gross or net presentatiom fEEH)3-11).

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

« Marketing and Tradin— both notr-trading and trading derivative instruments of campetitive business segment; ¢

« Regulated Electricity — non-trading derivativetiuments that hedge our purchases and salesctfigty and fuel for APS’ Native
Load requirements of our regulated electricity hass segmer

The changes in derivative fair value of olgulated electricity positions included in the Comsied Consolidated Statements of Income for
the three, nine and twelve months ended Septenth@0B3 and 2002 are comprised of the followindlés in thousands):

Three Months Nine Months Twelve Months
Ended Ended Ended
September 30, September 30, September 30,
2003 2002 2003 2002 2003 2002
Gains on the ineffective portion of derivatives
qualifying for hedge accounting ( $ 1,06¢ $ 42 $ 8,17¢ $ 1,96¢ $ 17,40¢ $ 1,657
Gains (losses) from the discontinuance of cash flow
hedges — — — (45) (8,77¢€) 54¢€
Losses from nc-hedge derivative (7,077 (5,519 (6,236 (7,092) (3,467%) (7,51€)
Prior period mark-to-market losses (gains) realized
upon delivery of commaoditie (4,499 37¢€ (39 6,39¢ 1,56¢ 5,98¢
Total pretax gain (loss $(10,509) $ (5,099 $ 1,90: $ 1,22 $ 6,73 $ 67:
I I L] L] L] L]

(a) Time value component of options excluded from asrest of hedge effectivene:
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As of September 30, 2003, the maximum len§tine over which we are hedging our exposure &wdriability in future cash flows for
forecasted transactions is approximately five yearsing the twelve months ending September 30420@ estimate that a net loss of
$7 million before income taxes will be reclassiffesin accumulated other comprehensive loss asfaatdb the effect on earnings of market
price changes for the related hedged transactions.

The following table summarizes our assetslafdities from risk management and trading ac¢ids at September 30, 2003 and
December 31, 2002 (dollars in thousands):

September 30, 2003

Current Current Other Net Asset/
Assets (a) Investments (a) Liabilities Liabilities (Liability)
Mark-to-Market:
Marketing and Tradin $52,44: $124,54¢ $(39,17¢) $(61,687) $ 76,12:
Regulated Electricit 31,83¢ 4,557 (46,917 (7,869) (18,39
Emission Allowance- at cosl — 27,84 — (24,897 2,95¢
Total $84,27¢ $156,95( $(86,09Y) $(94,449 $ 60,68
| | | | |

(a) We have risk management and trading contractsmwéthy counterparties, including two counterpart@sifhich a worst case
exposure represents approximately 39% of our $2llibmof risk management and trading assets éepitember 30, 200

December 31, 2002

Current Current Other Net Asset/
Assets (b) Investments (b) Liabilities Liabilities (Liability)
Mark-to-Market:
Marketing and Trading (c $ 61,14: $121,18t¢ $ (50,510 $ (74,84) $ 56,98(
Regulated Electricit' 41,52: 6,971 (60,819 (36,679 (49,009
Emission allowance- at cosi — 63,59« — (36,387 27,21
Total $102,66- $191,75- $(111,329) $(147,900) $ 35,18¢
] | | | |

(b) We have risk management and trading contractsmathy counterparties, including a counterparty forclh a worst case exposure
represented approximately 12% of our $294 millibnisk management and trading assets as of Decegih@002

(c) Certain assets and liabilities have been reclaskdn a gross basis by counterparty. The net éidatity) remains the sami

Cash or collateral may be required to serveodateral against our open positions on certagrgy+elated contracts. Collateral provides
counterparties is $1 million at
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September 30, 2003 and $5 million at December 822 2nd is included in investments and other asgetke Condensed Consolidated
Balance Sheet. Collateral provided to us by copaities is $9 million at September 30, 2003 andi$llon at December 31, 2002 and is
included in other long-term liabilities on the Cemded Consolidated Balance Sheet.

11. Comprehensive Income

Components of comprehensive income for theethmine and twelve months ended September 30,&002002, are as follows (dollars in
thousands):

Three Months Ended Nine Months Ended Twelve Months Ended
September 30, September 30, September 30,
2003 2002 2003 2002 2003 2002

Net income $110,04¢ $100,91¢ $191,48t¢ $230,03¢ $110,85¢ $265,84-
Other comprehensive income

(loss):

Minimum pension liability

adjustment, net of ta — — — (1,83Y) (68,467) (2,807)

Unrealized gain (loss) on

derivative instruments, net of

tax (a) (3,709 1,44¢ 43,927 29,65¢ 58,20¢ 29,46(
Reclassification of realized

(gain) loss to income, net of t

(b) (4,379 2,36¢ (8,219 4,09( (12,669 7,29¢

Total other comprehensive income
(loss) (8,082 3,81C 35,70¢ 31,91 (22,929 33,957
Comprehensive incon $101,96¢ $104,72¢ $227,19¢ $261,95: $ 87,93¢ $299,80:
| | | | | |

(a) These amounts primarily include unrealized gairgslasses on contracts used to hedge our forecaketlicity and gas requirements
to serve Native Loac

(b) These amounts primarily include the reclassificatd unrealized gains and losses to realized fatracted commodities delivered
during the period

12. Commitments and Contingencies
California Energy Market Issues and Refunds in thePacific Northwest

In July 2001, the FERC ordered an expeditetffading hearing to calculate refunds for spotrkes transactions in California during a
specified time frame. This order calls for a hegyinith findings of fact due to the FERC after a&lSO and PX provide necessary historical
data. The FERC directed an ALJ to make finding&of with respect to: (1) the mitigated price icle&our of the refund period; (2) the
amount of refunds owed by each supplier accordirthe methodology established in the order; andh@pamount currently owed to each
supplier (with separate quantities due from eachy@ioy the CAISO, the California Power Exchantieg investor-owned utilities and the
State of California.
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APS was a seller and a purchaser in the Galdanarkets at issue, and to the extent that d=fame ordered, APS should be a recipient as
well as a payor of such amounts. On December 122,240 ALJ issued Proposed Findings of Fact wispeet to the refunds. On March 26,
2003, the FERC adopted the great majority of thip@sed findings, revising only the calculation afural gas prices for the final
determination of mitigated prices in the Califormiarkets. Sellers who may actually have paid moreétural gas than the proxy prices
adopted by the FERC are required to submit neceslsaa to the FERC, after which a technical comfeeewill be held. Finalization of refur
calculations is expected by the end of 2003. Sub=®co the foregoing refund decision by the FERE,California parties filed a request for
rehearing asking the FERC to expand the time penmbtransactions covered by the refund proceeatidgprovide for approximately
$3 billion in additional refunds relating to salasall sellers in the California markets. APS donesanticipate material changes in its
exposure and still believes, subject to the firsian of the revised proxy prices, that it will eetitled to a net refund.

On November 20, 2002, the FERC reopened désgda these proceedings pursuant to instructidriseoUnited States Court of Appeals
for the Ninth Circuit that the FERC permit parttesoffer additional evidence of potential marketipalation for the period of January 1,
2000 through June 20, 2001. Parties submittediadditevidence and proposed findings, which the EEBntinues to consider. On a para
track, in March 2003, FERC made public a final mtjpm price manipulation in Western markets, preday its staff and covering spot
markets in the West in 2000 and 2001. The repatedtthat a significant number of entities whoiparated in the California markets during
the 2000 to 2001 time period, including APS, matepbally have been involved in arbitrage transawtithat allegedly violated certain
provisions of the CAISO tariff. The report alsosgumended that the FERC issue an order to show edus¢hese transactions did not
violate the CAISO tariff with potential disgorgenteri any unjust profits.

On June 25, 2003, the FERC issued an ordéinfirthat certain identified entities appear toéhpetentially participated in activities that
constitute gaming and/or anomalous market behawigiolation of the CAISO’s and PX’tariffs during the period of January 1, 2000 tigit
June 20, 2001. The FERC directed the CAISO, wittlimays of the date of the order to provide thetifled entities with all of the specific
transaction data for each of the specified potegtiming practices, and directed the identifiedtiestto file responses within 45 days
thereafter, absent a settlement. The FERC alsblis$tad a hearing proceeding to be held before lahfér the identified entities to show
cause, why they should not be found to have engeggaming practices in violation of the CAISO dPH tariffs. APS was named as an
identified entity in this order because of evidentgossible use of “paper trading” (the buy batkmcillary services) and “false
import” (ricochet or megawatt laundering) stratsgidased on its review of the allegations, as mediin the terms of the order, APS believes
that it was not improperly engaged in any of thentified gaming practices. On October 29, 2003 RBERC trial staff filed a motion to
dismiss the alleged claims against APS.

Also in June 2003, the FERC initiated an iigeegion of all bids in the CAISO and PX market®ab $250 per MWh during the period of
May 1, 2000 through October 1, 2000. The FERC @ffit Market Oversight and Investigations has issiad requests and is
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required to report back to the FERC by year-end328though APS bid over $250 per MWh during thadiperiod in question, APS
believes that its bids were not improper.

With regard to the Pacific Northwest, the FERC2001, ordered an evidentiary proceeding toudis and evaluate possible refunds. The
FERC required that the record establish the volafribe transactions, the identification of the selters and net buyers, the price and terms
and conditions of the sales contracts and the egfgmotential refunds. On September 24, 2001, b doncluded that prices in the Pacific
Northwest during the period December 25, 2000 thinaiune 20, 2001 were the result of a number ¢bifadn addition to price signals fro
the California markets, including the shortageugsy, excess demand, drought and increased ngasgbrices. Under these circumstances,
the ALJ ultimately concluded that the prices in Haeific Northwest were not unreasonable or urgustrefunds should not be ordered in this
proceeding. On December 19, 2002, the FERC openewvaliscovery period to permit the parties to oéféditional evidence for the period
of January 1, 2000 through June 20, 2001. Additiemilence was submitted in March 2003. In June32@te FERC issued a final order
terminating this proceeding without refunds. Cerfaarties have sought rehearing of the FERC's findér.

Although the FERC has not calculated the sjpa@fund amounts due in California, concluded hyeestablished investigations of
behavior in the Western markets, or ruled uporrégeests for rehearing in the Pacific Northwesesage do not expect that the resolutio
these issues will have a material adverse impaouofinancial position, results of operationsiquidity.

SCE and PG&E have publicly disclosed thatrtheiidity has been materially and adversely aieddecause of, among other things, their
inability to pass on to ratepayers the prices dachpaid for energy and ancillary services proctimealigh the PX and the CAISO. PG&E
filed for bankruptcy protection in 2001.

We are closely monitoring developments in@ladifornia energy market and the potential impddhese developments on us and our
subsidiaries. Based on our evaluations, we prelyigeserved $10 million before income taxes for owadit exposure related to the Califor
energy situation, $5 million of which was recordedhe fourth quarter of 2000 and $5 million of wiiwas recorded in the first quarter of
2001. Our evaluations took into consideration @mge of exposure of approximately zero to $38 amllbefore income taxes and review of
likely recovery rates in bankruptcy situations.

In the second quarter of 2002, PG&E filedMisdified Second Amended Disclosure Statement aadCfAUC filed its Alternative Plan of
Reorganization. Both plans generally indicated BfA&E would, at the close of bankruptcy proceedibgsable to pay in full all outstanding,
undisputed debts. As a result of these developmemrtestimated the probable range of our total sxpoto be approximately zero to
$27 million before income taxes, and our best exténof the probable loss is now approximately $ianibefore income taxes.
Consequently, we reversed $4 million of the $10iamireserve in the second quarter of 2002. We cfpredict with certainty, however, the
impact that any future resolution or attempted Iiggm, of the California energy market situatiomyrhave on us, our subsidiaries or the
regional energy market in general.
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California Energy Market Litigation

On March 19, 2002, the State of Californiadila complaint with the FERC alleging that wholesallers of power and energy, including
the Company, failed to properly file rate infornoatiat the FERC in connection with sales to Caliofrom 2000 to the preser&ate of
California v. British Columbia Power Exchange et al. , Docket No. EL02-71-000. The complaint requestsRERC to require the wholesale
sellers to refund any rates that are “found to edgast and reasonable levels.” This complaintdeen dismissed by the FERC and the State
of California is now appealing the matter to thatRiCircuit Court of Appeals. In addition, the $taf California and others have filed
various claims, which have now been consolidatgdirest several power suppliers to California alggantitrust violationsWholesale
Electricity Antitrust Cases| and Il , Superior Court in and for the County of San Didgmceedings Nos. 4204-00005 and 4204-00006. Two
of the suppliers who were named as defendantosetmatters, Reliant Energy Services, Inc. (andrd®eliant entities) and Duke Energy
Trading, LLP (and other Duke entities), filed crataims against various other participants in tiealRd CAISO markets, including APS,
attempting to expand those matters to such othéicipants. APS has not yet filed a responsive ¢lilggin the matter, but APS believes the
claims by Reliant and Duke as they relate to ARSathout merit.

APS was also named in a lawsuit regarding edale contracts in Californidames Millar, et al. v. Allegheny Energy Supply, et al. ,
United States District Court in and for the Distioé Northern California, Case No. C02-2855 EMCeTdomplaint alleges basically that the
contracts entered into were the result of an umfiait unreasonable market. The PX has filed a lawagaiinst the State of California regarding
the seizure of forward contracts and the Statdileasa cross complaint against APS and numerolisrd®X participantsCal PX v. The Sate
of California Superior Court in and for the County of Sacramed@CP No. 4203. Various preliminary motions arabédiled and we cannot
currently predict the outcome of this matter. Thited States Justice Foundation” is suing numevdudesale energy contract suppliers to
California, including us, as well as the CaliforBlapartment of Water Resources, based upon aredlieonflict of interest arising from the
activities of a consultant for Edison Internationdlo also negotiated long-term contracts for thif@aia Department of Water Resources.
McClintock, et al. v. Yudhraja, Superior Court in and for the County of Los ArggelCase No. GC 029447. The California Attorneyesain
has indicated that an investigation by his offi@kribt find evidence of improper conduct by the sudtant. We believe the claims against
APS and us in the lawsuits mentioned in this paalgare without merit and will have no materialede impact on our financial position,
results of operations or liquidity.

The Citizens Power Service Agreement

APS has a long history of contractual reldiaith Citizens relating to providing electricitpéancillary services to the utility in Arizona
owned by Citizens. Under the current power saleemgent, we provide for deliveries of electricitydamcillary services through May 31,
2008. On August 11, 2003, Citizens sold its Arizotility to a subsidiary of UniSource, UNS Electrinc. (“UNS Electric”). In connection
with that sale, the above referenced power sakeagent was amended and assigned to UNS ElectecCompany does not expect any
potential claims relating to the agreement andhgrior
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related agreements, including as to any claimsipusiy raised by Citizens, to have a material aswémpact on its financial statements.
El Dorado’s Investment in NAC

Through our unregulated wholly-owned subsidi&l Dorado, we own a majority interest in NACc@mpany that develops, markets and
contracts for the manufacture of cask designsgensnuclear fuel storage and transportation. Roithe third quarter of 2002, our investr
in NAC was accounted for under the equity methadl @ share of NAC's earnings and losses was redardother income or expense in
our Condensed Consolidated Statements of InconginBiag in the third quarter of 2002, we fully cofidated NAC's financial statements
after acquiring a controlling interest in NAC aseault of increased voting representation on Ng\Bdard of Directors. During the second
third quarters of 2002, we recorded cumulativedessf approximately $21 million before tax ($13lioil after tax) related to NAC, primari
as a result of expected losses under contractstwititustomers.

We recorded additional NAC losses of approxatya$38 million before tax ($23 million after taix) the fourth quarter of 2002, the
substantial majority of which related to the teration of a contract with one of the customers exieed above. As a result, in 2002, we
recorded NAC losses of approximately $59 milliofobe tax ($35 million after tax). We reversed $3liom of loss reserves in the first
quarter of 2003 related to NAC'’s settlement of pegditigation and arbitration relating to the cratt termination. We believe we have
reserved our exposure with respect to NAC's cotdracall material respects. We do not expect nadthrsses for the year 2003 related to
NAC.

Natural Gas Supply

APS and Pinnacle West Energy purchase therityagd their natural gas requirements for theisdimed plants under contracts with a
number of natural gas suppliers. Effective Septerb2003, APS’ and Pinnacle West Enegggatural gas supply is transported pursuant
firm, contract demand service agreement with EbPéatural Gas Company. Pursuant to the terms ofrigpoehensive settlement entered into
in 1996, the rates charged for transportation abgest to a 10-year rate moratorium extending tgiloDecember 31, 2005.

Prior to September 1, 2003, APS’ and Pinndést Energy’s natural gas supply was transportesiyaint to a firm, full requirements
transportation service agreement. On July 9, 2R83F-ERC issued an order that altered the contriaaliligations and the rights of parties to
the 1996 settlement by requiring all firm, full teggments contract holders to convert to contractahd service agreements effective
September 1, 2003. This required conversion hassenp additional limitations on the former full régments contract holders’ ability to
nominate firm transportation capacity. In order A®?S and Pinnacle West Energy to meet their nagasisupply and capacity requirements,
they must make market purchases, which we expéagttease costs by approximately $5 million peryeanatural gas supply and by
approximately $14 million per year for capacityttbof which amounts are reflected in the Compabydgets. APS and Pinnacle West
Energy have sought appellate review of the FERGls 9 order on the grounds that the FERC decisicabrogate the full requirements
contracts is arbitrary and capricious and is nppsuted by substantial
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evidenceArizona Public Service Company and Pinnacle West Energy Corporation v. Federal Energy Regulatory Commission , United States

Court of Appeals for the District of Columbia CiitiNo. 03-1209. This petition for review was colidated with a petition filed by the ACC
and other full requirements contract holdésszona Corporation Commission et al v. Federal Energy Regulatory Commission , United States

Court of Appeals for the District of Columbia CiitiNo. 03-1206. We are continuing to analyze thtekat to determine the most favorable
source and method of meeting our natural gas regnts.

13. Asset Retirement Obligations

On January 1, 2003, we adopted SFAS No. J4&dunting for Asset Retirement Obligations.” SFNS. 143 provides accounting
requirements for the recognition and measuremelmlafities associated with the retirement of téohg long-lived assets. The standard
requires that these liabilities be recognized mtfaue as incurred and capitalized as part ofréteted tangible longived assets. Accretion
the liability due to the passage of time is an apeg expense and the capitalized cost is depezt@ter the useful life of the lodiyed asset
Prior to January 1, 2003, we accrued asset retimeoi#igations over the life of the related askedtigh depreciation expense.

APS has asset retirement obligations for éti® R'erde nuclear facilities and certain other gatien, transmission and distribution assets.
The Palo Verde asset retirement obligation primaslates to final plant decommissioning. This gation is based on the NRC'’s
requirements for disposal of radiated propertylanpand agreements APS reached with the ACC hat iecommissioning of the plant. The
non-nuclear generation asset retirement obligatiomagmily relate to requirements for removing portiafishose plants at the end of the p
life or lease term. Some of APS’ transmission aisttidution assets have asset retirement obligatimtause they are subject to right of way
and easement agreements that require final rembliake agreements have a history of uninterrugteelval that APS expects to continue.
As a result, APS cannot reasonably estimate therddile of the asset retirement obligation relatesuch distribution and transmission ass¢
The asset retirement obligations associated witmon-regulated assets are immaterial.

On January 1, 2003 and in accordance with SN8.S143, APS recorded a liability of $219 millifor its asset retirement obligations,
including the accretion impacts; a $67 million ie&se in the carrying amount of the associatedsass®d a net reduction of $192 million in
accumulated depreciation related primarily to #neersal of previously recorded accumulated decosiori;ig and other removal costs
related to these obligations. Additionally, APSaeted a net regulatory liability of $40 million fire asset retirement obligations related 1
regulated assets. This regulatory liability repnésehe difference between the amount currentlgdedcovered in regulated rates and the
amount calculated under SFAS No. 143. APS beligvemn recover in regulated rates the transitiostcand ongoing current period costs
calculated in accordance with SFAS No. 143. Theptido of SFAS No. 143 did not have a material intfacour net income for the quarter
or nine months ended September 30, 2003.

In accordance with SFAS No. 71, APS will cang to accrue for removal costs for its regulatsbss, even if there is no legal obligation
for removal. At September 30, 2003, accumulatedetggtion shown on our Condensed Consolidated Bel&heets included
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approximately $384 million of estimated future reralbcosts that are not considered legal obligations

The following schedule shows the change inamset retirement obligations during the nine-m@ettiod ended September 30, 2003
(dollars in millions):

Balance at January 1, 20 $ 21¢
Changes attributable t
Liabilities incurred —
Liabilities settlec —
Accretion expens 12
Estimated cash flow revisiol —

Balance at September 30, 2( $ 23!

The following schedule shows the change inpparforma liability for the years ended Decembgr&002 and 2001, as if we had recorded
an asset retirement obligation based on the guaenSFAS No. 143 (dollars in millions):

2002 2001
Balance at beginning of ye $ 204 $ 19C
Accretion expens 15 14
Balance at end of ye $ 21¢ $ 204
I I

The pro forma effects on net income for 206@ 2001 are immaterial.

To fund the costs APS expects to incur to denission the plant, APS established external dedseioming trusts in accordance with
NRC regulations. APS invests the trust funds prilpan fixed income securities and domestic stookl alassifies them as available for si
The following table shows the cost and fair validBS’ nuclear decommissioning trust fund assets whictoariae Condensed Consolida
Balance Sheets at September 30, 2003 and Decemhpb20@® (dollars in millions):

September 30, December 31,
2003 2002
Trust fund assel- at cosi
Fixed income securitie $ 11¢ $ 11c
Domestic stocl 75 68
Total $ 19: $ 181
[ | [ |
Trust fund asset- at fair value
Fixed income securitie $ 127 $ 117
Domestic stocl 10C 77
Total $ 227 $ 19/
[ | [ |

33




Table of Contents
14. Intangible Assets

The Company’s gross intangible assets (whietpamarily software) were $247 million at SeptemB0, 2003 and $214 million at
December 31, 2002. The increase in gross intanggsets is primarily new software. The related axdated amortization was $126 million
at September 30, 2003 and $104 million at Decer®be2002. Amortization expense for the three moetided September 30 was $8 mill
in 2003 and $6 million in 2002. Amortization expersr the nine months ended September 30 was $#idmin 2003 and $14 million in
2002. Amortization expense for the twelve monthdeehSeptember 30 was $28 million in 2003 and $2llomiin 2002. Estimated
amortization expense on existing intangible assets the next five years is $29 million in 20030$8illion in 2004, $29 million in 2005,
$25 million in 2006 and $18 million in 2007.

15. Stock-Based Compensation

In 2002, we began applying the fair value radtbf accounting for stock-based compensationy@agged for in SFAS No. 123,
“Accounting for Stock-Based Compensatiom”accordance with the transition requirementsieAS No. 123, as amended by SFAS No. :
“Accounting for Stock-Based Compensation — Traositind Disclosure,” we applied the fair value mdtpoospectively, beginning with
2002 stock grants. In prior years, we recognizedkstompensation expense based on the intrinsievakthod allowed in Accounting
Principles Board Opinion (APB) No. 25, “Accountifay Stock Issued to Employees.”

The following chart compares our net incontecls compensation expense and earnings per shatteefthree, nine and twelve months
ended September 30, 2003 and 2002 to what thaoss it@uld have been if we had recorded stock congpmnsexpense based on the fair
value method for all stock grants through Septem3Be2003 (dollars in thousands, except per shamuats):

Three Months Nine Months Twelve Months
Ended Ended Ended
September 30, September 30, September 30,
2003 2002 2003 2002 2003 2002
Net income, as reporte $110,04¢ $100,91¢ $191,48t $230,03¢ $110,85¢ $265,84:

Add- Stock compensation expense

included in reported net income

(net of tax) 39¢ 21z 894 21z 1,00z 21z
Deduct- Total stock compensatio

expense determined under fair

value method (net of ta: 83¢ 72¢ 2,221 1,762 2,841 2,23:
Pro forma net incom $109,60¢ $100,39¢ $190,16: $228,48t $109,01« $263,82:
| | | | | |
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Earnings per shar basic:

As reportec $1.21 $1.1¢ $2.1C $2.71 $1.2¢ $3.1¢

Pro forma $1.2C $1.1¢€ $2.0¢ $2.7C $1.21 $3.11
Earnings per shar diluted:

As reportec $1.2C $1.1¢ $2.0¢ $2.71 $1.2¢ $3.1¢

Pro forma $1.2C $1.1€ $2.0¢€ $2.6¢ $1.21 $3.11

16. Other Income and Other Expense

The following table provides detail of othacome and other expense for the three, nine andaweonths ended September 30, 2003 and
2002 (dollars in thousands):

Three Months Nine Months Twelve Months Ended
Ended September 30, Ended September 30, September 30,
2003 2002 2003 2002 2003 2002
Other income
Environmental insurance

recovery $ — $ — $ — $ — $ — $ 1,402
Investment gain— net 2,24¢ 18t 3,617 627 1,73¢ 1,55(
Interest incom 1,80¢ 1,88( 3,572 3,81F 4,19¢ 6,09¢
SunCor joint venture earnin 331 12z 4,862 3,40¢ 8,81: 4,42¢
Miscellaneous 1,14¢ 83¢ 1,83¢ 2,291 1,84¢ 4,257
Total other incom $ 5,53¢ $ 3,02¢ $ 13,88¢ $ 10,13¢ $ 16,59: $17,72¢
| | | | | |

Other expense
Investment losse- net (a) $ — $ (4,13)) $ — $ (8,37)) $ — $(10,41Y
Non-operating cost— SunCor — — — — — (2,500
Non-operating costs (t (4,539 (4,839 (12,289 (15,037 (16,677 (21,427
Miscellaneous (1,252 (1,747) (2,795 (3,379 (3,209 (5,919
Total other expens $ (5,79) $(10,719) $(15,079 $(26,787) $(19,887) $(40,25¢)
| | | | | |

(a) Primarily related to El Dorac's investment in NAC in 2002 (see Note 1
(b) As defined by the FERC, includes be-the-line nor-operating utility costs (primarily community relatis).
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17. Guarantees

On January 1, 2003 we adopted FIN No. 45, f&u@ar's Accounting and Disclosure RequirementsGaarantees, Including Indirect
Guarantees of Indebtedness of Others.” FIN No.ldBogates on the disclosures to be made by a gwaisiarits financial statements about its
obligations under certain guarantees. It alsofadarthat a guarantor is required to recogniz&aption of a guarantee, a liability for the fair
value of the obligation undertaken in issuing thargntee. The disclosure provisions are effectiveétfe year ended December 31, 2002. The
initial recognition and measurement provisions k¥ Ko. 45 are effective on a prospective basisuargntees issued or modified after
December 31, 2002.

We have issued parental guarantees and leftersdit and obtained surety bonds on behalfusfumregulated subsidiaries. Our parental
guarantees related to Pinnacle West Energy priynemihsist of equipment and performance guarantdated to our generation construction
program, transmission service guarantees for Weseitx Units 4 and 5 and long-term service agre¢meaarantees for new power plants.
Our credit support instruments enable APS Energyi&ss to provide commodity energy and energigated products and enable El Dorad
support the activities of NAC. SunCor has a delatrgntee on behalf of an affiliated joint venturenNoerformance or payment under the
original contract by our unregulated subsidiariesild require us to perform under the guaranteeitg bond. No liability is currently
recorded on the Condensed Consolidated BalancasSieésted to Pinnacle West's guarantees on behéH subsidiaries. Our guarantees
have no recourse (except NAC) or collateral pravisito allow us to recover amounts paid under tlegantee. The amounts and approxir
terms of our guarantees and surety bonds for agutidiary at September 30, 2003 are as followdddoin millions):

Guarantees Surety Bonds Letters of Credit
Term Term Term
Amount (in years) Amount (in years) Amount (in years)
Parental
Pinnacle West Enerc $ 10z ltoz $ — $ 36 1ltoz
APS Energy Service 73 ltoz 35 z —
El Dorado (all NAC) 42 lto: — —
SunCor guarante 38 1 — —
Pinnacle West letter of crec — — 4 1
Total $ 25¢ $ 3t $ A
| | |

At September 30, 2003, we had entered intoceqapately $36 million of letters of credit whiclugport various construction agreements.
These letters of credit expire in 2003 and 2004 .hake approximately $4 million of letters of creditated to workers’ compensation
expiring in 2004. We intend to provide from eitlesiisting or new facilities for the extension, remwar substitution of the letters of credit to
the extent required.

APS has entered into various agreements ¢la@ine letters of credit for financial assuranceppses. At September 30, 2003,
approximately $200 million of letters of credit veesutstanding to support existing pollution contsohds of approximately $200 million.
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The letters of credit are available to fund therpagt of principal and interest of such debt oblmz. These letters of credit have expiration
dates in 2004 and 2005. APS has also entered ppimeimately $109 million of letters of credit tapgport certain equity lessors in the Palo
Verde sale-leaseback transactions. These letten®dit expire in 2005. Additionally, APS has appnaately $5 million of letters of credit
related to counterparty collateral requirementsragpin 2003. APS intends to provide from eith&iséing or new facilities for the extension,
renewal or substitution of the letters of credithie extent required.

In conjunction with our financing agreemeimsjuding our Palo Verde sale-leaseback transastioe generally provide indemnifications
relating to liabilities arising from or related tite agreements, except for certain limited exceptabepending on the particular agreement.
APS has also provided indemnifications to the ggodrticipants and other parties in the Palo Veaeleaseback transactions with respe:
certain tax matters. Generally, a maximum obligatfonot explicitly stated in the indemnificationdatherefore, the overall maximum amo
of the obligation under such indemnifications carbereasonably estimated. Based on historicalresquee and evaluation of the specific
indemnities, we do not believe that any materissIelated to such indemnifications is likely.

18. Earnings Per Share

The following table presents earnings per Wid average common share outstanding for the,thiee and twelve months ended
September 30, 2003 and 2002:
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Three Months Ended Nine Months Ended Twelve Months Ended
September 30, September 30, September 30,
2003 2002 2003 2002 2003 2002
Basic earnings per shai
Income from continuing operatiol $1.2C $1.1¢ $2.02Z $2.6: $1.87 $3.0t
Income from discontinued operatic 0.01 — 0.0¢ 0.0¢ 0.1C 0.0¢
Cumulative effect of a change in accounting for
trading activities — — — — (0.79) —
Earnings per sha~ basic $1.21 $1.1¢ $2.1( $2.71 $1.24 $3.1¢
| | | | | L]
Diluted earnings per shar
Income from continuing operatiol $1.2C $1.1¢ $2.02 $2.65 $1.87 $3.0¢E
Income from discontinued operatic — — 0.07 0.0¢ 0.0¢ 0.0¢
Cumulative effect of a change in accounting for
trading activities — — — — (0.79) —
Earnings per shar~ diluted $1.2C $1.1¢ $2.0¢ $2.71 $1.2¢ $3.12
| | | | | L]

The following table reconciles weighted-averagmmon shares outstanding — basic to weightexdkgge&ommon shares outstanding —
diluted that are used in the earnings per shaoeiledion in the Condensed Consolidated Statemédnitsome for the three, nine and twelve
months ended September 30, 2003 and 2002 (in thdska

Three Months Nine Months Twelve Months
Ended Ended Ended
September 30, September 30, September 30,
2003 2002 2003 2002 2003 2002
Weighted-average common shares outstanding -
basic 91,271 84,76¢ 91,26: 84,76¢ 89,76( 84,74¢
Dilutive shares 19¢€ 29 17C 91 15¢ 10t
Weighted-average common shares outstanding -
diluted 91,46 84,79 91,43: 84,85¢ 89,91¢ 84,85!
| | | | | |

Options to purchase 1,784,168 shares forteetmonth period ended September 30, 2003, 2,22 E[®ares for the nine-month period
ended September 30, 2003 and 2,038,158 shardsefowelve-month period ended September 30, 2008 wetistanding but were not
included in the computation of earnings per shaeabse the options’ exercise prices were greaderttie average market price of the
common shares. Options
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to purchase shares of common stock that were ohtdad in the computation of diluted earnings s were 2,118,994 shares for the tl
months ended September 30, 2002, 1,281,721 shardgefnine months ended September 30, 2002 aBd,0&3 shares for the twelve
months ended September 30, 2002.

19. Real Estate Activities — Discontinued Operation

On January 1, 2002, we adopted SFAS No. 14dcdunting for the Impairment or Disposal of Long«d Assets.” Among other
guidance, SFAS No. 144 prescribes accounting fraditinued operations and defines certain activégediscontinued operations.

In the first quarter of 2003, SunCor soldwester utility company, which resulted in an af@@x gain of $5 million ($8 million pretax). The
amounts of the gain on the sale and operating iecofnthe water utility company in the current amipperiods are classified as discontin
operations on our Condensed Consolidated StateraEhisome.

In the second quarter of 2002, SunCor soktailrcenter, but maintained a significant contirguinvolvement through a management
contract. In the first quarter of 2003, this mamagat contract was canceled. As a result, an aftegain of $6 million ($10 million pretax)
was reported related to the 2002 sale. This adtegain and operating income related to this ptygeave been reclassified as discontinued
operations on our Condensed Consolidated StateraEhisome. The income from discontinued operatiorthie nine and twelve months
ended September 30, 2002 primarily reflects this. sa

The following chart provides a summary of Sari€earnings (after income taxes) for the thréee mnd twelve months ended
September 30, 2003 and the comparable prior yeardse(dollars in millions):

Three Months Nine Months Twelve Months
Ended Ended Ended

September 30, September 30, September 30,
2003 2002 2003 2002 2003 2002
Income (loss) from continuing operatic $ 6 $ Q) $ 10 $ 2 $ 18 $ 3
Income from discontinued operatic — — 7 7 9 7
Net income (loss $ € $ (1) $ 17 $ ¢ $ 27 $ 1C
| | | | | |

The following table provides SunCor’s reveiamel income before income taxes related to propettassified as discontinued operations
for the three, nine and twelve months ended Sepes(l 2003 and the comparable prior year periddiafs in millions):
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Three Months Nine Months Twelve Months
Ended Ended Ended
September 30, September 30, September 30,
2003 2002 2003 2002 2003 2002
Revenue $ 2 $ Z $ 5¢ $ 2¢ $ 6€ $ 2¢
Income before taxe 1 — 11 12 14 12

The following tables provide the amounts ieditio properties of discontinued operations whieneareclassified to assets and liabilities
held for sale on the Consolidated Balance Sheat§ @ecember 31, 2002 (dollars in thousands):

Assets
Real estate investme-net $39,84¢
Other 2,49(C
Real estate assets held for ¢ $42,33¢
[ |

Liabilities
Customer deposi $13,64¢
Long-term debt less current maturiti 12,45
Other 2,75¢
Real estate liabilities held for s¢ $28,85¢
[ |

For the years 2001 and 2000, items requiring distoed operations reporting were immaterial. Iniadd, see note 7 for information related
to the real estate segment.

20. Allowance for Funds Used During Constructiorcéunting Policy

In the third quarter of 2003, APS returnedht® allowance for funds used during constructickHUDC") method of capitalizing interest
and equity costs associated with construction ptsjm a regulated utility. This is consistent WkRS returning to a vertically integrated
utility, as evidenced by APS’ recent general ratsecfiling, which includes the request for rateoggition of generation assets. Previously,
APS capitalized interest in accordance with SFAS 3g “Capitalization of Interest Cost.” AFUDC regents the approximate net composite
interest cost of borrowed funds and a reasonahlerren the equity funds used for constructiontdity plant. Although AFUDC both
increases the plant balance and results in higheert earnings during the construction period, BiLis realized in future revenues through
depreciation provisions included in rates. AFUDG bhaen calculated using a composite rate of 8.512003. APS compounds AFUDC
semiannually and ceases to accrue AFUDC when catisin is completed and the property is placedinwise. This change increased
earnings by $8 million in the third quarter of 2003
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PINNACLE WEST CAPITAL CORPORATION
Item 2. Managemer's Discussion and Analysis of FinancCondition and Results of Operatiol
Introduction

In this Item, we explain the results peaations, general financial condition and outlémkPinnacle West and our subsidiaries: APS,
Pinnacle West Energy, APS Energy Services, Sun@dEhDorado, including:

the changes in our earnings for the three, ninehaatve months ended September 30, 2003 and :
« our capital needs, liquidity and capital resour

 our business outlook and major factors that affec financial outlook (see Note 5 to the CondenSensolidated Financial
Statements an“Business Outloc” below); anc

< our management of market ris|

We suggest this section be read alonlg thi¢ 2002 10-K. Throughout this Item, we refespecific “Notes” in the Notes to Condensed
Consolidated Financial Statements in this repdreste Notes add further details to the discussiper&ing statistics for the three, nine and
twelve months ended September 30, 2003 and 200&vaikable on our website (www.pinnaclewest.cong anour Current Report on Form
8-K dated September 30, 2003.

Overview of Our Business

The Company owns all of the outstandioghmon stock of APS. APS is an electric utility tpabvides either retail or wholesale
electric service to substantially all of the staté\rizona, with the major exceptions of the Tucsoetropolitan area and about one-half of the
Phoenix metropolitan area. Electricity is delivetbrbugh a distribution system owned by APS. APS glenerates, sells and delivers
electricity to wholesale customers in the westenitédl States. APS does not distribute any prodii¢tts.marketing and trading segment s
in the wholesale market, APS and Pinnacle Westdgngeneration output that is not needed for APSiwdd_oad, which includes loads for
retail customers and traditional cost-of-servicelgbale customers. In early 2003, we moved our etiugs and trading division from
Pinnacle West to APS for future marketing and trgdictivities (existing wholesale contracts renaiRinnacle West) as a result of the
ACC'’s Track A Order prohibiting the previously read transfer of APS’ generating assets to Pinndtst Energy.

Our other major subsidiaries are:
« Pinnacle West Energy, through which we conductoomnpetitive electricity generation operatio
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« APS Energy Services, which provides competitommodity-related energy services (such as diresgsscommodity contracts,
energy procurement and energy supply consultatind)energyelated products and services (such as energy n@ataiing, energ
use consultation and facility audits, cogeneratinalysis and installation and project managementpmmercial, industrial and
institutional retail customers in the western Udig&tates

e SunCor, a developer of residential, commercialiaddstrial real estate projects in Arizona, New ldexand Utah; an

» El Dorado, which owns a majority interest in NASpecializing in spent nuclear fuel technology) anttls miscellaneous small
investments, including interests in Arizona comnty-based venture:

Earnings Contributions By Subsidiary And Business 8gment
We have three principal business segmeetermined by products, services and the regyl@vironment):

 our regulated electricity segment, which consi$tegulated traditional retail and wholesale #leity businesses and related
activities and includes electricity generationng@ission and distributiol

« our marketing and trading segment, which consiktair competitive energy business activities|uding wholesale marketing and
trading and APS Energy Servi’ commodity-related energy services; a

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

The following tables summarize net incaane segment details for the three, nine and twalesths ended September 30, 2003 an
comparable prior year periods for Pinnacle Westeath of our subsidiaries (dollars in millions):

Marketing and

Total Regulated Electricity Trading Real Estate (a) Other (b)

Three months ended
September 30, 2003 2002 2003 2002 2003 2002 2003 2002 2003 2002
Arizona Public Service
(APS) (c) $10C $ 87 $104 $86 $4 $1 $— $— $— $—
Pinnacle West Energy ( 3 1C 3 10 — — — —_ - -
APS Energy Services (i 1 7 — — — 7 — — 1 —
SunCot 6 (1 — — — — 6 o - —
El Dorado (d 1 (15 — — — — — — 1 (15
Parent company (c (1) 13 — (8) Q) 16 — — - 5
Net income (loss $11C $101 $107 $88 $65) $24 $6 $(1) %2 %10

| | | | | | | | | |
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Marketing and

Total Regulated Electricity Trading Real Estate (a) Other (b)
Nine months ended
September 30, 2003 2002 2003 2002 2003 2002 2003 2002 2003 2002
Arizona Public Service
(APS) (c) $15¢ $18:  $15€ $182 $3 $1 $— $— $— $—
Pinnacle West Energy ( 11 12 12 12 1) — — —_ - —
APS Energy Services (i 13 20 — — 10 18 — — 3 2
SunCor 10 2 — — — — 10 —_ —
El Dorado (d 6 (18 — — — — — 6 (18
Parent company (c (15 24 (13 9 — 30 — — 2 3
Income (loss) from continuing operatic 184 22:¢ 155 18t 12 49 10 2 7 (13
Income from discontinued operatic- net of tax 7 7 — — — — 7 7 - —
Net income (loss $191 $23C $15E $18¢ $12 $49 $17 $9 $7 $13
| | | | | | | | | |
Marketing and
Total Regulated Electricity Trading Real Estate (a) Other (b)

Twelve months ended
September 30, 2003 2002 2003 2002 2003 2002 2003 2002 2003 2002
Arizona Public Service
(APS) (c) $17€ $22z  $17% $21¢ $ 3 $4 $— $— $— $—
Pinnacle West Energy (c) ( (20) 15 (22 15 2 — — — — —
APS Energy Services (i 21 21 — — 15 20 — — 6 1
SunCor 18 3 — — — — 18 3 —_ —
El Dorado (d (31) (19 — — — — — —  (3) (19
Parent company (c 4 17 (11) (12) 4 22 — — 11 6
Income (loss) from continuing operatic 166 25¢ 14C 222 24 46 18 3 (19 (12
Income from discontinued operatic- net of tax 9 7 — — — — 9 7 — —
Cumulative effect of change in account- net of tax (f) (66) — — — (66) — — — — —
Net income (loss $111 $26€  $14C $222 $(42) $46  $27  $10 $(14) $(12

| | | | | | | | | |

(a) See"Real Estate Activitie” discussion below and Note 1

(b) The “Other” segment primarily includes activitiedated to El Dorado’s investment in NAC. We refsat pretax losses of $16
million in the three months ended September 302201 $21 million in the nine and twelve monthsexzh8eptember 30, 2002,
primarily related to NAC contracts with two custadn the twelve months ended September 30, 2003ecorded an additional
$33 million in pretax losses related to these saomtracts, partially offset by a contract settletn&ee Note 12

(c) Consistent with APS’ October 2001 ACC filing, ABBtered into contracts with its affiliates to pgwer through June 2003. The
contracts reflected prices based on the fully-didpeble dedication of the Pinnacle West Energy geimg assets to APS’ Native
Load customers (customers receiving power undditimaal cost-based rate regulation). Beginniny dyl2003, under the ACC
Track B Order, APS was required to solicit bidsdertain estimated capacity and energy requiremBntaacle West Energy bid
on and entered into a contract to supply mostedetpurchase power requirements in summer mornihsgih September 2006.
See“Track B Orde” in Note 5 for more informatior

(d) APS Energy Services’ net income prior to 2003 BhBorado’s net income (loss) are primarily repdrbefore income taxes. The
income tax expense or benefit for these subsidiavees recorded at the parent compi

(e) In the fourth quarter of 2002, Pinnacle West Bgaecorded a charge related to the cancellatidkeathawk Units 3 and 4 of
approximately $30 million after income taxes ($4@lion pretax).

(f) We recorded a $66 million after-tax charge a®ctober 1, 2002 for the cumulative effect of a @eim accounting for trading

activities, for the early adoption of EITF-3.
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Results of Operations
General

Throughout the following explanationsonifr results of operations, we refer to “gross nmafdiVith respect to our regulated electricity
segment and our marketing and trading segments gnasgin refers to electric operating revenuespesshased power and fuel costs. Our
real estate segment gross margin refers to restkasivenues less real estate operations costm@fd®. Other gross margin refers to other
operating revenues less other operating expens$ésh wrimarily includes El Dorado’s investment i\, which we began consolidating in
our financial statements in July 2002. Other graasgin also includes amounts related to APS En8egyices’ energy consulting services.

Consistent with APS returning to a vetlicintegrated utility, as evidenced by APS’ recganeral rate case filing, which includes the
request for rate recognition of generation as$&®§ has also returned to the Allowance for FundsdU3uring Construction (“AFUDC")
method, which is a more traditional method of calfging interest and equity costs associated wétistruction projects in a regulated utility.
This change increased earnings by $8 million intitirel quarter of 2003. See Note 20.

Operating Results — Three-month period ended Septemer 30, 2003 compared with Three-month period ende8eptember 30,
2002

Our consolidated net income for the thmemths ended September 30, 2003 was $110 milbarpared with $101 million for the prior
period. The $9 million increase in the period-toipe comparison reflects the following changesaméngs by segment:

Regulated Electricity Segment Net income increased $19 million primarily due tgher retail sales related to customer growth
favorable weather effects; lower operating cositmarily related to severance costs recorded in 208i@her capitalized construction
finance costs related to APS’ return to the AFUD&mod of capitalizing such costs; an income taxefierecorded in 2003; and
lower regulatory asset amortization, consistenh it comprehensive settlement agreement relatis tionplementation of retail
electric competition (the “1999 Settlement AgreetijeMhese favorable factors were partially offegthigher replacement power
costs from plant outages due to more unplannedyeatand higher market prices; higher prices foghddjas and purchased power;
a retail electricity price reduction that was effee July 1, 2003; and higher pension and othetsc

» Marketing and Trading Segment — Net income dea@&29 million, reflecting the effects of lowernket liquidity in the wholesale
power markets in the western United States on arketing and trading activitie

* Real Estate Segme- Net income increased $7 million because of increédesed and home sale
» Other Segmer— Net income increased $12 million, primarily dughe absence of NAC losses in 2003 (see Note
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Additional details on the major factdnatincreased (decreased) income from continuirgatipns before income taxes and net inc
are contained in the table below (dollars in milk.

Increase (Decrease)

Pretax After Tax
Regulated electricity segment gross mar
Higher replacement power costs from plant outagestd more unplanned outages and
higher market price $(22) $(13)
Increased purchased power and fuel costs primauidyto higher prices for hedged gas i
purchased powe (29 (12)
Retail electricity price reduction effective July2003 (9) (5)
Higher retail sales primarily due to customer gtovexcluding weather effec 22 13
Decreased purchased power costs due to new poamsph servict 12 7
Effects of weather on retail sal 7 4
Miscellaneous items, n 6 3
Net decrease in regulated electricity segment grasgin (3) 2
Marketing and trading segment gross mar
Lower mark-to-market gains for future delivery dadower market liquidity resulting in
lower volumes and margir (26) (16)
Lower realized margins on wholesale sales duewerdanit margins and lower volum (13 (8)
Lower unit margins on higher competitive retailesain California by APS Energy Servit (5) 3
Miscellaneous items, n 2 1)
Net decrease in marketing and trading segment gnasgin (46) (28)
Net decrease in regulated electricity and markedimgj trading segmer’ gross margin: (49 (30
Higher income primarily related to the absence AfINosses in 200 17 10
Higher real estate segment contribution primarilg ¢b increased land and home sales at
SunCor 12 7
Operations and maintenance expel
Severance costs recorded in 2 26 16
Increased pension and other benefit ¢ (7 4
Costs for new power plants in serv (4) 2
Other items, ne 4 2
Depreciation and amortizatio
Primarily related to increased delivery and othrseyeds (5) 3
Depreciation related to new power plant in ser (4) 2
Decreased regulatory asset amortiza 7 4
Higher income resulting from APS’ return to the ABO method of capitalizing construction
finance cost: 5 8
Income tax credits related to prior ye — 7
Net decrease in income from continuing operatiefsie income taxe $ (6)
]
Net increase in net incon $ 9
|
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The increase in operating and interestscielated to new power plants placed in serwcBibnacle West Energy, net of purchased
power savings and increased gross margin from g#@aprsales other than Native Load, totaled appnaiely $3 million after income taxes
the three months ended September 30, 2003 compétiethe prior-year period.

Regulated Electricity Segment Revenues

Regulated electricity segment revenuag 5 million lower in the three months ended Seyiter 30, 2003, compared with the same
period in the prior year primarily as a result of:

* a $72 million decrease related to retail load hedgeagement wholesale sales primarily as a resldiver sales volume:
* a $9 million decrease in retail revenues relateal teduction in retail electricity price
» a $33 million increase in retail revenues relatedustomer growth, excluding weather effe
* a $14 million increase in retail revenues relatedi¢ather; an
* a $9 million net increase due to miscellaneousfac
Marketing and Trading Segment Revenues

Marketing and trading segment revenueg 67 million higher in the three months endedt&aper 30, 2003, compared with the
same period in the prior year primarily as a restilt

$77 million of higher realized wholesale revenuamprily due to higher price:

a $13 million increase from higher competitive iletales in California by APS Energy Services, iadlst offset by lower prices

$24 million in lower mar-to-market gains for future delivery primarily as aule®f lower market liquidity; an

a $1 million net increase due to miscellaneousfac
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Operating Results — Nine-month period ended Septereb 30, 2003 compared with Nine-month period endedeptember 30,
2002

Our consolidated net income for the mimanths ended September 30, 2003 was $191 milliotpaced with $230 million for the prior
year. Both periods include income from discontinopdrations related to our real estate segmen*“Real Estate Activities” below). The
$39 million decrease in the period-to-period corguar reflects the following changes in earningsegment:

» Regulated Electricity Segment — Net income desda&30 million primarily because of higher reptaeat power costs from plant
outages due to higher market prices and more unpthoutages; higher costs related to new powetlaat of related gross margin
benefits; higher prices for hedged gas and purchps®er; two retail electricity price reductionsgher pension and other benefit
costs; and higher depreciation expense relatatcteased delivery assets. These negative factoespegtially offset by higher retail
sales primarily due to customer growth; lower opegacosts primarily related to severance costendsd in 2002; lower regulatory
asset amortization, consistent with the 1999 Setile Agreement; higher income related to APS’ retarthe AFUDC method of
capitalizing construction finance costs; and amime tax benefit recorded in 20(

» Marketing and Trading Segment — Net income desgré&37 million, reflecting lower market liquidity the wholesale power
markets in the western United States, partiallgetfby higher revenues related to structured cotstfeom prior years (including the
effects of the adoption of EITF -3 in the fourth quarter of 200z

* Real Estate Segme— Net income increased $8 million primarily due torieased home and land sa

» Other Segment — Net income increased $20 mifiamarily due to the absence of NAC losses in 2808 the current-period
settlement of an NAC contract dispute (see Note

Additional details on the major factdnatincreased (decreased) income from continuirgatipns before income taxes and net inc
are contained in the table below (dollars in milk.
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Increase (Decrease)

Pretax After Tax
Regulated electricity segment gross mar
Higher replacement power costs from plant outagestd higher market prices and more
unplanned outage $(35) $(21)
Increased purchased power and fuel costs primauidyto higher prices for hedged gas i
purchased powe (24 (14)
Retail electricity price reductions effective Jdly2002 and July 1, 20( (21) 13
Higher retail sales volumes due to customer groexhluding weather effec 45 27
Decreased purchased power costs due to new poamsph servict 16 10
Miscellaneous factors, n 2 ()
Net decrease in regulated electricity segment grasgin (21) 13
Marketing and trading segment gross mar
Lower marl-to-market gains for future delivery due to lower madiguidity (60) (36)
Lower realized margins on wholesale sales primalilg to lower unit margins, partially
offset by higher volume (23 (14)
Higher revenues related to structured contracts fodor years (including the effects of t
adoption of EITF 0-3) 13 8
Increased competitive retail sales in Californiad8S Energy Service 5 3
Miscellaneous factors, n Q) (@)
Net decrease in marketing and trading segment gnasgin (66) (40
Net decrease in regulated electricity and markedimgdj trading segmer gross margin: (87 (53)
Higher income primarily related to the absence AflNosses in 2003 and NAC's settlement
a contract dispute recorded in the first quarte2@f¥3 28 17
Higher real estate segment contribution primarilg ¢b increased home and land sales at
SunCor 12 8
Higher interest expense on higher debt balancesoavet capitalized interest primarily relate:
to new power plants in servi (20 (12
Higher income resulting from APS’ return to the ABO method of capitalizing construction
finance cost: 5 8
Operations and maintenance expel
Increased pension and other benefit ¢ (20 (12
Costs for new power plants in serv (14 8
Severance costs recorded in 2 26 16
Other items, ne (20 @)
Depreciation and amortizatio
Primarily related to increased delivery and othrseyeds (29 (12)
Depreciation related to new power plants in ser (16) (10
Decreased regulatory asset amortiza 22 13
Income tax credits related to prior ye — 7
Miscellaneous factors, n 7 5
Net decrease in income from continuing operati@feie income taxe $(86)
|
Net decrease in net incor $(39)
]
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The increase in operating and interestscielated to new power plants placed in serwcBibnacle West Energy, net of purchased
power savings and increased gross margin from g#daprsales other than Native Load, totaled appnaiely $17 million after income taxes
in the nine months ended September 30, 2003 comhpétle the prior-year period.

Regulated Electricity Segment Revenues

Regulated electricity segment revenueg &0 million lower in the nine months ended Seiter 30, 2003, compared with the same
period in the prior year primarily as a result of:

* a $72 million decrease related to retail load hedgeagement wholesale sales primarily as a resldiver sales volume:
» a $21 million decrease in retail revenues relade@ductions in retail electricity price
* a $69 million increase in retail revenues relatedustomer growth, excluding weather effe
+ a $6 million increase related to traditional whalessales as a result of higher sales volumes ighe@thprices; an
 an $8 million net increase due to miscellaneoutfac
Marketing and Trading Segment Revenues

Marketing and trading segment revenue 272 million higher in the nine months endedtSeper 30, 2003, compared with the
same period in the prior year primarily as a restilt

* $217 million of higher realized wholesale revenipemarily due to higher volumes, including revesuelated to structured contracts
from prior years (including the effects of the atiop of EITF 0:-3);

+ a $61 million increase from higher competitive iletales in California by APS Energy Servic

» a $54 million increase from generation sales othan Native Load primarily due to higher prices aigher sales volumes, includi
sales from new power plants in service;

+ $60 million in lower mar-to-market gains for future delivery primarily as aulesf lower market liquidity and higher price valay.
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Operating Results — Twelve-month period ended Septeber 30, 2003 compared with Twelvenonth period ended September 3!
2002

Our consolidated net income for the twatvonths ended September 30, 2003 was $111 miiotpared with $266 million for the
prior year. Both periods include income from digomned operations related to our real estate sefj(aea “Real Estate Activities” below).
The $155 million decrease in the period-to-periothparison reflects the following changes in earsibg segment:

* Regulated Electricity Segment — Net income desda82 million primarily due to higher operati@ml maintenance costs related
to the cancellation of Redhawk Units 3 and 4 amdeased pension and other benefits; higher praresddged gas and purchased
power; higher costs related to new power plantspheelated gross margin benefits; higher replaaetnpower costs from plant
outages due to higher market prices and more unpthoutages; two retail electricity price reducsioand higher depreciation
expense related to increased delivery assets. Teggdive factors were partially offset by highetail sales primarily due to
customer growth; lower regulatory asset amortirgtamnsistent with the 1999 Settlement Agreememigl operating costs primari
related to severance costs recorded in 2002; 28&Des related to purchase power contracts witbrErigher income related to
AP€E' return to the AFUDC method of capitalizing constioie finance costs; and an income tax benefit m@oin 2003

» Marketing and Trading Segment — Net income desré&88 million, reflecting a charge for the curtiviaeffect of a change in
accounting for trading activities at the time of #marly adoption of EITF 02-3 on October 1, 200} lower market liquidity in the
wholesale power markets in the western United Stdtkese negative factors were partially offsehigyer revenues related to
structured contracts from prior years (including #ifects of the adoption of EITF 02-3); higher gatitive retail sales in California
by APS Energy Services; and fourth quarter 200tgdsarelated to Enron and its affiliat

* Real Estate Segme— Net income increased $17 million primarily duertoreased land and home sa

Additional details on the major factdnatincreased (decreased) income from continuigatipns and net income are contained in the
table below (dollars in millions).
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Increase (Decrease)

Pretax After Tax

Regulated electricity segment gross mar
Increased purchased power and fuel costs primduigyto higher prices for hedged gas and purchased

power $ (40) $ (24)
Higher replacement power costs from plant outagestd higher market prices and more unplanne
outages (32) (29
Retail electricity price reductions effective Jdly2002 and July 1, 20( (27 (16)
Effects of milder weather on retail sa (6) 4
Higher retail sales volumes due to customer groexbluding weather effec 46 28
Decreased purchased power costs due to new poar@s i servict 16 10
2001 charges related to purchased power contraitt€Enron 13 8
Miscellaneous factors, n 9 5
Net decrease in regulated electricity segment grasgin (20 (12
Marketing and trading segment gross mar
Lower marl-to-market gains for future delivery due to lower madicuidity (64) (38)
Lower realized margins on wholesale sales primatilg to lower unit margins, partially offset by
higher volume: (22 13
Higher revenues related to structured contracts foaor years (including the effects of the adoptid
EITF 0Z-3) 20 12
Increased competitive retail sales in California®BS Energy Service 12 7
Change in prior period me-to-market value related to trading with Eni 8 5
Increased generation sales other than Native Laathgly due to higher sales volumes, including
sales from new power plants in service, partiaffges by lower unit margin 5 3
Net decrease in marketing and trading segment gnasgin (42) (29
Net decrease in regulated electricity and markedimgj trading segmer’ gross margin: (62) (36)
Operations and maintenance expel
Cancellation of Redhawk Units 3 and 4 in the fouptiarter of 200: 47 (28)
Increased pension and other benefit ¢ (22) 13)
Severance costs recorded in 2! 15 9
Costs for new power plants in serv (15) 9)
Other items, ne (22 (13
Lower income primarily related to NAC loss 9 (5)
Higher interest expense and lower capitalized @sigprimarily related to new power plants in sex (27) (16)
Higher income resulting from APS’ return to the ABO method of capitalizing construction finance
COsts 5 8
Depreciation and amortizatio
Depreciation related to new power plants in ser (22 (13
Primarily related to increased delivery and othesess (25) (15)
Decreased regulatory asset amortiza 29 17
Higher taxes other than income taxes due to inecepsoperty taxes on higher property balar (20 (6)

Higher real estate segment contribution primarilg tb higher home and land sales, equity earnimgs i

joint ventures and decreased miscellaneous exp 25 16
Higher APS Energy Services r-commodity margir 6 4
Miscellaneous items, n 3 3
Income tax credits related to prior ye — 7

Net decrease in income from continuing operat $(17€) (90)

|
Increase in income from discontinued operatiorasteel to SunCor — net of income tax (see “Real Es

Activities” below and Note 1€ 1
Decrease due to cumulative effect of a changedowating for trading activities due to the adoptain

EITF 0z-3 — net of income ta: (66)
Net decrease in net incor $(155)

|
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The increase in operating and interest cesédad to new power plants placed in service by&ite West Energy, net of purchased power
savings and increased gross margin from generatil@s other than Native Load, totaled approximekelly million after income taxes in the
twelve months ended September 30, 2003 comparédivégtprior-year period.

Regulated Electricity Segment Revenues

Regulated electricity segment revenues we@erfilion lower in the twelve months ended Septengik 2003, compared with the same
period in the prior year primarily as a result of:

» an $88 million decrease related to retail loadigeemanagement wholesale sales primarily as at i@fdolwer prices and lower sales
volumes;

« a $27 million decrease in retail revenues relade@ductions in retail electricity price
+ a $9 million decrease in retail revenues relatemtitder weather
« a $70 million increase in retail revenues relatedustomer growth and higher average usage, exgwdéather effect:
+ a $7 million increase related to traditional whalessales as a result of higher prices and higiles ¥olumes; an
* a $17 million net increase due to miscellaneoufac
Marketing and Trading Segment Revenues

Marketing and trading segment revenues weéd $3illion higher in the twelve months ended Sejiten80, 2003, compared with the
same period in the prior year primarily as a resfilt

« $256 million of higher realized wholesale revenuemprily due to higher volumes, partially offset kayver prices, including revenu
related to structured contracts from prior yeansl(iding the effects of the adoption of EITF-3);

» an $88 million increase from higher competitiveariesales in California by APS Energy Servic

+ an $80 million increase from generation salegwthan Native Load primarily due to higher salekimnes and higher prices, including
sales from new power plants in servi

+ an $8 million increase due to the fourth qua2@d1 write-off of prior-period mark-taarket value related to trading with Enron an
affiliates; anc
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» $64 million in lower mar-to-market gains for future delivery primarily as aulesf lower market liquidity and lower price voilty .

Real Estate Activities

As discussed in our 2002 10-K, we have un#lertan aggressive effort to accelerate asset aaleities to approximately double
SunCor’s annual earnings in 2003 to 2005 compaigdtive $19 million in earnings recorded in 2002.

Certain components of SunCor’s real estatessativities, which are included in the real estsgment, are required to be reported as
discontinued operations on our Condensed Consetidatatements of Income in accordance with SFASING, “Accounting for the
Impairment or Disposal of Long-Lived Assets.” Amouotfper guidance, SFAS No. 144 prescribes accouftindiscontinued operations and
defines certain activities as discontinued openati®Ve adopted SFAS No. 144 effective January 02 20d determined that activities that
would have required discontinued operations repgiith 2002, 2001 and 2000 were immaterial. We ailyesstimate that 15% to 30% of
SunCor’s net income in 2003 will be reported ircdigtinued operations; however, this ultimately defseon the specific properties sold.

In the first quarter of 2003, SunCor soldwester utility company, which resulted in an af@@x gain of $5 million ($8 million pretax). The
amounts of the gain on the sale and operating iecofnthe water utility company in the current amidpperiods are classified as discontin
operations on our Condensed Consolidated StateraEhtsome.

In the second quarter of 2002, SunCor soktailrcenter, but maintained a significant contirguinvolvement through a management
contract. In the first quarter of 2003, this mamagat contract was canceled. As a result, an aftegain of $6 million ($10 million pretax)
was reported related to the 2002 sale. This adtegain and operating income related to this ptygeave been reclassified as discontinued
operations on our Condensed Consolidated StateroEhltsome. The income from discontinued operatiorthe nine and twelve months
ended September 30, 2002 primarily reflects this. sa

The following chart provides a summary of Sari€earnings (after income taxes) for the thréee mnd twelve months ended
September 30, 2003 and the comparable prior yeardse(dollars in millions):

Three Months Nine Months Twelve Months
Ended Ended Ended
September 30, September 30, September 30,

2003 2002 2003 200z 2003 2002

Income (loss) from continuing operatic  $ 6 $(1) $10 $2 $18

| < |

Income from discontinued operatic — 7 7 9
Net income (loss $6 $(1) $17 $9  $27 $10
| | | | | |

The following table provides SunCor’s reveiamel income before income taxes related to propettassified as discontinued operations
for the three, nine and twelve
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months ended September 30, 2003 and the compamadieyear periods (dollars in millions):

Three Months Nine Months Twelve Months
Ended Ended Ended
September 30, September 30, September 30,

2003 2002 2003 2002 2003 2002

Revenue $2 $2 $59 $28 $66 $28
Income before taxe 1 — 11 12 14 12

The following tables provide the amounts rsdtio properties of discontinued operations whieheareclassified to assets and liabilities
held for sale on the Consolidated Balance Sheeat§ @ecember 31, 2002 (dollars in thousands):

Assets
Real estate investme-net $39,84¢
Other 2,49(
Real estate assets held for ¢ $42,33¢
[ |
Liabilities
Customer deposit $13,64¢
Long-term debt less current maturiti 12,45¢
Other 2,75¢
Real estate liabilities held for s¢ $28,85¢
[ |
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Liquidity and Capital Resources
Capital Expenditure Requirements

The following table summarizes the actual Edgxpenditures for the nine months ended SepteBhe2003 and estimated capital
expenditures for the next three years (dollars iliians):

Actual Estimated

Nine Months
Ended September 3( Twelve Months Ended December 31,

2003 2003 2004 2005
APS:
Delivery $21E $28C $307 $38¢€
Generation (a 86 132 10¢ 15¢
Other 5 5 2 2
Subtotal 30€ 417 417 547
Pinnacle West Energy (a) ( 17¢ 23€ 61 24
SunCor (] 45 64 47 27
Other (d) 11 17 11 18
Total $53¢ $734 $53€ $61€
| | | |

(a) As discussed in Note 5 under “APS General Rage@ad Retail Rate Adjustment Mechanisms,” asgjars 2003 general rate case,
APS requested rate base treatment of the PWEC &tedié\ssets

(b) See “Capital Resources and Cash Requirementmnaéte West Energy” below for further discussioPofnacle West Energy’s
generation construction program. These amountotmalude an expected reimbursement in 2004 by 8NifVabout $100 million
(plus capitalized interest), based upon SN's agreement to purchase a 25% interest in therBéwe project at that timi

(c) Consists primarily of capital expenditures fardadevelopment and retail and office building camstion reflected in “Change in real
estate investmer” on the Condensed Consolidated Statements of Casls!

(d) Primarily related to the parent company and APS@n8&ervices

Delivery capital expenditures are comprised&D infrastructure additions and upgrades, capiglacements, new customer construc
and related information systems and facility costeamples of the types of projects included infdrecast include T&D lines and
substations, line extensions to new residentialcamdmercial developments and upgrades to custarf@mation systems. In addition, APS
began several major transmission projects in 2@, additional major projects scheduled to begierahe next several years. These pro
are periodic in nature and are driven by strongpreaj customer growth. APS expects to spend abddd $nillion on major transmission
projects during the 2003 to 2005 time frame, ard¢hamounts are included in “APS-Delivery” in taklé above.
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Generation capital expenditures are comprgegrious improvements for APS’ existing fossibdlamuclear plants and the replacement of
Palo Verde steam generators. Examples of the tyjpm®ojects included in this category are additianggrades and capital replacements of
various power plant equipment such as turbinedefsoand environmental equipment. Generation atetains nuclear fuel expenditures of
approximately $30 million annually for 2003 to 2005

Replacement of the steam generators in Paldé/énit 2 is presently scheduled for completionmythe fall outage of 2003. The Palo
Verde owners have approved the manufacture of tedianal sets of steam generators. We expectlhiese generators will be installed in
Units 1 and 3 in the 2005 to 2007 time frame. Qartipn of steam generator expenditures for Unit8 and 3 is approximately $209 million,
of which approximately $157 million will be spembf 2003 through 2008. In 2003 through 2005, $108om of the costs are included in
the generation capital expenditures table aboversmudd be funded with internally-generated caskxdernal financings.

Capital Resources and Cash Requirements

Contractual Obligations The following table summarizes actual contract@lmpents made during the nine months ended Septedfiber
2003 and estimated contractual commitments fonth five years and thereafter as of Septembe2@03 (dollars in millions):

Actual Estimated

Nine Months Ended

September 30, Twelve Months Ended December 31,
2003 2003 2004 2005 2006 2007 Thereafter
Long-term debt payment:
APS $ 87 $87 $205 $40C $84 $— $1,931
Pinnacle Wes 25C 275 21t — 30C — —
SunCor 63 63 13C — 3 — 7
El Dorado 1 1 1 1 — — —
Total lon¢-term debt paymen 401 42€ 551 401 387 — 1,93¢
Capital lease paymer 3 5 3 3 2 1 4
Operating lease paymer 50 71 68 65 63 63 47¢
Purchase power and fuel commitme 228 28C 12t 63 66 53 525
Total contractual commitmen $677 $78z $747 $53z $51&  $117 $2,94¢
| | | | | | |

Off-Balance Sheet Arrangements
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In January 2003, the FASB issued FIN No. 4&risolidation of Variable Interest Entities.” FINNNA6 requires that we consolidate a VIE
if we have a majority of the risk of loss from tMtE’s activities or we are entitled to receive ajomdy of the VIE'’s residual returns or both.
VIE is a corporation, partnership, trust or anyestlegal structure that either does not have edguitystors with voting rights or has equity
investors that do not provide sufficient financiasources for the entity to support its activitiést us, FIN No. 46 is effective immediately
any VIE created after January 31, 2003 and is #fie©ctober 1, 2003 for VIEs created before Felyrda2003. We currently do not expect
FIN No. 46 to have a material impact on our finahstatements.

In 1986, APS entered into agreements withetlseparate SPE lessors in order to sell and |lesseitterests in Palo Verde Unit 2. The
leases are accounted for as operating leasesandarce with GAAP. While we continue to evaluate gluidance, we currently do not expect
that we will be required to consolidate the PalodéeSPEs under FIN No. 46.

APS is exposed to losses under the Palo \Ealdeleaseback agreements upon the occurrencetaihcevents 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 agedcwth the transactions, make
specified payments to the equity participants ahke title to the leased Unit 2 interests, whiclagpropriate, may be required to be written
down in value. If such an event had occurred &epitember 30, 2003, APS would have been requiradsiome approximately $268 million
of debt and pay the equity participants approxitge&200 million.

Guarantees

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 8esviwe have not recorded any liability on our Gorseéd Consolidated Balance Sheets
with respect to these obligations. See Note 1adulitional information regarding guarantees.

Credit Ratings

The ratings of securities of Pinnacle West ARG as of November 12, 2003 are shown below amd@rsidered to be “investment-grade”
ratings. The ratings reflect the respective vieihe rating agencies, from which an explanatiothefsignificance of their ratings may be
obtained. There is no assurance that these ratiitiggontinue for any given period of time. Theirgfs may be revised or withdrawn entirely
by the rating agencies, if, in their respectivegjments, circumstances so warrant. Any downwardi@vior withdrawal may adversely affect
the market price of Pinnacle West's or APS’ se@siand serve to increase those companies’ c@sidccess to capital.
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Moody's Standard & Poor's

Pinnacle Wes

Senior unsecure Baa2 BBB-

Commercial pape P-2 A-2
APS

Senior secure A3 A-

Senior unsecure Baal BBB

Secured lease obligation bor Baa2 BBB

Commercial pape P-2 A-2
Outlook Stable Stable

Debt Provisions

Pinnacle West's and APS’ significant debt acwas related to their respective financing arrareygs include a debt-to-totespitalizatior
ratio and an interest coverage test (as defingtirmgreements). Pinnacle West and APS are in ¢amapl with such covenants and each
anticipates it will continue to meet all the sigeéint covenant requirement levels. The ratio oftdelbotal capitalization cannot exceed 65%
for both the Company and APS. At September 30, 20@3ratios were approximately 54% for the pacemipany and 54% for APS. The
provisions regarding interest coverage requireramim cash coverage of two times the interest reqments for both the Company and A
The coverages are approximately 4 times for thergarompany, 4 times for the APS bank agreementd ariimes for the APS mortgage
indenture at September 30, 2003. Failure to comtly such covenant levels would result in an exdrdefault which, generally speaking,
would require the immediate repayment of the debjest to the covenants.

Neither Pinnacle West's nor APS’ financingesgments contain “ratings triggers” that would resubn acceleration of the required
interest and principal payments in the event aftengs downgrade. However, in the event of a ratiohgwngrade, Pinnacle West and/or APS
may be subject to increased interest costs undeicéinancing agreements.

All of Pinnacle West’s bank agreements contagss-default provisions that would result in détfaand the potential acceleration of
payment under these agreements if Pinnacle WesP8rwere to default under other agreements. ARRS’ bank agreements contain cross-
default provisions that would result in defaultsldine potential acceleration of payment under thasd agreements if APS were to default
under other agreements. Pinnacle West's and ARSitaigreements generally contain provisions umdech the lenders could refuse to
advance loans in the event of a material adveraegghin our financial condition or financial prosfee

58




Table of Contents
Pinnacle West (Parent Company)

Our primary cash needs are for dividends tosbareholders; equity infusions into our subsid@rprimarily Pinnacle West Energy; and
interest payments and optional and mandatory repatgyof principal on our long-term debt (see thetabove for our contractual
requirements, including our debt repayment oblayej but excluding optional repayments). The lefelur common dividends and future
dividend growth will be dependent on a number ofdes including, but not limited to, payout ratierids, 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. For the years 2000 through 2002, totabdivils from APS were $510 million and total disttitms from SunCor were $33 million.
We expect SunCor to make cash distributions tg#rent company of $80 to $100 million annually @02 through 2005 due to anticipated
accelerated asset sales activity. As discusseaia 5| APS must maintain a common equity ratiotdéast 40% and may not pay common
dividends if the payment would reduce its commomitydoelow that threshold. As defined in the FinagcOrder, common equity ratio is
common equity divided by common equity plus longrt&ebt, including current maturities of long-tedebt. At September 30, 2003, APS’
common equity ratio was approximately 46%.

On November 22, 2002, the ACC issued the imt&inancing Order, which permits APS to (a) makersterm advances to Pinnacle W
in the form of an inter-affiliate line of credit the amount of $125 million, or (b) guarantee $iriion of Pinnacle West's short-term debt,
subject to certain conditions. As of September2B03, there were no borrowings outstanding undsffitiancing arrangement. This autho
will expire December 4, 2003.

On May 12, 2003, APS issued $500 million dftdes follows: $300 million aggregate principal ambof its 4.650% Notes due 2015 and
$200 million aggregate principal amount of its m&2Notes due 2033. Also on May 12, 2003, APS mabte0@ million loan to Pinnacle
West Energy, and Pinnacle West Energy distribthechet proceeds of that loan to us to fund ourymeat of a portion of the debt incurred
to finance the construction of the PWEC Dedicatedeis. See “ACC Financing Orders” in Note 5 foritamickl information. With Pinnacle
West Energy’s distribution to us, on May 12, 2088, repaid the outstanding balance ($167 milliorgaira credit facility. We used a portion
of the remaining proceeds to redeem our $250 milimating Rate Notes due 2003 on June 2, 2003carepay other short-term debt.

On November 12, 2003, we issued $165 millibow Floating Rate Senior Notes due 2005. The bamd callable at par beginning
November 1, 2004. The primary use of this finanémtp ultimately repay at maturity our $215 millid.5% Notes due February 20

As part of a multi-employer pension plan spoad by Pinnacle West, we contribute at least themum amount required under IRS
regulations, but no more than the maximum tax-deblecamount. The minimum required funding takets iconsideration the value of the
fund assets and our pension obligation. We eldctedntribute cash to our pension plan in eacheflast five years; our minimum required
contributions during each of those years was Zgpecifically, we contributed $73 million for 200246 million of which was contributed in
June 2003), $24 million for 2001, $44 million fdd@ ($20
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million of which was contributed in 2001), $25 rioh for 1999 and $14 million for 1998. APS and othebsidiaries fund their share of the
pension contribution, of which APS represents agipnately 90% of the total funding amounts describbdve. The assets in the plan are
mostly domestic common stocks, bonds and realeedtature year contribution amounts are dependefirad performance and fund
valuation assumptions.

APS

APS’ capital requirements consist primarilycapital expenditures and optional and mandatafgmetions of long-term debt. See
“Business Outlook - Regulatory Matters” below anok& 4 and 5 for discussion of the $500 milliorafining arrangement between APS and
Pinnacle West Energy authorized by the ACC purstatite Financing Order and APS’ related issuaf&5600 million of debt. See
“Pinnacle West (Parent Company)” above and Notar Sliscussion of a $125 million interim financingangement between APS and
Pinnacle West.

APS pays for its capital requirements withhceiem operations and, to the extent necessargrrat financings. APS has historically used
cash from operations to pay dividends to PinnactsiV

On April 7, 2003, APS redeemed approximat@$ fillion of its First Mortgage Bonds, 8% Serieed®025, and on August 1, 2003, APS
redeemed approximately $54 million of its First Mage Bonds, 7.25% Series due 2023.

Although provisions in APS’ first mortgage ltbimdenture, articles of incorporation and ACC fiomg orders establish maximum
amounts of additional first mortgage bonds, delt preferred stock that APS may issue, APS doesxquct any of these provisions to limit
its ability to meet its capital requirements.

Pinnacle West Energy

The costs of Pinnacle West Energy’s constouotif 2,360 MW of generating capacity from 200®tigh 2004 are expected to be about
$1.4 billion, of which $1.3 billion has been incedrthrough September 30, 2003. This does not tdfleqproceeds from an anticipated sale in
2004 to SNWA of a 25% interest in the plant, whiabuld equal about $100 million (plus capitalizeterest) of Pinnacle West Energy’s
cumulative capital expenditures in the Silverhawdjgct. SNWA has agreed to purchase a 25% interébe project upon completion. Such
purchase is subject to an appropriation of fundSHWA. Pinnacle West Energy’s capital requirememéscurrently funded through capital
infusions from Pinnacle West, which finances thio$esions through debt and equity financings andrimally-generated cash. See the capital
expenditures table above for actual capital exgares in the nine months ended September 30, 2@dPmjected capital expenditures for
the next three years.

Pinnacle West Energy’s generation facilitieasist of the following:

* A 650 MW combined cycle expansion of the Westd?tio Power Plant in Phoenix. The 120 MW West Phoélriit 4 began
commercial operation i

60




Table of Contents
June 2001. The 530 MW West Phoenix Unit 5 beganneercial operation in July 200

* The 570 MW Silverhawk combined-cycle plant 20esihorth of Las Vegas, Nevada. Construction optaet began in August 2002,
with an expected commercial operation date of nfi@42 Pinnacle West Energy has signed an agreenigntas Vegadased SNW:
whereby SNWA has agreed to purchase a 25% interés¢ project upon completion, subject to an appegion of funds by SNWA
for approximately $100 million (plus capitalizedenest).

« The Redhawk Power Plant which consists of two 830 combined cycle units located near Palo Verdem@ercial operation began
in July 2002

« An 80 MW simplecycle power plant at Saguaro in Southern Arizoran@ercial operation began in July 20

In August 2003, Pinnacle West Energy sol®@%6 interest in Copper Eagle Gas Storage, a lintiddbility company established for the
purpose of evaluating and developing an undergroatdral gas storage facility west of Phoenix, k®&so Natural Gas Company.

See Notes 4 and 5 and “Pinnacle West (Paremtp@ny)” above for a discussion of the $500 millimancing arrangement between APS
and Pinnacle West Energy authorized by the ACCyauntsto the Financing Order.

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 exgeres in the nine months ended September 30, 20DPmjected capital expenditures
through 2005. SunCor expects to fund its capitglirements with cash from operations and exteinahtings.

We expect SunCor to make cash distributiorteégarent company of $80 to $100 million annuidI2003 through 2005 due to
anticipated accelerated asset sales activity. Sun@&omade cash distributions to the parent compatiye amount of $33 million through
September 30, 2003. See “Real Estate Activitiesivaland Note 19.

El Dorado funded its cash requirements dutfiregpast three years, primarily for NAC in 2002thadash infused by the parent company
and with cash from operations. El Dorado expectimal capital requirements through 2005.

APS Energy Servicesash requirements during the past three years faeded with cash infusions from the parent comp#&BS Energ
Services’ capital expenditures and other cash remdnts are increasingly funded by operations, s6the funding from cash infused by
Pinnacle West. See the capital expenditures tdddeearegarding APS
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Energy Services’ actual capital expenditures feritme months ended September 30, 2003 and prdjeapital expenditures through 2005.
Critical Accounting Policies

In preparing the financial statements in adaoce with GAAP, management must often make estsratd assumptions that affect the
reported amounts of assets, liabilities, revenegenses and related disclosures at the date &iftreial statements and during the repor
period. Some of those judgments can be subjectivecamplex, and actual results could differ fromsth estimates. Our most critical
accounting policies include the impacts of regulaticcounting and the determination of the appeapraccounting for our pension and other
postretirement benefits, derivatives and mark-tokeaccounting. There have been no changes toritizal accounting policies since our
2002 10-K except for the impact of recent accognfironouncements as discussed in Note 8. Seec#&lrAccounting Policies” in Item 7 of
the 2002 10-K for further details about our critiaacounting policies.

Other Accounting Matters

Consistent with APS returning to a verticalljegrated utility, as evidenced by APS’ recentagahrate case filing, which includes the
request for rate recognition of generation as$€®§ has also returned to the AFUDC method, whichrisore traditional method of
capitalizing interest and equity costs associatitd gonstruction projects in a regulated utilithi§ change increased earnings by $8 millic
the third quarter of 2003. See Note 20 for our ARL&ccounting policy.

On January 1, 2003, we adopted SFAS No. 14&dunting for Asset Retirement Obligations.” SFNS. 143 provides accounting
requirements for the recognition and measuremelmffities associated with the retirement of téubg long-lived assets. See Note 13 for our
Asset Retirement Obligation discussion.

Business Outlook
In this section we discuss a number of facadfiescting our business outlook.
Regulatory Matters
See Note 5 for a discussion of ACC regulatoagters, including the APS general rate case Giledune 27, 2003.
Wholesale Power Market Conditions

The marketing and trading division focusesnarily on managing APS’ purchased power and figlsrin connection with its costs of
serving retail customer demand. We moved this iimigo APS in early 2003 for future marketing aratling activities (existing wholesale
contracts remain at Pinnacle West) as a resuheoACC’s Track A Order prohibiting APS’ transfergdnerating assets to Pinnacle West
Energy. Additionally, the marketing and tradingigion, subject to specified parameters, marketdgbée and trades
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in electricity, fuels, and emission allowances aratlits. Our future earnings will be affected bg #trength or weakness of the wholesale
power market. The market has suffered a substastiaiction in overall liquidity because there awér creditworthy counterparties and
because several key participants have exited thkemnar scaled back their activities. Based onditosion in the market and on the market
outlook, we currently expect contributions from tnading activities (excluding gross margin frormgeation sales other than Native Load
and gross margin attributable to structured traiwae originated in years prior to 2003) to be igghle or slightly negative for the years 2C
and 2004.

Generation Construction Plan

See “Liquidity and Capital Resources — Pinedtlest Energy” for information regarding PinnaclesVEnergy’s generation construction
plan. The planned additional generation is expettédcrease revenues, fuel expenses, operatingnegpg and financing costs.

Factors Affecting Operating Revenues

General Electric operating revenues are derived from safl@dectricity in regulated retail markets in Arimand from competitive retail
and wholesale power markets in the western UnitateS. These revenues are expected to be affegtelddiricity sales volumes related to
customer mix, customer growth and average usageuséomer as well as electricity prices and vaoietiin weather from period to period.
Competitive sales of energy and energy-relatedymisdand services are made by APS Energy Serviogestern states that have opened to
competitive supply.

Customer Growth Customer growth in APS’ service territory averagbdut 3.6% a year for the three years 2000 thr@0g2; we
currently expect customer growth to average abddder year from 2003 to 2005. We currently estinthat retail electricity sales in
kilowatt-hours will grow 4.0% to 6.0% a year in Z0through 2005, before the retail effects of weatlagiations. The customer and sales
growth referred to in this paragraph applies tagyéelivery customers. Customer growth for theepimonth period ended September 30,
2003 compared with the prior year period was 3.2%.

Retail Rate ChangesAs part of the 1999 Settlement Agreement, APS abrea series of annual retail electricity pricduetions of 1.59
on July 1 for each of the years 1999 to 2003 fmta of 7.5%. The final price reduction was impkmted July 1, 2003. See “1999 Settlement
Agreement” in Note 5 for further information. Indition, the Company has requested a 9.8% reta@linarease to be effective July 1, 2004.
See “APS General Rate Case and Retail Rate Adjastihechanisms” in Note 5 for further information.

Other Factors Affecting Future Financial Results

Purchased Power and Fuel CostBurchased power and fuel costs are impacted bgleatricity sales volumes, existing contracts for
purchased power and generation fuel, our powet plariormance, prevailing market prices, new getimagalants being placed in service i
our hedging program for managing such costs. Se¢ufidl Gas Supply” in Note 12 for more informatimm fuel costs.
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During the third quarter of 2003, we experihseveral unplanned baseload generating unit esitége most significant of which occur
when, on August 2, 2003, the generator on Unit BufCholla Power Plant failed (“Cholla 3"). ChoBas expected to be out of service until
the end of November 2003. In addition, to correcequipment design defect, the availability of Yriitand 2 of our Redhawk Power Plant is
expected to be substantially restricted for appnagely 1.5 months during the fourth quarter of 2003

Operations and Maintenance Expense®perations and maintenance expenses are expediedaftected by sales mix and volumes,
power plant additions and operations, inflatiortages, higher trending pension and other postreting benefit costs and other factors. In
July 2002, we implemented a voluntary workforceutbn as part of our cost reduction program. Wemded $36 million before taxes in
voluntary severance costs in the second half 02200

Depreciation and Amortization Expense®Depreciation and amortization expenses are expéatee affected by net additions to existing
utility plant and other property, changes in retpuiaasset amortization and our generation constru@rogram. West Phoenix Unit 4 was
placed in service in June 2001. Redhawk Units 12aadd the new Saguaro Unit 3 began commerciabtipes in July 2002. West Phoenix
Unit 5 was placed in service in July 2003 and 3itesvk is expected to be in service in mid-2004. fidgulatory assets to be recovered under
the 1999 Settlement Agreement are currently beingriazed as follows (dollars in millions):

1999 2000 2001 2002 2003 2004 Total

$164 $15¢€ $14E $11¢ $86  $18 $68¢€

Property TaxesTaxes other than income taxes consist primarilgroperty taxes, which are affected by tax ratesthad/alue of proper
in-service and under construction. The averagegtppax rate for APS, which currently owns the ongy of our property, was 9.7% of
assessed value for 2002 and 9.3% for 2001. We eppegerty taxes to increase primarily due to cemeyation construction program, as the
plants phase-in to the property tax base overexyear period, and our additions to existing féesi.

Interest Expenselnterest expense is affected by the amount of detstanding and the interest rates on that delgt.pfimary factors
affecting borrowing levels in the next several yeare expected to be our capital requirements anthternally generated cash flow.
Capitalized interest offsets a portion of intergiense while capital projects are under constmciVe stop accruing capitalized interest «
project when it is placed in commercial operatids.noted above, we placed new power plants in caialeperation in 2001, 2002 and
2003 and we expect to bring an additional plantie®in 2004. Interest expense is also affectethtsrest rates on variable-rate debt and
interest rates on the refinancing of the Compafutisre liquidity needs. In addition, see Note 20d@scussion of AFUDC.

Retail Competition The regulatory developments and legal challengéisetdrules discussed in Note 5 have raised coraditier
uncertainty about the status and pace of retaitdecompetition and of electric restructuringArizona. Although some very limited retail
competition existed in APS’ service area in 1998 2600, there are currently no
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active retail competitors providing unbundled eyesgother utility services to APS’ customers. Aault, we cannot predict when, and the
extent to which, additional competitors will re-enAPS’ service territory.

SubsidiariesIn the case of SunCor, we are undertaking an agigeesffort to accelerate asset sales activitiéschvwe expect to
approximately double SunCor’s annual earnings B320 2005 compared with the $19 million in earsimgcorded in 2002. A portion of
these sales have been, and additional amounts enaaghired to be, reported as discontinued op@stia the Condensed Consolidated
Statements of Income. See “Real Estate Activitexive and Note 19 for further discussion.

The annual earnings contribution from APS BgeServices is expected to be positive over the sexeral years due primarily to a nurr
of retail electricity contracts in California. AESergy Services had pretax earnings of $28 millio2002.

El Dorado’s historical results are not necabsindicative of future performance for El Dorada addition, we do not currently expect
material losses related to NAC in the future.

General Our financial results may be affected by a numlbdaroad factors. See “Forward-Looking Statementdot for further
information on such factors, which may cause otwaduture results to differ from those we curtesieek or anticipate.

Risk Factors
Exhibit 99.1, which is hereby incorporatedrbference, contains a discussion of risk factorslining the Company.
Forward-Looking Statements

This document contains forward-looking statetedased on current expectations, and we assumbligation to update these statements
or make any further statements on any of thesess®xcept as required by applicable law. Thesedia-looking statements are often
identified by words such as “hope,” “may,” “belie¥V&anticipate,” “plan,” “expect,” “require,” “intad,” “assume’and similar words. Becau
actual results may differ materially from expeaias, we caution readers not to place undue reliandbese statements. A number of factors
could cause future results to differ materiallynfrbiistorical results, or from results or outcomegently expected or sought by us. These

factors include, but are not limited to:

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

« the outcome of regulatory and legislative procegslirelating to the restructurin

« state and federal regulatory and legislativesiens and actions, including the outcome of the case APS filed with the ACC on
June 27, 2003 and the wholesale electric pricagatitin plan adopted by the FER
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« regional economic and market conditions, inclgdime results of litigation and other proceedirgguiting from the California energy
situation, volatile purchased power and fuel casts the completion of generation and transmissimsttuction in the region, which
could affect customer growth and the cost of posugplies;

« the cost of debt and equity capital and accesapidat markets

* energy usage

« weather variations affecting local and regionakooeer energy usag

 conservation program

« power plant performanc

» market prices for electricity and gz

« the successful completion of our generation constrm program

 regulatory issues associated with generation aectin, such as permitting and licensi

« changes in GAAF

* our ability to compete successfully outside trahiéil requlated markets (including the wholesaleketdy

« our ability to manage our marketing and tradingvétets and the use of derivative contracts in business (including the interpretat
of the subjective and complex accounting rulesteel#o these contracts

« technological developments in the electric indys

* the performance of the stock market, which affélse amount of our required contributions to cemgson plan and nuclear
decommissioning trust fund

« the strength of the real estate market in Su’s market areas, which include Arizona, New Mexind Bltah; anc
« other uncertainties, all of which are difficultpoedict and many of which are beyond our con
Item 3. Market Risks

Our operations include managing market rigkated to changes in interest rates, commodityeprand investments held by the nuclear
decommissioning trust fund and our pension plans.

Commodity Price Risk

We are exposed to the impact of market fluana in the commodity price and transportationtsa$ electricity, natural gas, coal and
emissions allowances. We manage risks associatbdiveise market fluctuations by utilizing variowsenodity derivatives, including
exchange-traded futures and options and over-thateoforwards, options and swaps. Our ERMC, ctingi®f senior officers, oversees
company-wide energy risk management activitiesranditors the results of marketing and trading dibtis to ensure compliance with our
stated energy risk management and trading poligigpart of our risk management program, we emtier derivative transactions to hedge
purchases and sales of electricity, fuels, and €aris allowances and credits. The changes in maske¢ of such contracts have a high
correlation to price changes in the hedged comrgsdiin addition, subject to specified risk paraanemonitored by the ERMC, we engag
marketing and trading activities intended to prifim market price movements.
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We adopted EITF 02-3 guidance for all consaetthe fourth quarter of 2002. Our energy tradingtracts that are derivatives are
accounted for at fair value under SFAS No. 133.t€ats that do not meet the definition of a derixatire accounted for on an accrual basis
with the associated revenues and costs recordbd dime the contracted commodities are deliveregaeived. Additionally, all gains and
losses (realized and unrealized) on energy traciimdracts that qualify as derivatives are inclughecharketing and trading segment revenues
on the Condensed Consolidated Statements of Inoonaenet basis. Derivative instruments used fortnading activities are accounted fol
accordance with SFAS No. 133. See Note 10 for detai the change in accounting for energy tradmmfracts.

Both nontrading and trading derivatives are classifiedssets and liabilities from risk management andrtigadctivities in the Condens
Consolidated Balance Sheets. For non-trading direvanstruments that qualify for hedge accountimg@tment, changes in the fair value of
the effective portion are recognized in commonlsexuity (as a component of accumulated other ceh®sive income (loss)). Non-trading
derivatives, or any portion thereof, that are ritéaive hedges are adjusted to fair value thromgbme. Gains and losses related to non-
trading derivatives that qualify as cash flow hexigkexpected transactions are recognized in re/enpurchased power and fuel expense as
an offset to the related item being hedged whentttkerlying hedged physical transaction impactsiags. If it becomes probable that a
forecasted transaction will not occur, we discamtithe use of hedge accounting and recognize awiedhe unrealized gains and losses that
were previously recorded in other comprehensiverime (loss). In the event a non-trading derivats/eerminated or settled, the unrealized
gains and losses remain in other comprehensiveniadtoss) and are recognized in income when thenlyidg transaction impacts earnings.

Derivatives associated with trading activitee adjusted to fair value through income. Deiatommodity contracts for the physical
delivery of purchase and sale quantities transaotéte normal course of business are exempt ftamreéquirements of SFAS No. 133 under
the normal purchase and sales exception and areftextted on the balance sheet at fair value. Mbstr non-trading electricity purchase
and sales agreements qualify as normal purchasesadesand are exempted from recognition in the finansiatements until the electricity
delivered.

Our assets and liabilities from risk managenagwl trading activities are presented in two oatieg consistent with our business segme
« Marketing and Tradin— both notr-trading and trading derivative instruments of campetitive business segment; ¢

« Regulated Electricity — non-trading derivativetiuments that hedge our purchases and salesctfigty and fuel for APS’ Native
Load requirements of our regulated electricity hass segmer
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The following tables show the changes in ntarkaarket of our regulated electricity and markgtamd trading derivative positions for the
nine months ended September 30, 2003 and 2002(slall millions):

Nine Months Ended Nine Months Ended
September 30, 2003 September 30, 2002
Regulatec Marketing and Regulated Marketing and
Electricity Trading Electricity Trading
Mark-to-market of net positions at beginning of per $(49) $ 57 $(107) $13€
Change in mark-to-market gains (losses) for fupeeod
deliveries (6) (5) @) 55
Changes in cash flow hedges recorded in 29 44 49 —
Ineffective portion of changes in fair value recaildn earning 8 — 2 —
Mark-to-market losses (gains) realized during the pe — (20) 9 (39
Mark-to-market of net positions at end of per $(18) $76 $ (54) $15¢
| | | |

Since July 1, 2002, the Company has not reézedra dealer profit or unrealized gain or losthatinception of a derivative unless the fair
value of that instrument (in its entirety) is evided by quoted market prices or current markestetions. Prior to the change in our policy,
we recorded net gains at inception of $10 millierthe nine months ended September 30, 2002. Theseras included a reasonable
marketing margin. No net gains at inception wemdréed in the nine months ended September 30, 2003.

The tables below show the fair value of thgutated electricity and marketing and trading detiixe contracts (dollars in millions) at
September 30, 2003 by maturities and by the typalfation that is performed to calculate the failues. See “Critical Accounting Policies
— Mark-to-Market Accounting” in Item 7 of our 200®-K for more discussion on our valuation methods.
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Regulated Electricity

Source of Fair Value 2003 2004 2005 2006 2007 Years thereafter Total fair value
Prices actively quote $(7) $(99 — $— $ — $(16)
Prices provided by other external
sources — 5) —_ - = — 5)
Prices based on models and othi
valuation method 1 1 1 — — — 3
Total by maturity $6) $13) $1 $— $ — $(18)
| | | | | | ]

Marketing and Trading

Source of Fair Value 2003 2004 2005 2006 2007 Years thereafter Total fair value
Prices actively quote $10 $30 $(10) 9$(10) $— $ — $ 2
Prices provided by other external
sources 9 (28 32 34 29 — 58
Prices based on models and otht
valuation method 3 14 ®) (17) (8) 5 2
Total by maturity $4 $16 $17 $13 %21 $ 5 $ 76
| | | | | | |

The table below shows the impact that hypathkprice movements of 10% would have on the mar&kie of our risk management and
trading assets and liabilities included on the Goséd Consolidated Balance Sheets at Septemb20@®and 2002 (dollars in millions).
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September 30, 2003 September 30, 2002
Gain (Loss) Gain (Loss)
Commaodity Price Up 10% Price Down 10% Price Up 10% Price Down 10%
Mark-to-market changes
reported in earnings (¢
Electricity $(2) $ 2 $(1) $ 2
Natural gas (©)] 3 @ 1
Other — — 1 —
Mark-to-market changes
reported in OCI (b)
Electricity 33 (33 — —
Natural gas 12 (11) 17 (15)
Total $40 $(39) $16 $(12)
| | | |

(&) These contracts are structured sales activigdgdd with a portfolio of forward purchases thatt@cts the economic value of the sales
transactions

(b) These contracts are hedges of our forecastethasgs of natural gas and electricity. The impathese hypothetical price movements
would substantially offset the impact that thesaes@rice movements would have on the physical axgsseing hedge

Credit and Counterparty Risk

We are exposed to losses in the event of nfonpeance or nonpayment by counterparties. We hiakenanagement and trading contracts
with many counterparties, including two counterjgsrfor which a worst case exposure representoappately 39% of our $241 million of
risk management and trading assets as of Septe30p2003. Our risk management process assessesaritbrs the financial exposure of
these counterparties and all other counterpaidiespite the fact that the great majority of tradiegnterparties are rated as investment grade
by the credit rating agencies, including the corpdgies noted above, there is still a possibtligt one or more of these companies could
default, resulting in a material impact on consatiédl earnings for a given period. Counterpartigbénportfolio consist principally of major
energy companies, municipalities and local distidducompanies. We maintain credit policies thatbe@eve minimize overall credit risk to
within acceptable limits. Determination of the dtegqliality of our counterparties is based upon mber of factors, including credit ratings
and our evaluation of their financial condition.nany contracts, we employ collateral requiremants$ standardized agreements that allow
for the netting of positive and negative exposagsociated with a single counterparty. We alsorénte credit default swap instruments to
limit our credit risk related to certain counterjies. Valuation adjustments are established reptegpour estimated credit losses on our
overall exposure to counterparties. See “Criticatdunting Policies — Mark-to-Market Accounting”liem 7 of our 2002 10-K for more
discussion on our valuation methods.
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Item 4. Controls and Procedures
(a) Evaluation of Disclosure Controls and rhaes

The Company’s management, with the partiojmatif the Company’s Chief Executive Officer and &Htinancial Officer, evaluated the
effectiveness the Compaisydisclosure controls and procedures as of thevtite period covered by this report. Based on ¢hatuation, thi
Chief Executive Officer and Chief Financial Offiancluded that the Company’s disclosure contmts@ocedures as of the end of the
period covered by this report have been designddaemfunctioning effectively to provide reasonaddsurance that the information required
to be disclosed by the Company in reports filedaurnile Securities Exchange Act of 1934 is recorgeatessed, summarized and reported
within the time periods specified in the SEC’s suéand forms.

(b) Change in Internal Control over Finanét&lporting

No change in the Company’s internal contra@rdinancial reporting occurred during the Companylost recent fiscal quarter that has
materially affected, or is reasonably likely to evélly affect, the Company’s internal control o¥iancial reporting.
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PART Il - OTHER INFORMATION
Item 1. Legal Proceedings

See Note 12 of Notes to Condensed Consolidatethcial Statements in Part 1, Item 1 of thiorefor a discussion of the settlement of
the NAC litigation and APS’ appeal of a FERC order.

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 of Notes to Condensed Consolidateahcial Statements in Part I, Item 1 of this refar a discussion of regulatory
developments.

Environmental Matters
Superfund

As previously reported, under the terms obasent Decree, APS agreed to pay $2.72 millioretibesthe matter relating to the Indian
Bend Wash Superfund Site, South Area. See “Envienal Matters — Superfund” in Part Il, Item 5 oé tlarch 2003 10-Q. On August 28,
2003, the United States District Court for the Bistof Arizona entered the Consent Decree. Pursigaiiie Consent Decree, APS paid
$2.32 million to the EPA and $400,000 to the Ariaddepartment of Environmental Quality.

On September 3, 2003, the EPA advised APSlieaEPA considers APS to be a “potentially respmagarty” in the Motorola 52nd
Street Superfund Site, Operable Unit 3 (OU3) ind?iiq Arizona. APS has facilities that are withiimstsuperfund site. The EPA has only
recently begun to study the OU3 site. Based orintleemation to date, APS does not expect this mattdave a material impact on its
financial position, results of operations or ligityd

Water Supply

The Four Corners region, in which the Fourrn@es power plant is located, has been experiertrimgght conditions that may affect the
water supply for the plant in 2003 and 2004, ad alater years if adequate moisture is not rexkia the watershed that supplies the area.
See “Environmental Matters — Water Supply” in IterRart 1 of the 2002 10-K and in Part Il, Itemf3he June 2003 10-Q. We entered into
agreements with various parties to provide backygpkes of water for 2003, if required, and aretouoring to work with area stakeholders to
implement additional agreements to minimize thecdffif any, on operations of the plant for 2004 &ater years. The effect of the drought
cannot be fully
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assessed at this time, and we cannot predict timeaté outcome, if any, of the drought or whether drought will adversely affect the amc
of power available, or the price thereof, from Ewur Corners power plant.

Natural Gas Supply

See Note 12 of Notes to Condensed Consolidatethcial Statements in Part |, Item 1 of thisor¢or a discussion of a recent FERC
ruling.

Regional Transmission Organizations

In December 2002 FERC issued its order onaméthg of the order regarding the WestConnect pralpand the WestConnect applicants
sought further clarification of certain aspectdhaf rehearing order. See “Regulation and CompetitiRegional Transmission Organizations”
in Part I, Item 1 of the 2002 10-K. On September2®3, the FERC issued an order granting clatibosand rehearing, in part, of its prior
orders. In particular, this order approved theafse physical congestion management scheme, whigkdd to allocate transmission rights on
congested lines, for WestConnect for an initialggian period. FERC indicated that the WestConntiities and the appropriate regional
state advisory committee should develop a markstdbaongestion management scheme for subsequdatriemtation. APS is now
participating in a cost/benefit analysis of implerieg WestConnect, and the results of this analyssexpected to be completed in the first
quarter of 2004.
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Item 6. Exhibits and Reports on Form 8-K

(a) Exhibits

Exhibit No. Description

4.1 Second Supplemental Indenture dated as of Noveint2803, relating to the
issuance of $165,000,000 of the Company’s Flod®ate Senior Notes due
2005

12.1 Ratio of Earnings to Fixed Charg

31.1 Certification of William J. Post, the Registranpsncipal executive officer,
pursuant to Section 302 of the Sarbi-Oxley Act of 200z

31.2 Certification of Donald E. Brandt, the Registramgtincipal financial officer,
pursuant to Section 302 of the Sarbi-Oxley Act of 200z

32.1 Certification of William J. Post, the Registranpsncipal executive officer,
pursuant to Section 906 of the Sarbi-Oxley Act of 200z

32.2 Certification of Donald E. Brandt, the Registramgtincipal financial officer,
pursuant to Section 906 of the Sarbi-Oxley Act of 200z

99.1 Pinnacle West Risk Factc
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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:

Originally Filed Date
Exhibit No. Description as Exhibit: File No.2 Effective
3.1 Articles of Incorporation restated as of 19.1 to the Compang’September 3! 1-896: 11-14-88
July 29, 198¢ 1988 Form 1-Q Report
3.2 Bylaws, amended as of September 18, 3.1 to the Company’s September 30, 1-896- 11-14-02
2002 2002 Form 1-Q Repori

(b) Reports on Form 8-K

During the quarter ended September 30, 20@8tfze period from October 1 through November D932 we filed the following reports ¢
Form 8-K:

Report dated June 27, 2003 regarding APS’reateest (Item 5 and Item 7).

Report dated June 30, 2003 containing exhdoitsprised of financial information, earnings vada explanations and an earnings news
release (Item 7 and Item 9).

Report dated September 2, 2003 compriseddd#fsspresented at analysts meetings (Item 7 anmd9je

Report dated September 30, 2003 containinghgsttomprised of financial information, earninggiance explanations and an earnings
news release (Item 7 and Item 9).

Report dated October 6, 2003 regarding easninglook and slides presented at analysts andtorsemeetings (Item 5, Item 7, and
Item 9).

Report dated November 5, 2003 containing arfimal statement reclassification and relatindh®ACC approval of the issuance of a rate
adjustment mechanism order. This current RepofRiam 8-K includes the consolidated balance shdddnmacle West as of December 31,
2002 and 2001, and the related consolidated statsré&income, changes in common stock equity,casth flows for each of the three years
in the period ended December 31, 2002. ScheduleWaluation and Qualifying Accounts is also inclddgtem 5).

Report dated November 6, 2003 comprised oiloitshto Registration Statement No. 333-10145h{l#.

aReports filed under File No. 1-8962 were filedtie pffice of the Securities and Exchange Commiskicated in Washington, D.C.
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SIGNATURES

Pursuant to the requirements of the Secuiltiehange Act of 1934, the Company has duly cattgedeport to be signed on its behalf by
the undersigned thereunto duly authorized.

PINNACLE WEST CAPITAL CORPORATION
(Registrant

Dated: November 14, 20( By: /s/ Donald E. Branc

Donald E. Brand

Executive Vice President and Ch
Financial Officet

(Principal Financial Office

and Officer Duly Authorizes

to sign this Report
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Index to Exhibits

Exhibit No. Description

4.1 Second Supplemental Indenture dated as of Noveint®803, relating to the
issuance of $165,000,000 of the Company’s Flod®ate Senior Notes due
2005

12.1 Ratio of Earnings to Fixed Charg

31.1 Certification of William J. Post, the Registranpsncipal executive officer,
pursuant to Section 302 of the Sarbi-Oxley Act of 200z

31.2 Certification of Donald E. Brandt, the Registrargiincipal financial officer,
pursuant to Section 302 of the Sarbi-Oxley Act of 200z

32.1 Certification of William J. Post, the Registranpsncipal executive officer,
pursuant to Section 906 of the Sarbi-Oxley Act of 200z

32.2 Certification of Donald E. Brandt, the Registrargiincipal financial officer,
pursuant to Section 906 of the Sarbi-Oxley Act of 200z

99.1 Pinnacle West Risk Factc

Exhibit 4.1

PINNACLE WEST CAPITAL CORPORATION
TO
THE BANK OF NEW YORK
TRUSTEE
Second Supplemental Indenture
Dated as of November 1, 2003
To
Indenture

Dated as of December 1, 2000

Floating Rate Senior Notes due 2005



SECOND SUPPLEMENTAL INDENTURE, dated as of NovembeP003, between Pinnacle West Capital Corporatiarorporation duly
organized and existing under the laws of the Sthferizona (herein called the "Company"), havirgjprincipal office at 400 North Fifth
Street, Phoenix, Arizona 85004, and The Bank of Newk, a New York banking corporation, as Trustieeréin called the "Trustee") under
the Indenture dated as of December 1, 2000 betiee@Gompany and the Trustee (the "Indenture").

RECITALS OF THE COMPANY

The Company has executed and delivered the Indetduhe Trustee to provide for the issuance friome to time of its unsecured debentu
notes or other evidences of indebtedness (the tiiest), said Securities to be issued in one orars®ries as in the Indenture provided.

The Company has executed and delivered to the@guste indenture supplemental to the Indenture'fiingt Supplemental Indenture™)
dated as of March 15, 2001.

Pursuant to the terms of the Indenture, the Complasires to provide for the establishment of a sexies of its Securities to be known as its
Floating Rate Senior Notes due 2005 (herein caliedNotes due 2005"), the form and substance di 8lotes due 2005 and the terms,
provisions, and conditions thereof to be set fadtprovided in the Indenture and this Second Supgi¢al Indenture.

All things necessary to make this Second Suppleahémdenture a valid agreement of the Company,tamdake the Notes due 2005, when
executed by the Company and authenticated andedetioy the Trustee, the valid and binding obl@atiof the Company, have been done.

NOW, THEREFORE, THIS SECOND SUPPLEMENTAL INDENTURE WITNESSETH:

For and in consideration of the premises and tiehase of the Notes due 2005 by the holders thétteef'Holders"), and for the purpose of
setting forth, as provided in the Indenture, thenfand substance of the Notes due 2005 and tha t@novisions, and conditions thereof, it is
mutually agreed, for the equal and proportionateekieof all Holders of the Notes due 2005, asdoi:

ARTICLE ONE

GENERAL TERMS AND CONDITIONS OF
THE NOTES DUE 2005

SECTION 101. There shall be and is hereby authdrizseries of Securities designated the "Floatiaig Benior Notes due 2005" limited in
aggregate principal amount to $165,000,000, exagptientioned below, which amount shall be as s#t fio any Company Order for the
authentication and delivery of the Notes due 200 Notes due 2005 shall mature and the princlpall be due and payable together witt
accrued and unpaid interest thereon on Novemi20a5 (the "Maturity Date"), and shall be issuethia form of registere



notes without coupons. The Company may, withoutthresent of the Holders, issue additional Notes2@5 having the same ranking and
the same interest rate, maturity and additionah$eas the Notes due 2005. Any additional notes dyaadether with the Notes due 2005,
constitute a single series of Securities undetrtdenture. Any reference herein to the limitatinraggregate principal amount of the Notes
due 2005 shall take account of any such issuant¢hanimitation (originally $165,000,000) shall &éjusted accordingly.

SECTION 102. The following defined terms used hes#iall, unless the context otherwise requirese the meanings specified below.
Capitalized terms used herein for which no definitis provided herein shall have the meaningswséi fn the Indenture.

"Business Day" means any day other than a SatundaySunday or a day on which banking institution§he City of New York are
authorized or required by law or executive orderetmain closed or a day on which the CorporatetT@dfice of the Trustee is closed for
business.

"Calculation Agent" means The Bank of New Yorktsrsuccessor appointed by the Company, actinglaslaton agent.
"Interest Determination Date" means the second borBlusiness Day immediately preceding the first ofatyhe relevant Interest Period.

"Interest Period" means the period commencing omemest Payment Date (as defined below) for theebldue 2005 (or commencing on
issue date for the Notes due 2005, if no interastlieen paid or duly made available for paymewesihat date) and ending on the day before
the next succeeding Interest Payment Date for tites\due 2005.

"LIBOR" for any Interest Determination Date will ltiee London interbank offered rate for depositdli8. dollars having an index maturity
three months for a period commencing on the setondon Business Day immediately following such tast Determination Date (the
"Three Month Deposits") in amounts of not less t#&r000,000, as such rate appears on TelerateF&fe at approximately 11:00 a.m.,
London time, on such Interest Determination Date.

"London Business Day" means a day on which dealimgeposits in U.S. dollars are transacted, on wéspect to any future date, are
expected to be transacted, in the London interinaauiket.

"Telerate Page 3750" means the display designatgadge "3750" on Moneyline Telerate (or such offage as may replace the 3750 pag
that service or such other service or servicesashm nominated by the British Bankers' Associatiorthe purpose of displaying London
interbank offered rates for U.S. dollar deposits).

SECTION 103. The Notes due 2005 shall be issueditificated form, except that the Notes due 20€8I e issued initially as a Global
Security to and registered in the name of Cede & &nominee of The Depository Trust Company, gsoBitary therefor. Any Notes due
2005 to be issued or transferred to, or to be bgldCede & Co. (or any successor thereof) for suaipose shall bear the depositary legend in
substantially the form set forth at the top of the



form of Note due 2005 in Article Two hereof (indief that set forth in

Section 204 of the Indenture), unless otherwiseedjby the Company, such agreement to be confirmedting to the Trustee. Such Global
Security may be exchanged in whole or in part foted due 2005 registered, and any transfer of Glaibal Security in whole or in part may
be registered, in the name or names of Personsthidnre such Depositary or a nominee thereof ontjeaithe circumstances set forth in
Clause (2) of the last paragraph of Section 30h@fndenture, or such other circumstances in @afdio or in lieu of those set forth in Clat
(2) of the last paragraph of Section 305 of theehtdre as to which the Company shall agree, suaeagent to be confirmed in writing to the
Trustee. Principal of, and premium, if any, aneiast on the Notes due 2005 will be payable, tiester of Notes due 2005 will be
registrable and Notes due 2005 will be exchangdabldotes due 2005 bearing identical terms andipians, at the office or agency of the
Company in the Borough of Manhattan, The City atateSof New York; PROVIDED, HOWEVER, that paymefiirderest may be made at
the option of the Company by check mailed to thggstered holder at such address as shall appdlae iBecurity Register.

SECTION 104. Each Note due 2005 will bear inteatst per annum rate (the "Rate of Interest") datexchby the Calculation Agent (as
described below) from November 12, 2003 or fromrtiwest recent Interest Payment Date to which intdras been paid or duly provided for
until the principal thereof is paid or made avdiator payment and at the same per annum raterdigted by the Calculation Agent on any
overdue principal and premium and on any overdstliment of interest, payable on February 1, Mafugust 1 and November 1 of each
year (each, an "Interest Payment Date"), commermiigebruary 1, 2004, to the person in whose namie Note due 2005 or al
Predecessor Security is registered, at the clobasifiess on the fifteenth calendar day precedinf interest Payment Date (each, a "Re(
Record Date"). Any such interest installment natgiually paid or duly provided for shall forthwitlease to be payable to the registered
Holders on such Regular Record Date, and shaaaisbe paid to the person in whose name the Net@5 (or one or more Predecessor
Securities) is registered at the close of business Special Record Date to be fixed by the Truistethe payment of such Defaulted Interest,
notice whereof shall be given to the registereddierd of the Notes due 2005 (or one or more Predec&gcurities) not less than ten days
prior to such Special Record Date, or may be paahg time in any other lawful manner not incoresigtwith the requirements of any
securities exchange on which the Notes due 2005bmadigted, and upon such notice as may be regbiresich exchange, all as more fully
provided in the Indenture.

The Notes due 2005 will bear interest for eachrégePeriod at a per annum rate determined by #heu@tion Agent. The per annum interest
rate will be equal to LIBOR on the relevant Intéf@stermination Date plus 0.80%; PROVIDED, HOWEVERat in certain circumstances
described below, the interest rate will be deteadihy the Calculation Agent in an alternative manwighout reference to LIBOR. Promptly
upon such determination, the Calculation Agent naltify the Trustee of the interest rate for thevrieterest Period. The interest rate
determined by the Calculation Agent, absent manéasr, shall be binding and conclusive upon teedficial owners and Holders of the
Notes due 2005, the Company and the Tru:

If the following circumstances exist on any Intei@stermination Date, the Calculation Agent shaliedmine the interest rate for the Notes
due 2005 as follows:



(1) In the event LIBOR cannot be determined from Moneyline Telerate service as described hereaf approximately 11:00 a.m. London
time on such Interest Determination Date, the Gatmn Agent shall request the principal Londoricg$ of each of four major banks in the
London interbank market selected by the Calculafigant (after consultation with the Company) toyide a quotation of the rate (the "Rate
Quotation") at which Three Month Deposits in amasuwitnot less than $1,000,000 are offered by firbme banks in the London interbank
market, at approximately 11:00 a.m. London timesach Interest Determination Date, that is repredimet of single transactions at such time
(the "Representative Amounts"). If at least twodR@uotations are provided, the interest rate veilthe arithmetic mean of the Rate
Quotations obtained by the Calculation Agent, [@1L30%.

(2) In the event LIBOR cannot be determined from Moneyline Telerate service as described heralrfemer than two Rate Quotations are
available as provided in (1) above, the interet véll be the arithmetic mean of the rates quatedpproximately 11:00 a.m. New York City
time on such Interest Determination Date, by thmegor banks in New York City, selected by the Chltian Agent (after consultation with
the Company), for loans in Representative Amoumts.5. dollars to leading European banks, havinmdex maturity of three months for a
period commencing on the second London Businessaediately following such Interest Determinatioate, plus 0.80% PROVIDED,
HOWEVER, that if fewer than three banks selectedhigyCalculation Agent are quoting such ratesjritexest rate for the applicable Interest
Period will be the same as the interest rate iacefior the immediately preceding Interest Period.

Upon the request of a Holder of the Notes due 285 Calculation Agent will provide to such Holdke interest rate in effect on the date of
such request and, if determined, the interestfoatthe next Interest Period.

Interest on the Notes due 2005 will be calculatethe basis of the actual number of days for winitérest is payable in the relevant Interest
Period, divided by 360. All dollar amounts resudtiinom such calculations will be rounded, if ne@egsto the nearest cent with one-half cent
rounded upward. In the event that any date on winighiest is payable on the Notes due 2005 is Btsiness Day, then payment of interest
payable on such date will be made on the next sdicg day which is a Business Day (and withoutiatgrest or other payment in respec
any such delay), in each case with the same fardeetiect as if made on such date. If the Matubiste of the Notes due 2005 or any
redemption date falls on a day that is not a Bissirigay, the payment of principal and interestlftoextent payable with respect to the
principal amount being redeemed if on a redempdiate) will be made on the next succeeding BusiBass and no interest on such payment
shall accrue for the period from and after the migtalate or such redemption date.

SECTION 105. The Company may not redeem the Nate2005 prior to November 1, 2004. The Company radgem the Notes due 20!
in whole, on not less than 30 days' nor more tltad&ys' notice, beginning on November 1, 2004 andazh Interest Payment Date
thereafter, prior to the Maturity Date of the Notkege 2005, at a redemption price equal to 100% of
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the principal amount plus accrued and unpaid istdtreereon to the date of redemption (the "RedemRrice").

The Company will mail notice of the redemptionsficlass mail postage prepaid, to each Holder ¢é®due 2005 to be redeemed at the
Holder's address in the Securities Register. Natidhe Holders will be given at least 30 but narenthan 60 days before the Redemption
Date. Notes due 2005 to be redeemed become dine &etlemption Date, and interest will cease tougcon those Notes due 2005 on the
Redemption Date.

The Company agrees that so long as any of the Moe2005 remain outstanding, there shall atrakksi be a calculation agent for the Notes
due 2005. If the Calculation Agent is unable or illiwg to continue to act as the Calculation Agenfails duly to establish the rate of intel
for any Interest Period, the Company shall appairther leading commercial or investment bank eadagthe London interbank market to
act as such in its place. In accordance with tmeeagent between the Company and the CalculatiomtAtee Calculation Agent may not
resign its duties without a successor calculatgenahaving been appointed as aforesaid.

SECTION 106. The Notes due 2005 shall be defeapilmsuant to Section 1302 or 1303 of the Indenture.
ARTICLE TWO
FORM OF NOTES DUE 2005

SECTION 201. The Notes due 2005 and the Trusteeticate of authentication to be endorsed therm@nto be substantially in the
following forms:

Form of Face of Security:

UNLESS THIS CERTIFICATE IS PRESENTED BY AN AUTHORED REPRESENTATIVE OF THE DEPOSITORY TRUST
COMPANY, A NEW YORK CORPORATION ("DTC"), TO PINNACE WEST CAPITAL CORPORATION OR ITS AGENT FOR
REGISTRATION OF TRANSFER, EXCHANGE, OR PAYMENT, ANBNY CERTIFICATE ISSUED IS REGISTERED IN THE NAME
OF CEDE & CO. OR IN SUCH OTHER NAME AS IS REQUESTHEY AN AUTHORIZED REPRESENTATIVE OF DTC (AND ANY
PAYMENT IS MADE TO CEDE & CO. OR TO SUCH OTHER ENTY AS IS REQUESTED BY AN AUTHORIZED
REPRESENTATIVE OF DTC), ANY TRANSFER, PLEDGE, OR BER USE HEREOF FOR VALUE OR OTHERWISE BY OR TO
ANY PERSON IS WRONGFUL INASMUCH AS THE REGISTEREDMNER HEREOF, CEDE & CO., HAS AN INTEREST HEREIN.
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PINNACLE WEST CAPITAL CORPORATION
Floating Rate Senior Note due 2005

No. $165,000,0
CUSIP No.

Pinnacle West Capital Corporation, a corporatioly doganized and existing under the laws of Ariz@narein called the "Company" which
term includes any successor person under the ladehereinafter referred to), for value receivesteby promises to pay to Cede & Co., as
nominee of The Depository Trust Company, or reggtessigns, the principal sum of One Hundred Stk¢g Million Dollars on November

1, 2005 (the "Maturity Date"), and to pay interasthe rate set forth below on the outstandinggipad amount hereof from time to time from
and including November 12, 2003 or from the mosént Interest Payment Date (as defined below) teatwinterest has been paid or duly
provided for, quarterly in arrears on February hyM, August 1 and November 1 in each year, comimgriebruary 1, 2004, and on the
Maturity Date (each, an "Interest Payment Datefijil the principal hereof is paid or made availatolepayment and at the same per annum
rate set forth below on any overdue principal ararpum and on any overdue installment of interéle interest so payable, and punctually
paid or duly provided for, on any Interest Payni@ate shall, as provided herein, be paid to thegueirs whose name this Note (or one or
more predecessor Notes) is registered at the ofdsesiness on the fifteenth calendar day precedauip Interest Payment Date, (each a
"Regular Record Date"); PROVIDED, HOWEVER, thatirmst payable on the Maturity Date, or any redemnpdiate, shall be payable to the
person to whom the principal amount of this Notpagable. Any interest payable on any Interest RamgrDate other than the Maturity Date
and not so punctually paid or duly provided forlsfmthwith cease to be payable to the personlse name this Note is registered at the
close of business on such Regular Record Dateladbisstead be payable to the person in whose rhim@&lote (or one or more predecessor
Notes) is registered at the close of businessspeaial record date for the payment of such intecelse fixed by the Trustee hereinal

referred to, notice whereof shall be given to #gistered holder of this Note (or one or more pcedsor Notes) not less than ten days prior to
such special record date, or may be paid at ang itinany other lawful manner not inconsistent wiith requirements of any securities
exchange on which this Note may be listed and gumh notice as may be required by such exchangeoesfully provided in the Indentu
Principal of this Note shall be payable againstendaer hereof at the corporate trust office ofthestee or at such other office or agency of
the Company as may be designated by it for sugbgserin the Borough of Manhattan, The City of Neark/

"Business Day" means any day other than a SatudaySunday or a day on which banking institutionghe City of New York are
authorized or required by law or executive ordetetmain closed or a day on which the corporate tfftce of the Trustee is closed for
business.

"Calculation Agent" means The Bank of New York tsrsuccessor appointed by the Company, actingleslaton agent.
"Interest Determination Date" means the second borRlsiness Day immediately
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preceding the first day of the relevant Interestdee

"Interest Period" means the period commencing omeemest Payment Date for this Note (or commenoinghe issue date for this Note, if
interest has been paid or duly made available dgment since that date) and ending on the day ééhernext succeeding Interest Payment
Date for this Note.

"LIBOR" for any Interest Determination Date will ltiee London interbank offered rate for depositdli8. dollars having an index maturity
three months for a period commencing on the setondon Business Day immediately following such tatt Determination Date (the
"Three Month Deposits") in amounts of not less t8&r000,000, as such rate appears on TelerateF&fe at approximately 11:00 a.m.,
London time, on such Interest Determination Date.

"London Business Day" means a day on which dealimgeposits in U.S. dollars are transacted, on waspect to any future date, are
expected to be transacted, in the London interinaauket.

"Telerate Page 3750" means the display designatgadge "3750" on Moneyline Telerate (or such offage as may replace the 3750 pag
that service or such other service or servicesashm nominated by the British Bankers' Associatiorthe purpose of displaying London
interbank offered rates for U.S. dollar deposits).

Payment of the principal of and any interest on thote will be made at the corporate trust offitéhe Trustee or at such other office or
agency of the Company as may be designated by $ufith purpose in the Borough of Manhattan, Thg @fifNew York, in such coin or
currency of the United States of America as atithe of payment is legal tender for payment of puahd private debts; PROVIDED,
HOWEVER, that, at the option of the Company paynwimterest may be made by check mailed to theessdof the person entitled thereto
as such address shall appear in the registerddxtites.

If any Interest Payment Date falls on a day thabisa Business Day, the Interest Payment Datebeithe next succeeding Business Day
(without any interest or other payment in respécuch delay). If the maturity date of the Notesoy redemption date falls on a day that is
not a Business Day, the payment of principal atel@st (to the extent payable with respect to tirejpal amount being redeemed if on a
redemption date) will be made on the next succeelirsiness Day, and no interest on such paymeiitasttaue for the period from and af
the maturity date or such redemption date.

Reference is hereby made to the further provisidribis Note set forth on the reverse hereof, wiiicther provisions shall for all purposes
have the same effect as if set forth at this place.

Unless the certificate of authentication hereondeen executed by the Trustee referred to on therse hereof by manual signature, this I
shall not be entitled to any benefit under the iMdee or be valid or obligatory for any purpose.
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IN WITNESS WHEREOF, the Company has caused thisument to be duly executed under its corporaté sea

PINNACLE WEST CAPITAL CORPORATION

By
Vice President

Attest:

Associate Secretary
Form of Reverse of Security.

This Note is one of a duly authorized issue of gées of the Company (herein called the "Notes3ued and to be issued in one or more
series under an Indenture, dated as of Decemt&80D, as amended and supplemented from time to(tierein called the "Indenture”, whi
term shall have the meaning assigned to it in sngsthument), between the Company and The Bank aof Merk, as Trustee (herein called
"Trustee", which term includes any successor teusteder the Indenture), and reference is herebermathe Indenture for a statement of the
respective rights, limitations of rights, dutieslammunities thereunder of the Company, the Truatekthe holders of the Notes and of the
terms upon which the Notes are, and are to beeatittated and delivered. This Note is one of thesealesignated on the face hereof, limited
in aggregate principal amount to $165,000,000,exilip increase as provided in Section 101 of #m6d Supplemental Indenture, dated as
of November 1, 2003, providing for the Notes.

The Notes are not redeemable prior to Novembe004 2The Notes will be redeemable at the Compamptisn in whole, on not less than 30
days' nor more than 60 days' notice, beginning ovelhber 1, 2004 and on each Interest Payment Dattedfter, prior to maturity of the
Notes, at a redemption price equal to 100% of tirejpal amount thereof plus accrued and unpaier@st thereon to the date of redempt

If notice has been given as provided in the Inden&nd funds for the redemption of Notes shall Hasen made available on the redemption
date referred to in such notice, the Notes willseetd bear interest on the date fixed for suchmgdien specified in such notice and the only
right of the holders of the Notes will be to re@payment of the redemption price.
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The Company will mail notice of the redemptionsficlass mail postage prepaid, to each holder téNat the holder's address in the register
for the Notes. Notice to the holders will be givareast 30 but not more than 60 days before ttienmption date. Notes to be redeemed
become due on the redemption date, and interelstagite to accrue on the Notes on the redemptimn da

The Notes will not be subject to any sinking fund.

The Notes will bear interest for each Interest®kdt a per annum rate determined by the Calcul#gent as described below (the "Rate of
Interest"). The per annum interest rate will beaddqo LIBOR on the relevant Interest Determinatidate plus 0.80%; PROVIDED,
HOWEVER, that in certain circumstances describddvethe interest rate will be determined by thécGkation Agent in an alternative
manner without reference to LIBOR. Promptly uponlsdetermination, the Calculation Agent will notihye Trustee of the interest rate for
the new Interest Period. The interest rate detexdhby the Calculation Agent, absent manifest esioa)l be binding and conclusive upon the
beneficial owners and holders of the Notes, the @aomg and the Trustee.

If the following circumstances exist on any Intei@stermination Date, the Calculation Agent shalledmine the interest rate for the Notes as
follows:

(1) In the event LIBOR cannot be determined from Moneyline Telerate service as described hereaf approximately 11:00 a.m. London
time on such Interest Determination Date, the Qatmn Agent shall request the principal Londoric#$ of each of four major banks in the
London interbank market selected by the Calculafigant (after consultation with the Company) toyide a quotation of the rate (the "Rate
Quotation") at which Three Month Deposits in amasuwitnot less than $1,000,000 are offered by firbme banks in the London interbank
market, at approximately 11:00 a.m. London timesach Interest Determination Date, that is repredimet of single transactions at such time
(the "Representative Amounts"). If at least twodR@uotations are provided, the interest rate weilthe arithmetic mean of the Rate
Quotations obtained by the Calculation Agent, [@1L30%.

(2) In the event LIBOR cannot be determined from Moneyline Telerate service as described heralrfemer than two Rate Quotations are
available as provided in (1) above, the interetst vall be the arithmetic mean of the rates quatedpproximately 11:00 a.m. New York City
time on such Interest Determination Date, by thmegor banks in New York City, selected by the Chltian Agent (after consultation with
the Company), for loans in Representative Amoumts.5. dollars to leading European banks, havinmdex maturity of three months for a
period commencing on the second London Businessmediately following such Interest Determinatioate, plus 0.80% PROVIDED,
HOWEVER, that if fewer than three banks selectedhigyCalculation Agent are quoting such ratesjriteest rate for the applicable Interest
Period will be the same as the interest rate iectfior the immediately preceding Interest Period.
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Upon the request of a holder of the Notes, the Wation Agent will provide to such holder the irget rate in effect on the date of such
request and, if determined, the interest ratetfemext Interest Period.

No liability shall (in the absence of gross negtige, willful misconduct or bad faith) attach to falculation Agent in connection with t
exercise or non-exercise by it of its powers, dutied discretions.

The Indenture contains provisions for defeasanematime of the entire indebtedness of this Noteestain restrictive covenants and events
of default with respect to this Note, in each aagen compliance with certain conditions set forthhe Indenture.

If an event of default with respect to the Noteallsbccur and be continuing, the principal of thetés may be declared due and payable in the
manner and with the effect provided in the Indesmtur

The Indenture permits, with certain exceptionshasdin provided, the amendment thereof and the fination of the rights and obligations

the Company and the rights of the holders of theeblto be affected under the Indenture at any iynthe Company and the Trustee without
the consent of such Holders in certain limited winstances or with the consent of the Holders d@/886 in principal amount of the securities
at the time outstanding of each series to be &tedthe Indenture also contains provisions pemgjtthe holders of specified percentages in
principal amount of the securities of each seri¢dbatime outstanding, on behalf of the holderalb$ecurities of such series, to waive
compliance by the Company with certain provisiohthe Indenture and certain past defaults undefrttienture and their consequences. Any
such consent or waiver by the holder of this Nbi@Isbe conclusive and binding upon such holderwgrah all future holders of this Note a

of any Note issued upon the registration of tranisézeof or in exchange herefor or in lieu heradfether or not notation of such consent or
waiver is made upon this Note.

As provided in and subject to the provisions of litdenture, the holder of this Note shall not htheeright to institute any proceeding with
respect to the Indenture or for the appointmerat adceiver or trustee or for any other remedy tiedler, unless such holder shall have
previously given the Trustee written notice of atoauing event of default with respect to the Notas holders of not less than 25% in
principal amount of the Notes at the time outstagdihall have made written request to the Trustéestitute proceedings in respect of such
event of default as Trustee and offered the Trustasonable indemnity, and the Trustee shall ne¢ haceived from the holders of a majol
in principal amount of Notes at the time outstagdindirection inconsistent with such request, dradl fiave failed to institute any such
proceeding, for 60 days after receipt of such motiequest and offer of indemnity. The foregoinglishot apply to any suit instituted by the
holder of this Note for the enforcement of any paptrof principal hereof or any premium or intedesteon on or after the respective due
dates expressed herein.

No reference herein to the Indenture and no prowisf this Note or of the Indenture shall alteiropair the obligation of the Compar
which is absolute and unconditional, to pay
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the principal of and any premium and interest as lote at the times, place and rate, and in tle @ocurrency, herein prescribed.

As provided in the Indenture and subject to ceffiaiitations therein set forth, the transfer ofsthlote is registrable in the register of the
Notes, upon surrender of this Note for registratibiransfer at the office or agency of the Compangny place where the principal of a

any premium and interest on this Note are payalily, endorsed by, or accompanied by a written imsént of transfer in form satisfactory
the Company and the registrar of the Notes dulgebesl by the holder hereof or his attorney dulharized in writing, and thereupon one or
more new Notes and of like tenor, of authorizedoteinations and for the same aggregate principauatyavill be issued to the designated
transferee or transferees.

The Notes are issuable only in registered form eutlcoupons in denominations of $1,000 and angmatenultiple thereof. As provided in
the Indenture and subject to certain limitatiorex¢in set forth, Notes are exchangeable for addgregate principal amount of Notes and of
like tenor of a different authorized denominatias,requested by the holder surrendering the same.

No service charge shall be made for any such ratjish of transfer or exchange, but the Company reguire payment of a sum sufficient
cover any tax or other governmental charge payiabtennection therewith.

Prior to due presentment of this Note for regigradf transfer, the Company, the Trustee and gynbof the Company or the Trustee may
treat the person in whose name this Note is ragidtas the owner hereof for all purposes, whethaobthis Note be overdue, and neither the
Company, the Trustee nor any such agent shallfbetafl by notice to the contrary.

All terms used in this Note which are defined ie thdenture shall have the meanings assigned o itné¢he Indenture.

This Note shall be governed by and construed inr@ence with the law of the State of New York, withregard to conflicts of laws
principles thereof.
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Form of Trustee's Certificate of Authentication.
CERTIFICATE OF AUTHENTICATION
This is one of the Notes of the series designdterkin referred to in the within-mentioned Indeatur

Dated: THE BANK OF NEW YORK

AS TRUSTEE

By
AUTHORIZED SIGNATORY

ARTICLE THREE
ORIGINAL ISSUE OF NOTES DUE 2005

SECTION 301. Notes due 2005 in the aggregate grat@mount of $165,000,000 (subject to increagg@sded in Section 101) may, upon
execution of this Second Supplemental Indenturéroon time to time thereafter, be executed by tbenGany and delivered to the Trustee for
authentication, and the Trustee shall thereupdmeaticate and deliver said Notes due 2005 in aerme with a Company Order delivered to
the Trustee by the Company, without any furtheloadby the Company.

ARTICLE FOUR
PAYING AGENT AND REGISTRAR
SECTION 401. The Bank of New York will be the Payidgent and Security Registrar for the Notes du@s20
ARTICLE FIVE
SUNDRY PROVISIONS

SECTION 501. Except as otherwise expressly providetis Second Supplemental Indenture or in tmefof Notes due 2005 or otherwise
clearly required by the context hereof or therafifterms used herein or in said form of Notes 20@5 that are defined in the Indenture shall
have the several meanings respectively assigneéeito thereby.

SECTION 502. The Indenture, as heretofore supplésdesind amended, and as supplemented by this S&cqpdemental Indenture, is in
respects ratified and confirmed, and this SecompBmental Indenture shall be deemed part of tHeriture in the manner and to the extent
herein and therein provided.
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SECTION 503. The Trustee hereby accepts the thestsin declared, provided, created, supplementezinended and agrees to perform the
same upon the terms and conditions herein anceiintfenture, as heretofore supplemented and amgeselefdrth and upon the following
terms and conditions:

The Trustee shall not be responsible in any mawhatsoever for or in respect of the validity orf&igncy of this Second Supplemental
Indenture or for or in respect of the recitals eomt¢d herein, all of which recitals are made byGoenpany solely. In general, each and every
term and condition contained in Article Six of timelenture shall apply to and form a part of this@al Supplemental Indenture with the
same force and effect as if the same were hereiok in full with such omissions, variations,daimsertions, if any, as may be appropriat
make the same conform to the provisions of thiso8dSupplemental Indenture.

This instrument may be executed in any number ohtarparts, each of which so executed shall be ddémbe an original, but all such
counterparts shall together constitute but onetheadame instrument.

IN WITNESS WHEREOF, the parties hereto have catisisdSecond Supplemental Indenture to be duly dregcand their respective
corporate seals to be hereunto affixed and attealiegis of the day and year first above written.

PINNACLE WEST CAPITAL CORPORATION
Attest:

/sl Betsy A. Pregul man

Bet sy A. Pregul man
Associ ate Secretary

By: /s/ Barbara M Gonez

Barbara M Gonez
Tr easurer

THE BANK OF NEW YORK, as Trustee
Attest:

/' s/ Barbara Bevel aqua

Bar bar a Bevel aqua
Vi ce President

By: [/s/ Van K. Brown

Van K. Brown
Vi ce President
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STATE OF AR ZONA )
SS. !
COUNTY OF MARI COPA )

On the 10th day of November, 2003, before me pailgooame Barbara M. Gomez, to me known, who, béyngie duly sworn, did depose
and say that she is the Treasurer of Pinnacle Gasital Corporation, one of the corporations désetiin and which executed the foregoing
instrument; that she knows the seal of said cotjworathat the seal affixed to said instrumentustscorporate seal; that it was so affixed by
authority of the Board of Directors of said corgara; and that she signed her name thereto byalikbority.

/'s/ Linda K Rednman

Notary Public

My Cormmi ssi on Expires:

February 8, 2007

STATE OF NEW YORK )
SS. ¢
COUNTY OF NEW YORK )

On the 10th day of November, 2003, before me pailgooame Van K. Brown, to me known, who, beingrbg duly sworn, did depose and
say that he is a Vice President of The Bank of N&nk, one of the corporations described in and Wisigecuted the foregoing instrument;
that he knows the seal of said corporation; thatstal affixed to said instrument is such corposat; that it was so affixed by authority of
the Board of Directors of said corporation; and tlesigned his name thereto by like authority.

/'s/ Robert Hirsch

Not ary Public

My Cormmi ssi on Expires:

July 1, 2006
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EXHIBIT 12.1

PINNACLE WEST CAPITAL CORPORATION
COMPUTATION OF EARNINGS TO FIXED CHARGES
(THOUSANDS OF DOLLARS)

Ni ne Mont hs Twel ve Mont hs Ended
Ended Decenber 31,
Sept ember 30, s
2003 2002 2001 2000 1999 1998
Ear ni ngs:
Incone fromContinuing .................. $184, 580 $206, 198 $327, 367 $302, 332 $269, 772 $242, 892
Oper ati ons
Income Taxes .......... .. 98, 530 132, 228 213,535 194, 200 141, 592 138, 589
Fixed Charges ................. ... 174,982 219, 651 211, 958 202, 804 194, 070 201, 184
Total ...... ... .. .. 458, 092 558, 077 752, 860 699, 336 605, 434 582, 665
Fi xed Charges:
Interest Expense ........................ 151, 539 187,512 175, 822 166, 447 157, 142 163, 975
Estimated | nterest Portion of
Annual Rents .......................... 23,443 32,139 36, 136 36, 357 36, 928 37, 209
Total Fixed Charges ................... 174, 982 219, 651 211, 958 202, 804 194, 070 201, 184
Rati o of Earnings to Fixed Charges
(rounded down) .................. .. ...... 2.61 2.54 3.55 3.44 3.11 2.89




Exhibit 31.1
CERTIFICATION
[, William J. Post, certify that:
1. I have reviewed this quarterly report on Forn-Q of Pinnacle West Capital Corporatic

2. Based on my knowledge, this report does not @o@atay untrue statement of a material fact or dmitate a material fact necessary to
make the statements made, in light of the circuntgts.under which such statements were made, nigadisg with respect to the
period covered by this repo

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

4. The registrant’s other certifying officers andré responsible for establishing and maintainisgldsure controls and procedures (as
defined in Exchange Act Rules -15(e) and 15-15(e)) for the registrant and ha

a) designed such disclosure controls and procedaresiused such disclosure controls and procedortss designed under our
supervision, to ensure that material informatidatieg to the registrant, including its consolidhtibsidiaries, is made known to us
by others within those entities, particularly dgrite period in which this report is being prepa

b) Evaluated the effectiveness of the registrarissldsure controls and procedures and presentttisimeport our conclusions about
the effectiveness of the disclosure controls adgatures, as of the end of the period coveredibydport based on such
evaluation; anc

¢) Disclosed in this report any change in the regigts internal control over financial reportingattoccurred during the registrant’s
most recent fiscal quarter (the registrant’s fodigbal quarter in the case of an annual repo&) tfas materially affected, or is
reasonably likely to materially affect, the regast’s internal control over financial reporting; a

5. The registrant’s other certifying officer(s) 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 material wealg®ssin the design or operation of internal corar@r financial reporting which are
reasonably likely to adversely affect the regid’s ability to record, process, summarize and refptahcial information; an

b) any fraud, whether or not material, that involwesnagement or other employees who have a signifioée in the registrant’s
internal control over financial reportin

Date: November 14, 2003

/s/ William J. Post

William J. Post
Chief Executive Officer and
Chairman of the Board



Exhibit 31.z
CERTIFICATION
I, Donald E. Brandt, certify that:
1. I have reviewed this quarterly report on Forn-Q of Pinnacle West Capital Corporatic

2. Based on my knowledge, this report does not @o@atay untrue statement of a material fact or dmitate a material fact necessary to
make the statements made, in light of the circuntgts.under which such statements were made, nigadisg with respect to the
period covered by this repo

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

4. The registrant’s other certifying officers andré responsible for establishing and maintainisgldsure controls and procedures (as
defined in Exchange Act Rules -15(e) and 15-15(e)) for the registrant and ha

a) designed such disclosure controls and procedaresiused such disclosure controls and procedortss designed under our
supervision, to ensure that material informatidatieg to the registrant, including its consolidhtibsidiaries, is made known to us
by others within those entities, particularly dgrite period in which this report is being prepa

b) Evaluated the effectiveness of the registrarissldsure controls and procedures and presentttisimeport our conclusions about
the effectiveness of the disclosure controls adgatures, as of the end of the period coveredibydport based on such
evaluation; anc

¢) Disclosed in this report any change in the regigts internal control over financial reportingattoccurred during the registrant’s
most recent fiscal quarter (the registrant’s fodigbal quarter in the case of an annual repo&) tfas materially affected, or is
reasonably likely to materially affect, the regast’s internal control over financial reporting; a

5. The registrant’s other certifying officer(s) 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 material wealg®ssin the design or operation of internal corar@r financial reporting which are
reasonably likely to adversely affect the regid’s ability to record, process, summarize and refptahcial information; an

b) any fraud, whether or not material, that involwesnagement or other employees who have a signifioée in the registrant’s
internal control over financial reportin

Date: November 14, 2003

/s/ Donald E. Brandt

Donald E. Brandt
Executive Vice President and
Chief Financial Officer



Exhibit 32.1

Form of Certification Pursuant to Section 906 of tle Sarbanes-Oxley Act of 2002
(William J. Post)

[, William J. Post, the Chairman of the Boardi Chief Executive Officer of Pinnacle West Cdpltarporation (“Pinnacle West”), certify,
to the best of my knowledge, that: (a) the attadQedrterly Report on Form 10-Q of Pinnacle Westffierfiscal quarter ended September 30,
2003 (the “September 2003 Form 10-Q”) fully complth the requirements of Section 13(a) or 15fdhe Securities Exchange Act of

1934 and (b) the information contained in the Sapier 2003 Form 10-Q Report fairly presents, imsterial respects, the financial
condition and results of operations of Pinnacle Wes

/s/ William J. Post

William J. Post
Chairman of the Board and
Chief Executive Office

Date: November 14, 20(



Exhibit 32.

Form of Certification Pursuant to Section 906 of tle Sarbanes-Oxley Act of 2002
(Donald E. Brandt)

I, Donald E. Brandt, Executive Vice Presidentl Chief Financial Officer, of Pinnacle West Capforporation (“Pinnacle Westgertify,
to the best of my knowledge, that: (a) the attadQadrterly Report on Form 10-Q of Pinnacle Westlierquarter ended September 30, 2003
(the “September 2003 Form 10-Q") fully compliesiwiihe requirements of Section 13(a) or 15(d) ofSkeurities Exchange Act of 1934 and

(b) the information contained in the September 2868n 10-Q Report fairly presents, in all materesdpects, the financial condition and
results of operations of Pinnacle West.

/s/ Donald E. Brandt

Donald E. Brandt
Executive Vice President and
Chief Financial Officel

Date: November 14, 20(



Exhibit 99.1
PINNACLE WEST RISK FACTORS

Set forth below and in other documents weiin the Securities and Exchange Commission akes iind uncertainties that could affect
our financial results.

Our cash flow largely depends on the performanceoof subsidiaries.

We conduct our operations primarily throughsidiaries. Substantially all of our consolidatedets are held by such subsidiaries.
Accordingly, our cash flow is dependent upon theiegs and cash flows of these subsidiaries and distributions to us. The subsidiaries
are separate and distinct legal entities and hawebfigation to make distributions to us.

The debt agreements of some of our subsigdianiy restrict their ability to pay dividends, malkstributions or otherwise transfer funds to
us. As part of the approval by the Arizona CorpgoraCommission (“ACC") of a $500 million financiregrangement between Arizona Public
Service Company (“APS”) and Pinnacle West Energgp@tion (“Pinnacle West Energy”), APS must mamg&common equity ratio of at
least 40% and may not pay common dividends if thenent would reduce its common equity below thegghold. As defined in the ACC
financing order approving the arrangement, comnguitg ratio is common equity divided by common éguilus long-term debt, including
current maturities of long-term debt. At SeptemB@r2003, APS’ common equity ratio was approxinyadé%. .

We are subject to complex government regulation @himay have a negative impact on our business andresults of operations.

We are, directly and through our subsidiarseshject to governmental regulation which may hawegative impact on our business and
results of operations. We are a “holding companighiw the meaning of the Public Utility Holding Caany Act (“PUHCA"); however, we
are exempt from the provisions of PUHCA by virtdeor filing of an annual exemption statement wvifie SEC.

APS is subject to comprehensive regulatiosdweral federal, state and local regulatory ageneibich significantly influence its
operating environment and may affect its abilityeoover costs from utility customers. APS is reggiito have numerous permits, approvals
and certificates from the agencies that regulat&’ARsiness. The Federal Energy Regulatory ComangSFERC”), the Nuclear Regulatory
Commission (“NRC"), the Environmental Protectioneigy (“EPA”), and the ACC regulate many aspectswfutility operations, including
siting and construction of facilities, customengeg and the rates that APS can charge customexdalieve the necessary permits, apprc
and certificates have been obtained for APS’ engstiperations. However, we are unable to predeirttpact on our business and operating
results from the future regulatory activities of/aif these agencies. Changes in regulations antpesition of additional regulations could
have an adverse impact on our results of operations

We cannot predict the outcome of APS’ general ratese pending before the ACC.

As required by a 1999 settlement agreemenngmdS and various parties (the “1999 SettlememeAgent”), on June 27, 2003, APS
filed a general rate case with the ACC. APS reaueat$175.1 million, or 9.8%, increase in its ahmetil electricity revenues, to become
effective July 1, 2004. The major reasons for #wuest include:

« complying with the provisions of the 1999 Settletn&greement

« incorporating significant increases in fuel andghased power costs, including results of purch#ts®ugh the ACC’s “Track B”
procurement proces

» recognizing changes in Al' cost of service, cost allocation and rate des




 obtaining rate base recognition of the generatiagts built in Arizona by Pinnacle West Energycsi 1999 to serve APS'’ retail
electricity customers (specifically, Redhawk Uditsd 2, West Phoenix Units 4 and 5 and Saguaro3)y

* recovering $234 million written off by APS as auk®f the 1999 Settlement Agreement;
 recovering restructuring and compliance costs aawatwith the AC(s electric competition rule

The general rate case will also address tipdeimentation of rate adjustment mechanisms thag wer subject of ACC hearings in
April 2003. The rate adjustment mechanisms, whiehevauthorized in the 1999 Settlement Agreement)jdvallow APS to recover several
types of costs, the most significant of which asever supply costs (fuel and purchased power casi$)costs associated with complying with
the ACC retail competition rules described beldwAPS does not have a rate adjustment mechanisnallbas it to recover its full costs of
procuring fuel for its generating plants, then afemin fuel prices may increase its cost of prasypiower or decrease the amount it receives
from selling power, harming our financial perforrseanOn November 4, 2003, the ACC approved the iesuaf an order which authorizes a
rate adjustment mechanism allowing APS to recolianges in purchased power costs (but not chandaslioosts) incurred after July 1,
2004. The other rate adjustment mechanisms audtbiizthe 1999 Settlement Agreement (such as this essociated with complying with
the ACC electric competition rules) were also téwtdy approved for subsequent implementation endbneral rate case. The purchased
power rate adjustment mechanism will not becomectiffe until there is a final order in the geneedé case, and the ACC further reserved
the right to amend or modify, in all respects, td@ember 4 order during the rate case. We asshatéhte ACC will make a decision in the
general rate case by the end of 2004. We canndicptbe outcome of the rate case and the resukwegs of regulated revenues.

The procurement of wholesale power by APS withdug ability to adjust retail rates could have an age impact on our business ai
financial results.

The 1999 Settlement Agreement limits APS’ieibtb change retail rates until at least July @02, which could have a significant adverse
financial impact on us if wholesale power pricemdicantly exceed the amount included for generatiosts in APS’ current bundled retail
rates. Under the ACC's rules, APS is the “providklast resort” for standard-offer, fulervice customers under rates that have been at
by the ACC. The 1999 Settlement Agreement allowS§ Ad®seek adjustment of these rates in the evesthefgency conditions or
circumstances, such as the inability to securenfiimy on reasonable terms; material changes in ABS' of service for ACC-regulated
services resulting from federal, tribal, stateamal laws; regulatory requirements; or judicialidemns, actions or orders. Energy prices in the
western wholesale market vary and, during the eafsghe last two years, have been volatile. Atores times, prices in the spot wholesale
market have significantly exceeded the amount ghedin APS’ current retail rates. In the eventladrsfalls due to unforeseen increases in
load demand or generation or transmission outa@S, may need to purchase additional supplementaépim the wholesale spot market.
Unless APS is able to obtain an adjustment ofitss under the emergency provisions of the 199%&8wint Agreement, there can be no
assurance that APS would be able to fully recavercosts of this power. In addition, APS filed agml rate case with the ACC on June 27,
2003 (see discussion above). Among other thingstate case will address the implementation ofadfestment mechanisms, which would
allow APS to recover several types of costs, thetraignificant of which are power supply costs (&red purchased power costs) and costs
associated with complying with the ACC retail coniten rules.

If we are not able to access capital at competitigtes, our ability to implement our financial sttagy will be adversely affected.

We rely on access to both short-term moneykatarand longer-term capital markets as a sigmifisaurce of liquidity and for capital
requirements not satisfied by the cash flow fromaperations. We believe that we will maintain gi#int access to these financial markets
based upon current credit ratings. However, certarket disruptions or a downgrade of our credibgamay increase our cost of borrowing
or adversely affect our ability to access one orarimancial markets. Such disruptions could inetud

* an economic downturi




capital market conditions general

the bankruptcy of an unrelated energy comp

« market prices for electricity and gz

terrorist attacks or threatened attacks on outitiasi or those of unrelated energy companie:

the overall health of the utility industr

Changes in economic conditions could resuttigher interest rates, which would increase oterégst expense on our debt and reduce
funds available to us for our current plans. Additilly, an increase in our leverage could adveratgct us by:

* increasing the cost of future debt financi
« increasing our vulnerability to adverse economigd emalustry conditions

* requiring us to dedicate a substantial portionwfcash flow from operations to payments on alotdwhich would reduce funds
available to us for operations, future businesodppities or other purposes; a

« placing us at a competitive disadvantage comparedit competitors that have less dt

A significant reduction in our credit ratings coulanaterially and adversely affect our business, fir@al condition and results of
operations.

We cannot be sure that any of our currenbgatiwill remain in effect for any given period ohe or that a rating will not be lowered or
withdrawn entirely by a rating agency if, in itglgment, circumstances in the future so warrant. dewngrade could increase our borrowing
costs which would diminish our financial resultseWould likely be required to pay a higher interasé in future financings, and our
potential pool of investors and funding sourcedaaecrease. In addition, borrowing costs undetag@eof our existing credit facilities
depend on our credit ratings. A downgrade could edgjuire us to provide additional support in thienf of letters of credit or cash or other
collateral to various counterparties. If our shtertm ratings were to be lowered, it could limit @acess to the commercial paper market. We
note that the ratings from credit agencies argexmmendations to buy, sell or hold our securdigd that each rating should be evaluated
independently of any other rating.

Deregulation or restructuring of the electric indiiy may result in increased competition, which caduhave a significant adverse
impact on our business and our financial results.

Retail competition could have a significant@e financial impact on us due to an impairméissets, a loss of retail customers, lower
profit margins or increased costs of capital. I89,2he ACC approved rules that provide a framewiorithe introduction of retail electric
competition in Arizona. Under the rules, as modifisy the 1999 Settlement Agreement, APS was redjtiréransfer all of its competitive
electric assets and services to an unaffiliatetymarparties or to a separate corporate affilataffiliates no later than December 31, 2002
satisfy this requirement APS had planned to trantfayeneration assets to Pinnacle West EnergwguRnt to an ACC order dated
September 10, 2002, the ACC unilaterally modifieel 1999 Settlement Agreement and directed APSrtocetany plans to divest interests in
any of its generating assets. The ACC further éisteddl a requirement that APS solicit bids for airiestimated amounts of capacity and
energy for periods beginning July 1, 2003. Pinn&é¢ést Energy bid on and entered into contractsipply most of APS’ requirements in the
summer months through September 2006. These reguld¢velopments and legal challenges to the hdee raised considerable uncerta
about the status and pace of retail electric coitipetand of electric restructuring in Arizona. Attugh some very limited retail competition
existed in APS’ service area in 1999 and 2000 gthee currently no active retail competitors offgrunbundled energy or other utility
services to APS’ customers. As a result, we capredict when, and the extent to which, additiormathpetitors will re-enter APS’ service
territory.




As a result of changes in federal law and laguy policy, competition in the wholesale elecitsi market has greatly increased due to a
greater participation by traditional electricitypgliers, non-utility generators, independent popreducers, and wholesale power marketers
and brokers. This increased competition could affec load forecasts, plans for power supply andledale energy sales and related
revenues. As a result of the changing regulatorenment and the relatively low barriers to entmg expect wholesale competition to
increase. As competition continues to increasefinancial position and results of operations cdutdadversely affected.

Recent events in the energy markets that are beyomdcontrol may have negative impacts on our busgs.

As a result of the energy crisis in Califordi&ing the summer of 2001, the recent volatilityyatural gas prices in North America, the
filing of bankruptcy by the Enron Corporation, angestigations by governmental authorities intorggdrading activities, companies
generally in the regulated and unregulated utilitginesses have been under an increased amountlaf and regulatory scrutiny. The cap
markets and ratings agencies also have increasadetel of scrutiny. We believe that we are copimgd with all applicable laws, but it is
difficult or impossible to predict or control whetfect these or related issues may have on ounéssior our access to the capital markets.

Our results of operations can be adversely affecksdmilder weather.

Weather conditions directly influence the dadhéor electricity and affect the price of energyrmanodities. Electric power demand is
generally a seasonal business. In Arizona, demampglofver peaks during the hot summer months, wikket prices also peaking at that
time. As a result, our overall operating resuligtliate substantially on a seasonal basis. Iniaddive have historically sold less power, and
consequently earned less income, when weathertammglare milder. As a result, unusually mild weatbould diminish our results of
operations and harm our financial condition.

There are inherent risks in the operation of nucletacilities, such as environmental, health and famcial risks and the risk of terroris
attack.

Through APS, we have an ownership intereanithoperate the Palo Verde Nuclear Generatingo&tétiPalo Verde”), which is the largest
nuclear electric generating facility in the Unitgthtes. Palo Verde is subject to environmentaltthead financial risks such as the ability to
dispose of spent nuclear fuel, the ability to maimadequate reserves for decommissioning, potéiatigities arising out of the operation of
these facilities, and the costs of securing théities against possible terrorist attacks. We rtaimnuclear decommissioning trust funds and
external insurance coverage to minimize our finalnexposure to these risks; however, it is posshde damages could exceed the amount of
insurance coverage.

The NRC has broad authority under federalt@mimpose licensing and safety-related requiremfemtthe operation of nuclear generation
facilities. In the event of noncompliance, the NR&3 the authority to impose fines or shut downig anboth, depending upon its assesst
of the severity of the situation, until compliariseachieved. In addition, although we have no reds@nticipate a serious nuclear incident at
Palo Verde, if an incident did occur, it could mihy and adversely affect our results of openagi@r financial condition. A major incident
a nuclear facility anywhere in the world could catise NRC to limit or prohibit the operation orditsing of any domestic nuclear unit.

The operation of Palo Verde requires licertasneed to be periodically renewed and/or extendée do not anticipate any problems
renewing these licenses. However, as a resulttengial terrorist threats and increased publicthzywf utilities, the licensing process could
result in increased licensing or compliance cdsts are difficult or impossible to predict.
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The use of derivative contracts in the normal coarsf our business and changing interest rates andrket conditions could result in
financial losses that negatively impact our resutifoperations.

Our operations include managing market rigksted to commodity prices. We are exposed torttpact of market fluctuations in the pri
and transportation costs of electricity, natural,gaal, and emissions allowances and credits. &/e bstablished procedures to manage risks
associated with these market fluctuations by unigjzzarious commodity derivatives, including excbestraded futures and options and over-
the-counter forwards, options, and swaps. As dastiooverall risk management program, we enter derivative transactions to hedge
purchases and sales of electricity, fuels, and €aris allowances and credits. The changes in maake¢ of such contracts have a high
correlation to price changes in the hedged commodit

We are exposed to losses in the event of nfonp@ance or nonpayment by counterparties. We ugkananagement process to asses:
monitor the financial exposure of all counterpatiBespite the fact that the majority of tradingmierparties are rated as investment grac
the credit rating agencies, there is still a paksilihat one or more of these companies couladif resulting in a material adverse impact on
our earnings for a given period.

Changing interest rates will affect interesidpon variable-rate debt and interest earned byension plan and nuclear decommissioning
trust funds. Our policy is to manage interest rétesugh the use of a combination of fixed-rate fioatingrate debt. The pension plan is a
impacted by the discount rate, which is the inter&t® used to discount future pension obligati@mtinuation of recent decreases in the
discount rate would result in increases in pensists, cash contributions, and charges to othepoamensive income. The pension plan and
nuclear decommissioning trust funds also have @sk®ciated with changing market values of equoitgs$tments. A significant portion of the
pension costs and all of the nuclear decommissipodarsts are recovered in regulated electricitygsic

The uncertain outcome regarding the creation of liegal transmission organizations, or RTOs, and ingphentation of the FERC'’s
standard market design, or SMD, may materially ingtaur operations, cash flows or financial position

In a December 1999 order, the FERC set minirobaracteristics and functions that must be mettlifies that participate in regional
transmission organizations. The characteristicafoacceptable RTO include independence from maeeéicipants, operational control over
a region large enough to support efficient and msmmoninatory markets, and exclusive authority taimtain short-term reliability.
Additionally, the FERC is considering implementimgtandard market design for wholesale market€OQaber 16, 2001, APS and other
owners of electric transmission lines in the Sowsiwiled with the FERC a request for a declaratoder confirming that their proposal to
form WestConnect RTO, LLC would satisfy the FER&&gquirements for the formation of an RTO. On Octdli® 2002, the FERC issued an
order finding that the WestConnect proposal, if ified to address specified issues, could meet EREs RTO requirements and provide
the basic framework for a standard market desigthi® Southwest. On September 15, 2003, the FER@dsan order granting clarification
and rehearing, in part, of its prior orders. Intjgaitar, this order approved the use of a physicalgestion management scheme for
WestConnect for an initial phase-in period. FER@igated that the WestConnect utilities and the ayppate regional state advisory
committee should develop a market based congestisragement scheme for subsequent implementatid®.ig\Row participating in a
cost/benefit analysis of implementing WestConnaet] the results of this analysis are expected twh®pleted in the first quarter of 2004.

We are subject to numerous environmental laws aedulations which may increase our cost of operatipimpact our business plan
or expose us to environmental liabilities.

We are subject to numerous environmental egquis affecting many aspects of our present anadwperations, including air emissions,
water quality, wastewater discharges, solid wastd,hazardous waste. These laws and regulationgsalt in increased capital, operating,
and other costs, particularly with regard to endonent efforts focused on power plant emissionggabbns. These laws and regulations
generally require us to obtain and comply with dewariety of environmental licenses, permits, @tsipns and other approvals. Both
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public officials and private individuals may seekeinforce applicable environmental laws and regulat We cannot predict the outcome
(financial or operational) of any related litigatithat may arise.

In addition, we may be a responsible partyefovironmental clean up at sites identified bygutatory body. We cannot predict with
certainty the amount and timing of all future exgi¢ures related to environmental matters becauseeddlifficulty of estimating clean-up
costs. There is also uncertainty in quantifyingiliies under environmental laws that impose j@nt several liability on all potentially
responsible parties.

We cannot be sure that existing environmenetgllations will not be revised or that new regolas seeking to protect the environment
will not be adopted or become applicable to us.ig&lor additional regulations that result in ireed compliance costs or additional
operating restrictions, particularly if those coats not fully recoverable from APS’ customers,lddwave a material adverse effect on our
results of operations.

Actual results could differ from estimates usedprepare our financial statements.

In preparing the financial statements in adaace with generally accepted accounting princjptemagement must often make estimates
and assumptions that affect the reported amourdssd#ts, liabilities, revenues, expenses and detiselosures at the date of the financial
statements and during the reporting period. Sontkasie judgments can be subjective and complexaetugl results could differ from those
estimates. We consider the following accountindgges to be our most critical because of unceriesnjudgments and complexities of the
underlying accounting standards and operations\edo.

Regulatory Accounting — Regulatory accountingwah for the actions of regulators, such as the A@€the FERC, to be reflected in
the financial statements. Their actions may casde eapitalize costs that would otherwise be idetlas an expense in the current
period by unregulated compani

« Pensions and Other Postretirement Benefit Acéogrt- Changes in our actuarial assumptions usedlculating our pension and
other postretirement benefit liability and expeoag have a significant impact on our earnings arahtial position. The most relev:
actuarial assumptions are the discount rate usewssure our liability and the expected long-temte of return on plan assets used to
estimate earnings on invested funds over the-term.

 Derivative Accounting — Derivative accounting uégs evaluation of rules that are complex andestitip varying interpretations.
Our evaluation of these rules, as they apply tocontracts, will determine whether we use accraabanting or fair value (mark-to-
market) accounting. Mark-to-market accounting reggithat changes in fair value be recorded in egsnor, if certain hedge
accounting criteria are met, in other comprehenisivceme.

« Mark-to-Market Accounting — The market value ofr @erivative contracts is not always readily deieable. In some cases, we use
models and other valuation techniques to deterffaiinealue. The use of these models and valuagohrtiiques sometimes requires
subjective anicomplex judgment. Actual results could differ frohne results estimated through application of thesthods
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