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UNITED STATES SECURITIES AND EXCHANGE COMMISSION
WASHINGTON, D.C. 20549

FORM 10-K
(Mark One)
M ANNUAL REPORT PURSUANT TO SECTION 13 OR 15(d) OF THE SECURITIES
EXCHANGE ACT OF 1934
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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 Registrants; State of Incorporation; IRS Employer
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1-8962 PINNACLE WEST CAPITAL CORPORATION 86-0512431
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10-K or in any amendment to this Form 108.

Indicate by check mark whether the registimitlarge accelerated filer, an accelerated files non-accelerated filer. See definition of
“accelerated filer” and “large accelerated filen’Rule 12b-2 of the Exchange Act.
PINNACLE WEST CAPITAL CORPORATION

Large accelerated filéd Accelerated filel Non-accelerated fil&d
ARIZONA PUBLIC SERVICE COMPANY



Large accelerated fil&d Accelerated filddd Non-accelerated filé&f
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PINNACLE WEST CAPITAL CORPORATIOM $3,946,188,585 as of June 30, 2
ARIZONA PUBLIC SERVICE COMPANY $0 as of June 30, 20(
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PINNACLE WEST CAPITAL CORPORATIOM 100,011,597 share
ARIZONA PUBLIC SERVICE COMPANY Common Stock, $2.50 par value, 71,264,947 shanesa€le Wes
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GLOSSARY
ACC — Arizona Corporation Commission
ADEQ - Arizona Department of Environmental Quality
AFUDC - Allowance for Funds Used During Construatio
ALJ — Administrative Law Judge
ANPP — Arizona Nuclear Power Project, also knowRal® Verde
APS — Arizona Public Service Company, a subsididthe Company
APS Energy Services — APS Energy Services Compaay,a subsidiary of the Company
Cholla — Cholla Power Plant
Clean Air Act — Clean Air Act, as amended
Company — Pinnacle West Capital Corporation
DOE - United States Department of Energy
EITF — FASB’s Emerging Issues Task Force
El Dorado — El Dorado Investment Company, a subsjddf the Company
EPA — United States Environmental Protection Agency
ERMC — Energy Risk Management Committee
FASB - Financial Accounting Standards Board
FERC - United States Federal Energy Regulatory Cissiom
FIN — FASB Interpretation Number
FIP — Federal Implementation Plan
Four Corners — Four Corners Power Plant
GAAP — accounting principles generally acceptethenUnited States of America
IRS — United States Internal Revenue Service
kW — kilowatt, one thousand watts
kWh — kilowatt-hour, one thousand watts per hour
Moody’s — Moody’s Investors Service
MW — megawatt, one million watts
MWh — megawatt-hours, one million watts per hour

NAC — collectively, NAC Holding Inc. and NAC Internatial Inc., subsidiaries of El Dorado that
were sold in November 2004
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Native Load- retail and wholesale sales supplied under taili cost-based rate regulation
Note— a Note to Pinnacle West’'s Consolidated Finar&fatements in Item 8 of this report
NPC- Nevada Power Company

NRC — United States Nuclear Regulatory Commission

OCI — other comprehensive income

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

Palo Verde — Palo Verde Nuclear Generating Stasitso, known as ANPP

Pinnacle West — Pinnacle West Capital Corporatioen Company

Pinnacle West Energy (PWEC) — Pinnacle West En€ayoration, a subsidiary of the Company, dissokedf August 31, 2006
Pinnacle West Marketing & Trading — Pinnacle Wesirk&ting & Trading Co., LLC, a subsidiary of ther@eany

PPL Sundance — PPL Sundance Energy, LLC

PRP — potentially responsible parties under Supérfu

PSA — power supply adjustor

PWEC Dedicated Assets — the following power plagégh of which was transferred by Pinnacle Westdgn® APS on July 29, 2005:
Redhawk Units 1 and 2, West Phoenix Units 4 anddb®aguaro Unit 3

Salt River Project — Salt River Project Agricultuimprovement and Power District

SEC — United States Securities and Exchange Coruomiss

SFAS - Statement of Financial Accounting Standards

Silverhawk — Silverhawk Power Station

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

SunCor — SunCor Development Company, a subsidfatyeoCompany

Sundance Plant — 420 megawatt generating facidgted approximately 55 miles southeast of Phodwizpna

Superfund — Comprehensive Environmental Resporm@mp€nsation and Liability Act

2004 Settlement Agreement — an agreement proptsing under which APS’ general rate case was dettleapproved by the ACC in 2005

VIE - variable-interest entity
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INTRODUCTION

Filing Format

This Annual Report on Form 10-K is a combinegort being filed by two separate registrantsnBabe West and APS. The information
required with respect to each company is set fwithin the applicable items.

The Management’s Discussion and Analysis n&Rcial Condition and Results of Operations inctudeder Item 7 of this report is
divided into the following two sections:

. Pinnacle West Consolidated—This section describes the financial condition esgiilts of operations of Pinnacle West and its
subsidiaries on a consolidated basis. It includesudsions of Pinnacle West's regulated utility and-utility operations. A
substantial part of Pinnacle W’'s revenues and earnings are derived from its regllaility, APS.

. APS —This section includes a detailed description ofr#sailts of operations and contractual obligatiohaPS.

Item 8 of this report includes Consolidateddficial Statements of Pinnacle West and Finantéé®ents of APS. Item 8 also includes
Notes to Pinnacle We's Consolidated Financial Statements, the majaftyhich also relate to APS, and Supplemental NttesPS’
Financial Statements.

PART |
ITEM 1. BUSINESS
OVERVIEW

General

Pinnacle West was incorporated in 1985 unigetaws of the State of Arizona and owns all ofdhéstanding equity securities of APS, its
major subsidiary. APS is a vertically-integrateeladic utility that provides either retail or whebde electric service to most of the state of
Arizona, with the major exceptions of about onef-bathe Phoenix metropolitan area, the Tucson opatiitan area and Mohave County in
northwestern Arizona.

Pinnacle West's other significant subsidiades SunCor, which is engaged in real estate dpredat and investment activities, and APS
Energy Services, which provides competitive enagyices and products in the western United StRiesacle West Energy, which owned
and operated unregulated generating plants, tnaadféhe PWEC Dedicated Assets to APS on July @95 2nd sold its 75% ownership
interest in Silverhawk to NPC on January 10, 2@036a result, Pinnacle West Energy no longer owmsdggnerating plants and was
dissolved as of August 31, 2006. Pinnacle Westisofirst-tier subsidiaries, El Dorado Investmeongany, Pinnacle West Marketing &
Trading, SunCor and APS Energy Services, are disclim greater detalil
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below. See “Business of SunCor Development CompangBusiness of Other Subsidiaries,” in this Itém

Business Segments
Pinnacle West has two principal business satgr(eetermined by products, services and the aggyl environment):

. the regulated electricity segment (77% of opagatevenues in 2006), which consists of traditioegllated retail and wholesale
electricity businesses (primarily electric serviocNative Load customers) and related activitiesl iacludes electricity generation,
transmission and distribution; a

. the real estate segment (12% of operating reweimu2006), which consists of SunCor’s real esti@ieclopment and investment
activities.

See Note 17 in Item 8 for financial informatiabout the business segments.

APS Rate Proceedings

The key issue affecting Pinnacle West's an@Afhancial outlook is adequate and timely retate treatment by the ACC. AP&tail rate
proceedings pending before the ACC are discussgreater detail in Note 3 in Item 8.

Employees

At December 31, 2006, Pinnacle West employguiaximately 7,400 people, including the employekiss subsidiaries. Of these
employees, approximately 6,600 were employees &, Aftluding employees at jointly-owned generafenglities (approximately 3,000
employees) for which APS serves as the generadicifitf manager. Approximately 800 people were eyipt by Pinnacle West and its ot
subsidiaries. Pinnacle West's principal executiffices are located at 400 North Fifth Street, Pligefirizona 85004 (telephone 602-250-
1000).

Available Information

Pinnacle West makes available free of chargerdhrough its internet sitewww.pinnaclewest.cointhe following filings as soon as
reasonably practicable after they are electronidda#ld with, or furnished to, the SEC: its AnnlRéport on Form 10-K, its Quarterly Reports
on Form 10-Q, its Current Reports on Form 8-K ameéadments to those reports filed or furnished pamsto Section 13(a) or 15(d) of the
Securities Exchange Act of 1934.

Pinnacle West also has a Corporate Governaabpage. You can access Pinnacle West's Corpo@ter@ance webpage through its
internet sitewww.pinnaclewest.cory clicking on the “About Us” link to the headin@btrporate Commitments.” Pinnacle West posts the
following on its Corporate Governance webpage:
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. Corporate Governance Guidelin
. Board Committee Summar

. Charters for Pinnacle West's Audit Committee, fitmate Governance Committee, Finance, Nuclear gretafing Committee and
Human Resources Committe

. Code of Ethics for Financial Profession:
. Ethics Policy and Standards of Business Practared
. Director Independence Standar

Pinnacle West will post any amendments toGbde of Ethics and Ethics Policy and StandardsusiiBess Practices, and any waivers that
are required to be disclosed by the rules of eitfeISEC or the New York Stock Exchange, on itsrimgt site. The information on Pinnacle
West's internet site is not incorporated by refegsimto this report.

You can request a copy of these documentdydirng exhibits, by contacting Pinnacle West atftilowing address: Pinnacle West
Capital Corporation, Office of the Secretary, $tat9068, P.O. Box 53999, Phoenix, Arizona 8507293@8lephone 602-250-3252).
Forward-Looking Statements

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

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

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

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

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

. the outcome of regulatory, legislative and judigedceedings, both current and future, relatinthéorestructuring

. market prices for electricity and natural g

. power plant performance and outac

. transmission outages and constrai

. weather variations affecting local and regionalteoeer energy usag

. customer growth and energy usa

. regional economic and market conditions, inclgdime results of litigation and other proceedireguiting from the California energy
situation, volatile fuel and purchased power casts the completion of generation and transmis
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construction in the region, which could affect cusér growth and the cost of power suppl
. the cost of debt and equity capital and accesapiat markets
. current credit ratings remaining in effect for agiyen period of time
. our ability to compete successfully outside traditil regulated markets (including the wholesalekesiyr

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

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

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

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

. other uncertainties, all of which are difficultpoedict and many of which are beyond the contrdtiohacle West and AP

REGULATION AND COMPETITION

Retail

The ACC regulates APS’ retail electric rated s issuance of securities. The ACC must alswaye any transfer of APS’ property used
to provide retail electric service and approveameive prior notification of certain transactioretveeen Pinnacle West, APS and their
respective affiliates.

APS is subject to varying degrees of competifrom other investor-owned utilities in Arizorgu¢h as Southwest Gas Corporation), as
well as cooperatives, municipalities, electricatdcts and similar types of governmental or noofiporganizations. In addition, some
customers, particularly industrial and large conuiaicustomers, may own and operate generatiofitiegito meet their own energy
requirements.

In 1999, the ACC approved rules for the intrciibn of retail electric competition in ArizonasA result, as of January 1, 2001, all of APS’
retail customers were eligible to choose altereatrgy suppliers. However, there are currentlyctivaretail competitors offering unbund|
energy or other utility services to APS’ customéns2000, an Arizona Superior Court found thatrles were unconstitutional, primarily on
procedural grounds, and invalidated all ACC orderthorizing competitive electric services providersperate in Arizona. In 2004, the
Arizona Court of Appeals invalidated some, butalbof the rules. In 2005, the Arizona Supreme €declined to review the Court of
Appeals decision. To date, the ACC has taken riorach either the rules or the orders authoriziognpetitive electric service providers in
response to the final Court of Appeals decisionaAssult, at present only limited electric retaimpetition exists in

6
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Arizona and only with certain entities not reguthby the ACC. APS cannot predict when, and thergsttewhich, additional competitors w
re-enter APS’ service territory.

Wholesale
General

The FERC regulates rates for wholesale poalessand transmission services. During 2006, apmpately 4.4% of APSklectric operatin
revenues resulted from such sales and services.A&@Reting and trading division focuses primanly managing APS’ fuel and purchased
power risks in connection with its costs of serviatpil customer energy requirements. The divisilsio sells, in the wholesale market, APS’
generation output that is not needed for APS’ Natiwvad and, in doing so, competes with other igditpower marketers and independent
power producers. Additionally, the marketing aratling division, subject to specified parameterskets, hedges and trades principally in
electricity and fuels.

BUSINESS OF ARIZONA PUBLIC SERVICE COMPANY

General

APS was incorporated in 1920 under the lanth@fstate of Arizona and currently has approxitgatg52,000 customers. APS does not
distribute any products. During 2006, no singlechaser or user of energy accounted for more thHeb ©f electric revenues. See “Overview
— General” and “Regulation and Competition” aboveddditional background information about APS’ Imgss.

At December 31, 2006, APS employed approxim#@00 people, including employees at jointly-@sirgenerating facilities for which
APS serves as the generating facility manager. AFBtipal executive offices are located at 400 Néifth Street, P.O. Box 53999, Phoe
Arizona 85072-3999 (telephone 602-250-1000).

Purchased Power and Generating Fuel
See “Properties — Capacity” in Item 2 for imfation about APS’ power plants by fuel types.

2006 Energy Mix

APS’ sources of energy during 2006 were: paseld power — 35.0%; coal — 31.2%; gas — 17.3%nankkar — 16.5%. In accordance with
GAAP, a substantial portion of APS’ purchased powgaartracts was netted against wholesale salesamsn the Statements of Income. See
Note 18 in Item 8

Coal Supply

Cholla Cholla is a coal-fired power plant located in nedhtern Arizona. It is a jointly-owned facility opted by APS. APS purchases
most of Cholla’s coal requirements from coal sugnglithat mine all of the coal under lotegm leases of coal reserves with the Navajo N¢
the federal government and private landholders. &R$ purchase a portion of Cholla’s coal requiretmem the spot market to take
advantage of competitive pricing options and topseiment
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coal required for increased operating capacity. ABl&ves that the current fuel contracts and caitivefuel supply options ensure the
continued operation of Cholla for its useful life.addition, APS has a long-term coal transportationtract.

Four Corners Four Corners is a coal-fired power plant locatethannorthwestern corner of New Mexico. It is ajbji-owned facility
operated by APS. APS purchases all of Four Cormea' requirements from a supplier with a long-téease of coal reserves with the
Navajo Nation. The Four Corners coal contract thngugh July 2016, with options on A’ part to extend the contract for five to fifteen
additional years beyond the current plant sitedesairation in 2017.

Navajo Generating StationThe Navajo Generating Station is a coal-fired poplant located in northern Arizona. It is a jointiyned
facility operated by Salt River Project. The Nav@enerating Station’s coal requirements are puszh&r®m a supplier with long-term leases
from the Navajo Nation and the Hopi Tribe. The Nav@enerating Station is under contract with italupplier through 2011, with options
to extend through the current plant site leaseratipn in 2019. The Navajo Generating Station leasies certain taxes through the lease
expiration in 2019. ltems that may impact the foéte include lease provisions that allow for aegatiation of the coal royalty in 2007 and
2017 and a fuel contract requirement for a fiverywéace review in 2007.

See “Legal Proceedings” in Item 3 for inforioatabout a lawsuit relating to royalties for cpald by the participants at the Navajo
Generating Station.

See “Properties — Capacity” in Item 2 for imiation about APS’ ownership interests in ChollaiiFCorners and the Navajo Generating
Station. See Note 11 in Item 8 for information mefijag APS’ coal mine reclamation obligations.

Natural Gas Supply
See Note 11 in Item 8 for a discussion of AR&Uural gas supply.
Nuclear Fuel Supply

Palo Verde Fuel CyclePalo Verde is a nuclear power plant located abOuhBes west of Phoenix, Arizona. It is a jointlywoed facility
operated by APS. The fuel cycle for Palo Verdeoimprised of the following stages:

. mining and milling of uranium ore to produce uranmigoncentrates
. conversion of uranium concentrates to uranium Hegédtle;

. enrichment of uranium hexafluorid

. fabrication of fuel assemblie

. utilization of fuel assemblies in reactors; ¢

. storage and disposal of spent nuclear 1

The Palo Verde participants are continualgntifying their future resource needs and negaoiigéirrangements to fill those needs. The
Palo Verde participants have contracted for alPalo Verde’s requirements for uranium concentratesconversion services through 2007
and for approximately 70% of uranium concentrated @nversion services in 2008. The participanteha
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also contracted for all of Palo Verde’s enrichmsamnvices through 2010, 80% of enrichment servieesugh 2013, and all of Palo Verde’s
fuel assembly fabrication services until at ledxt®

Spent Nuclear Fuel and Waste Dispos&ee “Palo Verde Nuclear Generating Station” in Nidtén Item 8 for a discussion of spent
nuclear fuel and waste disposal.

Purchased Power

In addition to its own available generatingagity (see “Properties” in Item 2), APS purchaslestricity under various arrangements. One
of the most important of these is a long-term caxttwvith Salt River Project. The amount of eledtyiavailable to APS is based in large part
on customer demand within certain areas now sdrye®PS pursuant to a related territorial agreemené generating capacity available to
APS pursuant to the contract is 350 MW. In 2006SAPBceived 550,567 MWh of energy under the conttadtpaid about $66.1 million for
capacity availability and energy received. Thistcact may be canceled by Salt River Project oretlyesars’ notice. By letter dated June 7,
2004, Salt River Project gave notice to APS to cedtapacity by 150 MW effective June 16, 2007. atedthis letter is the only notice Salt
River Project has given under the contract. APS aisg cancel the contract on five years’ notice.

In September 1990, APS entered into a thiggryseasonal capacity exchange agreement with®agif Under this agreement, APS
receives electricity from PacifiCorp during the suar peak season (from May 15 to September 15) &l rdturns electricity to PacifiCorp
during the winter season (from October 15 to Fetyr@a). Until 2020, APS and PacifiCorp each has ¥BU of capacity and a related
amount of energy available to it under the agreearuerits respective seasons. In 2006, APS receédrdd181 MWh of energy under the
capacity exchange. APS must also make additioffietobf energy to PacifiCorp each year through @etd1, 2020. Pursuant to this
requirement, during 2006, PacifiCorp received affefr 1,105,125 MWh and purchased 309,750 MWh.

APS continually assesses its need for additioapacity resources to assure system reliab@ipnsistent with the terms of the 2004
Settlement Agreement, and, as a result of seekimgpgals from the competitive wholesale market, &R®red into a number of agreements
under which APS is entitled to purchase power udiclg several agreements (aggregating 650 MW) ngntiirough 2015 covering APS’
peak periods. APS has also entered into an agreaamdar which APS is entitled to the output of & BAW power plant from June 1, 2007
through May 31, 2017. APS has also agreed to paechpproximately 100 MW of renewable power (wirghthermal and landfill gas) unc
contracts that expire between 2025 and 2029. AR@Giress committed to seeking proposals from the cditiyveewholesale market for filling
its future resource needs, including for renewahlgacity.

Construction Program

During the years 2004 through 2006, APS irediapproximately $2 billion in capital expenditur&®S’ capital expenditures for the years
2007 through 2009 are expected to be primarilyefgranding transmission and distribution capabdliteemeet growing customer needs, for
upgrading existing utility property and for envirnantal purposes. APS’ capital expenditures wereaqppately $662 million in 2006. APS’
capital expenditures, including expenditures foriemmental control facilities, for the years 2abrough 2009, net of contributions in aid of
construction, have been estimated as follows (doitamillions):
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Estimate
2007 2008 2009

Major facilities:

Distribution $ 361 $ 414 $ 45¢

Transmissior 173 19& 28¢€

Generatior 33¢ 304 31¢&

Other 26 37 40
Total $ 89¢ $ 95C $ 1,10C

The above amounts exclude capitalized inteests and include capitalized property taxes. darduel of approximately $50 million in
2007 and $75 million per year for 2008 and 2008is$s included. APS conducts a continuing reviews€onstruction program.

See “Management’s Discussion and Analysisimdiicial Condition and Results of Operations — @Gdeeds and Resources” in Item 7
for additional information about APS’ constructiprograms.

Environmental Matters
EPA Environmental Regulation

Regional Haze RuleOn April 22, 1999, the EPA announced final regiomae rules. These regulations require stateshmisstate
implementation plans (SIPs) by 2008 to demonstratesonable progress” towards achieving naturabiity conditions in certain “Class |
Areas,” including several on the Colorado Plat@&e SIP is required to consider and potentiallylyafipest available retrofit
technology” (BART) for certain older major statiopaources.

The rules allow nine western states and tribdellow an alternate implementation plan andesitiie for the Class | Areas. This alternate
implementation plan is known as the Annex RuleeRirestern states, including Arizona, have submijiteposed SIPs to the EPA to
implement the Annex Rule.

On February 18, 2005, the U.S. Court of Appéal the District of Columbia granted a petiti@m feview of the Annex Rule, filed by the
Center for Energy and Economic Development (CERP)S, Phelps Dodge Corporation, and the Environm&etense were intervenors in
the litigation in support of the EPA and the Anride. Although the Court concluded that the EPAthasauthority to promulgate a BART
alternative, the Court ruled that the EPA must fienduct a BART analysis of eligible sources tmdastrate that the alternate plan would
achieve greater emissions reductions than undapplication of BART.

On June 15, 2005, the EPA issued the CleaWi&ibility Rule, which amends the 1999 regionat@aules by providing guidelines, kno
as the BART guidelines, for states to use in det@ng which facilities must install controls ancettype of controls the facilities must use.
October 13, 2006, the EPA issued a final rule reitimg the Annex Rule with the CEED decision.

The Arizona Department of Environmental QyalADEQ) is currently undertaking a rulemaking pees to amend its SIP to reconcile
with the Annex Rule litigation and SIPs to implerhdre Clean Air Visibility Rule requirements. Asrpaf the rulemaking process, the AD
will require certain sources in the state to com@ART analyses, potentially including Cholla and
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other APS plants. The ADEQ’s Regional Haze SIPglascto EPA Region 9 in December 2007. In additiem anticipate that EPA Region 9
may require Four Corners to conduct a BART analyidi®@ Company cannot currently predict the outcofrtbese proceedings.

Mercury On March 15, 2005, the EPA issued the Clean Airdder Rule (CAMR) to control mercury emissions freoual-fired power
plants. This rule establishes performance standanittng mercury emissions from coal-fired powdamts and establishes a two phased
market-based emissions trading program. Under#uéng program, the EPA has assigned each statr@ing emissions “budget” and each
state must submit to the EPA a plan detailing howill meet its “budget.” In the first phase of theogram, beginning in 2010, mercury
emissions from all coal-fired power plants in tloiatry will be reduced from a total of 48 tons pear to 38 tons. In 2018, those emissions
will be further reduced to 15 tons. APS is currgetlaluating the potential impact of this rule aasla result, cannot currently estimate the
expenditures which may be required.

In November 2006, the ADEQ submitted a SIEvwEPA to implement the CAMR. ADEQ’s SIP generatiyorporates the EPA’s model
cap-and-trade program, but it includes additiorgLirements, including the requirement to meet% @tercury removal control level or
0.0087 lbs/GWh, whichever is greater, the requirgn obtain mercury allowances at a 2:1 ratiodioy emissions that fall below the
specified control level, and the requirement, beigig in 2013, to consider clean coal technologgepaat of permitting any new generation.
APS is evaluating the potential impacts of the psmal rule and cannot currently estimate the expamedi that may be required.

Federal Implementation Planin September 1999, the EPA proposed a FIP to sqtality standards at certain power plants, inicigd
the Navajo Generating Station and the Four CorRevger Plant. On July 26, 2006, the Sierra Club shedEPA in an attempt to force the
EPA to issue a final FIP to limit emissions at Hwar Corners Power Plant. On September 12, 208&:BA proposed a revised FIP to
establish air quality standards at Four Cornersth@dNavajo Generating Station. On September 186,2APS filed a motion to intervene in
the Sierra Club’s lawsuit against the EPA, in ortdesissure that its interests are protected. Orehdver 22, 2006, the court granted APS’
motion to intervene in the lawsuit. In December&Qbe court issued a consent decree signed byi¢he Club and the EPA, the consent
decree requires EPA to take “final action” on thegmsed FIP by April 30, 2007. APS cannot curreptiydict the effect of the proposed FIP
on its financial position, results of operationasle flows or liquidity, or whether the proposed Wit be adopted in its current form.

In addition, on August 21, 2006, the EPA pisguba FIP to implement “minor New Source Review'lritian reservations. The FIP, if
finalized, would apply to Four Corners and the Navaenerating Station, and would require precomwtiva review and permitting of plant
projects that meet specified criteria. APS doescnotently expect this FIP to have a material aslwaffect on its financial position, results of
operations, cash flows or liquidity.

Superfund Superfund establishes liability for the cleanufnatardous substances found contaminating thevsmiiér or air. Those who
generated, transported or disposed of hazardowssasudes at a contaminated site are among thosameHeRPs. PRPs may be strictly, and
often jointly and severally, liable for clean-upn Geptember 3, 2003, the EPA advised APS thatBfeddnsiders APS to be a PRP in the
Motorola 52nd Street Superfund Site, Operable Unit 3 (OU3) ind?tixy Arizona. APS has facilities that are withistSuperfund site. APS
and Pinnacle West have agreed with the EPA to parfertain investigative activities of the APS fiieis within
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OU3. Because the investigation has not yet beerplated and ultimate remediation requirements atgeifinalized, neither APS nor
Pinnacle West can currently estimate the expereditwhich may be required.

Manufactured Gas Plant SitesAPS is currently investigating properties, whichdw owns or which were previously owned by ittsr i
corporate predecessors, that were at one timedjtes sites associated with, manufactured gastpl&PS is taking action to voluntarily
remediate these sites. APS does not expect thesersni@ have a material adverse effect on itsfire position, results of operations, cash
flows or liquidity.

Navajo Nation Environmental Issues

Four Corners and the Navajo Generating Statieriocated on the Navajo Reservation and areuraldr easements granted by the federal
government as well as leases from the Navajo Nafi®$ is the Four Corners operating agent. APS @lrf Four Corners Units 1, 2 and
and a 15% interest in Four Corners Units 4 andP®5 Awns a 14% interest in Navajo Generating Stafiits 1, 2 and 3.

In July 1995, the Navajo Nation enacted thedjaNation Air Pollution Prevention and ControltAthe Navajo Nation Safe Drinking
Water Act and the Navajo Nation Pesticide Act @diively, the Navajo Acts). The Navajo Acts purporgive the Navajo Nation
Environmental Protection Agency authority to progate regulations covering air quality, drinking @raand pesticide activities, including
those activities that occur at Four Corners and\iéreajo Generating Station. On October 17, 1995 FRbur Corners participants and the
Navajo Generating Station participants each filéahssuit in the District Court of the Navajo NatjdNindow Rock District, challenging tt
applicability of the Navajo Acts as to Four Cornansl the Navajo Generating Station. The Court tegd these proceedings pursuant to a
request by the parties, and the parties are seékinggotiate a settlement.

In April 2000, the Navajo Tribal Council appesl operating permit regulations under the Navagtioth Air Pollution Prevention and
Control Act. APS believes the regulations fail ézagnize that the Navajo Nation did not intenddseat jurisdiction over Four Corners and
the Navajo Generating Station. On July 12, 2008 Rbur Corners participants and the Navajo Gemgy&tation participants each filed a
petition with the Navajo Supreme Court for reviefath®e operating permit regulations. Those procegslimve been stayed, pending the
settlement negotiations mentioned above. APS caruraently predict the outcome of this matter.

On May 18, 2005, APS, Salt River Project,tesdperating agent for the Navajo Generating Statiad the Navajo Nation executed a
Voluntary Compliance Agreement (“VCA”) to resolveetr disputes regarding the Navajo Nation Air Pidin Prevention and Control Act.
On March 21, 2006, the EPA determined that the MaMation was eligible for “treatment as a stata’ the purpose of entering into a
supplemental delegation agreement with the EPAligister the Clean Air Act Title V, Part 71 fedieparmit program over Four Corners
and the Navajo Generating Station. The EPA entietedhe supplemental delegation agreement witiNineajo Nation on the same day.
Because the EPA'’s approval was consistent witighairements of the VCA, APS sought dismissal efgiending litigation in the Navajo
Nation Supreme Court, as well as the pending titigain the Navajo Nation District Court to the ent the claims relate to the Clean Air A
and the Courts have dismissed the claims accoxdiiigle agreement does not address or
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resolve any dispute relating to other Navajo ABRBS cannot currently predict the outcome of thistera
West Phoenix Power Plant

During the period from November 2004 througarbh 2005, the Maricopa County Air Quality Depamm@VCAQD”) issued a series of
Notices of Violation “NOVs”) to APS’ West Phoenix Power Plant that gesligrallege that the plant failed to comply withpéipable permit
requirements. The MCAQD subsequently rescinded witcste NOVs and imposed a penalty of approxima$@§,000 for the remaining
NOVs, which was paid in October 20(

Water Supply

Assured supplies of water are important foSAgenerating plants. At the present time, APSaudesjuate water to meet its needs.
However, conflicting claims to limited amounts oétsr in the southwestern United States have resiniteumerous court actions.

Both groundwater and surface water in areg®itant to APS’ operations have been the subjeictopfiries, claims and legal proceedings,
which will require a number of years to resolve.SARB one of a number of parties in a proceediter filarch 13, 1975, before the Eleventh
Judicial District Court in New Mexico to adjudicaights to a stream system from which water forrf@arners is derived. An agreement
reached with the Navajo Nation in 1985, howevenyjates that if Four Corners loses a portion ofights in the adjudication, the Navajo
Nation will provide, for an agreed upon cost, stiffnt water from its allocation to offset the lc

A summons served on APS in early 1986 requatedater claimants in the Lower Gila River Waterd in Arizona to assert any claims to
water on or before January 20, 1987, in an acterding in Maricopa County, Arizona, Superior Coerdlo Verde is located within the
geographic area subject to the summons. APS’ rigidisthe rights of the Palo Verde participanthiouse of groundwater and effluent at
Palo Verde are potentially at issue in this actig operating agent of Palo Verde, APS filed claihet dispute the court’s jurisdiction over
the Palo Verde participants’ groundwater rights tradr contractual rights to effluent relating tal®Verde. Alternatively, APS seeks
confirmation of such rights. Five of APS’ other pavplants are also located within the geograplée aubject to the summons. APS’ claims
dispute the court’s jurisdiction over its groundaratights with respect to these plants. AlterndyivAPS seeks confirmation of such rights. In
November 1999, the Arizona Supreme Court issuegtasidn confirming that certain groundwater righiay be available to the fede
government and Indian tribes. In addition, in Seyter 2000, the Arizona Supreme Court issued aidecigfirming the lower court’s criteria
for resolving groundwater claims. Litigation on baff these issues has continued in the trial ctuecember 2005, APS and other parties
filed a petition with the Arizona Supreme Courtuesting interlocutory review of a September 208 tourt order regarding procedures for
determining whether groundwater pumping is affecorface water rights. The Court has not yet rolethe petition. No trial date
concerning APS’ water rights claims has been s#ti;nmatter.

APS has also filed claims to water in theleit€olorado River Watershed in Arizona in an acpending in the Apache County, Arizona,
Superior Court, which was originally filed on Saptger 5, 1985. APS’ groundwater resource utilize@tatlla is within the geographic area
subject to the adjudication and is therefore paaéiptat issue in the case. APS’ claims disputedbert’s jurisdiction over its groundwater
rights. Alternatively, APS seeks confirmation otku

13




Table of Contents

rights. A number of parties are in the processttfeament negotiations with respect to certainnetain this matter. Other claims have been
identified as ready for litigation in motions filedth the court. No trial date concerning APS’ waights claims has been set in this matter.

Although the above matters remain subjectitthér evaluation, neither APS nor Pinnacle Wepkets that the described litigation will
have a material adverse impact on its financiaitjpos results of operations, cash flows or liqtydi

The Four Corners region, in which Four Corngtscated, has been experiencing drought comditibat may affect the water supply for
the plants if adequate moisture is not receivatiénwatershed that supplies the area. APS is agngrto work with area stakeholders to
implement agreements to minimize the effect, if,amyoperations of the plant for 2007 and latergeahe effect of the drought cannot be
fully assessed at this time, and APS cannot préidéctiltimate outcome, if any, of the drought oretvter the drought will adversely affect the
amount of power available, or the price thereaffi~our Corners.

Federal Energy Legislation

On August 8, 2005, the President signed trerd@gnPolicy Act of 2005 into law. The Act includasvide range of provisions addressing
many aspects of the energy industry. Specificall{h respect to the electric utility industry, tAet includes provisions which, among other
things, repeals the Public Utility Holding Compahgt of 1935 through enactment of the Public Utiltgplding Company Act of 2005,
effective as of February 8, 2006, creates incestfgethe construction of transmission infrastruefieliminates the statutory restrictions on
ownership of qualifying facilities by electric uties, establishes civil penalty authority overodlie utilities and expands the authority of the
FERC to include overseeing the reliability of thdkopower system. While we continue to monitor ittn@act of this new federal legislation,
we cannot predict the impact of the Act on our afiens at this time.

BUSINESS OF SUNCOR DEVELOPMENT COMPANY

SunCor was incorporated in 1965 under the laiwke State of Arizona and is a developer ofdesiial, commercial and industrial real
estate projects in Arizona, ldaho, New Mexico andHJThe principal executive offices of SunCor laated at 80 East Rio Salado Parkway,
Suite 410, Tempe, Arizona 85281 (telephone 480&800). SunCor and its subsidiaries had approxim&@d employees at December 31,
2006.

At December 31, 2006, SunCor had total asdetbout $607 million. SunCor’s assets consist grily of land with improvements,
commercial buildings, golf courses and other retdte investments. SunCor intends to continueisd on real estate development of
master-planned communities, mixed-use residemishmercial, office and industrial projects.

SunCor projects under development include rinaster-planned communities and several commeanilesidential projects. The
commercial and residential projects and two ofrttaster-planned communities are in Arizona. Othestargplanned communities are located
near St. George, Utah, Boise, Idaho and Santa &e,Mexico.
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SunCor’s operating revenues were approxim&4g0 million in 2006, $338 million in 2005 and $B&illion in 2004. SunCor’s net
income was approximately $61 million in 2006, $5@ion in 2005 and $45 million in 2004. Certain cponents of SunCor’s real estate sales
activities, which are included in the real estatgrsent, are required to be reported as discontinpetations on Pinnacle WestConsolidate
Statements of Income in accordance with SFAS N4, Wccounting for the Impairment or Disposal ofiigeLived Assets.” See Note 22 in
Item 8.

See Note 6 in Item 8 for information regardBunCor’s long-term debt and “Liquidity and CapiResources” in “Management’s
Discussion and Analysis of Financial Condition &w®bults of Operations” in Item 7 for a discussiéSonCor’s capital requirements.

BUSINESS OF OTHER SUBSIDIARIES

APS Energy Services was incorporated in 1988uthe laws of the State of Arizona and providaspetitive commodity-related energy
services (such as direct access commodity contrergsgy procurement and energy supply consulfatind energy-related products and
services (such as energy master planning, energgarssultation and facility audits, cogeneratioalgsis and installation and project
management) to commercial, industrial and instinl retail customers in the western United Stat@S Energy Services had approximately
80 employees as of December 31, 2006. APS Enengyc8g’ principal offices are located at 400 Eaan\Buren Street, Phoenix, Arizona
85004 (telephone 602-250-5000).

APS Energy Services had a net loss of $3aniilh 2006, a net loss of $6 million in 2005 antlineome of $3 million in 2004. At
December 31, 2006, APS Energy Services had tatetasf $81 million.

El Dorado was incorporated in 1983 under #veslof the State of Arizona. El Dorado owns minyoiriterests in several energy-related
investments and Arizona community-based ventureBoEado’s short-term goal is to prudently realilze value of its existing investments.
On a long-term basis, Pinnacle West may use Eldmrahen appropriate, for investments that ardegjia to the business of generating,
distributing and marketing electricity. El Dorad@#ices are located at 400 North Fifth Street, &tin, Arizona 85004 (telephone 602-250-
3517).

El Dorado had a net loss of $4 million in 2006t income of $4 million in 2005 and net inconi&40 million in 2004. Income taxes
related to El Dorado are recorded by Pinnacle Wtsbecember 31, 2006, El Dorado had total asse84 million.

Pinnacle West Marketing & Trading was formedAugust 29, 2006. See “Capital Needs and Resowr&dsnacle West (Parent
Company)” for information regarding Pinnacle Wesrkkting & Trading, the Company’s marketing andlimg subsidiary.

ITEM 1A. RISK FACTORS

In addition to the factors affecting spechiigsiness operations identified in connection wi description of these operations contained
elsewhere in this report, set forth below are risha uncertainties that could affect our finanogsiults. Unless otherwise indicated or the
context otherwise requires, the following risks amdertainties apply to Pinnacle West and its slidses, including APS.
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APS is subject to comprehensive government regulath by several federal, state and local regulatorygencies that significantly
affect its business and results of operations.

APS is subject to comprehensive regulatiosdxweral federal, state and local regulatory agertbigt significantly influence its business
and results of operations. The ACC regulates AB&iilrelectric rates and APS’ issuance of secutifldle ACC must also approve any
transfer of APS’ property used to provide reta@lattic service and approve or receive prior nadifien of certain transactions between us,
APS and our respective affiliates. While approvietteic rates are intended to permit APS to recagecosts of service and earn a reasonable
rate of return, the profitability of APS is affedtby the rates it may charge. Consequently, oanfifal condition and results of operations are
dependent upon the satisfactory resolution of Afefiil rate proceedings pending before the ACC.

APS is required to have numerous permits,@a@ts and certificates from the agencies that eguA\PS’ business. The FERC, the NRC,
the EPA, and the ACC regulate many aspects of tlity wperations, including siting and constructiof facilities, customer service and, as
noted in the preceding paragraph, the rates th& @& charge customers. We believe the necessamtqpeapprovals and certificates have
been obtained for APS’ existing operations and &%’ business is conducted in accordance withiegdple laws in all material respects.
However, changes in regulations or the impositibaddlitional regulations could have an adverse thpa our results of operations. We are
also unable to predict the impact on our businadsoperating results from pending or future reguriagctivities of any of these agencies.

On February 22, 2007, the NRC issued a “wHitaling (low to moderate safety significance) éolling an inspection of the Palo Verde
emergency diesel generators after a Palo Verde3dumpénerator did not activate during routine ingpes on July 25 and September 22, 2(
This finding, coupled with a previous NRC “yellovihding relating to a 2004 matter involving Palorde’s safety injection systems, will
result in an enhanced NRC inspection regimen.

APS is subject to numerous environmental laws andegulations that may increase its cost of operationgmpact its business plans,
or expose it to environmental liabilities.

APS is subject to numerous environmental laad regulations affecting many aspects of its priesed future operations, including air
emissions, water quality, wastewater dischargdsl e@ste, and hazardous waste. These laws anthtEgs can result in increased capital,
operating, and other costs, particularly with relgarenforcement efforts focused on power planssimins obligations. These laws and
regulations generally require APS to obtain and mgmwith a wide variety of environmental licenspsrmits, inspections and other
approvals. If there is a delay in obtaining anyuiegg environmental regulatory approval, or if ARf8s to obtain, maintain or comply with
any such approval, operations at affected fadlitieuld be suspended or subject to additional esgserin addition, failure to comply with
applicable environmental laws and regulations coedilt in civil liability or criminal penalties. &h public officials and private individuals
may seek to enforce applicable environmental lavasragulations. We cannot predict the outcome (iiie or operational) of any related
litigation that 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 exgitures related to environmental matters becausesodlifficulty of estimating clean-up
costs. There is also uncertainty in quantifyingiliies under environmental laws that impose jaint several liability on all potentially
responsible parties.

We cannot be sure that existing environmeetgllations 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 iraed compliance costs or additional
operating restrictions, particularly if those casisurred by APS are not fully recoverable from APS
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customers, could have a material adverse effecuorfinancial position, results of operations osttows.
Concern over climate change could result in signifant legislative and regulatory efforts to limit greenhouse gas emissions.

Concern over climate change deemed by mabeg foduced by rising levels of greenhouse gas#imtmosphere has led to significant
legislative and regulatory efforts to limit greenise gas emissions. In 1998, the United States leeassignatory to the Kyoto Protocol of the
United Nations Framework Convention on Climate @marThe Kyoto Protocol, which became effective in Fealoyu2005, calls for
developed nations to reduce their emissions ofrfi@ese gases to specified levels by 2012. CO2,wikia major byproduct of the
combustion of fossil fuel, is a greenhouse gaswluatid be regulated under the Kyoto Protocol. Tintédl States Senate indicated that it
would not enact the Kyoto Protocol, and in 2002sRient Bush confirmed that the United States wowldenter into the Kyoto Protocol.
Instead, the President indicated that the UniteteStwould support voluntary measures for redugnegnhouse gases and technologies that
would use or dispose of CO2 effectively and ecomalty. As the Kyoto Protocol becomes effective they countries, there is increasing
pressure for sources in the United States to besulo mandatory restrictions on CO2 emissionghénlast year, the United States Congress
has considered bills that would regulate domesgeghouse gas emissions, but such bills have oeived sufficient Congressional approval
to date to become law. If the United States ultetyatatifies the Kyoto Protocol and/or if the UndtS8tates Congress or individual states or
groups of states in which we operate ultimatelyspgegislation regulating the emissions of greenb@ases, any resulting limitations on
generation facility CO2 emissions could have a nedtadverse impact on all fossil fuel fired gertema facilities (particularly coal fired
facilities), including ours.

There are inherent risks in the operation of nucleafacilities, such as environmental, health and fiancial risks and the risk of
terrorist attack.

Through APS, we have an ownership intereanuh operate, on behalf of a group of owners, Pal@¥, which is the largest nuclear
electric generating facility in the United StatBalo Verde is subject to environmental, healthfamahcial risks such as the ability to dispose
of spent nuclear fuel; the ability to maintain adai® reserves for decommissioning; potential liédd arising out of the operation of these
facilities; the costs of securing the facilitiesaatst possible terrorist attacks; and unschedulggiges due to equipment and other problems.
APS maintains nuclear decommissioning trust fumdkexternal insurance coverage to minimize itsrfaia exposure to some of these risks;
however, it is possible that damages could exdee@mount 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 mahy and adversely affect our results of openagior 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.
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The operation of Palo Verde requires licerbasneed to be periodically renewed and/or exténdée do not anticipate any problems
renewing these licenses. However, as a resulttehpial terrorist threats and increased public thrywof utilities, the licensing process could
result in increased licensing or compliance cdsts are difficult or impossible to predict.

The operation of power generation facilities involes risks that could result in unscheduled power oages or reduced output, whicl
could materially affect our results of operations.

The operation of power generation facilitiegdlves certain risks, including the risk of breaah or failure of equipment, fuel
interruption, and performance below expected leg€tautput or efficiency. Unscheduled outages,udiaig extensions of scheduled outages
due to mechanical failures or other complicatioosuo from time to time and are an inherent riskaf business. If APS’ facilities operate
below expectations, we may lose revenue or incditiadal expenses.

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

In 1999, the ACC approved rules for the intrciibn of retail electric competition in ArizonaeRil competition could have a significant
adverse financial impact on APS due to an impaitroéassets, a loss of retail customers, loweripnoérgins or increased costs of capital.
Although some very limited retail competition erdtin APS’ service area in 1999 and 2000, thereanm@ntly no active retail competitors
offering unbundled energy or other utility serviteAPS’ customers. As a result, we cannot predren, and the extent to which, additional
competitors will re-enter APS’ service territory.

As a result of changes in federal law and leguy policy, competition in the wholesale elecity 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 &#dtS’ load forecasts, plans for power supply ammblsale energy sales and related
revenues. As a result of the changing regulatorenment and the relatively low barriers to entmg expect wholesale competition to
increase.

Changes in technology may adversely affect our busgss.

Research and development activities are oggoitmprove alternative technologies to produceqr including fuel cells, micro turbines,
clean coal and coal gasification, photovoltaicgsptells and improvements in traditional techn@sgnd equipment, such as more efficient
gas turbines. Advances in these, or other techiedagpuld reduce the cost of power production, maliPS’ generating facilities less
competitive. In addition, advances in technologyldaeduce the demand for power supply, which caualdersely affect APS’ business.

Our results of operations can be adversely affecteldy milder weather.

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

Our cash flow largely depends on the performance afur 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 hawebtigation 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. An ACC financing order requires APS to inddéhi maintain a common equity ratio of at least 4886 does not allow APS to pay
common dividends if the payment would reduce itaicmn equity below that threshold. The common equaityp, as defined in the ACC
order, is common equity divided by common equitysgbng-term debt, including current maturitiedaofg-term debt.

Our ability to meet our debt service obligations cald be adversely affected because our debt secuas are structurally
subordinated to the debt securities and other obligtions of our subsidiaries.

Because we are structured as a holding compadirsxisting and future debt and other liabiktief our subsidiaries will be effectively
senior in right of payment to our debt securitdene of the indentures under which we or our suses may issue debt securities limits our
ability or the ability of our subsidiaries to incadditional debt in the future. The assets and flasls of our subsidiaries will be available, in
the first instance, to service their own debt atiiepobligations. Our ability to have the benefitheir assets and cash flows, particularly in
the case of any insolvency or financial distre$satiing our subsidiaries, would arise only throwgin equity ownership interests in our
subsidiaries and only after their creditors havenbeatisfied.

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

We rely on access to short-term money markatgerterm capital markets and the bank markets as #isaymt source of liquidity and ft
capital requirements not satisfied by the cash fimm our operations. We believe that we will maintsufficient access to these financial
markets based upon current credit ratings. Howeegtain market disruptions may increase our cbeborowing or adversely affect our
ability to access one or more financial market&hSdisruptions could include:

. an economic downturl
. the bankruptcy of an unrelated energy comp:

. increased market prices for electricity and ¢
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. terrorist attacks or threatened attacks on oulitiasi or those of unrelated energy compan
. changes in technology;
. the overall health of the utility or real estatdustry.

Changes in economic conditions could resuttigher interest rates, which would increase oterést 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 economid endlustry conditions

. requiring us to dedicate a substantial portionwfcash flow from operations to payments on altdwhich would reduce funds
available to us for operations, future businessodppities or other purposes; a

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

A further reduction in our credit ratings could materially and adversely affect our business, financlacondition 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. dmyngrade could limit our access to
capital and increase our borrowing costs, whichldoiminish our financial results. We would likdhe required to pay a higher interest rate
in future financings, and our potential pool oféstors and funding sources could decrease. Iniaddiiorrowing costs under certain of our
existing credit facilities depend on our crediings. A downgrade could also require us to proededitional support in the form of letters of
credit or cash or other collateral to various ceyparties. If our short-term ratings were to bedosd, it could limit our access to the
commercial paper market. We note that the rating® frating agencies are not recommendations togmllyor hold our securities and that
each rating should be evaluated independently pbémer rating.

The use of derivative contracts in the normal cours of our business and changing interest rates andarket conditions could result
in financial losses that negatively impact our redts of operations.

Our operations include managing market rigksted to commodity prices and, subject to spetifigk parameters, engaging in marketing
and trading activities intended to profit from metrbrice movements. We are exposed to the impauiadket fluctuations in the price and
transportation costs of electricity, natural gamlcand emissions allowances. We have establigteedures to manage risks associated with
these market fluctuations by utilizing various coattity derivatives, including exchange-traded fusuaed options and over-the-counter
forwards, options, and swaps. As part of our oVeist management program, we enter into derivatigasactions to
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hedge purchases and sales of electricity, fuetbeamssions allowances and credits. The changesiket value of such contracts have a
correlation to price changes in the hedged commaodit

We are exposed to losses in the event of nfonpeance or nonpayment by counterparties. We ugkananagement process to asses:
monitor the financial exposure of all counterpartidespite the fact that the majority of tradingmerparties are rated as investment grac
the rating agencies, there is still a possibilitgttone or more of these companies could defadtjlting in a material adverse impact on our
earnings for a given period.

Changing interest rates affect interest paidariable-rate debt and interest earned on variedik securities in our pension plan, other
postretirement benefit plan and nuclear decommigsiptrust funds. Our policy is to manage interagts through the use of a combinatiol
fixed-rate and floating-rate debt. The pension @lad other postretirement benefit liabilities dsmampacted by the discount rate, which is
the interest rate used to discount future pensmhadher postretirement benefit obligations. Denlirinterest rates impact the discount rate,
and may result in increases in pension and oth&rgt@ement benefit costs, cash contributions,leggry assets, and charges to other
comprehensive income. The pension plan, other gtirgtment benefit and nuclear decommissioning furgds also have risks associated \
changing market values of fixed income and equityeestments. A significant portion of the pensiosts@and other postretirement benefit
costs and all of the nuclear decommissioning castsecovered in regulated electricity prices.

Actual results could differ from estimates used t@repare our financial statements.

In preparing our financial statements in adaoce with accounting principles generally accepigtie United States of America,
management must often make estimates and assusptiaraffect the reported amounts of assetslitiabj revenues, expenses and related
disclosures at the date of the financial statemamtisduring the reporting period. Some of thosgueints can be subjective and complex,
actual results could differ from those estimates. &nsider the following accounting policies todwe most critical because of the
uncertainties, judgments and complexities of theéeulying accounting standards and operations irechlv

. Regulatory Accounting — Regulatory accountingwah for the actions of regulators, such as the A@8€the FERC, to be reflected
in our financial statements. Their actions may eausto capitalize costs that would otherwise bligied as an expense in the cur
period by unregulated companies. If future recoddrgosts ceases to be probable, the assets weulditten off as a charge in
current period earnings. A major component of eguiatory assets is the retail fuel and purchasedepcosts deferred under the
PSA, a portion of which is subject to a prudencgene by the ACC as a result of unplanned Palo Venagtlages in 2005 and 20(

. Pensions and Other Postretirement Benefit Acéogrt- Changes in our actuarial assumptions usedltulating our pension and
other postretirement benefit liability and expeoar have a significant impact on our earnings amahtial position. The most
relevant actuarial assumptions are the discouatuséd to measure our liability and net periodit,dbe expected long-term rate of
return on plan assets used to estimate earnings/ested funds over the long-term, and the assureatthcare cost trend rates. We
review these assumptions on an annual basis andtadgm as necessa
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Derivative Accounting — Derivative accounting uégs evaluation of rules that are complex andesikip varying interpretations.
Our evaluation of these rules, as they apply tocontracts, will determine whether we use accraaebanting (for contracts
designated as normal) or fair value (mark-to-mgrietounting. Mark-tanarket accounting requires that changes in thesédire are
recognized periodically in income unless certaiddeecriteria are met. For fair value hedges, the galoss on the derivative as well
as the offsetting loss or gain on the hedged itesociated with the hedged risk are recognizedrinirgs. For cash flow hedges, the
effective portion of changes in the fair value lué derivative is recognized in common stock eqgfg/a component of other
comprehensive income (loss)) and are recognizearnings when the related transaction occ

The market price of our common stock may be volatd.

The market price of our common stock couldbigiect to significant fluctuations in responséatttors such as the following, some of
which are beyond our control:

variations in our quarterly operating resu

operating results that vary from the expectatidn®@anagement, securities analysts and inves

changes in expectations as to our future finamp@alormance, including financial estimates by siiesranalysts and investol
developments generally affecting industries in Whie operate, particularly the energy distributiol energy generation industri

announcements by us or our competitors of sicgnifi contracts, acquisitions, joint marketing tielaghips, joint ventures or capital
commitments

announcements by third parties of significant ckon proceedings against |
favorable or adverse regulatory developme

our dividend policy

future sale of our equity or equ-linked securities; an

general domestic and international economic caorukt

In addition, the stock market in general hgseeienced volatility that has often been unrelatethe operating performance of a particular
company. These broad market fluctuations may adlyeasfect the market price of our common stock.
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We may enter into credit and other agreements frontime to time that restrict our ability to pay divid ends.

Payment of dividends on our common stock mayestricted by credit and other agreements entaetedby us from time to time. There .
currently no material restrictions on our abilitygay dividends under any such agreement.

SunCor’s business and financial performance coulddadversely affected by a variety of factors affeirtg the real estate market.

SunCor’s business and financial performancadcbe adversely affected by a variety of factdfsaing the real estate market, including
downward changes in general economic, real estastreiction or other business conditions; the pakavervaluation of land and new
homes, which could result in an economic down cfmiéhe homebuilding industry; future increasemirerest rates, reductions in mortgage
availability or increases in the effective cost®waihing a home, which could prevent potential comts from buying homes in SunCor’s
developments; competition for homebuyers or comiakcastomers or partners, which could reduce SusQuofitability; supply shortages
and other risks related to the demand for skilldabt and building materials, which could increasst€ and delay deliveries; government
regulations, which could increase the cost and lihg availability of SunCor’s development, homédinig and commercial projects; and
inflation, which could result in increased costattBunCor may not be able to recoup if demand mesli

ITEM 1B. UNRESOLVED STAFF COMMENTS

Neither Pinnacle West nor APS has receivettevricomments regarding its periodic or currenbrepfrom the SEC staff that were issued
180 days or more preceding the end of its 200@lfigear and that remain unresolved
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ITEM 2. PROPERTIES

Regulated Electricity Segment Properties

Capacity
APS’ present generating facilities have capesas follows:

Capacity (kW)

Coal:

Units 1, 2 and 3 at Four Corne 560,00(

15% owned Units 4 and 5 at Four Corn 225,00(

Units 1, 2 and 3 at Chol 641,00(

14% owned Units 1, 2 and 3 at the Navajo Gener&iatjon 315,00(

Subtotal 1,741,001
Gas or Qil:

Two steam units at Ocotillo and two steam unitSaguarc 430,00(

Twenty-two combustion turbine uni 992,00(

Seven combined cycle un 1,862,001

Subtotal 3,284,00!
Nuclear:

29.1% owned or leased Units 1, 2 and 3 at Palo& 1,126,75;
Solar 5,81¢

Total 6,157,56!

Reserve Margin

APS’ 2006 peak one-hour demand on its elesyrstem was recorded on July 21, 2006 at 7,65X®0compared with the 2005 peak of
6,999,600 kW recorded on July 18, 2005. Taking atoount additional capacity then available to Aid8er long-term purchased power
contracts as well as APS’ generating capacity, Adapability of meeting system demand on July 2062@mounted to 6,783,000 kW, for an
installed reserve margin of negative 12.7%. Thegroactually available to APS from its resourcestfliates from time to time due in part to
planned and unplanned plant and transmission osit@ue technical problems. The available capaaitynfsources actually operable at the
time of the 2006 peak amounted to 5,706,000 kWaforargin of a negative 35.6%. Firm purchasesitma,522,000 kW, including short-
term seasonal purchases and unit contingent pieshagre in place at the time of the peak, ensuhiegbility to meet the load requirement
with an actual reserve margin of 7.0%.

See “Business of Arizona Public Service ConypaRurchased Power and Generating Fuel — Purcliasedr” in Item 1 for information
about certain of APS’ long-term power agreements.
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Plant Sites Leased from Navajo Nation

The Navajo Generating Station and Four Corasxdocated on land held under easements frorfetiezal government and also under
leases from the Navajo Nation. These are long-tegraements, and the leases contain options todxA&5 does not believe that the risks
with respect to enforcement of these easementieands are material. The majority of coal contchée use in these plants and certain
associated transmission lines are also locateddian reservations. See “Business of Arizona Pu#diczice Company — Purchased Power
and Generating Fuel — Coal Supply” in Item 1.

Palo Verde Nuclear Generating Station
Regulatory

Operation of each of the three Palo Verdesuitjuires an operating license from the NRC. TRENssued full power operating licenses
for Unit 1 in June 1985, Unit 2 in April 1986 andhit)3 in November 1987. The full power operatirgelises, each valid for a period of
approximately 40 years, authorize APS, as operaitiyant for Palo Verde, to operate the three Patdé/enits at full power.

See “NRC Inspection” in Note 11 in Item 8 fioformation regarding an NRC finding relating toldRC inspection that will result in an
enhanced NRC inspection regimen.

Nuclear Decommissioning Costs

The NRC rules on financial assurance requirgsnfor the decommissioning of nuclear power plgntside that a licensee may use a trust
as the exclusive financial assurance mechanisheifitensee recovers estimated total decommisgjauats through cost-of-service rates or
through a “non-bypassable charge.” The “non-bygasssystems benefits” charge is the charge thabh@@ has approved for APS’ recovery
of certain types of costs, including costs for imaome programs, demand side management, consaueateon, environmental, renewables,
etc. “Non-bypassable” means that if a customer sksdo take energy from an “energy service proVidrer than APS, the customer will
still have to pay this charge as part of the cusitemAPS electric bill.

Other mechanisms are prescribed, includinggmment, if the requirements for exclusive reliaonean external sinking fund mechanism
are not met. APS currently relies on an extermadisg fund mechanism to meet the NRC financial emste requirements for its interests in
Palo Verde Units 1, 2 and 3. The decommissionirggscof Palo Verde Units 1, 2 and 3 are currentijuitled in APS’ ACC jurisdictional
rates. Decommissioning costs are recoverable thrautpn-bypassable “system benefits” charge, walichivs APS to maintain its external
sinking fund mechanism. See Note 12 in Item 8 @littonal information about APS’ nuclear decomnussing costs.

Palo Verde Liability and Insurance Matters

See “Palo Verde Nuclear Generating StatiorNate 11 in Iltem 8 for a discussion of the insusn@intained by the Palo Verde
participants, including APS, for Palo Verde.
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Property Not Held in Fee or Subject to Encumbrances
Jointly-Owned Facilities

APS shares ownership of some of its generatimbtransmission facilities with other companidse following table shows APS’ interests
in those jointly-owned facilities recorded on thenSolidated Balance Sheets at December 31, 2006:

Percent Owned
Generating facilities

Palo Verde Units 1 and 29.1%
Palo Verde Unit 2 (se“Palo Verde Leas” below) 17.(%
Four Corners Units 4 and 15.(%
Navajo Generating Station Units 1, 2 an 14.(%
Cholla common facilities (e 63.2%(b)
Transmission facilities
ANPP 500KV Systen 35.8%(b)
Navajo Southern Syste 31.4%(b)
Palo Verde- Yuma 500KV Systen 23.9%(b)
Four Corners Switchyarc 27.5%(b)
Phoenix- Mead Systen 17.1%(b)
Palo Verde- Estrella 500KV Syster 55.5%(b)
Harquahal: 80.(%(b)

(a) PacifiCorp owns Cholla Unit 4 and APS operatesuthiefor PacifiCorp. The common facilities at Clzolire jointh-owned.
(b) Weightec-average of interest
Palo Verde Leases

In 1986, APS sold about 42% of its share d6 Rarde Unit 2 and certain common facilities inet separate sale leaseback transactions.
APS accounts for these leases as operating |€Hsedeases, which have terms of 29.5 years, copf#ions to renew the leases and to
purchase the property for fair market value atehe of the lease terms. See Notes 9 and 20 in8temadditional information regarding the
Palo Verde Unit 2 sale leaseback transactions.

Transmission and Distribution Facilities

APS’ transmission facilities consist of apgmately 5,712 pole miles of overhead lines and apiprately 43 miles of underground lines,
5,486 miles of which are located within the Statéiwzona. APS’ distribution facilities consist approximately 12,355 pole miles of
overhead lines and approximately 15,222 miles denground lines, all of which are located withie Btate of Arizona.
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Other Information Regarding Our Properties

See “Business of Arizona Public Service Comypatnvironmental Matters” and “Water Supply” ier 1 with respect to matters having
a possible impact on the operation of certain c§Apower plants.

See “Business of Arizona Public Service Conypai©onstruction Program” in Item 1 and “Managernsbiscussion and Analysis of
Financial Condition and Results of Operations -uidity and Capital Resources” in Item 7 for a dssion of APS’ construction program.

Real Estate Segment Properties

See “Business of SunCor Development Compamyteim 1 for information regarding SunCor’s propest Substantially all of SunCor’s
debt is collateralized by interests in certain graperty.
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APS Service Territory Map
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ITEM 3. LEGAL PROCEEDINGS

See “Business of Arizona Public Service Comypaienvironmental Matters” and “Water Supply” iem 1 with regard to pending or
threatened litigation and other disputes.

See Note 3 in Item 8 with respect to retai r@roceedings pending before the ACC.

See Note 11 in Item 8 with regard to a lawagginst APS and the other Navajo Generating Statoticipants and for information relat
to the FERC proceedings on California energy madsetes.

ITEM 4. SUBMISSION OF MATTERS TO A
VOTE OF SECURITY HOLDERS

Not applicable.
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SUPPLEMENTAL ITEM.
EXECUTIVE OFFICERS OF PINNACLE WEST

Pinnacle West’s executive officers are as follows:

Name Age at February 28, 20( Position(s) at February 28, 20

William J. Post 56 Chairman of the Board and Chief Executive
Officer (1)

Jack E. Davis 60 President and Chief Operating Officer, and

Chief Executive Officer, APS (1

Donald E. Brandt 52 Executive Vice President and Chief
Financial Officer, and President and Chief
Financial Officer of AP¢

Randall K. Edington 53 Senior Vice President and Chief Nuclear
Officer, APS

Armando B. Flores 63 Executive Vice President,
Corporate Business Services,
APS

Chris N. Froggat 49 Vice President and Controller, Af

Barbara M. Gome 52 Vice President and Treasu

Nancy C. Loftin 53 Vice President, General Counsel and
Secretary

Donald G. Robinso 53 Vice President, Planning, AF

Steven M. Wheeler 58 Executive Vice President, Customer Ser

and Regulation, AP

(1) Member of the Board of Director

The executive officers of Pinnacle West aeeted no less often than annually and may be redhoye¢he Board of Directors at any time.
The terms served by the named officers in theirenrpositions and their principal occupationsag@ulition to those stated in the table) of <
officers for the past five years have been as ¥iato

Mr. Post was elected Chairman of the Boardatiffe February 2001, and Chief Executive Offidéeaive February 1999. He has served
as an officer of Pinnacle West since 1995 in thiefong capacities: from August 1999 to Februar@2@s President; from February 1997 to
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February 1999 as President; and from June 199BkauBry 1997 as Executive Vice President. Mr. Roalso Chairman of the Board (since
February 2001) of APS. He was President of APS fraforuary 1997 until October 1998 and he was (Exefcutive Officer from
February 1997 until October 2002. Mr. Post is asbrector of APS and Phelps Dodge Corporation.

Mr. Davis was elected President effective Baby 2001 and Chief Operating Officer effective t8efber 2003. Prior to that time he was
Chief Operating Officer and Executive Vice PrestdefnPinnacle West (April 2000 — February 2001) &xecutive Vice President,
Commercial Operations of APS (September 1996 —l&ctv998). Mr. Davis was also President of APS ¢Bet 1998 -December 2006) ar
is Chief Executive Officer of APS (since Octobef2 He is also a director of APS.

Mr. Brandt was elected to his present positi8eptember 2003 and was Senior Vice PresidehChinef Financial Officer
(December 2002 — September 2003). Prior to that,the was Senior Vice President and Chief Finafiater of Ameren Corporation
(diversified energy services company). Mr. Brandswelected President of APS in December 2006 aref Eimancial Officer of APS in
January 2003. He was also Executive Vice PresiofeAPS (September 2003 — December 2006) and S¥igerPresident of APS
(January 2003 — September 2003).

Mr. Edington was elected Senior Vice Presidamt Chief Nuclear Officer of APS in January 20Pior to that time he was with Entergy
Corporation, serving as Site Vice President angfIuclear Officer of Cooper Generating Station0@26- January 2007) and Vice President
of Operator Training, Indian Point Energy Centdq2 — 2003).

Mr. Flores was elected to his present positioBeptember 2003. Prior to that time, he was Etxee Vice President, Corporate Business
Services of Pinnacle West (July 1999 — Septemb@8)2te was also Executive Vice President, CorgoBatsiness Services of APS
(October 1998 — July 1999).

Mr. Froggatt was elected to his present pmsithn October 2002. Prior to that time, he was \Rcesident and Controller of Pinnacle West
(August 1999 — October 2002), Controller of Pinedadlest (July 1999 — August 1999) and ControlleABS (July 1997 — July 1999).

Ms. Gomez was elected to her present positiGiebruary 2004. Prior to that time, she was Tussrsof Pinnacle West (August 1999 —
February 2004) and Manager, Treasury OperatioddP& (1997 — 1999). She was also elected TreastiAd®® in October 1999 and Vice
President of APS in February 2004.

Ms. Loftin was elected Vice President and Gah@ounsel of Pinnacle West in July 1999 and Saryén October 2002. She was also
elected Vice President and General Counsel of ARJslly 1999 and Secretary of APS in October 2002.

Mr. Robinson was elected to his present pwsith September 2003. Prior to that time, he wa® Aresident, Finance and Planning of .
(October 2002 — September 2003), Vice PresiderguR&on and Planning of Pinnacle West (June 20Qtteber 2002) and Director,
Accounting, Regulation and Planning of Pinnacle ¥{jesor to June 2001).

Mr. Wheeler was elected to his present pasitioSeptember 2003. Prior to that time, he wasdB&fice President, Regulation, System
Planning and Operations of APS (October 2002 —e®aiper 2003) and Senior Vice President, Transmisflegulation and Planning of
Pinnacle West and APS (June 2001 — October 200i2). B that time he was a partner with Snell & kivdr L.L.P.
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PART Il

ITEM 5. MARKET FOR REGISTRANTS’ COMMON EQUITY, RELA TED STOCKHOLDER MATTERS AND ISSUER
PURCHASES OF EQUITY SECURITIES

Pinnacle West's common stock is publicly hexdi is traded on the New York and Pacific StockHaxgies. At the close of business on
February 21, 2007, Pinnacle West's common stockheds of record by approximately 31,471 sharehalder

QUARTERLY STOCK PRICES AND DIVIDENDS PAID PER SHARETOCK SYMBOL: PNW

Dividends

2006 High Low Close Per Shart
1st Quarte $44.1¢4 $38.7¢ $39.1( $0.50(
2nd Quarte 41.0¢ 38.31 39.91 0.50(
3rd Quarte! 45.9¢ 39.9( 45.0¢ 0.50(¢
4th Quartel 51.0C 45.17 50.6¢ 0.52¢

Dividends

2005 High Low Close Per Shart
1st Quarte $44.8i $40.9¢ $42.51 $0.47¢
2nd Quarte 45.3¢ 41.2¢ 44 .4t 0.47¢
3rd Quarte! 46.6¢ 43.1: 44.0¢ 0.47¢
4th Quartel 44.97 39.81 41.3¢ 0.50c

APS’ common stock is wholly-owned by Pinnadlest and is not listed for trading on any stockhexge. As a result, there is no
established public trading market for APS’ commtutk.

The chart below sets forth the dividends maidAPS’ common stock for each of the four quarter2006 and 2005.

Common Stock Dividends
(Dollars in Thousands)

Quarter 2006 2005
1 stQuarter $42,50( $ 42,50(
2 ndQuarter 42 ,50( —
3rdQuarter 42,50( —
4t Quarter 42 ,50( 127,50(

The sole holder of APS’ common stock, Pinnakest, is entitled to dividends when and as dedlare of funds legally available therefor.
As of December 31, 2006, APS did not have any antihg preferred stock.
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Issuer Purchases of Equity Securities

The following table contains information about purchases of our common stock during the fogutarter of 2006.

(c) Total Number

(a) Total of Shares
Number of (b) Purchased
Shares Average as Part of Publicly
Purchased Price Paid Announced Plans
Period 1) per Share or Programs
October 1- October 31, 200 — — —
November - November 30, 200 907 $47.7¢ —
December = December 31, 20C — — —
Total 907 $47.7¢

(d) Maximum Number
of Shares
that May Yet Be
Purchased Under the
Plans or Programs

(1) Represents shares of common stock withheld by Biangest to satisfy tax withholding obligations apbe vesting of restricted stoc
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ITEM 6. SELECTED FINANCIAL DATA
PINNACLE WEST CAPITAL CORPORATION
SELECTED CONSOLIDATED FINANCIAL DATA

OPERATING RESULTS
Operating revenue
Regulated electricity segme
Real estate segme
Marketing and tradin
Other revenue

Total operating revenut

Income from continuing operations |
Discontinued operatior— net of income taxes (1
Cumulative effect of change in accounting — net of
income taxes (c
Net income
COMMON STOCK DATA
Book value per shar yearend
Earnings (loss) per weighted average common share
outstanding
Continuing operation- basic
Discontinued operations (
Cumulative effect of change in accounting

Net income- basic

Continuing operation- diluted
Net income- diluted
Dividends declared per she
Indicated annual dividend rate per sh- yearend
Weightec-average common shares outstan basic
Weighted-average common shares outstanding —
diluted
BALANCE SHEET DATA
Total asset
Liabilities and equity
Long-term debt less current maturiti
Other liabilities
Total liabilities
Common stock equit
Total liabilities and equit

(@) Includes regulatory disallowance of $84 millionesftax in 2005. See Note 3 in ltem

2006 2005 2004 2003 2002
(dollars in thousands, except per share amol

$ 2,635,03 $ 2,237,14! $ 2,035,24 $ 1,978,07! $ 1,890,39:
399,79¢ 338,03: 350,31 361,60 201,08:
330,74: 351,55¢ 400,62¢ 391,19¢ 286,87¢
36,17: 61,22: 42,81¢ 27,92¢ 26,89¢
$ 3,401,74 $ 2,987,95! $ 2,829,001 $ 2,758,80: $ 2,405,25I
317,14 223,16: 246,59( 225,38« 236,56
10,11: (46,896 (3,395 15,19t (21,41(
— — — — (65,745
$ 327,25! $ 176,26 $ 243,19 $ 240,57¢ $ 149,40¢
$ 34.4¢ % 3458 % 3212 % 3097 % 29.4(
$ 3.1¢ $ 2.31 $ 2.7C $ 2.47 $ 2.7¢
0.1C (0.4€) (0.04) 0.17 (0.26)
— — — — (0.77)
$ 3.2¢€ $ 1.8: $ 2.6€ $ 2.64 $ 1.7¢€
$ 317 % 231 % 265 % 247 % 2.7¢
$ 3271 % 18z % 266 % 26 % 1.7¢
$ 2.02¢ $ 1.92¢ $ 1.82¢ $ 1.72¢ $ 1.62¢
$ 2.1C $ 2.0C $ 1.9C $ 1.8C $ 1.7C
99,417,000 96,483,78 91,396,90 91,264,69 84,902,94
100,010,10 96,589,94 91,532,47 91,405,13 84,963,92
$ 11,455,94 $11,322,64 $ 9,896,74 $ 9,519,04. $ 9,139,15
$ 3,232,63. $2,60845 $ 258498 $ 2,616,58 $ 2,743,74
4,777,19: 5,289,22I 4,361,561 4,072,67! 3,709,26:
8,009,82 7,897,68: 6,946,55: 6,689,26. 6,453,00
3,446,111 3,424,96: 2,950,19i 2,829,77! 2,686,15:
$ 11,455,94 $11,322,64 $ 9,896,74 $ 9,519,04. $ 9,139,15

(b) Amounts related to Silverhawk, SunCor and NAC digtmied operations. See Note 22 in Iten
(c) Represents change in accounting standards retatatketgy trading activities in 20C
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OPERATING RESULTS
Electric operating revenue
Regulated electricit
Marketing and tradin
Total electric operating revenu
Fuel and purchased power co:
Regulated electricit
Marketing and tradin
Operating expenst
Operating incom:
Other income (deduction
Interest deduction- net

Net income

BALANCE SHEET DATA
Total asset

Capital structure
Common stock equit
Long-term debt less current maturiti
Total capitalizatior
Current maturities of lor-term debt
Total

SELECTED FINANCIAL DATA

ARIZONA PUBLIC SERVICE COMPANY

2006

2005

2004

2003

2002

(dollars in thousand:

$ 2,640,98  $2,244,95  $2,051,60.  $1,999,39  $1,902,11;
17,52: 25,84: 145,51 105,54 34,05«
2,658,51; 2,270,79; 2,197,12 2,104,93 1,936,161
965,71; 656,65 612,30 606,25 438,14:
4,05¢ 32,32¢ 150,95« 97,18( 32,66:
1,290,80. 1,200,19 1,104,88 1,103,34 1,136,36:
397,94 381,61 328,98 298,15t 329,00
27,58« (69,177) 15,32¢ 26,34’ (8,041)
155,79 141,96 144.68; 143 56¢ 121,61

$ 269,73( $ 17047¢ $ 19962  $ 180,93  $ 199,34
$10,513,69  $9,707,44  $8,098,55  $7,722,53  $7,122,23
$ 3,207,47.  $2,985,22'  $2,232,40.  $2,203,63  $2,159,31;
2,877,50: 2,479,70: 2,267,09. 2,135,60! 2,217,341
6,084,97! 5,464,92; 4,499,49 4,339,23 4,376,65:
96¢ 85,62 451,24 487,06° 3,50%

$ 6,085,94  $5550,54  $4,950,74  $4,826,30.  $4,380,15!
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ITEM 7. MANAGEMENT’'S DISCUSSION AND ANALYSIS
OF FINANCIAL CONDITION AND RESULTS OF OPERATIONS

INTRODUCTION

The following discussion should be read injoontion with Pinnacle West’Consolidated Financial Statements and Arizondi®8krvice
Company’s Financial Statements and the relateds\tb& appear in Item 8 of this report.

OVERVIEW

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

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

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

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

. the ACC'’s prudency review of amounts collectedtigh the May 2, 2006 interim PSA adjustor (seé¢€fim Rate Increase” in Note
3) related to unplanned 2006 Palo Verde outagesrdlated PSA deferrals were approximately $7%anilin 2006.

SunCor, our real estate development subsidieay been and is expected to be an importantesafiearnings. See discussion below in
“Pinnacle West Consolidated — Factors Affecting Bumancial Outlook — Subsidiaries.” Our subsidiagk?,S Energy Services, provides
competitive commodity-related energy services aret@y-related products and services to commernidlicdustrial retail customers in the
western United States. El Dorado, our investmebsisiiary, owns minority interests in several enemgiated investments and Arizona
community-based ventures.

Pinnacle West Energy was a subsidiary thateolxaand operated unregulated generating plantsus&utro the ACC’s April 7, 2005 order
in APS’ retail rate settlement, on July 29, 200nBcle West Energy transferred the PWEC DedicAtsits to APS. Pinnacle West Energy
sold its 75% interest in Silverhawk to NPC on Japu®, 2006. See Note 22 for a discussion of disoaad operations. As a result, Pinnacle
West Energy no longer owned any generating plamdsaas dissolved as of August 31, 2006.
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We continue to focus on solid operational penfance in our electricity generation and delivactivities. In the delivery area, we focus on
superior reliability and customer satisfaction. Jj&n to expand long-term resources and our trassomisand distribution systems to meet the
electricity needs of our growing retail customensd gustain reliability.

See “Pinnacle West Consolidated — Factorschifig Our Financial Outlook” below for a discussiofiseveral factors that could affect our
future financial results.

PINNACLE WEST CONSOLIDATED —
EARNINGS CONTRIBUTION BY BUSINESS SEGMENT

Pinnacle West's two principal business segmarg:

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

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

Our reportable business segments reflect agehtrom the previously reported information. Adafcember 31, 2006, our marketing and
trading activities are no longer considered a segmeguiring separate reporting or disclosure. fitaeketing and trading activities consist of
our competitive energy business, including whokesaarketing and trading and retail commodity-relaaergy services. These activities
have decreased as a result of fewer market opptiesiand the Company’intention to deemphasize that part of our businBsese activitie
are now reported as part of the “Other” categorthantable below. The corresponding informationearlier periods has been reclassified.

The following table summarizes income fromtawnng operations by segment for December 31, 22065 and 2004 and reconciles to
net income in total (dollars in millions):

2006 2005 2004

Regulated electricity (¢ $ 25¢ $ 167 $ 152
Real estati 50 35 40
Other (b) 8 21 55
Income from continuing operatiol 317 228 247
Discontinued operatior— net of tax:

Real estate (¢ 10 17 4

Sale of Silverhawk (d 1 (67) (12

Sale of NAC ® 3 4
Net income $ 327 $ 17¢ $ 24¢

(@) Includes an $84 million after-tax regulatdigallowance of plant costs in 2005 in accordanith APS’ 2003 general retail rate case
settlement

(b) Primarily marketing and trading activit
(c) Primarily relates to sales of commercial proper
(d) See Note 2z
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PINNACLE WEST CONSOLIDATED — RESULTS OF OPERATIONS

General

Throughout the following explanations of oasults of operations, we refer to “gross marginithWespect to our regulated electricity
segment and our marketing and trading contribufigness margin refers to operating revenues leslsahd purchased power costs. “Gross
margin” is a “non-GAAP financial measure,” as definn accordance with SEC rules. Exhibit 99.29 medes this non-GAAP financial
measure to operating income, which is the mosttlireomparable financial measure calculated aedgmted in accordance with accounting
principles generally accepted in the United St&B&AP). We view gross margin as an important penfance measure of the core
profitability of our operations. This measure ikey component of our internal financial reportinglas used by our management in analy:
our business segments. We believe that investosfivérom having access to the same financial messsthat our management uses.

Deferred Fuel and Purchased Power Costs

Our subsidiary, APS, settled its 2003 genextdil rate case effective April 1, 2005. As pdrthe settlement, the ACC approved the PSA,
which permits APS to defer for recovery or refuhatfuations in retail fuel and purchased powergaaibject to specified parameters. In
accordance with the PSA, APS defers for future ratevery 90% of the difference between actuailrietel and purchased power costs and
the amount of such costs currently included in vages. APS’ recovery of PSA deferrals from itstoogers is subject to the ACC’s approval
of annual PSA adjustments and periodic surchargécapions. See “Power Supply Adjustor” in Note 3.

Since the inception of the PSA, APS has ireigubstantially higher fuel and purchased powstsdban those authorized for recovery
through APS’ current base rates primarily due touke of higher cost resources and has deferred tust differences in accordance with the
PSA. The balance of APS’ PSA deferrals at DecerBbheR006 was approximately $160 million. The reepve PSA deferrals through ACC
approved adjustors and surcharges recorded asuevepffset dollar-for-dollar by the amortizatiohthose deferred expenses recorded as
fuel and purchased power.

APS operated Palo Verde Unit 1 at reduced ptevels from December 25, 2005 until March 18, @@0e to vibration levels in one of t
Unit's shutdown cooling lines. During an outagéJait 1 from March 18, 2006 to July 7, 2006, APSfpaned the necessary work and
modifications to remedy the situation. APS estimdlet incremental replacement power costs reguitom these and other unplanned Palo
Verde outages and reduced power levels were appabely $88 million during 2006. The related impantthe PSA deferrals was an incre
of approximately $79 million. These Palo Verde aggiment power costs were partially offset by $4Haniof lower than expected
replacement power costs related to APS’ other geingrunits during 2006, which decreased PSA dalfeby $38 million.

The PSA deferral balance at December 31, 2@flades (a) $45 million related to replacement powosts associated with unplanned
2005 Palo Verde outages and (b) $79 million rel&de@placement power costs associated with unpth2006 outages or reduced power
operations at Palo Verde. The PSA deferrals agsacigith these unplanned Palo Verde outages
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and reduced power operations are the subject of pjl@@ence reviews. The ACC staff has recommendsalldivance of $17 million of the
2005 costs. The recommendation will be considesgobat of APS’ general rate case currently befoeeACC. SeePSA Deferrals Related
Unplanned Palo Verde Outages” in Note 3. The AGK secommendation does not change managesibetief that the expenses in ques
were prudently incurred and, therefore, are recer See Note 3.

2006 Compared with 2005

Our consolidated net income for 2006 was $82fon compared with $176 million for the compalalprior-year period. The prior year
included a net loss from discontinued operation®4df million, which was related to the sale andrafiens of Silverhawk, partially offset by
income from sales of real estate commercial progggeat SunCor. Income from continuing operatiomsaased $94 million in the period-to-
period comparison, reflecting the following changesarnings by segment:

Regulated Electricity Segment — Income from amritig operations increased approximately $92 mmilpamarily due to an

$84 million after-tax regulatory disallowance oépt costs recorded in 2005. Income also increasedalhigher retail sales volumes
due to customer growth; income tax credits relédegrior years resolved in 2006; and increasedrattteme due to higher interest
income on higher investment balances. These pedtistors were partially offset by higher operasiamd maintenance expense
related to generation and customer service; arfiehidepreciation and amortization primarily duénttreased plant asset balances,
partially offset by lower depreciation rates. Irddithn, higher fuel and purchased power costs df ®illion after-tax were partially
offset by the deferral of $45 million after-taxadsts in accordance with the PSA. See discussi@referred Fuel and Purchased
Power Cost’ above.

Real Estate Segment — Income from continuingatjmers increased approximately $15 million primadle to increased margins on
residential sales and the sale of certain jointwenassets, partially offset by higher general ashmhinistrative expenses. Income fi
discontinued operations decreased $7 million duewer commercial property sale

Other — Income from continuing operations deadagpproximately $13 million primarily due to lowmark-to-market gains,
partially offset by higher unit margins on wholesables and competitive retail sales in Califor
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Additional details on the major factors that inaea (decreased) net income are contained in tlenvialy table (dollars in millions):

Increase (Decreas

Pretax After Tax
Regulated electricity segment gross mar
Higher fuel and purchased power costs “Deferred Fuel and Purchased Power " above) $ (12 $ (79
Increased deferred fuel and purchased power atesfsr(als began April 1, 200 73 45
Higher retail sales volumes due to customer groexbluding weather effec 87 53
Miscellaneous items, n ) 4
Net increase in regulated electricity segment gnoasgin 32 20
Lower marketing and trading gross margin primardiated to lower mark-to-market gains, partiallfset
by higher unit margins on wholesale sales and ctithygeretail sales in Californi (18) (11
Higher real estate segment contribution primasiiated to increased margins on residential saléshen
sale of certain joint venture ass 25 15
Regulatory disallowance of plant costs in 200mdnordance with APS’ 2003 general retail rate case
settlemen 13¢ 84
Operations and maintenance increases primarilytat
Generation costs, including increased maintenandegerhauls (41) (25)
Customer service costs, including regulatory derreidd management programs and planned
maintenanci (16) (10
Miscellaneous items, n 2 1
Higher depreciation and amortization primarily daéncreased plant asset balances partially offgédwer
depreciation rate (17) (7
Higher other income, net of expense, primarily tumiscellaneous asset sales and increased interest
income on higher investment balan: 12 7
Income tax credits related to prior years resoine2D06 — 14
Miscellaneous items, n — 6
Net increase in income from continuing operati $ 124 94
Discontinued operation:
Silverhawk loss in 200 68
Lower commercial property real estate si (7
Sale of NAC International Inc 4
Net increase in net incon $ 151

Regulated Electricity Segment Revenues
Regulated electricity segment revenues we®8 $3illion higher for 2006 compared with the prigrar period primarily as a result of:

. a $265 million increase in revenues related ¢overy of PSA deferrals, which had no earningscéfiecause of amortization of the
same amount recorded as fuel and purchased powens (se“Deferred Fuel and Purchased Power (" above);
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. a $124 million increase in retail revenues relatedustomer growth, excluding weather effe

. a $6 million increase in Off-System Sales prityanésulting from $12 million of sales previouslported in marketing and trading
that were classified beginning in April 2005 assah the regulated electricity segment in accardamth APS’ 2003 general retail
rate case settlement, partially offset by $6 millaf lower OftSystem Sales in 2006; a

. a $3 million increase due to miscellaneous fac

Real Estate Segment Revenues
Real estate segment revenues were $62 millgiver for 2006 compared with the prior-year perpoidnarily as a result of:
. a $55 million increase in residential sales dukigber prices and volumes; a

. a $7 million increase in commercial real estates

Other Revenues

Other revenues were $25 million lower for 2@@npared with the prior-year period primarily agsult of decreased sales-related
products and services by APS Energy Services.

Marketing and trading revenues were $21 nmillmver for 2006 compared with the prior-year penwimarily as a result of:
. a $20 million decrease in mi-to-market gains on contracts for future delivery duetianges in forward price

. a $12 million decrease in Off-System Sales dudmbsence of sales previously reported in miadgeind trading that were
classified beginning in April 2005 as sales in tbgulated electricity segment in accordance witlsAB003 general retail rate case
settlement

. a $23 million increase from higher prices on coritppetretail sales in California; ar

. a $12 million decrease due to miscellaneous fac

2005 Compared with 2004

Our consolidated net income for 2005 was $tilion compared with $243 million for the prior ge The 2005 net income included an
after-tax net loss from discontinued operation$4f million compared with a $4 million after-taxskin the prior year, which for both years
is related primarily to the sale and operationSibferhawk, partially offset by sales of commergabperties at SunCor. Income from
continuing operations decreased $24 million ingheod-to-period comparison, reflecting the follogrichanges in earnings by segment:
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. Regulated Electricity Segment — Income from auuitig operations increased approximately $15 mmiloimarily due to deferred
fuel and purchased power costs; a retail pricecase effective April 1, 2005; higher retail salelumes due to customer growth;
lower depreciation due to lower depreciation ra@ser regulatory asset amortization; and effetweather on retail sales. These
positive factors were partially offset by the reggaly disallowance of plant costs in accordancé wie APS retail rate case
settlement; higher fuel and purchased power castsaply due to higher prices and more plant outdggs; higher operations and
maintenance expense related to generation andneceistervice; and higher property taxes due to as=é plant in servic

. Real Estate Segmentrcome from continuing operations decreased apprataly $5 million primarily due to decreased pasades
partially offset by increased margins on home sdaleome from discontinued real estate operatinoseased $13 million due to
higher commercial property sale

. Other — Income from continuing operations deadagpproximately $34 million primarily due to ameaftax gain related to the sale
of a limited partnership interest in the Phoenixistecorded in 2004 and due to lower unit margmsampetitive retail sales in
California.
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Additional details on the major factors that inaea (decreased) net income are contained in tlenvialy table (dollars in millions):

Regulated electricity segment gross mar
Deferred fuel and purchased power costs “Deferred Fuel and Purchased Power " above)
Retail price increase effective April 1, 20
Higher retail sales volumes due to customer groexbluding weather effec
Effects of weather on retail sal
Higher fuel and purchased power costs primarily ugigher prices and more plant outage ¢
Miscellaneous items, n
Net increase in regulated electricity segment gnoasgin
Lower real estate segment contribution primarilated to decreased parcel sales, partially offget b
increased margins on home st
Lower marketing and trading gross margin primadile to lower unit margins on competitive retaiksah
California
Regulatory disallowance, in accordance with the A&8il rate case settleme
Lower other income primarily due to sale of limiteartnership interest in Phoenix Suns recordeten t
prior year, partially offset by higher interestamee
Operations and maintenance increases primarilytatt
Generation costs, including maintenance and oviési
Customer service costs, including regulatory derreided management programs and planned
maintenanci
Miscellaneous items, n
Depreciation and amortization decreases primatily twh:
Lower regulatory asset amortizati
Lower depreciation rates, partially offset by irased depreciable ass
Higher property taxes primarily due to increaseahpin service
Miscellaneous items, n

Net decrease in income from continuing operat

Discontinued operations related
Sale of Silverhawl
Sales of real estate assets and c
Net decrease in net incor
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Pretax After Tax
$ 171 $ 104
65 40

58 35

14 9
(126) (77)
__(® 0
174 10¢€
® ©®)
(21) (13)
(139 (84)
(30) (18)
(20) 12
(20) (12
4 2

22 13
22 13
(11 (7)

2 (©)

$ (33 (24
(56)

13
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Regulated Electricity Segment Revenues

Regulated electricity segment revenues we@ $2illion higher for 2005 compared with the prj@ar primarily as a result of:

an $81 million increase in retail revenues relatedustomer growth, excluding weather effe
a $65 million increase in retail revenues due poiee increase effective April 1, 20C

a $40 million increase in Off-System Sales prifgaesulting from sales previously reported as keéing and trading revenues that
were classified beginning in April 2005 as salethimregulated electricity segment in accordandhk thie APS retail rate case
settlement

an $11 million increase in retail revenues relatedeather; an

a $5 million increase due to miscellaneous fac

Real Estate Segment Revenues

Real estate segment revenues were $12 mitlisar for 2005 compared with the prior year prirhadue to decreased parcel sales,
partially offset by increased home sales at SunCor.

Other Revenues

Other revenues were $31 million lower for 2@@8npared with the prior year primarily as a resiilt

a $40 million decrease in Off-System Sales dubembsence of sales previously reported as niagkend trading revenues that
were classified beginning in April 2005 as salethimregulated electricity segment in accordandhk thie APS retail rate case
settlement

an $18 million increase due to increased sales@igg-related products and services by APS Energy Sesvinel

a $9 million decrease due to miscellaneous fac
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LIQUIDITY AND CAPITAL RESOURCES

Capital Needs and Resources — Pinnacle West Conslatied
Capital Expenditure Requirements

The following table summarizes the actual dgixpenditures for the year ended 2006 and etareapital expenditures for the next tr
years:

CAPITAL EXPENDITURES
(dollars in millions)

Actual Estimatec
2006 2007 2008 2009
APS
Distribution $ 357 $ 361 $ 414 $ 45¢
Transmissior 113 173 19t 28¢€
Generatior 17€ 333 304 313z
Other (a) 16 26 37 40
Subtotal 662 89¢ 95C 1,10(
SunCor (b 201 131 101 10C
Other 7 13 19 11
Total $ 87C $ 1,037 $ 1,07C $ 1,211

(@) Primarily information systems and facilities prdgs

(b) Consists primarily of capital expenditures fesidential, land development and retail andceffiuilding construction reflected in “Real
estate investmer” and“ Capital expenditur¢’ on the Consolidated Statements of Cash Fli

Distribution and transmission capital expemais are comprised of infrastructure additions @gpgrades, capital replacements, new
customer construction and related information systand facility costs. Examples of the types ofquts included in the forecast include
lines, substations, line extensions to new resideahd commercial developments and upgrades tomes information systems. Major
transmission projects are driven by strong regionatomer growth.

Generation capital expenditures are comprgegrious improvements to APS’ existing fossil angtlear plants and the replacement of
Palo Verde steam generators (see below). Examptee types of projects included in this categawy additions, upgrades and capital
replacements of various power plant equipment ssdurbines, boilers and environmental equipmemtirBnmental expenditures are
estimated at approximately $80 million to $100 ioill per year for 2007, 2008 and 2009. Generatisa @cludes nuclear fuel expenditure
approximately $50 million for 2007, and approxintat®75 million per year for 2008 and 2009.

The Palo Verde owners have approved the matwréaof one additional set of steam generatores@&lyenerators will be installed in Unit
3 and are scheduled for completion in the FallGif2at an approximate cost of $70 million (APS’reflaApproximately $30 million of the
Unit 3 steam generator costs have been incurredghrDecember 31, 2006, with the remaining $40
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million included in the capital expenditures tahlove. Capital expenditures will be funded witleintlly generated cash and/or external
financings.

Contractual Obligations

The following table summarizes Pinnacle Westissolidated contractual requirements as of Deeer@b, 2006 (dollars in millions):

200¢- 201¢-
2007 2009 2011 Thereafte Total

Long-term debt payments, including interest:

APS $ 15¢ $ 31¢ $ 92¢ $ 3,60C $ 5,00:

Pinnacle Wes 10 20 18¢ — 21¢

SunCor 14 18t 6 — 20E
Total lon¢-term debt payments, including inter 182 521 1,12: 3,60( 5,42¢
Shor-term debt payments, including interest 36 — — — 36
Capital lease paymer 1 2 2 1 6
Operating lease paymer 79 14¢ 13z 258 613
Minimum pension funding requirement | 24 — — — 24
Purchased power and fuel commitments 36€ 50C 412 1,31C 2,58¢
Purchase obligations ( 44 11 1 80 13€
Nuclear decommissioning funding requireme 21 43 48 234 34€
Total contractual commitmen $ 75% $ 1,22¢ $ 1,71¢ $ 5,47¢ $ 9,17

(@ The long-term debt matures at various ddwesigh 2036 and bears interest principally at fisat@s. Interest on variable-rate long-term
debt is determined by using the rates at Decembe2(®6 (see Note €

(b) The shor-term debt is primarily related to commercial pagePinnacle West (see Note

(c) Future pension contributions are not determinadreife periods after 200

(d) Our fuel and purchased power commitments includetases of coal, electricity, natural gas and rardigel (see Note 11
(e) These contractual obligations include commitmeatshpital expenditures and other obligatic

Off-Balance Sheet Arrangements

In 1986, APS entered into agreements withetlseparate VIE lessors in order to sell and leask imterests in Palo Verde Unit 2. The
leases are accounted for as operating leasesandarce with GAAP. We are not the primary beneficiaf the Palo Verde VIEs and,
accordingly, do not consolidate them.
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APS is exposed to losses under the Palo \Eatdeleaseback agreements upon the occurrencetaincevents that APS does not consider
to be reasonably likely to occur. Under certaicuinstances (for example, the NRC issuing specifieldtion orders with respect to Palo
Verde or the occurrence of specified nuclear eyeARS would be required to assume the debt agedcwth 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 d3eafember 31, 2006, APS would have been requiradgome approximately $214 million
of debt and pay the equity participants approxityeké77 million.

Guarantees and Letters of Credit

We and certain of our subsidiaries have isguedantees and letters of credit in support ofuswiegulated businesses. We have also
obtained surety bonds on behalf of APS Energy 8esviwWe have not recorded any liability on our @tidated Balance Sheets with respect
to these obligations. We generally agree to indéoation provisions related to liabilities arisifigm or related to certain of our agreements,
with limited exceptions depending on the particalgreement. See Note 21 for additional informatégarding guarantees and letters of
credit.

Credit Ratings

The ratings of securities of Pinnacle West ARG as of February 28, 2007 are shown below. @tiegs reflect the respective views of the
rating agencies, from which an explanation of igeificance of their ratings may be obtained. Thiereo assurance that these ratings will
continue for any given period of time. The ratimgay be revised or withdrawn entirely by the rataggncies, if, in their respective
judgments, circumstances so warrant. Any downweawision or withdrawal may adversely affect the nearirice of Pinnacle We's or APS’
securities and serve to increase the cost of arekado capital. It may also require additionalatetal related to certain derivative
instruments (see Note 18).

Moody's Standard & Po('s Fitch

Pinnacle West

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

Commercial pape P-3 A-3 F-3

Outlook Negative Stable Stable
APS

Senior unsecure Baa2 BBB- BBB

Secured lease obligation bor Baa2 BBB- BBB-

Commercial pape P-2 A-3 F-2

Outlook Negative Stable Stable

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

Pinnacle West's and APS’ debt covenants rélaigheir respective bank financing arrangemertkide debt to capitalization ratios.
Certain of APS’ bank financing arrangements alstuitle an interest coverage test. Pinnacle WesA&®®Icomply with these covenants and
each anticipates it will continue to meet these athér significant covenant requirements. For Ritinacle West and APS, these covenants
require that the ratio of consolidated debt toltotasolidated capitalization not exceed 65%. At@waber 31, 2006, the ratio was
approximately 48% for Pinnacle West and 46% for APi®& provisions regarding interest coverage regaiminimum cash coverage of two
times the interest requirements for APS. The isteteverage was approximately 4.7 times under ARS8k financing agreements as of
December 31, 2006. Failure to comply with such cave levels would result in an event of defaultatthigenerally speaking, would require
the immediate repayment of the debt subject t@tivenants and could cross-default other debt. &#eef discussion of “cross-default”
provisions below.

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

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

See Note 6 for further discussions.

Capital Needs and Resources
Pinnacle West (Parent Company)

Our primary cash needs are for dividends tosbareholders and principal and interest paynamtsur long-term debt. On October 18,
2006, our Board of Directors increased the comntocksdividend to an indicated annual rate of $2&0share from $2.00 per share,
effective with the December 1, 2006 dividend payi&he level of our common stock dividends and fieitdividend growth will be
dependent on a number of factors including, bufinoted to, payout ratio trends, free cash flovd dimancial market conditions.

Our primary sources of cash are dividends fAd"S, external financings and cash distributionsifliour other subsidiaries, primarily
SunCor. For the years 2004 through 2006, totatléivils from APS were $510 million and total disttibos from SunCor were $145 million.
For 2006, cash contributions from APS were $170ioniland distributions from SunCor were $10 milligm existing ACC order requires
APS to maintain a common equity ratio of at led@t4and prohibits APS from paying common stock divids if the payment would reduce
its common equity below that threshold. As defimethe ACC order, the common equity ratio is comraqguity divided by the sum of
common equity and long-term debt, including curmaaturities of long-term debt. At December 31, 208BS’ common equity ratio, as
defined, was approximately 53%.
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At December 31, 2006, Pinnacle West's outstantbng-term debt, including current maturitiegsa$175 million. Pinnacle West has a
$300 million revolving credit facility that termites in December 2010. This line of credit is avdéao support the issuance of up to
$250 million in commercial paper or to be used askiborrowings, including issuances of lettersrefié. At December 31, 2006, we had
$28 million of commercial paper outstanding.

Pinnacle West sponsors a qualified definecfieand account balance pension plan and a nolifigdssupplemental excess benefit
retirement plan for the employees of Pinnacle Vdestits subsidiaries. IRS regulations require usotaribute a minimum amount to the
qualified plan. We contribute at least the minimamount required under IRS regulations, but no nitzaa the maximum tax-deductible
amount. The minimum required funding takes intostderation the value of plan assets and our perwibgation. The assets in the plan are
comprised of common stocks, bonds, fixed-incomesées and domestic equity securities and sharni@vestments. Future year
contribution amounts are dependent on fund perfoomand plan asset valuation assumptions. We baied approximately $47 million in
2006. The contribution to our pension plan in 280&stimated to be approximately $24 million. Thpexted contribution to our other
postretirement benefit plans in 2007 is estimateloket approximately $25 million. APS and other sdiasies fund their share of the
contributions. APS’ share is approximately 97% aothbplans.

In January 2006, Pinnacle West infused int&A&4210 million of the proceeds from the sale of@&thawk. See “Equity Infusions” in Note
3 for more information.

On February 28, 2006, Pinnacle West enteredan Uncommitted Master Shelf Agreement with Pntidé Investment Management, Inc.
(“Prudential”) and certain of its affiliates. Thgraement provides the terms under which PinnaclstWiay offer up to $200 million of its
senior notes for purchase by Prudential affiliaeany time prior to December 31, 2007. The matwfinotes issued under the agreement
cannot exceed five years. Pursuant to the agreemeifebruary 28, 2006, Pinnacle West issued aldda@rudential affiliates $175 million
of its 5.91% Senior Notes, Series A, due Febru8n2R11 (the “Series A Notes”).

On April 3, 2006, Pinnacle West repaid $300iam of its 6.40% Senior Notes due April 2006. Racle West used the proceeds of the
Series A Notes, cash on hand and commercial papee@ds to repay these notes.

On January 4, 2007, the FERC issued an oetenitiing Pinnacle West to transfer its market basee tariff and wholesale power sales
agreements to a newly-created Pinnacle West salpgidtinnacle West Marketing & Trading. PinnaclestMeompleted the transfer on
February 1, 2007, which resulted in Pinnacle Wedbnger being a public utility under the Federaier Act. As a result, Pinnacle West is
no longer subject to FERC jurisdiction in connegtiaith its issuance of securities or its incurrent®ng-term debt.

APS

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

Although provisions in APS’ articles of incamation and ACC financing orders establish maxinramounts of preferred stock and debt
that APS may issue, APS does not expect any oéthewisions to limit its ability to meet its caglitequirements. On December 15, 2006,
APS filed a financing application with the ACC regting an increase in APS’ current long-term deltharization (approximately
$3.2 billion) to approximately $4.2 billion in liglof the projected growth of APS and its custonmeseband the resulting projected future
financing needed to fund APS’ capital expenditurd maintenance program and other cash requirements.

On August 3, 2006, APS issued $400 milliomelft as follows: $250 million of its 6.25% Notesd2016 and $150 million of its 6.875%
Notes due 2036. A portion of the proceeds was tsedy at maturity approximately $84 million of A’ 6.75% Senior Notes due
November 15, 2006. The remainder may be used wbifarconstruction program and other general categpurpose:

On September 28, 2006, APS put in place aitiadal $500 million revolving credit facility thaerminates in September 2011. APS may
increase the amount of the facility up to a maxinfanility of $600 million upon the satisfaction eértain conditions. APS will use the
facility for general corporate purposes. The facitian also be used for the issuance of lettecsadfit. Interest rates are based on APS’ senior
unsecured debt credit ratings.

See “Deferred Fuel and Purchased Power Cabts/e and “Power Supply Adjustart Note 3 for information regarding the PSA apprd
by the ACC. Although APS defers actual retail faetl purchased power costs on a current basis, Ae8Very of the deferrals from its
ratepayers is subject to the ACC’s approval of ahRSA adjustments and periodic surcharge appicatiDuring 2006, APS recovered
approximately $265 million of PSA deferrals, whigtovided cash flow but had no effect on earningsabee of amortization of the same
amount recorded as fuel and purchased power expense

APS’ outstanding debt was approximately $2l#bh at December 31, 2006. APS has two commilireels of credit totaling $900 million
that are available either to support the issuafcg o $250 million in commercial paper or to ksed for bank borrowings, including
issuances of letters of credit. The $400 milliorelterminates in December 2010 and the $500 milili@nterminates in September 2011. At
December 31, 2006, APS had no outstanding comnhgageer or bank borrowings. APS ended 2006 in sasted cash position.

See “Cash Flow Hedges” in Note 18 for inforimatrelated to decreased collateral provided tbyusounterparties and the change in our
margin account.

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 during 2006 and projected capital expenditioethe next
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three years. SunCor expects to fund its futuretabpaquirements with cash from operations andragtdinancings.

SunCor’s total outstanding debt was approxétye#189 million as of December 31, 2006, includ#id 8 million of debt classified as
long-term debt under a $170 million line of credtinCor’s long-term debt, including current matesi was $181 million and total shaetrm
debt was $8 million at December 31, 2006. See Bote

See Note 22 for a discussion of the sale mfid&ile West Energy’s 75% ownership interest inesilawk.

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

APS Energy Services and Pinnacle West Marge&irading expect minimal capital expendituresroee next three years.

CRITICAL ACCOUNTING POLICIES

In preparing the financial statements in adaoce with GAAP, management must often make estsraatd assumptions that affect the
reported amounts of assets, liabilities, revenexsenses and related disclosures at the date fihtineial statements and during the repor
period. Some of those judgments can be subjectidecamplex, and actual results could differ fromsth estimates. We consider the
following accounting policies to be our most crfibecause of the uncertainties, judgments and lexitips of the underlying accounting
standards and operations involved.

Regulatory Accounting

Regulatory accounting allows for the actiohsegulators, such as the ACC and the FERC, tefleated in our financial statements. Their
actions may cause us to capitalize costs that wathierwise be included as an expense in the cupesiad by unregulated companies. If
future recovery of costs ceases to be probablegdbets would be written off as a charge in cupenbd earnings. A major component of
regulatory assets is the retail fuel and powerscdsterred under the PSA. APS defers for future ratovery 90% of the difference between
actual retail fuel and power costs and the amofistich costs currently included in base rates. A&$846 million, including $160 million
related to the PSA, of regulatory assets on thes@latated Balance Sheets at December 31, 200@dedlin the $160 million is
approximately $45 million related to the 2005 umpled Palo Verde outages and $79 million relateleéd®006 unplanned outages, which
currently are the subject of inquiry by the ACC.

At December 31, 2006, APS recorded a regulasset of $473 million in accordance with SFAS Ms8 for pension and other
postretirement benefits. This regulatory assetasgmts the future recovery of these costs throeiglil rates as these amounts are charged to
earnings. If these costs are disallowed by the Ai€Cregulatory asset would be charged to OCI.

In addition, we had $635 million of regulatdigbilities on the Consolidated Balance SheefBeatember 31, 2006, which primarily are
related to removal costs. See Notes 1, 3 and 8iéoe information about regulatory assets, APS’ gairate case and the PSA.
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Pensions and Other Postretirement Benefit Accountim

Changes in our actuarial assumptions usedlaulating our pension and other postretirementefielability and expense can have a
significant impact on our earnings and financiaipion. The most relevant actuarial assumptiongtealiscount rate used to measure our
liability and net periodic cost, the expected ldagn rate of return on plan assets used to estiezténgs on invested funds over the long-
term, and the assumed healthcare cost trend ¥&eseview these assumptions on an annual basiadjnst them as necessary.

The following chart reflects the sensitivitibsit a change in certain actuarial assumptionddiveave had on the December 31, 2006
reported pension liability on the Consolidated BaaSheets and our 2006 reported pension expdteec@nsideration of amounts
capitalized or billed to electric plant participgnon Pinnacle West's Consolidated Statementsaminhe (dollars in millions):

Increase (Decreas

Impact on Impact on
Pensior Pensior
Actuarial Assumption (a Liability Expense
Discount rate
Increase 1Y% $(217) $(9)
Decrease 19 24c¢ 9
Expected lon-term rate of return on plan asse
Increase 1% — (5)
Decrease 19 — 5

(@) Each fluctuation assumes that the other ggsons of the calculation are held constant whike tates are changed by one percentage
point.

The following chart reflects the sensitivitibsit a change in certain actuarial assumptionddioave had on the December 31, 2006
reported other postretirement benefit obligatiortt@Consolidated Balance Sheets and our 2006tegpother postretirement benefit
expense, after consideration of amounts capitalizdilled to electric plant participants, on PinleaWest's Consolidated Statements of
Income (dollars in millions):
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Increase (Decreas

Impact on Othe Impact on Othe
Postretirement Benel Postretirement Bene

Actuarial Assumption (a Obligation Expense
Discount rate

Increase 1% $(92) $(5)

Decrease 19 10€ 5
Health care cost trend rate (

Increase 1% 10& 8

Decrease 19 (87) (7
Expected lon-term rate of return on plan ass- pretax:

Increase 1% — (2

Decrease 19 — 2

(@) Each fluctuation assumes that the other ggsons of the calculation are held constant whike tates are changed by one percentage
point.

(b) This assumes a 1% change in the initial and ulgérhaglth care cost trend ra

See Note 8 for further details about our pemsind other postretirement benefit plans.

Derivative Accounting

Derivative accounting requires evaluationués that are complex and subject to varying imtgtions. Our evaluation of these rules, as
they apply to our contracts, determines whetheuseeaccrual accounting (for contracts designatewasal) or fair value (mark-to-market)
accounting. Mark-to-market accounting requires tenges in the fair value are recognized peridigicaincome unless certain hedge
criteria are met. For fair value hedges, the gailogs on the derivative as well as the offsettoss or gain on the hedged item associated
the hedged risk are recognized in earnings. Fdr taw hedges, the effective portion of changethanfair value of the derivative are
recognized in common stock equity (as a componkother comprehensive income (loss)).

The fair value of our derivative contractsig always readily determinable. In some casegjseemodels and other valuation techniqu:
determine fair value. The use of these models ahghtion techniques sometimes requires subjectidecamplex judgment. Actual results
could differ from the results estimated throughliagpion of these methods. Our marketing and trggliartfolio consists of structured
activities hedged with a portfolio of forward puases that protects the economic value of the galesactions. See “Market Risks —
Commodity Price Risk” below for quantitative anasysSee Note 1 for discussion on accounting pdaieied Note 18 for a further discussion
on derivative and energy trading accounting.
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OTHER ACCOUNTING MATTERS

In June 2006, the FASB issued FASB Interpi@tdilo. 48, “Accounting for Uncertainty in Incomaxes — an interpretation of FASB
Statement No. 109.” This guidance requires usdogrize the tax benefits of an uncertain tax pasiif it is more likely than not that the
benefit will be sustained upon examination by #ertg authority. A tax position that meets the miikely-than-not recognition threshold
must be recognized in the financial statementieatargest amount of benefit that has a greater30gpercent likelihood of being realized
upon ultimate settlement. The Interpretation ig&ff/e for fiscal years beginning after December2®6. We are currently evaluating this
new guidance and believe it will not have a matémigact on retained earnings.

In September 2006, the FASB issued SFAS N@, ‘Fair Value MeasurementsThis guidance establishes a framework for measdain
value and expands disclosures about fair value uneaents. The Statement is effective for fiscakrydeginning after November 15, 2007.
We are currently evaluating this new guidance.

In February 2007, the FASB issued SFAS No, 158e Fair Value Option for Financial Assets anddncial Liabilities.” SFAS No. 159
provides companies with an option to report setb@iteancial assets and liabilities at fair valuEAS No. 159 is effective for us on January 1,
2008. We are currently evaluating the impact of tilew standard.

See the following Notes for information abaetv accounting standards:
. See Note 8 and Note-6 for a discussion of SFAS No. 158 on pension ahdrgostretirement plan

. See Note 16 for a discussion of the accountingdstah(SFAS No. 123(R)) on stc-based compensatio

PINNACLE WEST CONSOLIDATED — FACTORS AFFECTING
OUR FINANCIAL OUTLOOK

Factors Affecting Operating Revenues, Fuel and Putased Power Costs

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. For the years 2004 through 2006, retaitriteevenues comprised approximately
82% of our total electric operating revenues. Qecteic operating revenues are affected by eldttréales volumes related to customer mix,
customer growth, average usage per customer, ielgctates and tariffs, variations in weather frperiod to period, and amortization of P
deferrals. Competitive retail sales of energy amergy-related products and services are made byEReEgy Services in certain western
states that have opened to competition. yftem sales of excess generation output, purcheseer and natural gas are included in regul
electricity segment revenues and related fuel amdhased power because the gross margin is cradit®BS’ retail customers through the
PSA (see Note 3). These revenue transactions f@ated by the availability of excess generatioothier energy resources and wholesale
market conditions, including demand and prices. Qatitive wholesale transactions are made by th&etiag and trading group through
structured trading opportunities involving matctsades and purchases of commodities.

Retail Rate Proceedingdhe key issue affecting Pinnacle West's and AR&lricial outlook is the satisfactory resolution ¢t retail
rate proceedings pending before the ACC, whictdaeussed in greater detail in Note 3. The mostifiggnt pending retail rate proceedings
are APS’ general rate case request and an applicfti a 1.9% PSA surcharge, or temporary ratecgs®, related to incremental replacement
power costs incurred by APS in 2005 in connectidth w
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unplanned outages at Palo Verde, which is subjetttet ACC’s review of the unplanned outages. Tineatters have been consolidated
procedurally and a decision on them by the ACCmeeted in the second quarter of 2007. In additioe ACC staff is conducting a review
the prudence of approximately $79 million in PSAedels related to 2006 unplanned outages at Patdé/

Fuel and Purchased Power CostBuel and purchased power costs included on ouniecstatements are impacted by our electricity
volumes, existing contracts for purchased powergarration fuel, our power plant performance,gnaission availability or constraints,
prevailing market prices, new generating plantad@ilaced in service in our market areas, our lmegdgrogram for managing such costs and,
since April 1, 2005, PSA deferrals and amortizatimereof. See “Power Supply Adjustor” in Note 3 ifsiormation regarding the PSA,
including PSA deferrals related to Palo Verde unpéal outages and reduced power operations thétesubject of ACC prudence reviews.
See “Natural Gas Supply” in Note 11 for more infatimn on fuel costs. APS’ recovery of PSA deferfedm its ratepayers is subject to the
ACC's approval of annual PSA adjustments and périsdrcharge applications.

Customer and Sales Growthlrhe customer and sales growth referred to in thiagraph applies to Native Load customers and sales
them. Customer growth in APS’ service territory wia4% during 2006. Such growth averaged 4.1% afgedhe three years from 2004
through 2006; and we currently expect customer grdwaverage about 4.0% per year from 2007 to 2B6Bthe three years 2004 through
2006, APS’ actual retail electricity sales in kilattirhours grew at an average rate of 4.2%; adjustedclude effects of weather variations,
such retail sales growth averaged 4.6% a year. Wermtly estimate that total retail electricityesin kilowatt-hours will grow 3.2% on
average, from 2007 through 2009, before the effefcteeather variations. We currently expect ouaitestales growth in 2007 to be below
average because of potential effects on custonagreusom the retail rate increases proposed by (BB& Note 3).

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

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

Wholesale Market ConditionsThe marketing and trading group focuses primanilyraanaging APS' risks relating to fuel and purcldase
power costs in connection with its costs of senhitagive Load customer demand. The marketing ardingagroup, subject to specified
parameters, markets, hedges and trades in elggtfiggls and emission allowances and credits.

Other Factors Affecting Financial Results

Operations and Maintenance Expense®perations and maintenance expenses are impaciglyh, power plant additions and
operations, inflation, outages, higher-trendinggi@m and other postretirement benefit costs anerdtttors.
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Depreciation and Amortization Expense®epreciation and amortization expenses are impdntetet additions to utility plant and other
property, which include generation constructiorgrafies in depreciation and amortization rates, Aadges in regulatory asset amortization.

Property TaxesTaxes other than income taxes consist primarilgroperty taxes, which are affected by the valuproperty in-service
and under construction, assessed valuation ratimktax rates. The average property tax rate f@,Afhich currently owns the majority of
our property, was 8.9% of assessed value for 268@0&% for 2005 and 2004. We expect property téx@screase as new power plants
(including the Sundance Plant acquired in 2005)additions to our transmission and distributiorilitees are included in the property tax
base.

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

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

SubsidiariesSunCor’s net income was $61 million in 2006, $58iam in 2005, and $45 million in 2004. See NotefaRfurther
discussion. We currently expect SunCor’s net incom2007 will be between $30 million and $35 mifiorhis estimate reflects a slow-down
in the western United States residential real estatrkets.

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

General Our financial results may be affected by a numiidroad factors. See “Forward-Looking Statements’féirther information on
such factors, which may cause our actual futurelteto differ from those we currently seek or eiptate.
Market Risks

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

Interest Rate and Equity Risk

We have exposure to changing interest ratean@ing interest rates will affect interest paidvaniable-rate debt and the market value of
fixed income securities held by our nuclear decossioning trust fund (see Note 12). The nuclear aeoissioning trust fund also has risks
associated with the changing market value of iestments. Nuclear decommissioning costs are reed\ve regulated electricity prices.
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The tables below present contractual balaotesr consolidated long-term and short-term delhe expected maturity dates as well as
the fair value of those instruments on DecembefB06 and 2005. The interest rates presented itabies below represent the weighted-
average interest rates as of December 31, 2008@0&l (dollars in thousands):

Variable-Rate Fixec-Rate
Shor-Term Debt Long-Term Debt Long-Term Debi
Interest Interest Interest
2006 Rates Amount Rates Amount Rates Amount
2007 6.2€% $35,75( 10.25% $ 112 5.7¢% $ 1,54¢
2008 — — 7.26% 161,35¢ 5.3% 7,81(
2009 — — 9.3™% 2,50( 6.2:% 5,371
2010 — — — — 6.24% 6,45¢
2011 — — — — 6.24% 576,32
Years thereafte — — 3.7% 565,85! 5.81% 1,916,75!
Total $35,75( $729,82: $2,514,26:.
Fair Value $35,75( $729,82! $2,480,60!
Variable-Rate Fixec-Rate
Shor-Term Debl Long-Term Debl Long-Term Debt
Interest Interest Interest
2005 Rates Amount Rates Amount Rates Amount
2006 7.11% $15,67: 5.3¢% $ 35C 6.47% $ 386,62«
2007 — — 5.3t% 35C 5.9(% 1,271
2008 — — 5.9%% 128,17¢ 5.85% 1,31¢
2009 — — — — 5.7% 1,01¢
2010 — — — — 5.6<% 1,077
Years thereafte — — 3.25% 565,85! 5.7% 1,918,02
Total $15,67: $694,73: $2,309,33!
Fair value $15,67: $694,73: $2,326,23!

(€]
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The tables below present contractual balaot&$S’ long-term debt at the expected maturityedats well as the fair value of those
instruments on December 31, 2006 and 2005. Theestteates presented in the tables below représemteightedaverage interest rates as

December 31, 2006 and 2005 (dollars in thousands):

Variable-Rate
Long-Term Debi

Fixec-Rate
Long-Term Debi

Interest

Interest

Rates Amount
6.1&% $ 1,03:
6.1% 1,23(
6.17% 1,02(
6.17% 1,111
6.38% 401,32(
5.81% 1,916,75!

$2,288,81.
Fixec-Rate

Long-Term Debl

Interest

2006 Rates Amount
2007 — $ —
2008 — —
2009 — —
2010 — —
2011 — —
Years thereafte 3.71% 565,85!
Total $565,85!
Fair Value $565,85!
Variable-Rate
Long-Term Debi
Interest
2005 Rates Amount
2006 — $ —
2007 — —
2008 — —
2009 — —
2010 — —
Years thereafte 3.25% 565,85!
Total $565,85!
Fair value $565,85!

Commodity Price Risk

Rates Amount
6.71% $ 86,16:
5.7¢% 1,07¢
5.74% 1,271
5.7(% 1,00t
5.6% 1,07
5.7<% 1,918,02

$2,008,61!
$2,025,00.

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 associatediveise market fluctuations by utilizing variowsranodity instruments that qualify as
derivatives, including exchange-traded futures @ptibns and over-the-counter forwards, options @maps. Our ERMC, consisting of
officers and key management personnel, overseepamyrwide energy risk management activities anditamthe results of marketing and
trading activities to ensure compliance with oattesti energy risk management and trading policisgakt of our risk management program,
we use such instruments to hedge purchases arsdofakectricity, fuels and emissions allowances ardits. The changes in market valu
such contracts have a high correlation to pricengba in the hedged commaodities. In addition, sulgespecified risk parameters monitored

by the ERMC, we engage in marketing and tradintyitiess intended to profit from market price movemes
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The mark-to-market value of derivative instants related to our risk management and tradinigites are presented in two categories:

. Regulated Electricity — non-trading derivativetiuments that hedge our purchases and salesotfigty and fuel for APS’ Native
Load requirements of our regulated electricity bass segment; a1

. Marketing and Tradin— nor-trading and trading derivative instruments of competitive business activitie

The following tables show the pretax changemark-to-market of our non-trading and tradingwive positions in 2006 and 2005
(dollars in millions):

2006 2005
Regulater Marketing Regulater Marketing
Electricity and Tradini Electricity and Tradini
Mark-to-market of net positions at beginning of per $ 33t $ 181 $ 33 $ 107
Recognized in earning
Change in mar-to-market gains (losses) for future period delive (12 (15) 14 20
Mark-to-market gains realized including ineffectiess during the
period 3 — (8) (14
Deferred as a regulatory liability (ass (93 — 31 —
Recognized in OCI
Change in mal-to-market gains (losses) for future period delive(a: (28) (67) 35¢ 102
Mark-to-market gains realized during the per 4 (22 (99 (39
Change in valuation techniqu — — — —
Mark-to-market of net positions at end of per $ (62 $ 77 $ 33¢ $ 181

(@) The change in regulated m-to-market recorded in OCl is due primarily to chanige®rward natural gas price
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The tables below show the fair value of maesiof our non-trading and trading derivative caaots (dollars in millions) at December 31,
2006 by maturities and by the type of valuatiort thgperformed to calculate the fair values. Se&eNg “Derivative Accounting,” for more
discussion of our valuation methods.

Regulated Electricity

Total
Years fair
Source of Fair Valu 2007 2008 2009 2010 2011 thereaftel value
Prices actively quote $ (39 $ (6) $ (10 $ — $ — $ — $ (50
Prices provided by other
external source 13 ©)] 1) — — — 9
Prices based on models and
other valuation methoc 3) (2) (2) 3) (2) (9) (22)
Total by maturity $ (29 $ (1) $ (13 $ (3) $ (2 $ 9 $ (62
Marketing and Trading
Total
fair
Source of Fair Valu 2007 2008 2009 2010 2011 value
Prices actively quote $ 9 $ — $ — $ — $ — $ 9
Prices provided by other external
sources 40 17 — — 2 59
Prices based on models and other
valuation method (5) 17 (1) (1) (1) 9
Total by maturity $ 44 $ 34 $ D $ D $ 1 $ 77

The table below shows the impact that hypathkprice movements of 10% would have on the nmtar&kie of our risk management and
trading assets and liabilities included on Pinn&tkst’'s Consolidated Balance Sheets at Decemb&0BE, and 2005 (dollars in millions).

December 31, 20C December 31, 20C
Gain (Loss] Gain (Loss)
Price Up Price Dowt Price Up Price Dowt
Commaodity 10% 10% 10% 10%
Mark-to-market changes reported in OCI (
Electricity $ 38 $ (398 $ 66 $ (66)
Natural gas 80 (80) 102 (103
Total $ 11 $ (119 $  16¢ $ (169
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(&) These contracts are hedges of our forecastethases of natural gas and electricity. The imnpbthese hypothetical price movements
would substantially offset the impact that thesaes@arice movements would have on the physical axesseing hedge

Credit Risk

We are exposed to losses in the event of mofonance or non-payment by counterparties. Seée Nd'Derivative Accounting” for a
discussion of our credit valuation adjustment polBee Note 18 for further discussion of credit.ris

ARIZONA PUBLIC SERVICE COMPANY — RESULTS OF OPERATI ONS

General

Throughout the following explanations of oasults of operations, we refer to “gross margimds3s margin refers to electric operating
revenues less fuel and purchased power costs. @Graiggn is a “non-GAAP financial measure,” as dedinn accordance with SEC rules.
Exhibit 99.30 reconciles this non-GAAP financialasare to operating income, which is the most diremmparable financial measure
calculated and presented in accordance with GAA® vidw gross margin as an important performancesareaof the core profitability of
our operations. This measure is a key componeotiointernal financial reporting and is used by management in analyzing our business.
We believe that investors benefit from having asdeshe same financial measures that our managames.

Deferred Fuel and Purchased Power Costs

The settlement of our 2003 general retail caie became effective April 1, 2005. As part efghttlement, the ACC approved the PSA,
which permits APS to defer for recovery or refuhatfuations in retail fuel and purchased powergaatbject to specified parameters. In
accordance with the PSA, APS defers for future matevery 90% of the difference between actuailrietel and purchased power costs and
the amount of such costs currently included in ates. APS’ recovery of PSA deferrals from itstoosers is subject to the ACC'’s approval
of annual PSA adjustments and periodic surchargbcapions. See “Power Supply Adjustor” in Note 3.

Since the inception of the PSA, APS has ireigubstantially higher fuel and purchased powstsdban those authorized for recovery
through APS’ current base rates primarily due touke of higher cost resources and has deferred tlust differences in accordance with the
PSA. The balance of APS’ PSA deferrals at DecerBheR006 was approximately $160 million. The reecpvaf PSA deferrals through ACC
approved adjustors and surcharges recorded asueienffset dollar-for-dollar by the amortizatiohthose deferred expenses recorded as
fuel and purchased power.

APS operated Palo Verde Unit 1 at reduced pdsvels from December 25, 2005 until March 18, 2@@e to vibration levels in one of t
Unit's shutdown cooling lines. During an outagé&Jait 1 from March 18, 2006 to July 7, 2006, APSfpaned the necessary work and
modifications to remedy the situation. APS estimdlet incremental replacement power costs reguitom these and other unplanned Palo
Verde outages and reduced power levels were appabely $88 million during 2006. The related impantthe PSA deferrals was an incre
of
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approximately $79 million. These Palo Verde reptaest power costs were partially offset by $42 mwilliof lower than expected replacem
power costs related to APS’ other generating uhiting 2006, which decreased PSA deferrals by $ilbm

The PSA deferral balance at December 31, 2@f)lades (a) $45 million related to replacement powosts associated with unplanned
2005 Palo Verde outages and (b) $79 million reléde@placement power costs associated with unpth2006 outages or reduced power
operations at Palo Verde. The PSA deferrals agsocwith these unplanned Palo Verde outages andteedpower operations are the subject
of ACC prudence reviews. The ACC staff has recomiedrdisallowance of $17 million of the 2005 co3tse recommendation will be
considered as part of APS’ general rate case diyreefore the ACC. See “PSA Deferrals Related tpldnned Palo Verde Outagas’Note
3. The ACC staff recommendation does not changeagement'’s belief that the expenses in question merdently incurred and, therefore,
are recoverable. See Note 3.

2006 Compared with 2005

APS’ net income for the 2006 was $270 milleampared with $170 million for the comparable piyear period. The $100 million
increase was primarily due to an $84 million afeerregulatory disallowance of plant costs recoride2D05. Income also increased due to
higher retail sales volumes due to customer grohitiher marketing and trading gross margin prirgatile to higher mark-to-market gains;
income tax credits related to prior years resoine2D06; and increased other income due to higiterést income on higher investment
balances. These positive factors were partiallgaifby higher operations and maintenance expelaeddo generation and customer serv
higher depreciation and amortization primarily doéncreased plant asset balances, partially offgédwer depreciation rates; and higher
interest expense. In addition, higher fuel and pased power costs of $74 million after-tax werdially offset by the deferral of $45 million
after-tax of costs in accordance with the PSA. @seussion — “Deferred Fuel and Purchased PowetsCalsove.
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Additional details on the major factors thatreased (decreased) net income are contained foltbwing table (dollars in millions):

Increase (Decreas

Pretax After Tax
Gross margin
Higher fuel and purchased power costs “Deferred Fuel and Purchased Power " above) $ (12 $ (79
Higher retail sales volumes due to customer groexhluding weather effec 87 53
Increased deferred fuel and purchased power adstsr(als began April 1, 200 73 45
Absence of prior year cc-based contract for PWEC Dedicated As! 56 34
Higher marketing and trading gross margin primaméhated to higher ma-to-market gain: 20 12
Miscellaneous items, n (8) (5
Net increase in gross marg 107 65
Regulatory disallowance of plant costs in 200dnordance with APS’ 2003 general retail rate case
settlemen 13¢ 84
Operations and maintenance increases primarilytatt
Generation costs, including increased maintenandewgerhauls (41) (25)
Costs of PWEC Dedicated Assets not included inryéar perioc (18) (17)
Customer service costs, including regulatory derrsidd management programs and planned
maintenanci (16) (20
Miscellaneous items, n 1 1
Depreciation and amortization increases primarilg tb:
Higher depreciable assets due to transfer of PWE@idated Assel (14) (8)
Higher other depreciable assets partially offseloler depreciation rate (14 (8)
Higher interest expense, net of capitalized finag@osts, primarily due to higher debt balancestagher
rates (14) (8)
Higher other income, net of expense, primarily thumiscellaneous asset sales and increased interest
income on higher investment balan: 9 5
Income tax credits related to prior years resoine20D06 — 11
Miscellaneous items, n 1 4
Net increase in incorr $ 14C $ 10C

Regulated Electricity Revenues
Regulated electricity revenues were $396 amillnigher for 2006 compared with the prior-yeaiqukprimarily as a result of:
. a $265 million increase in revenues related ¢tovery of PSA deferrals, which had no earningscttbecause of amortization of the
same amount recorded as fuel and purchased powensx (se*Deferred Fuel and Purchased Power (" above);
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. a $124 million increase in retail revenues relatedustomer growth, excluding weather effe

. a $6 million increase in Off-System Sales prityanésulting from $12 million of sales previouslported in marketing and trading
that were classified beginning in April 2005 assah regulated electricity in accordance with AR803 general retail rate case
settlement, partially offset by $6 million of low&ff-System Sales in 2006; a

. a $1 million increase due to miscellaneous fac

Marketing and Trading Revenues
Marketing and trading revenues were $8 millmmer for 2006 compared with the prior-year penganarily as a result of:

. a $12 million decrease in Off-System Sales dudmbsence of sales previously reported in miadgeind trading that were
classified beginning in April 2005 as sales in dated electricity in accordance with A’ 2003 general retail rate case settlem

. a $12 million increase in me-to-market gains on contracts for future delivery duehanges in forward prices; a
. an $8 million decrease in energy trading revermnerealized sales of electricity primarily duddwer delivered electricity prices and
lower volumes
2005 Compared with 2004

APS’ net income for 2005 was $170 million cargd with $200 million for the prior year. The $3dlion decrease was primarily due to
the regulatory disallowance of plant costs in adaoce with the APS retail rate case settlemenhérifuel and purchased power costs
primarily due to higher prices and more plant oatdgys; higher operations and maintenance expetaed to generation and customer
service costs; and higher property taxes due teased plant in service. These negative factore partially offset by deferred fuel and
purchased power costs; a retalil price increaseteféeApril 1, 2005; higher retail sales volume®da customer growth; lower depreciation
due to lower depreciation rates; lower regulat@yed amortization; and effects of weather on retdés.

Additional details on the major factors thatreased (decreased) net income are contained fioltbwing table (dollars in millions):
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Gross margin
Deferred fuel and purchased power c
Retail price increase effective April 1, 20
Higher retail sales volumes due to customer groexhluding weather effec
Effects of weather on retail sal
Higher fuel and purchased power costs primarily ugigher prices and more plant outage ¢
Miscellaneous items, n
Net increase in gross marg
Regulatory disallowance, in accordance with thaireste settlemer
Operations and maintenance increases primarilytatt
Customer service costs, including regulatory derreidd management programs and planned
maintenanci
Generation costs, including planned maintenanceoaathauls
Costs of PWEC Dedicated Assets not included inryéar
Depreciation and amortization decreases primatily tw:
Lower regulatory asset amortizati
Higher depreciable assets due to transfer of PWE@idated Assets, partially offset by lower
depreciation rate
Higher property taxes due to increased plant ivice
Miscellaneous items, n

Net decrease in net incor

Regulated Electricity Revenues

Increase (Decreas

Pretax

$ 171
65

58

14

(146)
(19

14€
(139)

(22)
(16)
(14)

22

(17)

12

)

$_ (51

Regulated electricity revenues were $193 arilliigher for 2005 compared with the prior yeamgariily as a result of:

. an $81 million increase in retail revenues relatedustomer growth, excluding weather effe

. a $65 million increase in retail revenues due poiee increase effective April 1, 20C

After Tax

$ 104
40

35

9

(89)

©)

90

(84)

(13)
(10)
©)

13

(7
(7
©)
$ (30

. a $40 million increase in Off-System Sales prityaesulting from sales previously reported in keting and trading that were

classified beginning in April 2005 as sales in dated electricity in accordance with the APS rettaie case settlemel

. an $11 million increase in retail revenues reldatedieather; an

. a $4 million decrease due to miscellaneous fac

Marketing and Trading Revenues

Marketing and trading revenues were $120 amllower for 2005 compared with the prior-year pemprimarily as a result of:
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. a $69 million decrease in energy trading revermnerealized sales of electricity primarily duddwer delivered electricity prices and
lower volumes

. a $40 million decrease in Off-System Sales dubembsence of sales previously reported in madeind trading that were
classified beginning in April 2005 as sales in lated electricity in accordance with the APS retaie case settlement; a

. an $11 million decrease on future m-to-market gains due to higher pric

LIQUIDITY AND CAPITAL RESOURCES — ARIZONA PUBLIC SE RVICE COMPANY
Contractual Obligations

The following table summarizes contractualiegments for APS as of December 31, 2006 (doitarsillions):

200¢- 201(- There-
2007 2009 2011 after Total
Long-term debt payments, including interest $ 15€ $ 31€ $ 92¢ $ 3,60C $ 5,00¢
Capital lease paymer 1 2 2 1 6
Operating lease paymer 72 13€ 122 234 56E
Purchase power and fuel commitments 30¢€ 472 40€ 1,30¢ 2,48¢
Minimum pension funding requirement | 23 — — — 23
Purchase obligations (i 44 11 1 80 13€
Nuclear decommissioning funding requireme 21 43 48 234 34¢€
Total contractual commitmen $ 62t $ 98C $ 1,50¢ $ 5,45: $ 8,561

(&) The long-term debt matures at various démesigh 2036 and bears interest principally at firees. Interest on variable-rate long-term
debt is determined by the rates at December 36 ¥ Note 6

(b) APE purchase power and fuel commitments include pueshacoal, electricity, natural gas, and nucleat {see Note 11
(c) Future pension contributions are not determinadreife periods after 200
(d) These contractual obligations include commitmeatshpital expenditures and other obligatic
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ITEM 7A. QUANTITATIVE AND QUALITATIVE
DISCLOSURES ABOUT MARKET RISK

See “Pinnacle West Consolidated — Factorsciifig Our Financial Outlook” in Item 7 above fodscussion of quantitative and
qualitative disclosures about market risk.
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ITEM 8. FINANCIAL STATEMENTS AND SUPPLEMENTARY DATA

INDEX TO FINANCIAL STATEMENTS AND
FINANCIAL STATEMENT SCHEDULE

Pag
Managemer's Report on Internal Control Over Financial Repgri{Pinnacle West Capital Corporatic 69
Report of Independent Registered Public AccourfEing 70
Pinnacle West Consolidated Statements of Incomg@06, 2005 and 20( 72
Pinnacle West Consolidated Balance Sheets as abiser 31, 2006 and 20! 73
Pinnacle West Consolidated Statements of Cash Flawx06, 2005 and 20( 75
Pinnacle West Consolidated Statements of Chang@srimnmon Stock Equity for 2006, 2005 and 2! 76
Notes to Pinnacle We's Consolidated Financial Stateme 77
Managemer's Report on Internal Control Over Financial RepgrtfArizona Public Service Compar 127
Report of Independent Registered Public AccourfEing 12¢
APS Statements of Income for 2006, 2005 and : 13C
APS Balance Sheets as of December 31, 2006 and 131
APS Statements of Cash Flows for 2006, 2005 and 132
APS Statements of Changes in Common Stock Equitd66, 2005 and 20( 134
Supplemental Notes to Al' Financial Statemen 13€
Financial Statement Schedule for 2006, 2005 and
Pinnacle West Schedule Condensed Statement of Income for 2006, 2005 a6d 14k&
Pinnacle West Schedul— Condensed Balance Sheets as of December 31, 2608886 14¢€
Pinnacle West Schedul~ Condensed Statement of Cash Flows for 2006, 2002004 147
Pinnacle West Schedule- Reserve for Uncollectibles for 2006, 2005 and 2 14¢€
APS Schedule - Reserve for Uncollectibles for 2006, 2005 and 2 14¢

See Note 13 for the selected quarterly financitd daquired to be presented in this Item.
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MANAGEMENT’'S REPORT ON INTERNAL CONTROL
OVER FINANCIAL REPORTING
(PINNACLE WEST CAPITAL CORPORATION)

Our management is responsible for establisamymaintaining adequate internal control oveariial reporting, as such term is defined
in Exchange Act Rules 13(a)-15(f), for Pinnacle Y@apital Corporation. Management conducted anuati@n of the effectiveness of our
internal control over financial reporting basedtloa framework ifinternal Control — Integrated Frameworksued by the Committee of
Sponsoring Organizations of the Treadway Commisd@sed on our evaluation under the framewotkiernal Control — Integrated
Framework,our management concluded that our internal cootret financial reporting was effective as of Decem®l, 2006. Our
management’s assessment of the effectiveness dfiteanal control over financial reporting as ofd@enber 31, 2006 has been audited by
Deloitte & Touche LLP, an independent registerelliplaccounting firm, as stated in their report @rhis included herein and relates also to
the Company’s consolidated financial statements.

February 28, 2007
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REPORT OF INDEPENDENT REGISTERED PUBLIC ACCOUNTING FIRM

To the Board of Directors and Stockholders of
Pinnacle West Capital Corporation
Phoenix, Arizona

We have audited the accompanying consolidated balsimeets of Pinnacle West Capital Corporationsaihdidiaries (the “Company”) as of
December 31, 2006 and 2005, and the related cdiasedl statements of income, changes in common stpgky, and cash flows for each of
the three years in the period ended December 3B. ZDur audits also included the financial statemnsehedules listed in the Index at Iltem
We also have audited management’s assessmentéacin the accompanying Management’s Report omrlateControl Over Financial
Reporting, that the Company maintained effectiterimal control over financial reporting as of Det®m31, 2006, based on criteria
established imnternal Control—Integrated Framewoigsued by the Committee of Sponsoring Organizatidrike Treadway Commission.
The Company’s management is responsible for theaadial statements and financial statement scleedtdr maintaining effective internal
control over financial reporting, and for its assaent of the effectiveness of internal control dugaincial reporting. Our responsibility is to
express an opinion on these financial statementdiaancial statement schedules, an opinion on g@mants assessment, and an opinior
the effectiveness of the Company’s internal contkar financial reporting based on our audits.

We conducted our audits in accordance with thedstals of the Public Company Accounting OversighamBioUnited States). Those
standards require that we plan and perform thet &amdbtain reasonable assurance about whethdindmecial statements are free of material
misstatement and whether effective internal cordvelr financial reporting was maintained in all evéal respects. Our audit of financial
statements included examining, on a test basideaee supporting the amounts and disclosures ifirthecial statements, assessing the
accounting principles used and significant estismatade by management, and evaluating the ovemaldial statement presentation. Our
audit of internal control over financial reportimgluded obtaining an understanding of internaltegrover financial reporting, evaluating
management’s assessment, testing and evaluatirtpsiign and operating effectiveness of internatrobrand performing such other
procedures as we considered necessary in the dtanoes. We believe that our audits provide a redse basis for our opinions.

A company'’s internal control over financial repogiis a process designed by, or under the supenvisi the company’s principal executive
and principal financial officers, or persons pemfiorg similar functions, and effected by the compampard of directors, management, and
other personnel to provide reasonable assuraneediag the reliability of financial reporting antet preparation of financial statements for
external purposes in accordance with generally@edeaccounting principles. A company’s internaitcol over financial reporting includes
those policies and procedures that (1) pertaiheartaintenance of records that, in reasonablel detaurately and fairly reflect the
transactions and dispositions of the assets ofdhgpany; (2) provide reasonable assurance thaactions are recorded as necessary to
permit preparation of financial statements in adaace with generally accepted accounting principtesthat receipts and expenditures o
company are being made only in accordance withasizditions of management and directors of the cawypand (3) provide reasonable
assurance regarding prevention or timely deteafamauthorized acquisition, use, or dispositioth&f company’s assets that could have a
material effect on the financial statements.
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Because of the inherent limitations of internaltcohover financial reporting, including the possti of collusion or improper management
override of controls, material misstatements duertor or fraud may not be prevented or detected timely basis. Also, projections of any
evaluation of the effectiveness of the internaltoarover financial reporting to future periods ateject to the risk that the controls may
become inadequate because of changes in conditiotigat the degree of compliance with the policeprocedures may deteriorate.

In our opinion, the consolidated financial statetegaferred to above present fairly, in all matenégpects, the financial position of the
Company as of December 31, 2006 and 2005, anc#udts of its operations and its cash flows foheafcthe three years in the period ended
December 31, 2006, in conformity with accountingpgiples generally accepted in the United State&roérica. Also, in our opinion, the
financial statement schedules, when considereédlation to the basic consolidated financial stateimtaken as a whole, present fairly, in all
material respects, the information set forth thergiso, in our opinion, management’s assessmeattitte Company maintained effective
internal control over financial reporting as of Beter 31, 2006, is fairly stated, in all materedpects, based on the criteria established in
Internal Contro—Integrated Frameworissued by the Committee of Sponsoring Organizatifriie Treadway Commission. Furthermore
our opinion, the Company maintained, in all mateeapects, effective internal control over finaiceporting as of December 31, 2006,
based on the criteria establishedriternal Control—Integrated Frameworksued by the Committee of Sponsoring Organizatifrike
Treadway Commission.

As discussed in Note 8 to the accompanying coras@difinancial statements, effective December 8062the Company adopted Statement
of Financial Accounting Standards No. 158.

DELOITTE & TOUCHE LLP
Phoenix, Arizona

February 28, 2007
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PINNACLE WEST CAPITAL CORPORATION
CONSOLIDATED STATEMENTS OF INCOME
(dollars and shares in thousands, except per sinaoents)

Year Ended December 3

2006 2005 2004
OPERATING REVENUES
Regulated electricity segme $2,635,03 $2,237,14! $2,035,24
Real estate segme 399,79¢ 338,03: 350,31
Marketing and tradin 330,74 351,55¢ 400,62¢
Other revenue 36,17: 61,22: 42,81¢
Total 3,401,74i 2,987,95! 2,829,001
OPERATING EXPENSE:!
Regulated electricity segment fuel and purchasedep 960,64¢ 595,14 567,43:
Real estate segment operatii 324,86 278,36t 284,19
Marketing and trading fuel and purchased pa 290,63° 293,09: 320,66°
Operations and maintenar 691,27 635,82° 592,32(
Depreciation and amortizatic 358,64« 347,65: 391,59°
Taxes other than income tax 128,39! 132,04( 120,72:
Other expense 28,41¢ 51,987 34,10¢
Regulatory disallowance (Note 138,56 —
Total 2,782,87 2,472,66! 2,311,04.
OPERATING INCOME 618,87( 515,28 517,96!
OTHER
Allowance for equity funds used during construct 14,31 11,19 4,88t
Other income (Note 1¢ 44,01¢ 23,36( 53,28¢
Other expense (Note 1 (27,800) (26,716) (21,340
Total 30,52¢ 7,83¢ 36,83¢
INTEREST EXPENSE
Interest charge 196,82¢ 185,08 183,52
Capitalized interes (20,989 (12,019 (11,460
Total 175,83 173,06¢ 172,06
INCOME FROM CONTINUING OPERATIONS BEFORE INCOME TASS 473,56: 350,05! 382,73:
INCOME TAXES 156,41¢ 126,89: 136,14:
INCOME FROM CONTINUING OPERATION¢ 317,14 223,16: 246,59(
INCOME (LOSS) FROM DISCONTINUED OPERATION
Net of income tax expense (benefit) of $6,570, ($29) and ($1,80¢ 10,11% (46,896 (3,395
NET INCOME $ 327,25 $ 176,26 $ 243,19
WEIGHTED-AVERAGE COMMON SHARES OUTSTANDING- BASIC 99,417 96,48 91,397
WEIGHTED-AVERAGE COMMON SHARES OUTSTANDING- DILUTED 100,01( 96,59( 91,53:
EARNINGS PER WEIGHTEL- AVERAGE COMMON SHARE OUTSTANDINC
Income from continuing operatio~ basic $ 3.1¢ $ 2.31 $ 2.7C
Net income- basic 3.2¢ 1.8: 2.6€
Income from continuing operatior diluted 3.17 2.31 2.6¢
Net income- diluted 3.27 1.8 2.6€
DIVIDENDS DECLARED PER SHARE $ 2.02t $ 1.92¢ $ 1.82¢

See Notes to Pinnacle West's Consolidated FinaStakments.
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PINNACLE WEST CAPITAL CORPORATION
CONSOLIDATED BALANCE SHEETS
(dollars in thousands)

ASSETS

CURRENT ASSET¢
Cash and cash equivalel
Investment in debt securiti
Customer and other receivab
Allowance for doubtful accoun
Materials and supplies (at average ¢
Fossil fuel (at average co:
Deferred income taxes (Note
Assets from risk management and trading activ{iese 18)
Assets held for sale (Note 2
Other current asse

Total current asse

INVESTMENTS AND OTHER ASSET!
Real estate investmer— net (Notes 1 and ¢
Assets from lon-term risk management and trading activities (N@&g
Decommissioning trust accounts (Note
Other asset

Total investments and other ass

PROPERTY, PLANT AND EQUIPMENT (Notes 1, 6,9 and
Plant in service and held for future t
Less accumulated depreciation and amortize
Net
Construction work in progre:

Intangible assets, net of accumulated amortizaif@218,836 and $182,5

Nuclear fuel, net of accumulated amortization d®.$81 and $53,98
Total property, plant and equipme
DEFERRED DEBITS
Deferred fuel and purchased power regulatory gbbees 1, 3 and 4
Other regulatory assets (Notes 1, 3 an
Other deferred debi
Total deferred debit

TOTAL ASSETS
See Notes to Pinnacle West's Consolidated FinaSt&kEments.
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December 31

2006 2005
$ 87,21 $ 154,00
32,70( —
501,62 502,68
(5,597) (4,979
125,80: 109,73
21,97: 23,65¢
982 —
641,04( 827,77
— 202,64!
68,92 75,86
1,474,66: 1,891,39;
526,00 390,70:
167,21 597,83:
343,77 293,94
111,38 111,93
1,148,37i 1,394,40
11,154,91  10,727,69
3,797,47! 3,622,88.
7,357,44. 7,104,81
368,28 327,17:
96,10( 90,91¢
60,10( 54,18
7,881,92i 7,577,08:
160,26t 172,75
686,01 151,12
104,69 135,88
950,97 459,76
$11,455,94  $11,322,64
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PINNACLE WEST CAPITAL CORPORATION
CONSOLIDATED BALANCE SHEETS
(dollars in thousands)

December 31

2006 2005
LIABILITIES AND COMMON STOCK EQUITY
CURRENT LIABILITIES
Accounts payabl $ 346,040 $ 377,10
Accrued taxe: 263,93! 289,23t
Accrued interes 48,74¢ 31,77«
Shor-term borrowings (Note & 35,75( 15,67:
Current maturities of lor-term debt (Note € 1,59¢ 384,94
Customer deposit 70,16¢ 60,50¢
Deferred income taxes (Note — 94,71(
Liabilities from risk management and trading adtdés (Note 18 558,19! 720,69:
Other current liabilitie: 134,12 297,42!
Total current liabilities 1,458,56! 2,272,07.
LONG-TERM DEBT LESS CURRENT MATURITIES (Note ¢ 3,232,63: 2,608,45!
DEFERRED CREDITS AND OTHEI
Deferred income taxes (Note 1,225,79i 1,225,25.
Regulatory liabilities (Notes 1, 3 and 635,43. 592,49:
Liability for asset retirements (Note 1 268,38t 269,01:
Liabilities for pension and other postretirememdifgs (Note 8 588,85: 264,47¢
Liabilities from risk management and trading adtdés (Note 18 171,17( 256,411
Unamortized gair sale of utility plant (Note 9 41,18: 45,757
Other 387,81. 363,74!
Total deferred credits and ott 3,318,63 3,017,15:
COMMITMENTS AND CONTINGENCIES (Notes 3, 11, 12 afdi)
COMMON STOCK EQUITY (Note 7
Common stock, no par value; authorized 150,0008b@0es; issued 99,961,066 at end of 2006 and
99,077,133 at end of 20( 2,114,55! 2,067,37
Treasury stock at cost; 2,419 shares at end of 286&0,058 shares at end of 2! (449) (1,24%)
Total common stoc 2,114,10: 2,066,13
Accumulated other comprehensive income (Ic
Pension and other postretirement benefits (No (19,267 (97,277
Derivative instrument 31,53: 262,39
Total accumulated other comprehensive inct 12,26¢ 165,12(
Retained earning 1,319,74 1,193,71.
Total common stock equit 3,446,111 3,424,96:
TOTAL LIABILITIES AND COMMON STOCK EQUITY $11,455,94 $11,322,64

See Notes to Pinnacle West's Consolidated FinaSt&kEments.
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PINNACLE WEST CAPITAL CORPORATION
CONSOLIDATED STATEMENTS OF CASH FLOWS
(dollars in thousands)

Year Ended December 3

2006 2005 2004
CASH FLOWS FROM OPERATING ACTIVITIES
Net Income $ 327,25! $ 176,26 $ 243,19!
Adjustments to reconcile net income to net caskigen by operating activitie:
Silverhawk impairment los — 91,02 —
Regulatory disallowanc — 138,56 —
Equity earnings in Phoenix Suns partners — — (34,599
Depreciation and amortization including nuclear | 386,76( 381,60 432,16:
Deferred fuel and purchased pov (252,849 (172,756 —
Deferred fuel and purchased power amortiza 265,33 — —
Allowance for equity funds used during construct (14,319 (11,19) (4,885
Deferred income taxe 27,73¢ (23,80¢) (113,85()
Change in mar-to-market valuation 28,46« (11,670 (18,919
Changes in current assets and liabilit
Customer and other receivab 9,18¢ (38,767 (11,05¢)
Materials, supplies and fossil fu (9,099 (16,836 2,621
Other current asse 10,67: (28,21Y) 25,38(
Accounts payabl (46,055 (6,397) 85,34+
Accrued taxe! (22,329 43,624 175,84.
Other current liabilitie: 21,76 1,567 10,56:
Proceeds from the sale of real estate a: 34,99( 16,21¢ 80,03¢
Real estate investmer (126,229 (88,05%) (62,817
Change in risk management and trac- liabilities (133,19) 110,39¢ 13,01¢
Collateral (165,829) 192,04( 12,61¢
Change in pension and other postretirement ligs! 7,48¢ 3,11¢ 23,82
Change in other lor-term asset 20,33( (97,899 (39,219
Change in other lor-term liabilities 23,40¢ 71,455 31,62
Net cash flow provided by operating activit 393,50: 730,29¢ 850,89:
CASH FLOWS FROM INVESTING ACTIVITIES
Capital expenditure (737,779 (633,53 (538,84
Capitalized interes (20,990 (12,019 (16,31)
Purchase of Sundance Pl — (185,046 —
Proceeds from the sale of Silverha 207,62( — 90,96
Proceeds from the sale of the Phoenix Suns pahtipe — — 23,10:
Purchases of investment securit (1,439,40) (2,962,273 (1,040,95)
Proceeds from sale of investment secur 1,406,70. 3,143,48: 951,63(
Proceeds from nuclear decommissioning trust ¢ 254,65: 186,21! 123,79!
Investment in huclear decommissioning ti (275,39) (204,63)) (135,239
Proceeds from sale of real estate investm 39,62 82,71¢ —
Other (3,769 — (3,079
Net cash flow used for investing activiti (568,73)) (585,09 (544,929
CASH FLOWS FROM FINANCING ACTIVITIES
Issuance of lor-term deb 757,63t 1,088,81! 478,32¢
Repayment of lor-term debi (527,869 (1,288,03) (604,019
Shor-term borrowings and paymer— net 9,911 (46,417 (15,05)
Dividends paid on common sto (201,22() (186,67) (166,772
Common stock equity issuan 39,54¢ 298,16¢ 18,29:
Other 30,42] (20,42¢) 9,69(
Net cash flow provided by (used for) financing waitigés 108,43t (154,56 (279,529
NET INCREASE (DECREASE) IN CASH AND CASH EQUIVALENT (66,799 (9,369) 26,437
CASH AND CASH EQUIVALENTS AT BEGINNING OF YEAF 154,00 163,36¢ 136,92¢
CASH AND CASH EQUIVALENTS AT END OF YEAF $ 87,21 $ 154,00¢ $ 163,36t

Supplemental disclosure of cash flow informat
Cash paid during the period fc



Income taxes paid, net of refur $ 157,24! $ 86,711 $ 66,447
Interest paid, net of amounts capitali: $ 153,50: $ 181,97 $ 191,86!

See Notes to Pinnacle West's Consolidated FinaSt&kements.
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PINNACLE WEST CAPITAL CORPORATION

CONSOLIDATED STATEMENTS OF CHANGES IN COMMON STOCK EQUITY

(dollars in thousands)

COMMON STOCK (Note 7
Balance at beginning of ye
Issuance of common sto
Other

Balance at end of ye

TREASURY STOCK (Note 7

Balance at beginning of ye

Purchase of treasury sto

Reissuance of treasury stock used for stock conagiens net

Balance at end of ye

RETAINED EARNINGS
Balance at beginning of ye
Net income

Common stock dividenc

Balance at end of ye

ACCUMULATED OTHER COMPREHENSIVE INCOME (LOSS

Balance at beginning of ye

Unrealized gain (loss) on derivative instrumentg, of tax expense (benefit) of
($137,606), $179,927 and $31,1

Reclassification of realized gain to income, netaofbenefit of ($10,308), ($50,056) ar
($10,695)

Minimum pension liability adjustment, net of taxpexse (benefit) of $28,245, ($9,526)
and ($9,756

Adjustment to reflect a change in accounting fargden and other postretirement bene
net of tax expense of $22,412 (Note

Balance at end of ye

TOTAL COMMON STOCK EQUITY

COMPREHENSIVE INCOME
Net income

Other comprehensive income (lo:
Comprehensive incorr

See Notes to Pinnacle West's Consolidated FinaSt&kEments.
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Year Ended December 31,

2006

2005

2004

$2,067,37  $1,769,04  $1,744,35.
39,42( 298,33( 18,29:
7,75¢ — 6,40:
2,114,55 2,067,37 1,769,04
(1,245) (42¢9) (3,279
(229) (1,607) (2,986)
1,02¢ 784 5,831
(449) (1,245) (42¢)
1,193,71; 1,204,12; 1,127,69
327,25! 176,26" 243,19!
(201,22() (186,67) (166,77))
1,319,74 1,193,71 1,204,12:
165,12( (22,549 (39,007
(214,77) 281,01 48,22¢
(16,089 (77,869 (16,54¢)
44.,08¢ (15,489 (15,229
33,92t — —
12,26¢ 165,12( (22,549
$3,446,11  $3,424,96.  $2,950,19
$ 327,258  $ 176260  $ 243,19
(186,78 187,66 16,45¢
$ 14047  $ 36393  $ 25965
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1. Summary of Significant Accounting Policies
Consolidation and Nature of Operations

Pinnacle West's Consolidated Financial Statémclude the accounts of Pinnacle West and wosidiaries: APS, Pinnacle West Energy
(dissolved as of August 31, 2006), APS Energy $esyiSunCor, El Dorado and Pinnacle West Markdifigading. See Note 22 for a
discussion of the sale of NAC in November 2004 n8icant intercompany accounts and transactionaéen the consolidated companies
have been eliminated.

APS is a vertically-integrated electric uyilthat provides either retail or wholesale electecvice to substantially all of the state of
Arizona, with the major exceptions of about onef-bathe Phoenix metropolitan area, the Tucson opatiitan area and Mohave County in
northwestern Arizona. APS Energy Services was farmel998 and provides competitive commodity enemg energy-related products to
key customers in competitive markets in the westhrited States. SunCor is a developer of resideteanmercial and industrial real estate
projects in Arizona, New Mexico, Idaho and UtahD®Elrado is an investment firm.

Accounting Records and Use of Estimates

Our accounting records are maintained in atamge with accounting principles generally acceptidtie United States of America
(GAAP). The preparation of financial statementadgordance with GAAP requires management to makaaes and assumptions that
affect the reported amounts of assets and liadslitilisclosure of contingent assets and liabildatete date of the financial statements and
reported amounts of revenues and expenses dugngplorting period. Actual results could differrfrahose estimates.

Derivative Accounting

We are exposed to the impact of market fluadna in the commodity price and transportationts@$ electricity, natural gas and emissi
allowances and in interest rates. We manage ristecéated with these market fluctuations by utiligvarious instruments that qualify as
derivatives, including exchange-traded futures @ptibns and over-the-counter forwards, options amaps. As part of our overall risk
management program, we use such instruments tehmdghases and sales of electricity, fuels, andsoms allowances and credits. In
addition, subject to specified risk parameters nooad by the ERMC, we engage in marketing and tiadctivities intended to profit from
market price movements.

We account for our derivative contracts inadance with SFAS No. 133, “Accounting for Derivatiinstruments and Hedging
Activities,” as amended. SFAS No. 133 requires #mdities recognize all derivatives as either assetiabilities on the balance sheet and
measure those instruments at fair value. Changiifair value of derivative instruments are aittezognized periodically in income or, if
certain hedge criteria are met, in common stocktggas a component of other comprehensive incdoss)). To the extent the amounts that
would otherwise be recognized in income are el@tblbe recovered through the PSA, the amountswitecorded as either a regulatory
asset or liability and have no effect on earnil®SAS No. 133 provides a scope exception for cottithat meet the normal purchases and
sales criteria specified in the standard. Contrdietsdo not meet the definition of a derivative accounted for on an accrual basis with
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the associated revenues and costs recorded atthéhie contracted commodities are delivered ogived.

Under fair value (mark-to-market) accountidgrivative contracts for the purchase or sale efgncommodities are reflected at fair
market value, net of valuation adjustments, aseciror long-term assets and liabilities from riskmagement and trading activities on the
Consolidated Balance Sheets.

We determine fair market value using activglysted prices when available. We consider quotesxXohange-traded contracts and over-
the-counter quotes obtained from independent bsatkebe actively-quoted.

When actively-quoted prices are not availabie use prices provided by other external sourbeis.includes quarterly and calendar year
guotes from independent brokers, which we conwotinonthly prices using historical relationships.

For options, long-term contracts and othettraats for which price quotes are not available use models and other valuation methods.
The valuation models we employ utilize spot pridesyard prices, historical market data and otlaetdrs to forecast future prices. The
primary valuation technique we use to calculatefglirevalue of contracts where price quotes areamailable is based on the extrapolation of
forward pricing curves using observable market f@tanore liquid delivery points in the same regamd actual transactions at the more
illiquid delivery points. We also value option coattts using a variation of the Black-Scholes optioning model.

For non-exchange traded contracts, we caleddat market value based on the average of thamdoffer price, discounted to reflect net
present value. We maintain certain valuation adjesits for a number of risks associated with thaataédn of future commitments. These
include valuation adjustments for liquidity andditeisks based on the financial condition of cauptrties. The liquidity valuation
adjustment represents the cost that would be iadufrall unmatched positions were closed-out agesl.

The credit valuation adjustment represenisnaséd credit losses on our overall exposure totparties, taking into account netting
arrangements, expected default experience forrdditaating of the counterparties and the ovetarsification of the portfolio.
Counterparties in the portfolio consist principadliymajor energy companies, municipalities, lodatribution companies and financial
institutions. We maintain credit policies that mgement believes minimize overall credit risk. Deteration of the credit quality of
counterparties is based upon a number of factockyding credit ratings, financial condition, prefjeconomics and collateral requirements.
When applicable, we employ standardized agreentieatsllow for the netting of positive and negatésosures associated with a single
counterparty.

The use of models and other valuation method®termine fair market value often requires stibje and complex judgment. Actual
results could differ from the results estimatedtigh application of these methods. Our marketirdyteading portfolio includes structured
activities hedged with a portfolio of forward puases that protects the economic value of the salesactions. Our practice is to hedge
within timeframes established by the ERMC.

See Note 18 for additional information aboutt derivative and energy trading accounting poicie
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See Note 2 for information about a new acdogratandard on fair value measurements.

Regulatory Accounting

APS is regulated by the ACC and the FERC. ddmmpanying financial statements reflect the nadéing policies of these commissions.
For regulated operations, we prepare our finarstéaements in accordance with SFAS No. Accounting for the Effects of Certain Types
Regulation.” SFAS No. 71 requires a cost-based;mulated enterprise to reflect the impact ofit@ipry decisions in its financial
statements. As a result, we capitalize certainsabsit would be included as expense in the cupenbd by unregulated companies.
Regulatory assets represent incurred costs that been deferred because they are probable of fteaowery in customer rates. Regulatory
liabilities generally represent expected futuretgdisat have already been collected from customers.

Management continually assesses whether gutatry assets are probable of future recovergdmsidering factors such as applicable
regulatory environment changes and recent rate®tdether regulated entities in the same jurtsatic This determination reflects the
current political and regulatory climate in thetstand is subject to change in the future. If fatgcovery of costs ceases to be probable, the
assets would be written off as a charge in curperibd earnings.

A major component of our regulatory assetbésretail fuel and power costs deferred undePtBA. APS defers for future rate recovery
90% of the difference between actual retail fuel parchased power costs and the amount of suck cogently included in base rates.

The detail of regulatory assets is as foll¢gdlars in millions):

December 31

2006 2005

Pension and other postretirement benefits (No $ 478 $ —
Deferred fuel and purchased power (a) (Not 16C 17z
Deferred fuel and purchased pow mark-to-market 62 —
Competition rules compliance charge 34 42
Deferred compensatic 28 25
Regulatory asset for deferred income te 27 19
Loss on reacquired debt ( 17 18
Other 45 47

Total regulatory asse $ 84€ $ 324

(&) Subject to a carrying charg
(b) See“Reacquired Debt Co¢" below.

The detail of regulatory liabilities is asltaws (dollars in millions):
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December 31

2006 2005

Removal costs (& $ 387 $ 38t
Regulatory liability related to asset retiremenligdations 13z 101
Tax benefit of Medicare subsit 46 —
Deferred fuel and purchased pow mark-to-market — 31
Regulatory liability for deferred income tax 15 24
Deferred interest income ( 18 22
Deferred gains on utility property ( 20 20
Other 16 9

Total regulatory liabilities $ 63E $ 592

(@) In accordance with SFAS No. 71, APS accrues foiorahcosts for its regulated assets, even if tien® legal obligation for remove
(b) Subject to a carrying charg

Utility Plant and Depreciation

Utility plant is the term we use to describe business property and equipment that supp@tsriel service, consisting primarily of
generation, transmission and distribution fac#itié/e report utility plant at its original cost, ish includes:

» material and labol

 contractor costs

» capitalized lease:

» construction overhead costs (where applicable);

» capitalized interest or an allowance for funds wbadhg constructior

We expense the costs of plant outages, maantenance and routine maintenance as incurrecthaAlige retired utility plant to
accumulated depreciation. Liabilities associatetth wie retirement of tangible long-lived assetsrapmgnized at fair value as incurred and
capitalized as part of the related tangible longdiassets. Accretion of the liability due to tlsgage of time is an operating expense and the
capitalized cost is depreciated over the usefeldifthe long-lived asset. See Note 12.

APS records a regulatory liability for the etsetirement obligations related to its reguladssdets. This regulatory liability represents the
difference between the amount that has been reedweregulated rates and the amount calculatedru®EAS No. 143 “Accounting for
Asset Obligations,” as interpreted by FIN 47. ARidves it can recover in regulated rates the amatilated in accordance with SFAS
No. 143.

We record depreciation on utility plant ontraight-line basis over the remaining useful lifétee related assets. The approximate
remaining average useful lives of our utility prayeat December 31, 2006 were as follows:
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» Fossil plan-19 years

* Nuclear plan- 18 years

» Other generatio— 28 years
e Transmissior— 40 years
 Distribution— 28 years; ani
» Other-6 years

For the years 2004 through 2006, the depiieniaates ranged from a low of 1.18% to a high b#B%. The weighted-average rate was
3.14 % for 2006, 3.0% for 2005 and 3.36% for 2004. depreciate non-utility property and equipmergrdahe estimated useful lives of the
related assets, ranging from 3 to 34 years.

Investments

El Dorado accounts for its investments usiregeaquity (if significant influence) and cost (lélsan 20% ownership) methods. See Note 22
for a discussion of the sale of NAC.

The Company’s investments in the nuclear desmsioning trust fund are reviewed in accordande ®ITF 03-1, “The Meaning of
Other-Than-Temporary Impairment and Its ApplicatiorCertain Investments.” See Note 12 for inforimatior more information in these
investments.

Capitalized Interest

Capitalized interest represents the cost bf fisnds used to finance non-regulated construgiiofects. The rate used to calculate
capitalized interest was a composite rate of 6.822006, 5.7% for 2005 and 4.9% for 2004. Capigalimterest ceases to accrue when
construction is complete.

Allowance for Funds Used During Construction

AFUDC represents the approximate net compasiéeest cost of borrowed funds and an allowedrredn the equity funds used for
construction of regulated utility plant. APS’ allance for borrowed funds is included in capitalir@drest on the Consolidated Financial
Statements. Plant construction costs, including BEUare recovered in authorized rates through @égtien when completed projects are
placed into commercial operation.

AFUDC was calculated by using a composite 04t 0% for 2006, 7.7% for 2005 and 8.4% for 208RS compounds AFUDC monthly
and ceases to accrue AFUDC when construction veotkinpleted and the property is placed in service.
Electric Revenues

We derive electric revenues from sales oftatgty to our regulated Native Load customers aatbs to other parties from our marketing
and trading activities. Revenues related to the shélectricity are generally recorded when servdcrendered or electricity is delivered to
customers. However, the determination and billihglectricity sales to individual Native Load custers is
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based on the reading of their meters, which oconra systematic basis throughout the month. Aettieof each month, amounts of electri
delivered to customers since the date of the l@sénmreading and billing and the corresponding lietbrevenue are estimated. We exclude
sales taxes on electric revenues from both revanddaxes other than income taxes. Beginning 005 in accordance with the order in the
APS 2003 Rate Case, we exclude city franchiseffeas both electric revenues and operating expenses.

Revenues from our Native Load customers amddmgivative instruments are reported on a grosstmm Pinnacle West's Consolidated
Statements of Income. In the electricity busineesje contracts to purchase energy are netted ag#es contracts to sell energy. This is
called a “book-out” and usually occurs for contsatttat have the same terms (quantities and delp@ints) and for which power does not
flow. We net these book-outs, which reduces botkmaes and purchased power and fuel costs.

All gains and losses (realized and unrealized@nergy trading contracts that qualify as dé¢inrea are included in marketing and trading
revenues on the Consolidated Statements of Incanzenet basis.

Real Estate Revenues

SunCor recognizes revenue from land, homegaatifying commercial operating assets sales il fubvided (a) the income is
determinable, that is, the collectibility of thdesaprice is reasonably assured or the amountifiaiot be collectible can be estimated, and
(b) the earnings process is virtually completet ihaSunCor is not obligated to perform signifitantivities after the sale to earn the income.
Unless both conditions exist, recognition of alpart of the income is postponed under the pergenddcompletion method per SFAS
No. 66,“Accounting for Sales of Real Estate.” SunCor ratags income only after the assets’ title has ghsSemmercial property and
management revenues are recorded over the teftme ¢gdse or period in which services are provittedddition, see Note 22 — Discontinued
Operations.

Real Estate Investments

Real estate investments primarily include SarsCland, residential inventory, commercial propenty investments in joint ventures. Le
includes acquisition costs, infrastructure costspprty taxes and capitalized interest directlyaisged with the acquisition and development
of each project. Land under development and latd foe future development are stated at accumulatest, except that, to the extent that
such land is believed to be impaired, it is writtkawn to fair value. Land held for sale is statetha lower of accumulated cost or estimated
fair value less costs to sell. Residential inventmnsists of construction costs, improved lot sosapitalized interest and property taxes on
homes and condos under construction. Residentiahiory is stated at the lower of accumulated oosistimated fair value less costs to sell.
Investments in joint ventures for which SunCor doeshave a controlling financial interest are cotsolidated but are accounted for using
the equity method of accounting. In addition, se¢eN?2 — Discontinued Operations.

Cash and Cash Equivalents

We consider all highly liquid investments wihmaturity of three months or less at acquisitihe cash equivalents.
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We have investments in auction rate secuiiti@ghich interest rates are reset on a short-teasis; however, the underlying contract
maturity dates extend beyond three months. Weifjab® investments in auction rate securitiesragstment in debt securities on our
Consolidated Balance Sheets.

Nuclear Fuel

APS charges nuclear fuel to fuel expense bygube unit-of-production method. The unit-of-puation method is an amortization method
based on actual physical usage. APS divides theotdise fuel by the estimated number of thermatsuih expects to produce with that fuel.
APS then multiplies that rate by the number ofttrunits produced within the current period. Tdasculation determines the current period
nuclear fuel expense.

APS also charges nuclear fuel expense fointeeim storage and permanent disposal of spereautuel. The DOE is responsible for the
permanent disposal of spent nuclear fuel, andatgds APS $0.001 per kWh of nuclear generationN&ge 11 for information about spent
nuclear fuel disposal and Note 12 for informationnoiclear decommissioning costs.

Income Taxes

Income taxes are provided using the asselialnitity approach prescribed by SFAS No. 109, “Aagating for Income Taxes.” We file our
federal income tax return on a consolidated basisne file our state income tax returns on a cadat#d or unitary basis. In accordance v
our intercompany tax sharing agreement, federaktate income taxes are allocated to each subgig$athough each subsidiary filed a
separate income tax return. Any difference betwihahmethod and the consolidated (and unitary)riretax liability is attributed to the
parent company. The income tax liability accoueftect the tax and interest associated with managémestimate of the most probable
resolution of all known and measurable tax expasusee Note 4. Also, see Note 2 for informatiorarding new accounting guidance on
income taxes.

Reacquired Debt Costs
APS defers gains and losses incurred upow egtitement of debt. These costs are amortizedlggon a monthly basis over the
remaining life of the original debt consistent wiith ratemaking treatment.

Stock-Based Compensation

Effective January 1, 2006, we adopted SFASI28(R), “Share-Based Payment,” using the modifiexspective application method.
Because the fair value recognition provisions dhtfeFAS No. 123 and SFAS No. 123(R) are materi@lysistent with respect to our stock-
based compensation plans, the adoption of SFAS RR(R) did not have a material impact on our finalnstatements.

In 2004, there was an immaterial differencevieen the stock compensation expense recorded inagzeme and the proforma stock
compensation expense in accordance with SFAS N&. 12
Intangible Assets and Emission Allowance Inventory

We have no goodwill recorded and have sefdgrdigclosed other intangible assets, primarilyngafe, on Pinnacle West’'s Consolidated
Balance Sheets in accordance with SFAS No.
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142, “Goodwill and Other Intangible Assets.” Theéaimgible assets are amortized over their finitduld@es. Amortization expense was
$39 million in 2006, $33 million in 2005 and $34llibin in 2004. Estimated amortization expense oisterg intangible assets over the next
five years is $34 million in 2007, $20 million i©@8, $12 million in 2009, $10 million in 2010 anf Million in 2011. At December 31, 20(
the weighted average remaining amortization pefidodhtangible assets is 3 years.

We account for our emission allowances atdier of cost or market.

2. New Accounting Standards

In June 2006, the FASB issued FASB Interpi@tdtlo. 48, “Accounting for Uncertainty in IncomeXes — an Interpretation of FASB
Statement No. 109.” This guidance requires usdogrize the tax benefits of an uncertain tax pmsiif it is more likely than not that the
benefit will be sustained upon examination by #ertg authority. A tax position that meets the miikely-than-not recognition threshold
must be recognized in the financial statementieatargest amount of benefit that has a greater30gpercent likelihood of being realized
upon ultimate settlement. The Interpretation ig&ff/e for fiscal years beginning after December2®6. We are currently evaluating this
new guidance and believe it will not have a matémigact on retained earnings.

In September 2006, the FASB issued SFAS N@, ‘Fair Value MeasurementsThis guidance establishes a framework for measdain
value and expands disclosures about fair value unea®nts. The Statement is effective for fiscakrydeginning after November 15, 2007.
We are currently evaluating this new guidance.

In February 2007, the FASB issued SFAS No, 158e Fair Value Option for Financial Assets anddncial Liabilities.” SFAS No. 159
provides companies with an option to report setb@iteancial assets and liabilities at fair valuEAS No. 159 is effective for us on January 1,
2008. We are currently evaluating the impact of tilew standard.

See the following Notes for information abaetv accounting standards:
» See Note 8 and Note-6 for a discussion of SFAS No. 158 on pension ahdrgostretirement plan

» See Note 16 for a discussion of the accountingdstah(SFAS No. 123(R)) on stc-based compensatio

3. Regulatory Matters
APS General Rate Case

On December 15, 2006, hearings concluded i8’'Aeneral rate case before the ACC. APS is reiueat20.4%, or $434.6 million,
increase in its annual retail electricity revenutssigned to recover the following (dollars in mifis):
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Annual

Revenue Percentac

Increase Increase
Increased fuel and purchased po $ 314.¢ 14.8%
Capital structure upda 98.: 4.€%
Rate base update, including acquisition of Sund&haet 46.2 2.2%
Pension funding 41.2 1.€%
Other items (65.6€) (3.2)%
Total increast $ 434.¢ 20.4%

The request is based on (a) a rate base Bffilon as of September 30, 2005; (b) a basefmatéuel and purchased power costs of
$0.0325 per kWh based on estimated 2007 prices{@radcapital structure of 45% long-term debt &Beélo common stock equity, with a
weighted-average cost of capital of 8.73% (5.41%4dng-term debt and 11.50% for common stock eduifthe ACC approves the
requested base rate increase for fuel and purclpaseer costs, subsequent PSA rate adjustmentsra8f surcharges would be reduced
because more of such costs would be recoveredsmiades. See “Power Supply Adjustor” below.

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

» Allowing accelerated depreciation to addresdahge imbalance between APS’ capital expenditueesrfated to average more than
$900 million per year from 2007 through 2009) aisdécovery of those expenses (in discussing tbasore, APS assumed an
increase of $50 million per year in allowed depaion expense, which would increase APS’ revengairement by that same
amount );

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

» Approving an “attrition adjustment” to provide S8R\ reasonable opportunity to earn an authorizedren equity given overall cost
increases and higher levels of construction neémladcommodate ongoing customer growth (APS sugdestinimum attrition
adjustment that would increase the allowed returequity by 1.7% to 4.1%

The following table summarizes key rate cassitipns of APS, the ACC staff and the Arizona [Restial Utility Consumer Office
(“RUCQO”), which the Arizona legislature establishedrepresent the interests of residential utditypsumers before the ACC:
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Non-fuel component
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Return on equit

Capital structur:
Long-term debt
Common equity

Rate basi

Test year ende
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(@) APS rejoinder testimony (10/4/0¢

APS (a) ACC Staff (b)
Annual Annual
Revenue Percentac Revenue Percentac
Increase Increase Increase Increase
$ 314.¢ 14.8% $ 193.t 9.2%
120. 5.6% (1.0 (0.1)%
$ 434.€ 20.2% $ 192.F 9.1%
3.2t¢ 2.8(¢
11.5% 10.25%
45% 45%
55% 55%
$4.5 billion $4.5 billion
9/30/200! 9/30/200!

RUCO (b)
Annual
Revenue Percentac
Increase Income
$ 280.( 13.2%
(68.0) (3.2%
$ 212.( 10.(%
3.1z¢
9.25%
50%
50%
$4.5 billion
9/30/200!

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

Other intervenors in the rate case includedwrans for Electric Choice and Competition (“AECCH)business coalition that advocates on
behalf of retail electric customers in Arizona; d@ttelps Dodge Mining Company (“Phelps Dodge”).dimfly-filed testimony, AECC and

Phelps Dodge recommended that the ACC reduce ARBessted annual increase by at least $134 million.

Interim Rate Increase

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

things:

» authorized an interim PSA adjustor, effective May006, that resulted in an interim retail raterease of approximately 8.3%
designed to recover approximately $138 millionu#lfand purchased power costs incurred in 2008 fftierim adjustor, combined
with the $15 million PSA surcharge approved byAl@C (see “Surcharge for Certain 2005 PSA Deferrbfddw), resulted in a rate

increase o
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approximately 9.0% designed to recover approxinge&&#9 million of fuel and purchased power costsrip2006);

» provided that amounts collected through the imd?SA adjustor “remain subject to a prudency nana¢ the appropriate timeind tha
“all unplanned Palo Verde outage costs for 200@khondergo a prudence audit by [the ACC] Staf€e(SPSA Deferrals Related to
Unplanned Palo Verde Outai” below);

» encouraged parties to APS’ general rate casprtpbse modifications to the PSA that will addressa permanent basis, the issues
with timing of recovery when deferrals are large gnowinc”;

« affirmed APS’ ability to defer fuel and purchagemiver costs above the prior annual cap of $77@Imuntil the ACC decides the
general rate case; a

» encouraged APS to diversify its resources “thtolagge scale, sustained energy efficiency progrénseng] low cost renewable
energy resources as a hedge against high foskidats”

On December 8, 2006, the ACC approved APS’ reqoesintinue the interim PSA adjustor until ratesdae effective as a result of the
general rate case.
Power Supply Adjustor

PSA Provisions

The PSA approved by the ACC in April 2005 astpf APS’ 2003 rate case provides for adjustnogémétail rates to reflect variations in
retail fuel and purchased power costs. Such adprstisrare to be implemented by use of a PSA adjasibPSA surcharges. On January 25,
2006, the ACC modified the PSA in certain respebie PSA, as modified, is subject to specified peaters and procedures, including the
following:

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

 the deferrals are subject to a 90/10 sharinghgement in which APS must absorb 10% of the rétailand purchased power costs
above the base fuel amount and may retain 10%edbéefit from the retail fuel and purchased povests that are below the base
fuel amount

« amounts to be recovered or refunded through 8#e &ljustor are limited to (a) a cumulative plusronus $0.004 per kwWh from the
base fuel amount over the life of the PSA and (lmeaimum plus or minus $0.004 change in the adjuste in any one yea

 the recoverable amount of annual retail fuel pmthased power costs through current base ratetharPSA was originally capped at
$776.2 million; however, th
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ACC has removed the cap pending the ACCdl finling on APS’pending request in the general rate case to haveaih eliminated
substantially raisec

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

» the PSA will remain in effect for a minimum fiyear period, but the ACC may eliminate the PSAngttame, if appropriate, in the
event APS files a rate case before the expiratidheofiveyear period (which APS did by filing the generdkraase noted above) ol
APS does not comply with the terms of the PSA,;

» APS is prohibited from requesting PSA surchargds after the PSA annual adjustor rate has beeeaght year. The amount availa
for potential PSA surcharges will be limited to #imount of accumulated deferrals through the préar-end, which are not expected
to be recovered through the annual adjustor oiR8¥ surcharges previously approved by the A

2007 PSA Annual AdjustorThe annual adjustor rate is set for twelve-montiiops beginning February 1 of each year. The ctiff&A
annual adjustor rate was set at $0.003987 per Kfbtiwe February 1, 2007, down slightly from theximum $0.004 annual adjustor rate
effective February 1, 2006. The new adjustor rajeésentially maintains the approximate 5% reddd increase that took effect February 1,
2006 as a result of the 2006 PSA Annual Adjustarahich expired on February 1, 2007 and (b) isgtesil to recover approximately
$109 million of deferred fuel and purchased powsstg over the twelve-month period that began Fepria2007.

Surcharge for Certain 2005 PSA Deferral©n April 12, 2006, the ACC approved APS’ requegsteitover $15 million of 2005 PSA
deferrals over a twelve-month period beginning Nag006, representing a temporary rate increaspmfoximately 0.7%. Approximately
$45 million of 2005 PSA deferrals remain subjecaoending application (see “PSA Deferrals Relédednplanned Palo Verde Outages”
below).

PSA Deferrals Related to Unplanned Palo Verde OutaggsOn February 2, 2006, APS filed with the ACC an aggtion to recover
approximately $45 million over a twelve-month pekicepresenting a temporary rate increase of appairly 1.9%, proposed to begin no
later than the ACC’s completion of its inquiry rediag the unplanned 2005 Palo Verde outages. Onugtuty/, 2006, the ACC staff filed a
report with the ACC recommending that the ACC dsalapproximately $17.4 million ($10 million aftexcome taxes) of the $45 million
request. The report alleges that four of the eld®a&lo Verde outages in 2005 were “avoidable,” tlufeghich resulted in the recommended
disallowance. The report also finds, among othieig that:

» Three of the outages were due to “faulty or didfecszendor supplied equipment” and concludes #R&’ actions were not imprudent
in connection with these outages. The report recents, however, that the ACC evaluate “the degreehioh APS has sought
appropriate legal or other remedies” in connectiith these outages and that APS “be given the dppity to demonstrate the steps
that it has taken in this regg”
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» “Additional investigation will be needed to deténe the cause of and responsibility for” the Péwode Unit 1 outage resulting from
vibration levels in one of the Ur's shutdown cooling line:

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

APS disagrees with, and will contest, the repoecommendation that the ACC disallow a portidrthe $45 million of PSA deferrals.
Under ACC regulations, prudent investments areeliasich under ordinary circumstances would be dedneasonable and not dishonest or
obviously wasteful” and “investments [are] presun@tave been prudently made, and such presumptiagde set aside only by clear and
convincing evidence that such investments weretiahgnt.” APS believes the expenses in question merdently incurred and, therefore, are
recoverable. At the request of the ACC staff, thiter is being addressed by the ACC as part of pAB&ling general rate case.

As noted under “Interim Rate Increase” abakie, ACC has directed the ACC staff to conduct ailence audit” on unplanned 2006 Palo
Verde outage costs. PSA deferrals related to tR@86 outages are estimated to be about $79 mthimugh December 31, 2006. APS
believes these expenses were prudently incurredtlamictfore, are recoverable.

Proposed Modifications to PSA (Requested In Gener&ate Case)

In its pending general rate case, APS hasastqd the following modifications to the PSA:

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

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

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

» The costs of renewable energy and capacity etsiButable to purchased power obtained throughpsitive procurement would be
excluded from the existing 90/10 sharing arrangdraader which APS absorbs 10% of the retail fuel parchased power costs ab
the base fuel amount and retains 10% of the befnefit retail fuel and purchased power costs thatatow the base fuel amou
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The ACC staff has recommended the followintgeptial changes to the PSA:
» Establishing the PSA annual adjustor, beginning0@7, based on projected fuel costs rather thdaridal fuel costs; an
+ Removing all existing limitations on fuel cost rgeoy, including the 90/10 sharing arrangem

The following table shows the changes in thfeded fuel and purchase power regulatory ass#@® and 2005 (dollars in millions):

2006 2005
Deferred fuel and purchased power regulatory -beginning balanc $ 178 $ —
Deferred fuel and purchase power c-current perioc 244 171
Interest on deferred fu 8 2
Amounts recovered through reveni (265 —
Deferred fuel and purchase power regulatory -ending balanc $ 16C $ 17E

Equity Infusions

On November 8, 2005, the ACC approved Pinnd@st's request to infuse more than $450 millior@dity into APS during 2005 or
2006. These infusions consisted of about $250aniltif the proceeds of Pinnacle West's common edsstyance on May 2, 2005 and about
$210 million of the proceeds from the sale of Sihaavk in January 2006.

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 p@tergfund.

4. Income Taxes

Certain assets and liabilities are reporté@dintly for income tax purposes than they ardfiftancial statements purposes. The tax effect
of these differences is recorded as deferred tA¥escalculate deferred taxes using the currentmectax rates.

APS has recorded a regulatory asset and #atequliability related to income taxes on its Bate Sheets in accordance with SFAS
No. 71. The regulatory asset is for certain tempyodiferences, primarily the allowance for equitynds used during construction. T
regulatory liability relates to excess deferrecetaresulting primarily from the reduction in fedéreome tax rates as part of the Tax Reform
Act of 1986. APS amortizes this amount as the difiees reverse.
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As a result of a change in IRS guidance, wem@d a tax deduction related to an APS tax acamyimiethod change on the 2001 federal
consolidated income tax return. The acceleratedat&nh resulted in a $200 million reduction in therent income tax liability and a
corresponding increase in the plant-related dedeia liability. The 2001 federal consolidated immtax return is currently under
examination by the IRS. As part of this ongoingraiation, the IRS is reviewing this accounting neetithange and the resultant deduction.
During 2004 and again in 2005, the current incoaxditibility was increased, with a correspondingrdase to plant-related deferred tax
liability, to reflect the expected outcome of thisdit. We do not expect the ultimate outcome of #xamination to have a material adverse
impact on our financial position or results of cgt@ns. We expect that it will have a negative iotgm cash flows.

See Note 2 for a discussion of a new accogrgiandard related to uncertain tax positions.

In 2006 and 2004, we resolved certain pri@ryssues with the taxing authorities and recotd®denefits associated with tax credits and
other reductions to income tax expense.

The components of income tax expense arellasvio(dollars in thousands):

Year Ended December 3

2006 2005 2004

Current:

Federal $110,02¢ $107,83° $ 200,13!

State 21,507 13,06« 48,054
Total curren 131,53¢ 120,90: 248,18
Deferred:

Income from continuing operatiol 31,45: 11,93( (113,85()

Discontinued operatior — (35,736 —
Total deferrec 31,45: (23,80¢6) (113,85()
Total income tax expen: 162,98t 97,09: 134,33
Less: income tax expense (benefit) on discontiropetations 6,57( (29,797 (1,80%)
Income tax expens— continuing operation $156,41! $126,89. $ 136,14.
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The following chart compares pretax incomerfroontinuing operations at the 35% federal incoaxerate to income tax expense —
continuing operations (dollars in thousands):

Year Ended December 3

2006 2005 2004
Federal income tax expense at 35% statutory $165,74¢ $122,51¢ $133,95¢
Increases (reductions) in tax expense resulting f

State income tax net of federal income tax bel 17,30¢ 11,98: 14,46(

Credits and favorable adjustments related to [years resolved in current ye (14,029 — (6,139

Medicare Subsidy P«D (3,156 (2,739 (2,779

Allowance for equity funds used during constructfsee Note 1 (4,679 (3,699 (1,549

Other (4,779 (1,187 (2,81
Income tax expens— continuing operation $156,41¢ $126,89. $136,14.

The following table shows the net deferredime tax liability recognized on the ConsolidatedaBae Sheets (dollars in thousands):

December 31

2006 2005

Current asse $ 982 $ —
Current liability — (94,710
Long-term liability (1,225,79) (1,225,25)
Accumulated deferred income ta>— net $(1,224,811) $(1,319,96)
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The components of the net deferred incoméiaaiity were as follows (dollars in thousands):

December 31

2006 2005
DEFERRED TAX ASSET¢
Risk management and trading activit $ 280,15: $ 323,69¢
Regulatory liabilities

Asset retirement obligatic 203,84¢ 189,72¢

Federal excess deferred income te 12,71« 14,44¢

Deferred fuel and purchased povw mark-to-market — 11,92:

Tax benefit of Medicare subsit 18,21«

Other 27,28 29,72(
Pension and other postretirement liabilil 272,48: 83,75
Deferred gain on Palo Verde Unit 2 sale leasel 16,16( 17,86¢
Other 73,81: 91,01t

Total deferred tax asse 904,66 762,14"
DEFERRED TAX LIABILITIES
Plan-related (1,509,81) (1,426,15)
Risk management and trading activit (285,96)) (524,94()
Regulatory asset

Deferred fuel and purchased pov (62,889 (67,467

Deferred fuel and purchased pow mark-to-market (24,42°) —

Pension and other postretirement ben: (185,60:) —

Other (60,789 (63,55

Total deferred tax liabilitie (2,129,48)) (2,082,11)
Accumulated deferred income ta>- net $(1,224,81)  $(1,319,96)

5. Lines of Credit and Short-Term Borrowings

Pinnacle West had committed lines of cred3®0 million at December 31, 2006 and DecembeRB@5, which were available either to
support the issuance of up to $250 million in conuieé paper or to be used for bank borrowings,udiig issuance of letters of credit. The
current line terminates in December 2010. Pinndéést had no outstanding borrowings at Decembe2@16 and December 31, 2005.
Pinnacle West had approximately $4 million of lettef credit issued under the line at DecembelB06 and approximately $11 million of
letters of credit issued under the line at Decen3ie2005 ($7 million of which terminated as a teefithe sale of Silverhawk see Note 22
The commitment fees were 0.15% in 2006 and 200HmaRie West had commercial paper borrowings ofRi8n outstanding at
December 31, 2006 and none at December 31, 200Rirklacle West and APS bank lines of credit androercial paper agreements are
unsecured.
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APS had two committed lines of credit withieas banks totaling $900 million at December 30@&nd one committed line of credit of
$400 million at December 31, 2005, all of which eewailable either to support the issuance of §2&0D million in commercial paper or to
be used for bank borrowings, including the issuafdetters of credit. The $400 million line terrabes in December 2010 and the
$500 million line terminates in September 2011. ARS/ increase the $500 million line to $600 millibeertain conditions are met. The
commitment fees for these lines of credit were @XBhd 0.11% at December 31, 2006 and 0.11% at Deeredd, 2005. APS had no bank
borrowings outstanding under these lines of cradlecember 31, 2006 and 2005. APS had approxiynddeinillion of letters of credit
issued under the $400 million line at December28D6.

APS had no commercial paper borrowings outktenat December 31, 2006 and 2005. By ArizonaisatAPS’ short-term borrowings
cannot exceed 7% of its total capitalization unkgsgroved by the ACC.

SunCor had revolving lines of credit total®itj70 million at December 31, 2006 maturing in OetoP008 and December 2008, and
$150 million at December 31, 2005. The commitmepsfwere 0.125% in 2006 and 2005 for the $150amiline of credit. The commitment
fees for the $20 million line of credit were 0.50922006. SunCor had $118 million outstanding atédeler 31, 2006 and $123 million
outstanding at December 31, 2005. The weightedagecinterest rate was 7.09% at December 31, 2006.88% at December 31, 2005.
Interest was based on LIBOR plus 2.0% for 20061ldB®R plus 1.5% for 2005. The balance is includedbng-term debt on the
Consolidated Balance Sheets at December 31, 2@D8Q05. SunCor had other short-term loans in theusrtnof $8 million at December 31,
2006 and $16 million at December 31, 2005. Theaad@re made up of multiple notes primarily withiafale interest rates based on LIBOR
plus 2.5% at December 31, 2006 and LIBOR plus 2.26%2.50% or prime plus 1.75% at December 31, 2005

6. Long-Term Debt

Substantially all of APS’ debt is unsecurednGor’s short and long-term debt is collateralibgdnterests in certain real property and
Pinnacle West's debt is unsecured. The followirmetgresents the components of long-term debt @iCtinsolidated Balance Sheets
outstanding at December 31, 2006 and 2005 (dahatsusands):
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Maturity
Dates (a
APS
Pollution control bond 202¢-203¢
Pollution control bonds with senior not 202¢
Unsecured note 2011
Unsecured note 201z
Unsecured note 203:
Unsecured note 201t
Unsecured note 201¢
Secured not 201¢
Senior notes (c 200¢
Senior note! 203t
Senior notes (c 201¢
Senior notes (c 203¢
Unamortized discount and premit
Capitalized lease obligatiol 200¢-201z2
Subtotal (e’
SUNCOR
Notes payabli 200¢
Capitalized lease obligatiol 2007-201C
Subtotal
PINNACLE WEST
Senior notes (g 200¢
Senior notes (h 2011
Unamortized discount and premit
Capitalized lease obligatiol 2007
Subtotal

Total lon¢-term debt
Less current maturitie

TOTAL LONG -TERM DEBT LESS CURRENT MATURITIES

(&) This schedule does not reflect the timing of redéomg that may occur prior to maturi

Interest

Rates

(b)
5.05%
6.375%
6.5(%
5.625%
4.65(%
5.8(%
6.0(%
6.75%
5.5(%
6.25%
6.875%

(d)

(f)
6.25%

6.4(%
5.91%

5.45%

December 31

2006 2005
$ 56585!  $ 565,85!
90,00( 90,00(
400,00( 400,00(
375,00( 375,00
200,00( 200,00(
300,00( 300,00
300,00( 300,00
1,59: 1,748
— 83,69t
250,00( 250,00(
250,00( —
150,00 —
(9,857) (9,157)
5,88( 8,17¢
2,878,47! 2,565,32;
180,31 129,04(
32€ 26€
180,64 129,30
— 298,51
175,00( —
— (29)
115 284
175,11t 298,77
3,234,22! 2,993,40;
1,59€ 384,94
$3,232,63  $2,608,45!

(b) The weighted-average rate was 3.77% at DeeeBih 2006 and 3.25% at December 31, 2005. Changé®rt-term interest rates

would affect the costs associated with this d

(c) On August 3, 2006, APS issued $250 millia2566 notes due 2016 and $150 million 6.875% notes2®36. A portion of the proceeds
was used to repay outstanding commercial papenbadaand $84 million of its 6.75% senior note thatured November 15, 2006. T
remainder may be used to fund its construction rammgand other general corporate purpa

(d) The weighted-average interest rate was 6.20Btecember 31, 2006 and 5.81% at December 31, ZHjbtal leases are included in

property, plant and equipment on the Consolidat@dmie Sheet

(e) APS’long-term debt less current maturitiesv$2.878 billion at December 31, 2006 and $2.4@tiat December 31, 2005. APS’
current maturities of lor-term debt were $1 million at December 31, 2006 $8 million at December 31, 20C
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(f) SunCor had $118 million outstanding at Decembe2806 under its revolving line of credit. The wetiggh-average interest rate was
7.08% at December 31, 2006. The remaining amouapprfoximately $62 million at December 31, 2006 wesle up of multiple notes
with variable interest rates based on the lendgwisie rates plus 1.75% and 2.0% or LIBOR plus 2.25Bere is also a note at a fixed rate
of 4.25%. SunCor had $123 million outstanding at&meber 31, 2005 under its revolving line of cre@iiie weighted-average interest rate
was 5.93% at December 31, 2005. The remaining atrajapproximately $6 million at December 31, 20@8s made up of multiple not
with variable interest rates based on the ler prime rates plus 0.25% or LIBOR plus 2.0C

(9) On April 3, 2006 Pinnacle West repaid $300 milladrits 6.40% senior notes. Pinnacle West used paséom the issuance of its
$175 million 5.91% senior notes issued on Febr@&n2006, and commercial paper to repay the n

(h) On February 28, 2006, Pinnacle West entered i$208 million Senior Notes Uncommitted Master Siajfeement with Prudential
Investment Management Inc. (“Prudential”). Undex thrms of the agreement, Pinnacle West may offéo $200 million of its senior
notes for purchase by Prudential at any time gdddecember 31, 2007. The maturity of the notesichaxceed five years. On
February 28, 2006, Pinnacle West issued $175 mibifits 5.91% senior notes, series A, to Pruderaigortion of the proceeds was ut
to repay its $300 million debt (see note

Pinnacle West's and APS’ debt covenants rélaigheir respective bank financing arrangemerthkide debt to capitalization ratios.
Certain of APS’ bank financing arrangements alstuitle an interest coverage test. Pinnacle WesA&®Icomply with these covenants and
each anticipates it will continue to meet these athér significant covenant requirements. For Ritinacle West and APS, these covenants
require that the ratio of consolidated debt toltotasolidated capitalization cannot exceed 65%Dé&tember 31, 2006, the ratio was
approximately 48% for Pinnacle West and 46% for APi& provisions regarding interest coverage regaiminimum cash coverage of two
times the interest requirements for APS. The isteteverage was approximately 4.7 times under ARS8k financing agreements as of
December 31, 2006. Failure to comply with such cave levels would result in an event of defaultatthigenerally speaking, would require
the immediate repayment of the debt subject t@tivenants and could cross-default other debt. &#eef discussion of “cross-default”
provisions below.

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

All of Pinnacle West's loan agreements contaimss-default” provisions that would result infalglts and the potential acceleration of
payment under these loan agreements if Pinnacle V@RS were to default under certain other mategreements. All of APS’ bank
agreements contain crodefault provisions that would result in defaultsldne potential acceleration of payment under thesdk agreemer
if APS were to default under certain other mataagieements. Pinnacle West and APS do not haveaialadverse change restriction for
revolver borrowings.
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The following table shows principal payment® @n Pinnacle West's and APS'’ total long-term detut capitalized lease requirements
(dollars in millions):

Year Pinnacle We: APS
2007 $ 2 $ 1
2008 16¢ 1
2009 8 1
2010 22¢ 224
2011 57¢€ 401
Thereafte 2,26( 2,26(
Total $ 324 $ 2,88¢

7. Common Stock and Treasury Stock
Our common stock and treasury stock activitsirdy each of the three years 2006, 2005 and 2084 follows (dollars in thousands):

Common Stock Treasury Stock
Shares Amount Shares Amount
Balance at December 31, 2C 91,379,94 $1,744,35. (92,015 $(3,277)
Common stock issuant 422,91. 18,29: — —
Purchase of treasury sto — — (80,000 (2,98¢)
Reissuance of treasury stock for stock compensétiet) — — 162,49: 5,831
Other — 6,40z — —
Balance at December 31, 2C 91,802,86 1,769,04 (9,522 (42¢)
Common stock issuance | 7,274,27. 298,33 — —
Purchase of treasury stock — — (28,129 (1,607
Reissuance of treasury stock for stock compensétiet) — — 17,58¢ 784
Other — — — —
Balance at December 31, 2C 99,077,13 2,067,37 (20,059 (1,245
Common stock issuant 883,93! 39,42( — —
Purchase of treasury stock — — (5,50%) (22¢
Reissuance of treasury stock for stock compensétiet) — — 23,14« 1,02t
Other — 7,75% — —
Balance at December 31, 2C 99,961,06 $2,114,55 (2,419 $ (44¢

(@8 On May 2, 2005, Pinnacle West issued 6,09bgb@res of its common stock at an offering price4@ per share, resulting in net
proceeds of approximately $248 million. Pinnaclest\esed the net proceeds for general corporatepespincluding making capital
contributions to APS, which, in turn, used suchdsito pay a portion of the approximately $190 willpurchase price to acquire the
Sundance Plant and for other capital expenditurasried to meet the growing needs of / service territory
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(b) Represents shares of common stock withheld frotaicestock awards for tax purpos

8. Retirement Plans and Other Benefits

Pinnacle West sponsors a qualified definedfieand account balance pension plan and a nolifigdasupplemental excess benefit
retirement plan for the employees of Pinnacle Vdestits subsidiaries. All new employees participatdie account balance plan. A defined
benefit plan specifies the amount of benefits a plarticipant is to receive using information abthé participant. The pension plan covers
nearly all employees. The supplemental excess theagfement plan covers officers of the Company aighly compensated employees

designated for participation by the Board of Diogst Our employees do not contribute to the pl@&enerally, we calculate the benefits based

on age, years of service and pay.

We also sponsor other postretirement benfefitthhe employees of Pinnacle West and our subsédiaWe provide medical and life
insurance benefits to retired employees. Employmest retire to become eligible for these retirentmmtefits, which are based on years of
service and age. For the medical insurance platisges make contributions to cover a portion effitan costs. For the life insurance plan,
retirees do not make contributions. We retain thletito change or eliminate these benefits.

Pinnacle West uses a December 31 measureratentad its pension and other postretirement bepkfns. The marketklated value of oL

plan assets is their fair value at the measurenteet

In September 2006, the FASB issued SFAS N8, ‘EEmployers’ Accounting for Defined Benefit Pemisiand Other Postretirement
Plans.” This guidance requires us to recognizeauttderfunded positions of our pension and otherrptigment benefit plans on our
December 31, 2006 balance sheet. The guidanceesghat the offset be reported in other comprefieriscome, net of tax; however,
because the obligations relate primarily to AP§ulated operations, the increase in liabilitiested to APS’ share is offset by regulatory
assets. The following tables provide details ofdffects of implementing SFAS Statement No. 158lgd®in thousands):

Pensior
Incremental Effect of Adoptin Balances Adoption of Regulatory Balance
SFAS No. 158 as « Before SFAS No. Accounting After
December 31, 200 Adoption 158 Adjustments Adoption
Assets:
Intangible asse $ 12,93 $ (12,93 $ — $ —
Regulatory asst — — 318,46 318,46
Liabilities:
Current benefit liability — (3,540 — (3,540
Accumulated deferred income tay- current — 1,38: — 1,38
Noncurrent benefit liability (212,267) (240,24 — (452,509
Accumulated deferred income ta>- long-term 77,83¢ 98,86¢ (124,359 52,34«
Common Stock Equity
Accumulated other comprehensive | 53,19: 156,46¢ (194,109 15,55¢

98




Table of Contents

PINNACLE WEST CAPITAL CORPORATION
NOTES TO CONSOLIDATED FINANCIAL STATEMENTS

Other Benefits

Incremental Effect of Adoptin Balances Adoption of Regulatory Balance

SFAS No. 158 as « Before SFAS No. Accounting After
December 31, 200 Adoption 158 Adjustments Adoption
Assets:

Noncurrent benefit ass $23,58¢ $ (23,589 $ — $ —

Regulatory asst — — 154,53: 154,53:
Liabilities:

Noncurrent benefit liability — (136,34) — (136,34)

Regulatory liability — — (46,417 (46,417

Accumulated deferred income ta>- long-term 3,26: 90,33t (42,219 51,37¢
Common Stock Equity

Accumulated other comprehensive I — 69,60: (65,895 3,70¢

The following table provides details of thems’ benefit costs. Also included is the portiorthefse costs charged to expense, including
administrative costs and excluding amounts capédlias overhead construction or billed to elegtiant participants (dollars in thousands):

Pensior Other Benefits
2006 2005 2004 2006 2005 2004

Service cost-benefits earned during

period $ 47,287 $ 45,027 $ 41,207 $ 19,96¢ $ 20,91 $ 17,55
Interest cost on benefit obligatis 92,19¢ 87,18¢ 81,87: 34,65 34,22 29,48t
Expected return on plan ass (95,917 (88,407) (78,790 (36,930 (30,477 (24,777)
Amortization of:

Transition (asset) obligatic (645) (3,2279) (3,22%) 3,00¢ 3,00t 3,00¢

Prior service cost (credi 2,401 2,401 2,401 (125) (125) (125)

Net actuarial los 23,36¢ 19,81( 17,94¢ 8,662 9,24: 7,414
Net periodic benefit cos $ 68,69: $ 62,79: $61,41( $ 29,23: $ 36,78¢ $ 32,56¢
Portion of cost charged to expetr $ 30,917 $ 26,37¢ $ 25,79: $ 13,15¢ $ 15,45 $ 13,67¢
APS share of costs charged to expe $ 29,20! $ 24,16¢ $ 22,48: $ 12,42¢ $ 14,15¢ $ 11,92!
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The following table shows the plans’ changethe benefit obligations and funded status foryears 2006 and 2005 (dollars in
thousands):

Pensior Other Benefits
2006 2005 2006 2005
Change in Benefit Obligation
Benefit obligation at January $1,596,06: $1,454,24. $ 585,67¢ $ 536,21
Service cos 47,287 45,027 19,96¢ 20,91:
Interest cos 92,19¢ 87,18¢ 34,65:¢ 34,22
Benefit payment (49,189 (46,109 (16,439 (16,967)
Actuarial losses (gain: (19,589 55,717 (6,875 11,29:
Plan amendmen 3,50( — — —
Benefit obligation at December . 1,670,27. 1,596,06: 616,98! 585,67¢
Change in Plan Asset:
Fair value of plan assets at Janua 1,064,84 982,28:. 416,17- 352,08«
Actual return on plan asse 148,89! 73,29¢ 47,98¢ 27,30:
Employer contribution: 46,50( 52,70( 29,23: 36,78¢
Benefit payment (46,019 (43,439 (12,757 —
Fair value of plan assets at Decembe 1,214,22! 1,064,84 480,63t 416,17-
Funded Status at December 31 $ (456,049 $ (531,22() $(136,34) $(169,50/)

The following table shows the projected berafiigation and the accumulated benefit obligafmmnthe pension plan in excess of plan

assets as of December 31, 2006 and 2005 (dolldh®irsands):

Projected benefit obligatic
Accumulated benefit obligatic

Fair value of plan asse

2006 2005
$1,670,27 $1,596,06!
1,426,49. 1,329,32
1,214,22! 1,064,84:

The following table shows the amounts recogghian the Consolidated Balance Sheets as of Decedth2006 and 2005 (dollars in

thousands):

Current liability
Noncurrent (liability) asse
Intangible asse

Accumulated other comprehensive loss (pre

Net amount recognize

Other Benefits

Pensior
2006 2005 2006
$ (3,540 $ — $ —
(452,50!) (264,476 (136,34
— 11,83: —
— 159,60: —
$(456,04Y) $ (93,04) $(136,34)

100

2005

20,24¢

&+

$20,24¢
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The following table shows the details rela®dccumulated other comprehensive income (pretsxf December 31, 2006 (dollars in
thousands):

Other
Pensior Benefits

2006 2006
Net actuarial los $ 331,05¢ $ 143,07¢
Prior service cost (credi 12,93: (1,177
Transition obligatior — 18,02¢
APE' portion reclassified as a regulatory as (318,46)) (154,53)
Accumulated other comprehensive loss (pre $ 25,52¢ $ 5,40¢

The following table shows the estimated ametmat will be amortized from accumulated other porhensive income and regulatory
asset into net periodic benefit cost in 2007 (dslla thousands):

Other
Pensior Benefits
Net actuarial los $14,93¢ $ 6,17¢
Prior service cost (credi 2,71¢ (125)
Transition obligatior — 3,00t
Total amount estimated to be amortized from accatedlother comprehensive income and regulatory asse
in 2007 $17,65¢ $ 9,05:

The following table shows the weighted-averaggumptions used for both the pension and othmfiteto determine benefit obligations
and net periodic benefit costs:

Benefit Cost:
Benefit Obligations For the Years Ende
As of December 31 December 31
2006 2005 2006 2005
Discount rat-pension 5.9(% 5.6€% 5.6€% 5.84%
Discount rat-other benefit: 5.92% 5.66% 5.6&% 5.92%
Rate of compensation incree 4.0(% 4.00% 4.0(% 4.0(%
Expected lon-term return on plan asse N/A N/A 9.0(% 9.0(%
Initial health care cost trend re 8.0(% 8.0(% 8.0(% 8.0(%
Ultimate health care cost trend r: 5.0(% 5.0(% 5.0(% 5.0(%
Year ultimate health care trend rate is reac 2011 201C 201C 200¢
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In selecting the pretax expected ldagn rate of return on plan assets we considerge&irmance and economic forecasts for the tyf
investments held by the plan. For the year 2007argeassuming a 9% long-term rate of return on atmets, which we believe is reasonable
given our asset allocation in relation to histdremad expected performance.

Assumed health care cost trend rates hawgnifisant effect on the amounts reported for thaltimecare plans. A one percentage point
change in the assumed initial and ultimate hedaltle cost trend rates would have the following eff¢dollars in millions):

1% Increast 1% Decreas
Effect on other postretirement benefits expender abnsideration of amounts capitalized or bitle@lectric plant

participants $ 8 $ (7)
Effect on service and interest cost componentebpariodic other postretirement benefit cc $ 11 $ (9
Effect on the accumulated other postretirement fitesidigation $10E $(87)
Plan Assets

Pinnacle West's qualified pension plan asBetation at December 31, 2006 and 2005 is asvdio

Percentage of Plan Assets

December 31 Target Asset Allocatio
Asset Category: 2006 2005 December 31, 20C
Equity securitie: 69% 59% 68%
Fixed income 25 26 25%
Other _ 6 _15 _ 1%
Total 10(% 10(% 10(%

The Board of Directors has delegated oversifkite plan assets to an Investment Managemenn@ibee. The investment policy sets
forth the objective of providing for future pensibanefits by maximizing return consistent with gutedle levels of risk. The primary
investment strategies are diversification of asstted asset allocation targets and ranges,ljitiohi of investments in Pinnacle West
securities, and external management of plan assets.

Pinnacle West's other postretirement benddihg asset allocation at December 31, 2006 ané,26Gs follows:
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Percentage of Plan Assets

December 31 Target Asset Allocatio
Asset Category: 2006 2005 December 31, 20C
Equity securitie: 74% 69% 70%
Fixed income 25 26 27%
Other 1 B _ 3%
Total 10C% 10C% 10C%

The Investment Management Committee, descidbede, has also been delegated oversight of #regdsets for the other postretirement
benefit plans. The investment policy for other petatement benefit plans’ assets is similar to tifahe pension plan assets described above.
Contributions

The contribution to our pension plan in 209 éstimated to be approximately $24 million. Thetdbution to our other postretirement
benefit plans in 2007 is estimated to be approetye®25 million. APS’ share is approximately 97%boftth plans.

Estimated Future Benefit Payments

Benefit payments, which reflect estimated fetemployee service, for the next five years aedsticceeding five years thereafter are
estimated to be as follows (dollars in thousands):

Year Pensior Other Benefits (a
2007 $ 55,11( $ 17,41(
2008 60,24¢ 18,93¢
2009 66,34¢ 20,64
2010 73,21« 22,80¢
2011 82,51 25,08
Years 201-2016 582,23( 167,71

(&) The expected future other benefit payments taledntount the Medicare Part D subsi

Employee Savings Plan Benefits

Pinnacle West sponsors a defined contribwgarings plan for eligible employees of Pinnacle ¥égsl its subsidiaries. In 2006, costs
related to APS’ employees represented 97% of tiaé ¢ost of this plan. In a defined contributiowisgs plan, the benefits a participant
receives result from regular contributions parteifs make to their own individual account, the Canyps matching contributions and
earnings or losses on their investments. Underpthis, the Company matches a percentage of thieiparits’ contributions in the form of
Pinnacle West stock. Participants have an optidrattsfer the Company matching contributions ouhefPinnacle West Stock Fund to other
investment funds within the plan. At December J10& approximately 20% of total plan assets wereiimacle West stock. Pinnacle West
recorded expenses for this plan of approximatelyn#Bon for 2006, $6 million for 2005 and $5 mdin for 2004. APS recorded expenses for
this plan of approximately $6 million in 2006, $6llian in 2005 and $5 million in 2004.
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9. Leases

In 1986, APS sold about 42% of its share d6 Rarde Unit 2 and certain common facilities ine separate sale leaseback transactions.
APS accounts for these leases as operating |€Hsegjain resulting from the transaction of appraatiety $140 million was deferred and is
being amortized to operations and maintenance eepever 29.5 years, the original term of the leaBlesre are options to renew the leases
and to purchase the property for fair market valuthe end of the lease terms. Rent expense islatd on a straight-line basis. See Note 20
for a discussion of VIES, including the VIE's inveld in the Palo Verde sale leaseback transactions.

In addition, we lease certain land, buildingguipment, vehicles and miscellaneous other ithnesigh operating rental agreements with
varying terms, provisions and expiration dates.

Total lease expense recognized in the CoretelilStatements of Income was $72 million in 2378, million in 2005 and $69 million in
2004. APS’ lease expense was $64 million in 2068, Willion in 2005 and $57 million in 2004.

The amounts to be paid for the Palo Verde Ditases are approximately $49 million per yeatte years 2007 to 2015.

Estimated future minimum lease payments fan&tle West's and AP®perating leases are approximately as follows &i®lin millions)

Pinnacle We:
Year Consolidatec APS
2007 $ 79 $ 72
2008 76 70
2009 72 66
2010 68 63
2011 65 60
Thereaftel 25¢ 234
Total future lease commitmer $ 613 $ 56E

10. Jointly-Owned Facilities

APS shares ownership of some of its generatimtransmission facilities with other compani@sr share of operations and maintenance
expense and utility plant costs related to thesititfas is accounted for using proportional coidation. The following table shows APS’
interests in those jointly-owned facilities recaldmn the Consolidated Balance Sheets at Decemb@08#6 (dollars in thousands):
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Construction
Percent Plant in Accumulated Work in
Owned Service Depreciation Progress
Generating facilities
Palo Verde Units 1 and 29.1% $1,933,81. $990,60( $56,15(
Palo Verde Unit 2 (see Note 17.(% 670,51« 282,11 8,29¢
Four Corners Units 4 and 15.(% 159,34. 97,48¢ 2,45¢
Navajo Generating Station Units 1, 2 an 14.(% 254,28( 137,65¢ 3,44(
Cholla common facilities (e 63.2%(b) 89,45: 47,20 5,61¢
Transmission facilities
ANPP 500KV Systen 35.8%(b) 79,31 21,43: 3,27¢
Navajo Southern Syste 31.2%(b) 34,957 12,42 6,592
Palo Verde- Yuma 500KV Systen 23.%%(b) 9,19¢ 3,70z 271
Four Corners Switchyarc 27.5%(b) 3,10¢ 1,261 —
Phoenix- Mead Systen 17.1%(b) 36,02( 4,18¢ —
Palo Verde- Estrella 500KV Syster 55.59%(b) 74,24 2,97¢ (28)
Harquahal: 80.(%(b) — 243

(a) PacifiCorp owns Cholla Unit 4 and APS operatesuthiefor PacifiCorp. The common facilities at Cteo#ire jointh-owned.
(b) Weighted average of interes

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

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

APS currently estimates it will incur $147 fioih (in 2006 dollars) over the life of Palo Verfie its share of the costs related to the on-site
interim storage of spent nuclear fuel. At DecenBier2006, APS had a regulatory liability of $1 moitl that represents amounts recovered in
retail rates in excess of amounts spent for onisiégim spent fuel storage.
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NRC Inspection

In October 2006, the NRC conducted an inspeaif the Palo Verde emergency diesel generattes @afPalo Verde Unit 3 generator
started but did not provide electrical output dgnioutine inspections on July 25 and Septembe2@26. On February 22, 2007, the NRC
issued a “white” finding (low to moderate safetgrficance) for this matter. In connection withfitsding, the NRC stated that it would “use
the NRC Action Matrix to determine the most appraigr response and any increase in NRC oversiglaictayns [APS needs] to take in
response to the most recent performance deficighared notify APS of its determination at a latated Under the NRC’s Action Matrix, this
finding, coupled with a previous NRC “yellow” finalj relating to a 2004 matter involving Palo Verdeagety injection systems, will place
one or more Palo Verde units in the “multiple/répat degraded cornerstone” column of the NRC’sidwtMatrix, which will result in an
enhanced NRC inspection regimen. APS continuaspdeiment its plan to improve Palo Verde's operatigerformance.

Nuclear Insurance

The Palo Verde participants have insuranceddic liability resulting from nuclear energy leads to the full limit of liability under
federal law. This potential liability is covered pyimary liability insurance provided by commerdiadurance carriers in the amount of
$300 million and the balance by an industry-wideagpective assessment program. If losses at atigampower plant covered by the
program exceed the accumulated funds, APS couibsessed retrospective premium adjustments. Thienmaxassessment per reactor
under the program for each nuclear incident is@gprately $101 million, subject to an annual limft$15 million per incident, to be
periodically adjusted for inflation. Based on AR&kerest in the three Palo Verde units, APS’ maximotential assessment per incident for
all three units is approximately $88 million, with annual payment limitation of approximately $1i8iom.

The Palo Verde participants maintain “all fi§ikkcluding nuclear hazards) insurance for propeidmage to, and decontamination of,
property at Palo Verde in the aggregate amounafbillion, a substantial portion of which muisstf 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 unforesemzidental outage of any of the three units. Tiop@rty damage, decontamination, and
replacement power coverages are provided by NuBleatric Insurance Limited (NEIL). APS is subjeéatretrospective assessments unde
NEIL policies if NEIL's losses in any policy year exceed accumulatedsumhe maximum amount of retrospective assessmé&tiscould
incur under the current NEIL policies totals $18illion. The insurance coverage discussed in thisthe previous paragraph is subject to
certain policy conditions and exclusions.

Fuel and Purchased Power Commitments

Pinnacle West and APS are parties to varioekand purchased power contracts with terms axgbetween 2007 and 2025 that include
required purchase provisions. Pinnacle West estisrifie contract requirements to be approximateg $3illion in 2007; $259 million in
2008; $241 million in 2009; $221 million in 20101%L million in 2011; and $1.3 billion thereafterP& estimates the contract requiremen
be approximately $306 million in 2007; $231 millian2008; $241 million in 2009; $221 million in 201$185 million in 2011; and
$1.3 billion thereafter. However, these amounts ey significantly pursuant to certain provisiansuch contracts that permit us to
decrease required purchases under certain circooesta

Of the various fuel and purchased power cotgraentioned above some of those contracts heeotgpay provisions. The contracts A
has for the supply of its coal supply have takgay-provisions. The current take-or-pay coal cartérhave terms that expire in 2024.
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The following table summarizes our actual astimated take-or-pay commitments (dollars in wnilt):

Actual Estimated (a
2004 2005 2006 2007 2008 2009 2010 2011 Thereafte
Coal take-or-pay
commitments $41 $48 $67 $7C $72 $82 $97 $77 $552

(a) Total take-or-pay commitments are approxiftge®850 million. The total net present value ofsaeommitments is approximately
$592 million.

Coal Mine Reclamation Obligations

APS must reimburse certain coal providersafapounts incurred for coal mine reclamation. APSilaunine reclamation obligation was
$75 million at both December 31, 2006 and Decer8tieR005 and is included in Deferred Credits ante®bn the Consolidated Balance
Sheets.

California Energy Market Issues and Refunds in thePacific Northwest
FERC

In July 2001, the FERC ordered an expeditetfiading hearing to calculate refunds for spotkea transactions in California during a
specified time frame. APS was a seller and a pwehia the California markets at issue, and toetttent that refunds are ordered, APS
should be a recipient as well as a payor of suabuauts. The FERC is still considering the evidenu# refund amounts have not yet been
finalized. However, on September 6, 2005, the N@itlcuit issued a decision, concluding that the EERay not order refunds from entities
that are not within the FERC'’s jurisdiction. Becaasnumber of the entities owing refunds undeiHBBRC'’s calculations are not within the
FERC's jurisdiction, this order may affect the legérecovery of refunds due in this proceedingatidition, on August 8, 2005, the FERC
issued an order allowing sellers in the Califormiarkets to demonstrate that its refund methodotegults in an overall revenue shortfall for
their transactions in the relevant markets oveyegified time frame. More than twenty sellers madeh cost recovery filings on
September 14, 2005. On January 26, 2006, the FEERditonally accepted thirteen of these filingsjueing the refund liability for these
sellers. Correspondingly, this will reduce the rearg of total refunds in the California markets. Sumgust 2, 2006, the Ninth Circuit issued a
decision on the appropriate temporal scope antygeeof transactions that are properly subjechérefund orders. In the decision, the Court
preserved the scope of the FERC's existing refundgedings, but also expanded it potentially tduithe additional transactions, remanding
the orders to the FERC for further proceedingsitiBes for rehearing on this order are due no lttan February 28, 2007. In addition, on
December 19, 2006, the Ninth Circuit issued a deeisn the appropriate standard of review at thREBN wholesale power contracts in the
refund proceedings, specifically addressing thdiegipn of the so-called “just and reasonablehstrd as opposed to the “public interest”
standard. In so doing, the Ninth Circuit remandedrmatter back to the FERC with the requiremerttttteea FERC review the refund matter
using the appropriate standard of review. LikeAligust 2, 2006 Ninth Circuit decision, the Decemb@r2006 decision has the potential to
expand the existing FERC refund proceedings. Weently believe the refund claims at FERC will han@ematerial adverse impact on our
financial position, results of operations, cashvfior liquidity.
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On March 19, 2002, the State of Californiadila complaint with the FERC alleging that wholessadllers of power and energy, including
the Company, failed to properly file rate infornaaitiat the FERC in connection with sales to Califofrom 2000 to the present under market-
based rates. The complaint requests the FERC tirecitpe wholesale sellers to refund any ratesdtatfound to exceed just and reasonable
levels.” This complaint was dismissed by the FERC and th&if California appealed the matter to the Nitttuit Court of Appeals. In a
order issued September 9, 2004, the Ninth Cirqulield the FERC's authority to permit market-bas®ds, but rejected the FERC’s claim
that it was without authority to consider retroaetrefunds when a utility has not strictly adhet@the quarterly reporting requirements of the
market-based rate system. On September 9, 2008tk Circuit remanded the case to the FERC fahir proceedings. Several of the
intervenors in this appeal filed a petition foreahng of this decision on October 25, 2004. Théipe for rehearing was denied on July 31,
2006. On October 10, 2006, the State of Califofiéd a motion to stay the issuance of the man¢atkeeduled to be issued on November 2,
2006) until March 2, 2007. The request for stay giasted. The outcome of the further proceedingsagbe predicted at this time.

The FERC also ordered an evidentiary procegttirdiscuss and evaluate possible refunds for edad¢ sales in the Pacific Northwest.
FERC affirmed the ALJ’s conclusion that the pricethe Pacific Northwest were not unreasonablenjust and refunds should not be
ordered in this proceeding. This decision has neentappealed to the Ninth Circuit Court of Appeald oral argument was held on
January 8, 2007. Although the FERC ruling in thatter is being appealed and the FERC has not jatlated the specific refund amounts
due in California, we do not expect that the reotuof these issues, as to the amounts allegdteiproceedings, will have a material adv:
impact on our financial position, results of op&nas or cash flows.

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

Construction Program

Consolidated capital expenditures in 2007estenated to be (dollars in millions):

APS $ 892
SunCor 131
Other 13

Total $ 1,037

Natural Gas Supply

Pursuant to the terms of a comprehensiveegattht entered into in 1996 with El Paso Natural Gaspany, the rates charged for natural
gas transportation were subject to a rate moratotiwough December 31, 2005.
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On July 9, 2003, the FERC issued an orderattated the capacity rights of parties to the 198lement but maintained the cost
responsibility provisions agreed to by partieshat settlement. On December 28, 2004, the D.C.t@buxppeals upheld the FERC'’s
authority to alter the capacity rights of partieghe settlement. With respect to the FERC'’s aiitthto maintain the cost responsibility
provisions of the settlement, a party has soughekege review and is seeking to reallocate thé¢ isponsibility associated with the changed
contractual obligations in a way that would be les®rable to APS than under the FERC’s July 9,320@er. Should this party prevail on
this point, APS’ annual capacity cost could beéased by approximately $3 million per year aftenme taxes for the period
September 2003 through December 2005. This appedbéen stayed pending further consideration byERRC. On May 26, 2006, the
FERC issued an Order on Remand affirming its eatiéeision that there is no basis for modifying $ke&lement rates during the remaining
term of the settlement. The party seeking appetiateew is continuing to pursue an appeal of thssie and has therefore sought rehearing of
the May 26, 2006 order. FERC's next status repsoduie to the DC Circuit Court of Appeals by May@07.

Navajo Nation Litigation

In June 1999, the Navajo Nation served SaleRProject with a lawsuit filed in the United StmiDistrict Court for the District of
Columbia (the “D.C. Lawsuit”) naming Salt River Rrat, several Peabody Coal Company entities (dbliely, “Peabody”), Southern
California Edison Company and other defendants,ciimty various claims in connection with the reoggtions of the coal royalty and lease
agreements under which Peabody mines coal for &vajd Generating Station and the Mohave Gener&iation. APS is a 14% owner of
the Navajo Generating Station, which Salt Rivelj@iooperates. The D.C. Lawsuit alleges, amongrdtiiegs, that the defendants obtaine
favorable coal royalty rate by improperly influemgithe outcome of a federal administrative procester which the royalty rate was to be
adjusted. The suit seeks $600 million in damageb)¢ damages, punitive damages of not less thanmllfih, and the ejection of defendants
“from all possessory interests and Navajo TribatlRarising out of the [primary coal lease].” IlyJR001, the court dismissed all claims
against Salt River Project.

In January, 2005, Peabody served APS withivadd filed in the Circuit Court for the City of Stouis naming APS and the other Navajo
Generating Station participants and seeking, anotimgr things, a declaration that the participaate ‘obligated to reimburse Peabody for
royalty, tax, or other obligation arising out oétb.C. Lawsuit.” Based on APS’ ownership interesthie Navajo Generating Station, APS
could be liable for up to 14% of any such obligatiBecause the litigation is in preliminary stag®¥B8S cannot currently predict the outcome
of this matter.

Superfund

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

109




Table of Contents

PINNACLE WEST CAPITAL CORPORATION
NOTES TO CONSOLIDATED FINANCIAL STATEMENTS

Litigation

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

12. Asset Retirement Obligations

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
nonnuclear 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 and distributioretssave asset retirement obligations becauseatieesubject to right of way and easement
agreements that require final removal. These ageatsthave a history of uninterrupted renewal tHaSAexpects to continue. As a result,
cannot reasonably estimate the fair value of tketagtirement obligation related to such distidrund transmission assets.

Additionally, APS has aquifer protection peisifor some of its generation sites that requieedbsure of certain facilities at those sites.
The generation sites are strategically locate@iteesAPS Native Load customers. Management expecisntinuously use the sites and, tt
cannot estimate a potential closure date. The estietment obligations associated with our nonitagd assets are immaterial.

The following schedule shows the change inamset retirement obligations for 2006 and 20084doin millions):

2006 2005
Asset retirement obligations at the beginning an $ 26€ $ 252
Changes attributable t
Liabilities settlec 2 2
Accretion expens 19 17
Estimated cash flow revisiol (18 2
Asset retirement obligations at the end of y $ 26€ $ 26€

In accordance with SFAS No. 71, APS accruesxal costs for its regulated utility assets, eife¢here is no legal obligation for removal.
See detail of regulatory liabilities in Note 1.

To fund the costs APS expects to incur to denission Palo Verde, APS established external dedesioning trusts in accordance with
NRC regulations. APS invests the trust funds iedixncome securities and domestic equity securiiBs$ applies the provisions of SF,
No. 115,“Accounting for Certain Investments in Debt and Eg$ecurities,” in accounting for investments Ecdmmissioning trust funds,
and classifies these investments as availableafer As a result, we
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record the decommissioning trust funds at theimfalue on our Consolidated Balance Sheets. Beazfutbe ability of APS to recover
decommissioning costs in rates and in accordanttetie regulatory treatment for decommissioningttfunds, we have recorded the
offsetting amount of unrealized gains on investnseurities in other regulatory liabilities/assédise following table summarizes the fair
value of APS’ nuclear decommissioning trust funsets at December 31, 2006 and December 31, 200&r&io millions):

Total
Unrealized
Fair Value Gains
2006
Equity securitie: $ 164 $ 63
Fixed income securitie 18C 3
Total $ 344 $ 66
2005
Equity securitie: $ 15C $ 50
Fixed income securitie 144 3
Total $ 294 $ 53

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

Year Ended December 3

2006 2005 2004
Realized gain $ 9 $ 6 $ 1
Realized losse — (6) 2
Proceeds from the sale of securi 25¢ 18¢€ 124

The fair value of fixed income securities suanized by contractual maturities, at December BD6ds as follows (dollars in millions):

Fair Value
Less than one ye: $ 10
1 year- 5 years 47
5 years- 10 years 47
Greater than 10 yea 76
Total $ 18C

13. Selected Quarterly Financial Data (Unaudited)
The following note presents quarterly finahaiormation for 2006 and 2005.
Consolidated quarterly financial informatiar 2006 and 2005 is as follows (dollars in thousamdcept per share amounts):
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Operating revenue

Operations and maintenar
Operating incom:

Income taxe:

Income from continuing operatiol
Net income

Operating revenue

Operations and maintenar
Operating incom:

Income taxe:

Income from continuing operatiol
Net income

Earnings per share:

Basic earnings per share
Income from continuing operatiol
Net income

Diluted earnings per share:
Income from continuing operatiol
Net income

Basic earnings per share:
Income from continuing operatiol
Net income

Diluted earnings per share:
Income from continuing operatiol
Net income
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2006 Quarter Ende 2006
March 31, June 30 September 3( December 31 Total
$670,20¢ $925,02¢ $1,076,44. $730,07. $3,401,74
178,42° 168,33 164,39¢ 180,12: 691,27
57,16 191,19 310,44( 60,07( 618,87(
6,79: 49,27 98,83¢ 1,51¢ 156,41¢
11,59¢ 110,84 184,17 10,52¢ 317,14:
12,45¢ 112,15 184,16 18,47¢ 327,25!
2005 Quarter Ende 2005
March 31, June 30 September 3( December 31 Total
$585,35¢ $755,34. $955,58: $691,67. $2,987,95!
155,08 153,09 158,94( 168,70t 635,82
91,82¢ 178,83: 161,84! 82,78 515,28¢
18,57( 54,98¢ 40,30¢ 13,02¢ 126,89:
29,59¢ 85,10: 84,69¢ 23,76¢ 223,16
24,44¢ 26,73t 103,73 21,347 176,26’
2006 Quarter Ende
March 31, June 30 September 3( December 31
$0.12 $1.12 $1.8¢ $0.11
0.1: 1.15 1.8t 0.1¢
$0.12 $1.11 $1.84 $0.1C
0.1: 1.13 1.84 0.1¢
2005 Quarter Ende
March 31, June 30 September 3( December 31
$0.32 $0.8¢ $0.8¢ $0.24
0.27 0.2¢ 1.0t 0.22
$0.32 $0.8¢ $0.8¢€ $0.24
0.27 0.2¢ 1.0t 0.2z

112




Table of Contents

PINNACLE WEST CAPITAL CORPORATION
NOTES TO CONSOLIDATED FINANCIAL STATEMENTS

14. Fair Value of Financial Instruments

We believe that the carrying amounts of owhoaquivalents are reasonable estimates of thewdmes at December 31, 2006 and 2005
due to their short maturities.

We hold investments in fixed income securif@spurposes other than trading. We believe thatcarrying amounts of these investments
represent reasonable estimates of their fair vati®ecember 31, 2006 and 2005 due to the shorntteset of interest rates.

We also hold investments in fixed income aothdstic equity securities for purposes other thading. The December 31, 2006 and 2005
fair values of such investments, which we determiip@sing quoted market prices, approximate thairying amount. For further
information, see disclosure of cost and fair vatiAPS’ nuclear decommissioning trust fund assefdate 12.

On December 31, 2006, the carrying value oflang-term debt for Pinnacle West, excluding caljzied lease obligations was
$3.23 billion, with an estimated fair value of $3MHillion. The carrying value of our long-term débt Pinnacle West excluding capitalized
lease obligations and interest rate swaps was $#ll8th on December 31, 2005, with an estimatedvfalue of $3.00 billion. On
December 31, 2006, the carrying value of APS’ loeiga debt excluding capitalized lease obligatioas %2.87 billion, with an estimated fair
value of $2.84 billion. The carrying value of ARShg-term debt excluding capital lease obligatiaras $2.56 billion on December 31, 2005,
with an estimated fair value of $2.57 billion. Tlaér value estimates are based on quoted markeggdf the same or similar issues.

15. Earnings Per Share

The following table presents earnings per Widg-average common share outstanding for the pealsd December 31, 2006, 2005 and
2004:

2006 2005 2004

Basic earnings per shal

Income from continuing operatiol $ 3.1¢ $ 231 $ 2.7C

Income (loss) from discontinued operatic 0.1C (0.4%) (0.09
Earnings per shar~ basic $ 3.2¢ $ 1.8t $ 2.6€
Diluted earnings per shar

Income from continuing operatiol $ 3.17 $ 231 $ 2.6¢

Income (loss) from discontinued operatic 0.1C (.49 (0.03)
Earnings per shar diluted $ 3.27 $ 182 $ 2.6¢€

Dilutive stock options increased average comsitares outstanding by approximately 593,000 shar2006, 106,000 shares in 2005 and
135,000 shares in 2004. Total average common shatstnding for the purposes of calculating ddutarnings per share were 100,010,108
shares in 2006, 96,589,949 shares in 2005 and 34,63 shares in 2004.
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Options to purchase 437,401 shares of comioak svere outstanding at December 31, 2006 but wetréncluded in the computation of
diluted earnings per share because the optionstiseeprice was greater than the average markes pfithe common shares. Options to
purchase shares of common stock that were notdadlin the computation of diluted earnings per share 495,367 at December 31, 2005
and 1,058,616 at December 31, 2004.

16. Stock-Based Compensation
Pinnacle West offers stock-based compensatams for officers and key employees of Pinnaclestéad our subsidiaries.

The 2002 Long-Term Incentive Plan (“2002 P)aadfows Pinnacle West to grant performance shatesk ownership incentive awards
and non-qualified and performance-accelerated siptibns to key employees. We have reserved 6anihares of common stock for
issuance under the 2002 plan. No more than 1.8om#hares may be issued in relation to performahege awards and stock ownership
incentive awards. The plan also provides for ttating of new non-qualified stock options at a @qer share not less than the fair market
value of the common stock at the time of grant.ofllions are now vested. The terms of the optiamniot be longer than 10 years and the
options cannot be repriced during their terms.

Performance share awards under the 2002 Blgain performance criteria that affect the nundfeshares that ultimately vest. Generally,
each recipient of performance shares is entitleé¢eive shares of common stock at the end ofeethear performance period. The number
of shares each recipient ultimately receives, ¥f, ambased upon the relative percentile rankinBiaohacle West's earnings per share growth
rate at the end of the three-year period as cordgarthe earnings per share growth rate of alveglecompanies in a specified utilities index.
The fair value of the grant is estimated usingGlenpany’s closing stock price on the date of grisi@nagement evaluates the probability of
meeting the performance criteria at each balaneetshate. If the goals are not achieved, no congpiemscost is recognized and any
recognized compensation cost is reversed.

The 1994 Long-Term Incentive Plan (“1994 P)antludes outstanding options but ho new awardg lbeagranted under the plan. Options
vested onehird of the grant per year beginning one yearrdfte date the option is granted and expire tensyigam the date of the grant. T
1994 Plan also provided for the granting of any bimration of shares of restricted stock, stock agpt®n rights or dividend equivalents.

In 2006, Retention Unit Awards (“Retention ts$f)j were granted to key employees. Each Retertdioihrepresents the right to receive a
cash payment equal to the fair market value ofstrae of Pinnacle West's common stock, determimepre-established valuation dates.
One-fourth of the Retention Units will be redeentieel first business day of calendar years 2007, 20089 and 2010. In addition, the
employee will receive the amount of dividends thatemployee would have received if the employeedvened the stock from the date of
grant to the date of payment plus interest. TheR&tn Units vest over a four year period from 2@8@®ugh 2009, unless the employee is
eligible to retire, in which case the employee’sdRéion Units are immediately vested and the corsgon expense is recognized. As this
award is accounted for as a liability award, consaéion costs, initially measured based on the Caoyipatock price on the grant date, is
remeasured at each balance sheet date.
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Effective January 1, 2006, we adopted SFASI28(R), “Share-Based Payment,” using the modifiexspective application method.
Because the fair value recognition provisions dhtfFAS No. 123 and SFAS No. 123(R) are materi@lysistent with respect to our stock-
based compensation plans, the adoption of SFASRR(R) did not have a material impact on our finahstatements.

The compensation cost that has been chargedsadPinnacle West's income for share-based cosgiem plans was $13 million in 2006,
$6 million in 2005 and $8 million in 2004. The coemsation cost that Pinnacle West has capitalizedinvmaterial in 2006, 2005 and 2004.
Pinnacle West's total income tax benefit recognizetthe condensed consolidated income statemestifne-based compensation
arrangements was $5 million in 2006, $2 millior2D05 and $3 million for 2004. APS’ share of compeim cost that has been charged
against income was $12 million in 2006, $5 milliar2005 and $6 million in 2004.

The following table is a summary of optioniegity under our equity incentive plans as of DecemBl, 2006 and changes during the year:

Weightec-
Average Aggregate
Weighter- Remaining Intrinsic Value
Shares Average Exercis Contractual Tern (dollars in
Options (in thousands Price (Years) thousands
Outstanding at January 1, 20 1,69¢ $39.6¢
Exercisec 58¢ 37.6¢
Forfeited or expirel 20 43.2:
Outstanding at December 31, 2( 1,08¢ 40.6¢ 4.C $10,93¢
Exercisable at December 31, 2( 1,08 40.6¢ 4.C $10,86

There were no options granted during the y2@@6 and 2005. The intrinsic value of options eis&d was $5 million for 2006, $4 million
for 2005 and $3 million for 2004.

The following table is a summary of the statfistock compensation awards, other than optiasasf December 31, 2006 and changes
during the year:

Shares Weightec-Average Grar-Date
Nonvested share (in thousands Fair Value
Nonvested at January 1, 20 52¢ $38.28
Granted 28¢ 41.5(
Vested (20%) 38.2¢
Forfeited (180 35.7:
Nonvested at December 31, 2( 42¢ 41.4%

As of December 31, 2006, there was $8 milbbiotal unrecognized compensation cost relatetbtovested share-based compensation
arrangements granted under the plans. That cegpiscted to be recognized over a weighted-averagedoof 1.9 years. The number of
shares vested
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during the year ended December 31, 2006 was 205/284s. The total fair value of shares vestechdl#006 was $10 million and $3 milli
for 2005.

The following table is a summary of the amoamd weighted-average grant date fair value okstoenpensation awards granted, other
than options, during the years ended December@®6,2005 and 2004:

2006 Gran 2005 Gran 2004 Gran
2006 Date Fair 2005 Date Fair 2004 Date Fair
Shares Value Shares Value Shares Value
Restricted stoc — $ — — $ — 4,00( $37.6¢(a)
Performance share awat 274,07( 41.5((b) 215,30( 41.3€(b) 215,28! 37.85b)
Stock ownership incentive awar 12,52¢ 41.5((b) 13,11« 44.1%(b) 9,01t 40.2¢(b)
Retention unit award — 49.9%(b) — — — —

(&) Restricted stock priced at the average of the highlow market price on the grant d:
(b) Performance shares and stock ownership incentiaedspriced at the closing market price on thetgitate.

Cash received from options exercised undesbare-based payment arrangements was $22 mitlia2006, $17 million for 2005 and
$13 million for 2004. The tax benefit realized the tax deductions from option exercises of theeshased payment arrangements was
$2 million for 2006, $1 million for 2005 and $1 twh for 2004.

Pinnacle West’s current policy is to issue rehares to satisfy share requirements for stockpeosation plans and it does not expect to
repurchase any shares during 2007.
17. Business Segments

Pinnacle West's two principal business segmarg:

« our regulated electricity segment, which congi$tsaditional regulated retail and wholesale &leity businesses (primarily electricity
service to Native Load customers) and related ietivand includes electricity generation, transiois and distribution; an

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

Our reportable business segments reflect agehttom the previously reported information. Adafcember 31, 2006, our marketing and
trading activities are no longer considered a segmeguiring separate reporting or disclosure. magketing and trading activities consist of
our competitive energy business, including whokesaarketing and trading and retail commodity-relaaergy services. These activities
have decreased as a result of fewer market opptiesiand the Company’intention to deemphasize that part of our businBsese activitie
are now reported
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as part of the “Other” category in the table beldWwe corresponding information for earlier perib@s been reclassified.

Financial data for 2006, 2005 and 2004 byrhess segments is provided as follows (dollars ihians):

Operating revenue

Purchased power and fuel ca

Other operating expens
Operating margil

Depreciation and amortizatic

Interest expens

Other expense (incom

Income from continuing operations before income

Income taxe:

Income from continuing operatiol

Income from discontinued operations — net of incaaxeexpense of $7
(see Note 22

Net income

Total asset
Capital expenditure
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$ 40C
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1
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10
$ 60
$ 591
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Other
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$ 3,40z
1,251
1,17:
97¢
35¢
17¢
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157
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Operating revenues (

Purchased power and fuel ca

Other operating expens

Regulatory disallowance (see Note
Operating margil

Depreciation and amortizatic

Interest expens

Other expense (incom

Income from continuing operations before income

Income taxe:

Income from continuing operatiol

Income (loss) from discontinued operations — néhodme tax benefit of
$(30) (see Note 22) (I

Net income (loss

Total asset
Capital expenditure

Operating revenue

Purchased power and fuel ca

Other operating expens
Operating margil

Depreciation and amortizatic

Interest expens

Other expense (income) (

Income from continuing operations before incomes&

Income taxe:

Income from continuing operatiol

Income (loss) from discontinued operations — néhodme tax benefit o
$(2) (see Note 22) (t

Net income

Capital expenditure
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Regulatec
Electricity
$ 2,237
59t
74C
13¢
763
34z
16¢

.

257
90
167

167
$ 9,732
$ 811

©

Real Estat
$ 33¢€
27¢€
60
3
2
©)
58
23
35
1/
$ 52
$ 48¢
$ 10€

Other
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154

11

Total

$ 2,98¢
88¢
1,09¢
13¢

862

34¢

172

35C
127
22¢

&
=
~
™

$11,32¢
92¢

»

Business Segments for the Year Ended Decembel084,

Regulatec
Electricit

2,03t
567
683
78t
384
17¢

-

D

227
75
152

&

152
$ 48¢

Real Estat

$ 35C

284

66
4

1
(6)
67

1
40

_ 4
$ 44
$ 81

Other

©“
w
D

Total

2,82¢
88¢
1,031
91C
392
17z

37
38:¢
13€
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(a) Effective April 1, 2005, revenues of approximgt®40 million from Off-System Sales, which weregoeisly reported in the other
segment, began being reported in the regulatetrieigcsegment in accordance with the retail i@@se settlemen

(b) The other segment relates to the sale and opesatioBilverhawk and NAC. See Note !

(c) The other segment includes a $35 million prefg24 million after-tax) gain related to the saleadimited partnership interest in the
Phoenix Suns in 200.

18. Derivative and Energy Trading Accounting

We are exposed to the impact of market flucdaa in the commodity price and transportationtsa$ electricity, natural gas, coal,
emissions allowances and in interest rates. We gearigks associated with these market fluctuatipnstilizing various instruments that
qualify as derivatives, including exchange-tradedifes and options and over-the-counter forwandons and swaps. As part of our overall
risk management program, we use such instrumetsdge purchases and sales of electricity, fuats eaissions allowances and credits. As
of December 31, 2006, we hedged certain exposaretprice variability of commodities for a maximwf 3.25 years. The changes in
market value of such contracts have a high corogldb price changes in the hedged transactionaddiition, subject to specified risk
parameters monitored by the ERMC, we engage in etiackand trading activities intended to profitrfranarket price movements.

We recognize all derivatives, except thosectvigjualify for a scope exception, as either agseliabilities on the balance sheet and
measure those instruments at fair value in accasaith SFAS No. 133, as amended by SFAS No. 14@vBtive commodity contracts for
the physical delivery of purchase and sale quastitiansacted in the normal course of busines&yfml the normal purchase and sales
exception and are accounted for under the accratiiod of accounting. Changes in the fair valueesivétive instruments are recognized
periodically in income unless certain hedge critaie met. For cash flow hedges, the effectivagodf changes in the fair value of the
derivative are recognized in common stock equisyg@omponent of other comprehensive income (lose))fair value hedges, the gain or
loss on the derivative as well as the offsettirgglor gain on the hedged item associated withedgédd risk are recognized in earnings. We
use cash flow hedges to limit our exposure to flashvariability on forecasted transactions. We feevalue hedges to limit our exposure
changes in fair value of an asset or liability.

For its regulated operations, APS deferstiture rate recovery 90% of gains and losses ovatéres that would otherwise be recognized
in income. In the following discussion amounts tivauld otherwise be recognized in income will beoreled as either a regulatory asset or
liability and have no effect on earnings to theeexthese amounts are eligible to be recoveredigfrthe PSA.

We assess hedge effectiveness both at incegtid on a continuing basis. Hedge effectivenesdased to the degree to which the
derivative contract and the hedged item are cdaéland measured based on the relative changes wafue between the derivative contract
and the hedged item over time. We exclude the Viahge of certain options from our assessment ofjaedfectiveness. Any change in the
fair value resulting from ineffectiveness, or tmeaunt by which the derivative contract and the leebdlgppmmodity are not directly correlated,
is recognized immediately in net income.
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Both non-trading and trading derivatives tth@not qualify for a scope exception are classifis@ssets and liabilities from risk
management and trading activities on the Cons@aiBalance Sheets. Certain of our non-trading dévies qualify for cash flow hedge
accounting treatment. Non-trading derivatives,ror portion thereof that are not effective hedges,aaljusted to fair value through income.
Realized gains and losses related to non-tradingat&es that qualify as cash flow hedges of exp@dransactions are recognized in revenue
or purchased power and fuel expense as an off¢lee teelated item being hedged when the underlygdged physical transaction impacts
earnings. If it becomes probable that a forecatssetsaction will not occur, we discontinue the abedge accounting and recognize in
income the unrealized gains and losses that wergqursly recorded in other comprehensive incomssjldn the event a non-trading
derivative is terminated or settled, the unrealigaihs and losses remain in other comprehensiwrieqloss), and are recognized in income
when the underlying transaction impacts earnings.

All gains and losses (realized and unrealizedirading contracts that qualify as derivativesiacluded in marketing and trading revenues
on the Consolidated Statements of Income on aasi$ bTrading contracts that do not meet the defindf a derivative are accounted for on
an accrual basis with the associated revenuesaats iecorded at the time the contracted commaditie delivered or received.

In the electricity business, some contracisuiwhase energy are netted against other contmastdl energy. This is called “book-out” and
usually occurs in contracts that have the samestégumrantities and delivery points) and for whickvpo does not flow. We net these book-
outs, which reduces both revenues and fuel anchpaed power costs in our Consolidated Statementofme, but this does not impact our
financial condition, net income or cash flows.

Cash Flow Hedges

The changes in the fair value of our hedgegitipms included in the Consolidated Statementacdime, after consideration of amounts
deferred under the PSA, for the years ended Deae®ih@006, 2005 and 2004 are comprised of thewiatlg (dollars in thousands):

2006 2005 2004
Gains (losses) on the ineffective portion of deiixes qualifying for hedge accountil $(5,66¢€) $14,28¢ $(1,56¢)
Gains (losses) from the change in options’ timei@axcluded from measurement of

effectivenes: (10 62C 18t
Gains from the discontinuance of cash flow hec 458 55€ 1,137

During 2007, we estimate that a net gain @f 8@llion before income taxes will be reclassiffedm accumulated other comprehensive
income as an offset to the effect of market pricenges for the related hedged transactions. Texteat the amounts are eligible for inclus
in the PSA, the amounts will be recorded as e#hergulatory asset or liability and have no effacearnings (see Note 3).
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Our assets and liabilities from risk managenagl trading activities are presented in two catieg.

The following table summarizes our assetslafdities from risk management and trading ac¢i&s at December 31, 2006 and 2005
(dollars in thousands):

Investment Deferred
Current and Othel Current Credits anc Net Assel

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

Mark-to-market $458,03¢ $ 96,89: $(481,66) $(135,05¢) $(61,797)

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

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

Options and emission allowanc- at cost — 83¢ (12,75) — (11,919
Total $641,04( $167,21: $(558,19) $(171,170) $ 78,88¢

Investment Deferred
Current and Othel Current Credits anc Net Assel

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

Mark-to-market $516,39¢ $228,87: $(335,80)) $ (74,787 $ 334,68

Margin account and optior 1,81« — (124,165 — (122,35)
Marketing and trading

Mark-to-market 307,88: 291,12: (236,929 (181,41) 180,66¢

Options and emission allowanc- at cost 1,68 77,83¢ (23,80%) (209) 55,50¢
Total $827,77! $597,83: $(720,699) $(256,41) $ 448,50:

We maintain a margin account with a brokesupport our risk management and trading activifié® margin account was an asset of
$73 million at December 31, 2006 and a liability$d®23 million at December 31, 2005 and is incluitethe margin account in the table
above. Cash is deposited with the broker in thi®ant at the time futures or options contractsriteted. The change in market value of
these contracts (reflected in mark-to-market) nexguadjustment of the margin account balance.

Cash or other assets may be required to sareellateral against our open positions on cednargyrelated contracts. Collateral provic
to counterparties was $10 million at December 8D62and $6 million at December 31, 2005, and ikighed in other current assets on
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the Consolidated Balance Sheets. Collateral provideus by counterparties was $54 million at Decen®i, 2006 and $216 million at
December 31, 2005, and is included in other cuiiabilities on the Consolidated Balance Sheets.

Credit Risk

We are exposed to losses in the event of mfoypeance or nonpayment by counterparties. We hiakenanagement and trading contracts
with many counterparties. Our risk management moeassesses and monitors the financial exposaleafunterparties. Despite the fact t
the great majority of trading counterparties’ sé@®s are rated as investment grade by the cretiitg agencies, there is still a possibility that
one or more of these companies could default, tieguh a material impact on consolidated earniiags given period. Counterparties in the
portfolio consist principally of financial institigins, major energy companies, municipalities amalldistribution companies. We maintain
credit policies that we believe minimize overabdit risk to within acceptable limits. Determinatiof the credit quality of our counterparties
is based upon a number of factors, including credihgs and our evaluation of their financial citioth. To manage credit risk, we employ
collateral requirements, standardized agreemeatsatlow for the netting of positive and negatixp@sures associated with a single
counterparty and credit default swaps. Valuatignsgithents are established representing our estihtaéslit losses on our overall exposur
counterparties. See Note 1 “Derivative Accountif@”a discussion of our credit valuation adjustmaoitcy.

19. Other Income and Other Expense

The following table provides detail of othacome and other expense for 2006, 2005 and 200kr@lm thousands):

2006 2005 2004

Other income

Interest incom: $ 18,867 $ 14,79: $ 6,77

SunCor other incom 10,881 2,62: 4,45¢

SO2 emission allowance sales and othe 10,78: 3,18i 3,02¢

Investment gain— net (b) 2,531 752 38,25¢

Miscellaneous 94¢ 2,00t 77¢
Total other incomi $ 44,01¢ $ 23,36( $ 53,28¢
Other expense

Non-operating costs (& $(16,229) $(13,589) $(15,52¢)

Asset disposition (2,056 (9,759 (1,219

Miscellaneous (9,52)) (3,369 (4,609
Total other expens $(27,800) $(26,71¢) $(21,340

(@) As defined by the FERC, includes be-the-line nor-operating utility income and expense (items exallilem utility rate recovery)
(b) Includes a $35 million gain ($21 million after taglated to the sale of a limited partnership ie$ein the Phoenix Suns in 20l
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20. Variable-Interest Entities

In 1986, APS entered into agreements withetlseparate VIE lessors in order to sell and leask imterests in Palo Verde Unit 2. The
leases are accounted for as operating leasesandare with GAAP. See Note 9 for further inforroatabout the sale leaseback transact
We are not the primary beneficiary of the Palo \éeWlEs and, accordingly, do not consolidate them.

APS is exposed to losses under the Palo \E&tgeleaseback 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 d&3eafember 31, 2006, APS would have been requiraddome approximately $214 million
of debt and pay the equity participants approxitgeé&77 million.

SunCor has certain land development arrangentleatt are required to be consolidated under R, 4Consolidation of Variable Interest
Entities.” The assets and non-controlling interesflected in our Consolidated Balance Sheetseélat these arrangements were
approximately $39 million at December 31, 2006 apdroximately $34 million at December 31, 2005.

21. Guarantees

We have issued parental guarantees and leftersdit and obtained surety bonds on behalf BSAnergy Services. Our credit support
instruments enable APS Energy Services to offemsodity energy and energy-related products. Nongperdnce or non-payment under the
original contract by APS Energy Services would isgjus to perform under the guarantee or suretglbo liability is currently recorded on
the Condensed Consolidated Balance Sheets retaféidriacle West's current outstanding guarantedsebalf of its subsidiary. Our
guarantees have no recourse or collateral provdsm@allow us to recover amounts paid under theaguees. At December 31, 2006, we had
guarantees totaling $16 million and surety bongaitay $25 million with a term of approximately opear for APS Energy Services.

At December 31, 2006, Pinnacle West had apmrately $4 million of letters of credit relatedwimrkers’ compensation expiring in 2007.
We intend to provide from either existing or newilities for the extension, renewal or substitutafrthe letters of credit to the extent
required.

APS has entered into various agreements ¢lgaiine letters of credit for financial assuranceppses. At December 31, 2006,
approximately $200 million of letters of credit wesutstanding to support existing pollution contvohds of approximately $200 million. T
letters of credit are available to fund the paynwdrgrincipal and interest of such debt obligatiansl expire in 2010. APS has also entered
into approximately $91 million of letters of cretfit support certain equity lessors in the Palo ¥esale leaseback transactions (see Note 9 fol
further details on the Palo Verde sale leasebaistictions). These letters of credit expire in 2@&Halitionally, at December 31, 2006, APS
had approximately $4 million of letters of creditated to counterparty collateral requirementsrxgin 2007. APS intends to provide from
either existing or new facilities for the extensioenewal or substitution of the letters of crédithe extent required.
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We enter into agreements that include inderatibn provisions relating to liabilities arisifigpm or related to certain of our agreements;
most significantly, APS has agreed to indemnifyeheity participants and other parties in the Raode sale leaseback transactions with
respect to certain tax matters. Generally, a maxirobligation is not explicitly stated in the indeification provisions and, therefore, the
overall maximum amount of the obligation under sincfemnification provisions cannot be reasonabtinested. Based on historical
experience and evaluation of the specific inderesjtive do not believe that any material loss rdlegesuch indemnification provisions is
likely.

22. Discontinued Operations

Silverhawk (other)—In June 2005, we entered into an agreement t@sell5% interest in the Silverhawk Power StatioNRC. The sal
was completed on January 10, 2006. As a resulti@kale, we recorded a loss from discontinuedadjpers of approximately $56 million
(%91 million pretax) in the second quarter of 200Be chart below includes the revenues and expeakssd to the operations of Silverha
The assets held for sale at December 31, 2005 $28@ million, of which property, plant and equiprhancounted for approximately $197
million.

SunCor (real estate segment)n 2006 and 2005, SunCor sold commercial propengch are required to be reported as discontinued
operations on Pinnacle West's Consolidated Statey@rincome in accordance with SFAS No. 144. Assallt of the sales, we recorded a
gain from discontinued operations of approximag&dymillion ($15 million pretax) in 2006 and $15 tidh ($25 million pretax) in 2005.

NAC (other)—In 2004, we sold our investment in NAC, and in 20@5recognized a gain of $4 million ($6 million tae) in connection
with the sale that had previously been subjecbttdingencies.

The following table provides revenue, inconosg) before income taxes and income (loss) adterd classified as discontinued operations
in Pinnacle West's Consolidated Statements of Irefonthe years ended December 31, 2006, 2005 @odl (2lollars in millions):
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Revenue
SunCor- commercial operatior
Silverhawk
NAC

Total revenue

Income (loss) before taxe
SunCor— commercial operatior
Silverhawk (a]

NAC

Total income (loss) before tax

Income (loss) after taxe
SunCor- commercial operatior
Silverhawk
NAC

Total income (loss) after tax

PINNACLE WEST CAPITAL CORPORATION
NOTES TO CONSOLIDATED FINANCIAL STATEMENTS

2006

$ 3

1
$ 4
$ 17

1
_a
$ 17
$ 10

1
_
$ 10

2005

©“
a1 ©

2004
$ 21
61
34
$ 11¢€
$ 6
(18
7
$ (5
$ 4
(12
_ 4
$ (@

(@ Income before income taxes includes an istengpense allocation, net of capitalized amouwit$13 million in 2005 and $6 million in
2004. The allocation was based on Pinnacle 's weighte-average interest rate applied to the net proppliynt and equipmen
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MANAGEMENT’'S REPORT ON INTERNAL CONTROL
OVER FINANCIAL REPORTING
(ARIZONA PUBLIC SERVICE COMPANY)

Our management is responsible for establisamymaintaining adequate internal control oveariial reporting, as such term is defined
in Exchange Act Rules 13(a)-15(f), for Arizona Ral8ervice Company. Management conducted an evaifuat the effectiveness of our
internal control over financial reporting basedtloa framework ifnternal Control — Integrated Frameworksued by the Committee of
Sponsoring Organizations of the Treadway Commisd@sed on our evaluation under the framewotkiernal Control — Integrated
Framework,our management concluded that our internal cootret financial reporting was effective as of Decem®l, 2006. Our
management’s assessment of the effectiveness dfiteanal control over financial reporting as ofd@enber 31, 2006 has been audited by
Deloitte & Touche LLP, an independent registerelliplaccounting firm, as stated in their report @rhis included herein and relates also to
the Company’s financial statements.

February 28, 2007
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REPORT OF INDEPENDENT REGISTERED PUBLIC ACCOUNTING FIRM

To the Board of Directors and Stockholders of
Arizona Public Service Company
Phoenix, Arizona

We have audited the accompanying balance shedtszoina Public Service Company (the “Company”) &®ecember 31, 2006 and 2005,
and the related statements of income, changesimom stock equity, and cash flows for each of kined years in the period ended
December 31, 2006. Our audits also included trenfifal statement schedule listed in the Indexeah 1t5. We also have audited
management’s assessment, included in the accormmpManagement’s Report on Internal Control OveaRkiial Reporting, that the
Company maintained effective internal control ofmeancial reporting as of December 31, 2006, basedriteria established imternal
Control—Integrated Framewoiiksued by the Committee of Sponsoring Organizatidrike Treadway Commission. The Company’s
management is responsible for these financialrsatés and financial statement schedule, for maiimgieffective internal control over
financial reporting, and for its assessment ofdffiectiveness of internal control over financighaeting. Our responsibility is to express an
opinion on these financial statements and finarst@kement schedule, an opinion on managemengsssent, and an opinion on the
effectiveness of the Company’s internal controlrdiancial reporting based on our audits.

We conducted our audits in accordance with thedstals of the Public Company Accounting OversighamioUnited States). Those
standards require that we plan and perform thet &amdbtain reasonable assurance about whethdindmecial statements are free of material
misstatement and whether effective internal cordvelr financial reporting was maintained in all exéal respects. Our audit of financial
statements included examining, on a test basideage supporting the amounts and disclosures ifirthecial statements, assessing the
accounting principles used and significant estismatade by management, and evaluating the ovematdial statement presentation. Our
audit of internal control over financial reportimgluded obtaining an understanding of internaltedrover financial reporting, evaluating
management’s assessment, testing and evaluatirtpiign and operating effectiveness of internatrobrand performing such other
procedures as we considered necessary in the dtanoes. We believe that our audits provide a redse basis for our opinions.

A company'’s internal control over financial repogiis a process designed by, or under the supenvisi the company’s principal executive
and principal financial officers, or persons pemfiorg similar functions, and effected by the compampard of directors, management, and
other personnel to provide reasonable assuraneediag the reliability of financial reporting antket preparation of financial statements for
external purposes in accordance with generally@edeaccounting principles. A company’s internaitcol over financial reporting includes
those policies and procedures that (1) pertaiheartaintenance of records that, in reasonablel detaurately and fairly reflect the
transactions and dispositions of the assets ofdhgpany; (2) provide reasonable assurance thaactions are recorded as necessary to
permit preparation of financial statements in adaace with generally accepted accounting principtesthat receipts and expenditures o
company are being made only in accordance withasizditions of management and directors of the cawypand (3) provide reasonable
assurance regarding prevention or timely deteafamauthorized acquisition, use, or dispositioth&f company’s assets that could have a
material effect on the financial statements.
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Because of the inherent limitations of internaltcohover financial reporting, including the possti of collusion or improper management
override of controls, material misstatements duertor or fraud may not be prevented or detected timely basis. Also, projections of any
evaluation of the effectiveness of the internaltoarover financial reporting to future periods ateject to the risk that the controls may
become inadequate because of changes in conditiotigat the degree of compliance with the policeprocedures may deteriorate.

In our opinion, the financial statements referedlbove present fairly, in all material respedts, financial position of the Company as of
December 31, 2006 and 2005, and the results op#sations and its cash flows for each of the tlgeses in the period ended December 31,
2006, in conformity with accounting principles geally accepted in the United States of America.oAla our opinion, the financial statem
schedule, when considered in relation to the Hasanicial statements taken as a whole, presenty,fai all material respects, the informati
set forth therein. Also, in our opinion, managerteassessment that the Company maintained effeictigenal control over financial
reporting as of December 31, 2006, is fairly state@ll material respects, based on the critestaldished irinternal Control—Integrated
Frameworkissued by the Committee of Sponsoring Organizatifriee Treadway Commission. Furthermore, in ouniop, the Company
maintained, in all material respects, effectiveinal control over financial reporting as of Decem®1, 2006, based on the criteria establi
in Internal Control—Integrated Framewoigsued by the Committee of Sponsoring Organizatidiise Treadway Commission.

As discussed in Note 610 the accompanying financial statements, effediiecember 31, 2006, the Company adopted Statevh&iriancia
Accounting Standards No. 158.

DELOITTE & TOUCHE LLP
Phoenix, Arizona

February 28, 2007
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ARIZONA PUBLIC SERVICE COMPANY
STATEMENTS OF INCOME
(dollars in thousands)

Year Ended December 31,

2006 2005 2004
Electric Operating Revenue
Regulated electricit $2,640,98 $2,244,95. $2,051,60:
Marketing and tradin 17,524 25,84: 145,51¢
Total 2,658,51. 2,270,79. 2,197,12.
Operating Expense
Regulated electricity fuel and purchased po 965,71: 656,65: 612,30(
Marketing and trading fuel and purchased pa 4,05t 32,32¢ 150,95«
Operations and maintenar 665,63. 591,94: 540,27"
Depreciation and amortizatic 353,05 325,17 336,64
Income taxes (Notes 4 an-1) 144,12 157,27: 113,69¢
Other taxe: 127,98¢ 125,81( 114,26!
Total 2,260,57. 1,889,18! 1,868,141
Operating Incom: 397,94 381,61: 328,98
Other Income (Deductions
Regulatory disallowance (Note — (138,567 —
Income taxes (Notes 4 an-1) 5,20( 59,26: (6,339
Allowance for equity funds used during construct 14,31 11,19 4,88t
Other income (Note-4) 31,90: 22,14 30,59:
Other expense (Note-4) (23,830) (23,209 (13,816)
Total 27,58¢ (69,17 15,32¢
Interest Deductions
Interest on lon-term debt 149,24( 138,47t 140,55¢
Interest on shc-term borrowings 9,52¢ 7,02¢ 6,42
Debt discount, premium and expel 4,36: 4,08t 4,85¢
Allowance for borrowed funds used during constart (7,336 (7,629 (7,155
Total 155,79¢ 141,96: 144,68:.
Net Income $ 269,73 $ 170,47 $ 199,62

See Notes to Pinnacle West's Consolidated FinaSta&kments and Supplemental Notes to Arizona @8glivice Company’s Financial
Statements.
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ARIZONA PUBLIC SERVICE COMPANY
BALANCE SHEETS
(dollars in thousands)

December 31,

2006 2005
ASSETS
Utility Plant (Notes 1, 6, 9 and 1
Electric plant in service and held for future | $11,094,86 $10,682,99
Less accumulated depreciation and amortize 3,789,53 3,616,88!
Net 7,305,33 7,066,11.
Construction work in progre: 365,70 314,58
Intangible assets, net of accumulated amortizaifd217,099 and $181,0« 95,60: 90,321
Nuclear fuel, net of accumulated amortization 0d,$81 and $53,98 60,10( 54,18¢
Total utility plant 7,826,73! 7,525,20!
Investments and Other Ass
Decommissioning trust accounts (Note 343,77 293,94:
Assets from risk management and trading activ{fieste <-3) 96,89: 234,37.
Other asset 67,76: 64,12¢
Total investments and other ass 508,42t 592,44:
Current Assets
Cash and cash equivalel 81,87( 49,93:
Investment in debt securiti 32,70(
Customer and other receivab 410,43t 421,62:
Allowance for doubtful accoun (4,227) (3,569
Materials and supplies (at average ¢ 125,80: 109,73t
Fossil fuel (at average co: 21,97: 23,65¢
Assets from risk management and trading activ{fieste <-3) 539,30¢ 532,92¢
Deferred income taxe 19,22( —
Other 13,36: 14,63¢
Total current asse 1,240,45: 1,148,94.
Deferred Debits
Deferred fuel and purchased power regulatory gbkees 1, 3, 4 and-1) 160,26¢ 172,75t
Other regulatory assets (Notes 1, 3, 4 &-1) 686,01¢ 151,12¢
Unamortized debt issue co: 26,39: 25,27¢
Other 65,391 91,69(
Total deferred debit 938,07+ 440,84¢
Total Asset: $10,513,69 $ 9,707,44.

See Notes to Pinnacle West's Consolidated FinaSta&kments and Supplemental Notes to Arizona @8glivice Company’s Financial

Statements.
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ARIZONA PUBLIC SERVICE COMPANY
BALANCE SHEETS
(dollars in thousands)

LIABILITIES AND EQUITY
Capitalization;
Common stocl
Additional paic-in capital (Note 3
Retained earning
Accumulated other comprehensive income (Ic
Minimum pension liability adjustmel
Derivative instrument
Common stock equit
Long-term debt less current maturities (Note

Total capitalizatior

Current Liabilities:
Current maturities of lor-term debt (Note €
Accounts payabl
Accrued taxe:
Accrued interes
Customer deposit
Deferred income taxes (Notes 4 ar-1)
Liabilities from risk management and trading adtdés (Note -3)
Other

Total current liabilities

Deferred Credits and Othe
Deferred income taxes (Notes 4 ar-1)
Regulatory liabilities (Notes 1, 3, 4, an-1)
Liability for asset retirements (Note 1
Pension and other postretirement liabilities (N&esd ‘-6)
Customer advances for construct
Unamortized gair— sale of utility plant (Note 9
Liabilities from risk management and trading adtés (Note -3)
Other

Total deferred credits and ot

Commitments and Contingencies (Notes 3, 11, 12S-5)

Total Liabilities and Equit

December 31,

2006 2005
$ 178,16 $ 178,16:
2,065,91i 1,853,00
960,40 860,67
— (86,137)
2,98¢ 179,42:
3,207 47: 2,985,22!
2,877,50: 2,479,70;
6,084,97! 5,464,92i
96¢ 85,62
223,41 215,38
381,44 360,73"
45,25: 25,00:
61,90( 55,47+
— 64,21
490,85t 480,13t
74,72¢ 227,39
1,278,561 1,513,96
1,215,86: 1,215,40:
635,43 592,49
268,38 269,01
551,53 233,34
71,211 60,28
41,18: 45,75;
135,05¢ 83,77¢
231,48 228,48:
3,150,15' 2,728,54'
$10,513,69  $9,707,44

See Notes to Pinnacle West's Consolidated Finagt&tements and Supplemental Notes to Arizona € 8elivice Company’s Financial

Statements.
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ARIZONA PUBLIC SERVICE COMPANY
STATEMENTS OF CASH FLOWS
(dollars in thousands)

Year Ended December 31,
2006 2005 2004

Cash Flows from Operating Activitie
Net income $ 269,73( $ 170,47¢ $ 199,62
Adjustments to reconcile net income to net caskigeal by operating activitie:

Regulatory disallowanc — 138,56 —
Depreciation and amortization including nuclear | 381,17¢ 353,08: 367,09:
Deferred fuel and purchased pov (252,84 (172,75¢) —
Deferred fuel and purchased power amortiza 265,33° — —
Allowance for equity funds used during construct (14,317 (11,19) (4,885
Deferred income taxe (30%) 9,65¢ (140,85)
Change in derivative ma-to-market valuation 6,89: 3,492 (15,807
Changes in current assets and liabilit
Customer and other receivab 20,97( (56,157) (24,146
Materials, supplies and fossil fu (14,38) (12,269 4,64:
Other current asse 3,66¢ (2,597 (2,529
Accounts payabl 5,82¢ (22,377 88,93
Accrued taxe! 23,67¢ 67,45¢ 202,04°
Collateral (175,799 169,08( 5,671
Other current liabilitie 45,12¢ (37,78) 22,71t
Change in risk management and trac- liabilities (121,83) 115,49! 8,87¢
Change in risk management and trac— asset: (74,209 15,44¢ (6,845
Change in pension and other postretirement liéds! 7,40¢ (20,730 22,36:
Change in other lor-term asset 2,82¢ (24,757 (37,54)
Change in other lor-term liabilities 14,76¢ 19,73: 28,77:
Net cash flow provided by operating activit 393,71: 721,89( 718,13¢
Cash Flows from Investing Activitie
Capital expenditure (648,74 (609,85 (513,67
Transfer of PWEC Dedicated Assets to A — (500,000 —
Purchase of Sundance Pl — (185,04¢) —
Allowance for borrowed funds used during constart (7,336) (7,629 (7,155
Purchases of investment securit (1,291,90) (1,476,62) (871,610
Proceeds from sale of investment secur 1,259,20: 1,657,79: 760,28!
Proceeds from nuclear decommissioning trust ¢ 254,65: 186,21! 123,79!
Investment in huclear decommissioning ti (275,39) (204,63)) (135,239
Repayment of loan by Pinnacle West Ene — 500,00t —
Other (4,470 (5,372) 10,63¢
Net cash flow used for investing activiti (713,99) (645,147 (632,967)
Cash Flows from Financing Activitie
Issuance of lor-term debr 395,48: 411,78 478,14(
Equity infusion 212,82( 250,00t —
Dividends paid on common sto (170,000 (170,000 (170,000
Repayment and reacquisition of l-term debt (86,08¢) (568,17) (385,89
Net cash flow (used for) provided by financing waitigés 352,21! (76,390 (77,757
Net increase in cash and cash equival 31,93% 35¢ 7,42:
Cash and cash equivalents at beginning of 49,93: 49,57¢ 42,15:
Cash and cash equivalents at end of - $ 81,87( $ 49,93: $ 49,57¢
Supplemental disclosure of cash flow informati
Cash paid during the year fc
Income taxes, net of refun $ 117,83: $ 34,25 $ 68,07«
Interest, net of amounts capitaliz $ 131,18: $ 146,20° $ 149,14¢

See Notes to Pinnacle West's Consolidated Finagt&tements and Supplemental Notes to Arizona @ 8elivice Company’s Financial
Statements.
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ARIZONA PUBLIC SERVICE COMPANY

STATEMENTS OF CHANGES IN COMMON STOCK EQUITY

(dollars in thousands)

COMMON STOCK
ADDITIONAL PAID -IN CAPITAL

RETAINED EARNINGS
Balance at beginning of ye
Net income

Common stock dividenc

Balance at end of ye

ACCUMULATED OTHER COMPREHENSIVE INCOME (LOSS

Balance at beginning of ye

Unrealized gain (loss) on derivative instrumentg, af tax expense (benefit) of
($111,367), $140,135 and $16,¢

Reclassification of realized gain to income, netaofbenefit of ($1,657), ($37,082) anc
($8,344)

Minimum pension liability adjustment, net of taxpexse (benefit) of $27,424, ($9,023)
and ($8,936

Adjustment to reflect a change in accounting fargden and other postretirement bene
net of tax expense of $27,760 (Notes 8 a-6)

Balance at end of ye
TOTAL COMMON STOCK EQUITY

COMPREHENSIVE INCOME
Net income

Other comprehensive income (lo:
Total comprehensive incon

Year Ended December 31,

2006

2005

2004

$ 17816, $ 17816. $ 178,16.
2,065,911 1,853,09: 1,246,80.
860,67! 860,19¢ 830,56¢
269,73( 170,47 199,62
(170,00() (170,00() (170,00()
960,40! 860,67! 860,19¢(
93,29( (52,760) (51,909
(173,87) 218,65 25,809
(2,567) (57,56) (12,819
42,73: (15,04 (13,929
43,40: — _
2,98¢ 93,29( (52,760)
$3,207,47:  $2,98522'  $2,232,40
$ 269,73  $ 17047¢  $ 199,62
(133,70) 146,05 (85E)
$ 136,02  $ 31652 $ 198,77

See Notes to Pinnacle West's Consolidated Finagt&tbments and Supplemental Notes to Arizona ®8elivice Company’s Financial

Statements.
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Certain notes to Arizona Public Service Conypafinancial statements are combined with the siddePinnacle West Capital
Corporation’s consolidated financial statementstdd below are the consolidated notes to Pinnaést Wapital Corporation’s consolidated
financial statements, the majority of which alskateto Arizona Public Service Company’s finansi@tements. In addition, listed below are
the supplemental notes which are required discssiar Arizona Public Service Company and shouldelag in conjunction with Pinnacle
West Capital Corporation’s Consolidated Notes.

APS
Consolidatec Supplements

Footnote Footnote

Reference Reference
Summary of Significant Accounting Polici Note 1 —
New Accounting Standarc Note 2 —
Regulatory Matter Note 3 —

Income Taxe: Note 4 Note &1
Lines of Credit and Shc-Term Borrowings Note 5 —
Long-Term Debt Note 6 —
Common Stock and Treasury Stc Note 7 —

Retirement Plans and Other Bene Note 8 Note -6
Leases Note 9 —
Jointly-Owned Facilities Note 10 —
Commitments and Contingenci Note 11 —
Asset Retirement Obligatior Note 12 —

Selected Quarterly Financial Data (Unaudit Note 13 Note -2
Fair Value of Financial Instrumen Note 14 —
Earnings Per Sha Note 15 —
Stocl-Based Compensatic Note 16 —
Business Segmen Note 17 —

Derivative and Energy Trading Activitie Note 18 Note -3

Other Income and Other Exper Note 19 Note -4
Variable Interest Entitie Note 20 —
Guarantee Note 21 —
Discontinued Operatior Note 22 —

Related Party Transactio — Note &5
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NOTES TO ARIZONA PUBLIC SERVICE COMPANY

S-1. Income Taxes

APS is included in Pinnacle West’s consolidatx return. However, when Pinnacle West allocitesme taxes to APS, it is done based
upon APS’ taxable income computed on a stand-dbases, in accordance with the tax sharing agreement

Certain assets and liabilities are reporté@dintly for income tax purposes than they ardfiftancial statements purposes. The tax effect
of these differences is recorded as deferred td¥escalculate deferred taxes using the currentiectax rates.

APS has recorded a regulatory asset and dateguliability related to income taxes on its Bate Sheets in accordance with SFAS
No. 71. The regulatory asset is for certain tempyodiferences, primarily the allowance for equitynds used during construction. T
regulatory liability relates to excess deferrecearesulting primarily from the reduction in fedareome tax rates as part of the Tax Reform
Act of 1986. APS amortizes this amount as the bfiees reverse.

As a result of a change in IRS guidance, wen@d a tax deduction related to an APS tax acamyimiethod change on the 2001 federal
consolidated income tax return. The acceleratedat&nh resulted in a $200 million reduction in therent income tax liability and a
corresponding increase in the plant-related dedeiaR liability. The 2001 federal consolidated imetax return is currently under
examination by the IRS. As part of this ongoingraiation, the IRS is reviewing this accounting neetithange and the resultant deduction.
During 2004 and again in 2005, the current incoaxditibility was increased, with a correspondingrdase to plant-related deferred tax
liability, to reflect the expected outcome of thisdit. We do not expect the ultimate outcome af ghiamination to have a material adverse
impact on our financial position or results of cgt@ns. We expect that it will have a negative iotgm cash flows.

The income tax liability accounts reflect tag and interest associated with the most probasielution of all known and measurable tax
exposures.

In 2006 and 2004, we resolved certain pricaryssues with the taxing authorities and recotdgdenefits associated with tax credits and
other reductions to income tax expense.

The components of APS’ income tax expensasifellows (dollars in thousands):

Year Ended December 3

2006 2005 2004

Current:
Federal $114,97: $79,917 $ 207,30t
State 21,44 8,43¢ 53,57¢
Total curren 136,41: 88,35! 260,88!
Deferred 2,514 9,65¢ (140,855
Total income tax expen: $138,92° $98,01( $ 120,03(

On the APS Statements of Income, federal tatd sncome taxes are allocated between operataagie and other income.
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NOTES TO ARIZONA PUBLIC SERVICE COMPANY
The following chart compares APS’ pretax ineoat the 35% federal income tax rate to incomeatgense (dollars in thousands):

Year Ended December 2

2006 2005 2004
Federal income tax expense at 35% statutory $143,03( $93,97: $111,88(
Increases (reductions) in tax expense resulting f
State income tax net of federal income tax beil 15,68¢ 8,98¢ 12,49¢
Credits and favorable adjustments related to yeéars resolved in current ye (10,519 — (31%)
Medicare Subsidy P«D (3,036 (2,46%) (1,507%)
Allowance for equity funds used during constructfsee Note 1 (4,65¢) (3,699 (1,549
Other (1,577 1,217 (987)
Income tax expens $138,92 $98,01( $120,03(

The following table shows the net deferredime tax liability recognized on the APS Balanceegfi¢dollars in thousands):

December 31

2006 2005
Current asse $ 19,22( $ —
Current liability — (64,210
Long-term liability (1,215,86) (1,215,40)
Accumulated deferred income ta>- net $(1,196,64)  $(1,279,61)

136




Table of Contents

NOTES TO ARIZONA PUBLIC SERVICE COMPANY

The components of the net deferred incoméiaaiity were as follows (dollars in thousands):

DEFERRED TAX ASSET¢
Regulatory liabilities
Asset retirement obligatic
Federal excess deferred income
Deferred fuel and purchased pow mark-to-market
Tax benefit of Medicare subsit
Other
Risk management and trading activit
Pension and other postretirement liabilit
Deferred gain on Palo Verde Unit 2 «leasebacl
Other
Total deferred tax asse
DEFERRED TAX LIABILITIES
Plan-related
Risk management and trading activit
Regulatory asset
Deferred fuel and purchased pov
Deferred fuel and purchased pow mark-to-market
Pension and other postretirement ben:
Other
Total deferred tax liabilitie
Accumulated deferred income ta>- net

137

December 31

2006 2005
$ 20384t $ 189,72
12,71« 14,44¢
— 11,92

18,21+

27,28: 29,72(
244,61 171,64(
257,91 72,37¢
16,16( 17,86¢
86,44: 71,56’
867,18 579,26(
(1,509,81)  (1,426,15)
(220,305 (301,70¢)
(62,88¢) (67,467)
(24,427 —
(185,60:) —
(60,789 (63,557)
(2,063,82)  (1,858,87)
$(1,196,64)  $(1,279,61)
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NOTES TO ARIZONA PUBLIC SERVICE COMPANY

S-2. Selected Quarterly Financial Data (Unaudited)

Quarterly financial information for 2006 anddb is as follows (dollars in thousands):

2006 Quarter Ende: 2006

March 31, June 30 September 3( December 31 Total
Operating revenue $476,86¢ $718,85( $886,68t $576,10¢ $2,658,51.
Operations and maintenar 173,35: 164,37: 156,17( 171,73 665,63:
Operating incom: 25,04 119,96° 200,58 52,35! 397,94
Net income (loss (5,52)) 93,757 168,63« 12,86( 269,73(

2005 Quarter Ende: 2005

March 31, June 30 September 3( December 31 Total
Operating revenue $441,29:. $588,75° $748,34¢ $492,39¢ $2,270,79.
Operations and maintenar 142,29: 138,31« 149,19¢ 162,13! 591,94
Operating incom: 58,74: 95,32 174,41! 53,13¢ 381,61
Net income 27,04t 63,99¢ 61,09: 18,34: 170,47¢

S-3. Derivative and Energy Trading Accounting

APS is exposed to the impact of market flutitues in the commodity price and transportationtsas$ electricity, natural gas, coal and
emissions allowances. As part of its overall risknagement program, APS uses various commodityuimsints that qualify as derivatives to
hedge purchases and sales of electricity, fuelsamdsions allowances and credits. As of DecembgeP@06, APS hedged certain exposures
to these risks for a maximum of 3.25 years.

Cash Flow Hedges

The changes in the fair value of APS’ hedgesitipns included in the APS Statements of Incoafiter consideration of amounts deferred
under the PSA, for the years ended December 3B, 2005 and 2004 are comprised of the followindléls in thousands):

2006 2005 2004
Gains (losses) on the ineffective portion of deiixes qualifying for hedge accountil $(5,66¢€) $14,45: $(1,570)
Gains (losses) from the change in options timeevakcluded from measurement of

effectivenes: (10) 62C 18t
Gains from the discontinuance of cash flow hec 17¢ 472 57¢

During 2007, APS estimates that a net gai®6amillion before income taxes will be reclassiffesim accumulated other comprehensive
income as an offset to the effect of market pricenges for the related hedged transactions. Texteat the amounts are eligible for inclus
in the PSA, the amounts will be recorded as egh@gulatory asset or liability and have no effetearnings (see Note 3).
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NOTES TO ARIZONA PUBLIC SERVICE COMPANY
APS’ assets and liabilities from risk managehand trading activities are presented in twogates:

. Regulated Electricity — non-trading derivativetimments that hedge APS’ purchases and salesdifieity and fuel for its Native
Load requirements; ar

. Marketing and Tradin— both nor-trading and trading derivative instrumer

The following table summarizes APS’ assetsladlities from risk management and trading aitité¢ at December 31, 2006 and 2005
(dollars in thousands):

Investment Deferred
Current and Othel Current Credits anc Net Assel

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

Mark-to-market $458,03¢ $ 96,89: $(481,66) $(135,05¢) $(61,797)

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

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

Options at cos — — (312 — (319
Total $539,30¢ $ 96,89: $(490,85Y) $(135,05¢) $ 10,28¢

Investment Deferred
Current and Othel Current Credits an Net Assel

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

Mark-to-market $516,39¢ $228,87: $(335,80)) $(74,78)) $ 334,68«

Margin account and optior 1,81« — (124,165 — (122,35)
Marketing and Trading

Mark-to-market 13,027 5,49¢ (20,177) (8,77¢) (10,429

Options at cos 1,68: — — (209) 1,47¢
Total $532,92: $234,37: $(480,139) $(83,779) $ 203,38:

We maintain a margin account with a brokesupport our risk management and trading activifié® margin account was an asset of
$73 million at December 31, 2006 and a liability$d®23 million at December 31, 2005 and is incluitethe margin account in the table
above. Cash is deposited with the broker in thi®ant at the time futures or options contractsriteted. The change in market value of
these contracts (reflected in mark-to-market) nexguadjustment of the margin account balance.

Cash or other assets may be required to sareellateral against APS’ open positions on cemtaiergy-related contracts. Collateral
provided to counterparties was $2 million at Decengi, 2006 and is included in other current assethe balance sheet. No collateral was
provided to counterparties at December 31, 2008atecal provided to us by counterparties was $ilioniat December 31, 2006 and
$175 million at December 31, 2005, and is incluthedther current liabilities on the Balance Sheets.
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NOTES TO ARIZONA PUBLIC SERVICE COMPANY

S-4. Other Income and Other Expense

The following table provides detail of APShet income and other expense for 2006, 2005 and @iflars in thousands):

2006 2005 2004

Other income

Interest incomt $ 16,52¢ $ 14,51 $ 22,35¢

SO2 emission allowance sales and othe 10,78: 3,18 3,02¢

Investment gain— net 3,64% 1,70¢ 3,192

Miscellaneous 94¢ 2,73¢ 2,021
Total other incom: $ 31,90: $ 22,14: $ 30,59:
Other expense¢

Non-operating costs (¢ $(15,41% $(11,70¢) $ (8,929

Asset disposition (2,85)) (9,759 (1,217

Miscellaneous (6,569 (1,739 (3,680
Total other expens $(23,83() $(23,204) $(13,816)

(@) As defined by the FERC, includes be-the-line nor-operating utility income and expense (items exallflem utility rate recovery,

S-5. Related Party Transactions

From time to time, APS enters into transactiaith Pinnacle West or Pinnacle West's subsidsaride following table summarizes the
amounts included in the APS Statements of IncondeBalance Sheets related to transactions withat#idl companies (dollars in millions):
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Year Ended December 2

2006 2005 2004
Electric operating revenue
Pinnacle Wes— marketing and tradin $ 6 $ 6 $ 13
Pinnacle West Enerc — 2 3
Total $ 6 $ 8 $ 16
Fuel and purchased power co:
Pinnacle West Enerc $ — $ 61 $ 75
Capital expenditure:
Pinnacle Wes— marketing and tradin $ — $ — $ 1
Pinnacle Wes — —
Total $  — $  — $ 33
Other:
Pinnacle West Energy interest inco $ — $ 7 $ 19
Equity infusion from Pinnacle West (see Note $ 2i1C $ 25C $ —
As of December 31
__2006 _ 2005
Net intercompany receivables (payabl
Pinnacle Wes— marketing and tradin $ 2 $ 82
APS Energy Service 1 2
Pinnacle Wes (20 2
Total $ 19 $ 82

Electric revenues include sales of electritityffiliated companies at contract prices. Puseldgpower includes purchases of electricity
from affiliated companies at contract prices. AR®chases electricity from and sells electricityAlS Energy Services; however, these
transactions are settled net and reported netdordance with EITF 03-11, “Reporting Realized Gaind Losses on Derivative Instruments
That Are Subject to FASB Statement No. 133 and‘Netd for Trading Purposes’ As Defined in EITF IssNo. 02-3.”

Intercompany receivables primarily include amts related to the intercompany sales of eletfribitercompany payables primarily
include amounts related to the intercompany puehas electricity. Intercompany receivables andapégs are generally settled on a current
basis in cash.
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APS was authorized to acquire the PWEC DeelitAssets from Pinnacle West Energy, with a neyoay value of approximately
$850 million, and to rate base the PWEC Dedicatsskefs at a rate base value of $700 million, whéshilted in a mandatory rate base
disallowance of approximately $150 million. Duedigpreciation and other miscellaneous factors, theahdisallowance was $139 million at
December 31, 2005. This transfer was completeduyn2®, 2005. As a result, for financial reportipgrposes, APS recognized a one-time,
after-tax net plant regulatory disallowance of apgmately $84 million in 2005. In connection withettransfer, APS recorded a $500 million
intercompany payable to Pinnacle West Energy. Ooli@r 3, 2005, APS settled the intercompany payable

S-6. Retirement Plans and Other Benefits

In September 2006, the FASB issued SFAS No. 158plByers’ Accounting for Defined Benefit Pensiordadther Postretirement
Plans.” This guidance requires us to recognizeaitigerfunded positions of our pension and otherrptistment benefit plans on our
December 31, 2006 balance sheet. The guidanceesghat the offset be reported in other comprefieriscome, net of tax; however,
because the obligations relate to our regulatedadipes, the increase in liabilities is offset Imgulatory assets. The following tables provide
details of the effects of implementing SFAS Statetido. 158 (dollars in thousands):

Incremental Effect of Adopting
SFAS No. 158 as of
December 31, 20C

Assets:
Intangible asse
Regulatory asst
Liabilities:
Current benefit liability
Accumulated deferred income ta>— current
Noncurrent benefit liability
Accumulated deferred income ta>— long term
Common Stock Equity
Accumulated other comprehensive loss (inco

Incremental Effect of Adopting
SFAS No. 158 as of
December 31, 20C

Assets:

Noncurrent benefit ass

Regulatory asst
Liabilities:

Noncurrent benefit liability

Regulatory liability

Accumulated deferred income ta>— long term
Common Stock Equity

Accumulated other comprehensive loss (inco
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Pension
Balances Adoption of Regulatory Balance
Before SFAS No. Accounting After

Adoption 158 Adjustments Adoption
$ 11,48 $ (1148) $ — 3 —
— — 318,46 318,46:
- (3,127 - (3,127)
— 1,22¢ — 1,22¢
(183,43;) (232,42) - (415,85))
67,47 95,70¢ (124,969 38,21,
43,40: 150,09! (193,49) —

Other Benefits
Balances Adoption of Regulatory Balance
Before SFAS No. Accounting After

Adoption 158 Adjustments Adoption
$18,85: $ (18,85) $ — 3 —
— — 154,53: 154,53:
— (135,679 — (135,679
— — (46,417) (46,417)
4,66: 88,84: (42,429 51,08(
- 65,69( (65,690 -
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PINNACLE WEST CAPITAL CORPORATION HOLDING COMPANY
SCHEDULE | — CONDENSED FINANCIAL INFORMATION OF REG ISTRANT

Operating Revenue

Operating Expense
Fuel and purchased pow
Other operating expens
Total

Operating Incom
Other
Equity in earnings of subsidiari
Other income
Total
Interest Expens

Income from continuing operatiol

Income tax benef

Income from continuing operatio— net of income taxe
Income (loss) from discontinued operatic

Net Income

CONDENSED STATEMENT OF INCOME

(in thousands)
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Year Ended December 31,

2006 2005
$119,22: $154,05:
101,36( 95,22:
9,607 3,26¢
110,96° 98,49;
8,257 55,56:
324,50 58,75¢
2,20¢ 5,337
326,71. 64,00¢
20,52: 16,47:
314,44 103,18(
(12,899 (62,762)
327,34t 165,94°
(90) 10,32(
$327,25 $176,26

2004
$ 81,71¢

49,92¢
3,38(
53,30¢

28,41(
240,73:
2,05¢
242,79(
15,49(

255,71(

(12,789
268,49

(25,309
$243,19:
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PINNACLE WEST CAPITAL CORPORATION HOLDING COMPANY

SCHEDULE | — CONDENSED FINANCIAL INFORMATION OF REG ISTRANT

CONDENSED BALANCE SHEETS
(in thousands)

ASSETS

Current Asset
Cash and cash equivalel
Customer and other receivab
Allowance for doubtful accoun
Assets from risk management and trading activ
Other current asse

Total current asse

Investments and other ass

Assets from lon-term risk management and trading activi

Investments in subsidiari
Other asset

Total investments and other ass

Total Assets

Liabilities and Common Stock Equi

Current Liabilities
Accounts payabl
Accrued taxe!
Shor-term borrowings
Current maturities of lor-term debt
Deferred income taxe
Liabilities from risk management and trading ac¢tds
Other current liabilitie:

Total current liabilities
Long-term debt less current maturiti

Deferred credits and oth
Deferred income taxe
Pension and other postretirement liabilit
Liabilities from risk management and trading adtds
Other

Total deferred credits and otr

Common Stock Equit
Common stocl
Accumulated other comprehensive inca
Retained earning

Total common stock equi

Total Liabilities and Common Stock Equ
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Balance at December 31,

2006

$ 11
174,58:
(1,200
101,60«
10,81(
285,80

70,31¢
3,545,32!
73,30(
3,688,94

$3,974,75

$  80,90:
(118,07)
27,90(

11F

18,23¢
67,34(
130,98t

207,40¢

175,00(

19,58:
13,431
36,11«
23,21¢
92,35

2,587,20.
17,51:
895,28
3,499,99

$ 3,974,75

2005

$ 85,37
180,08:
(1,200
294,85(
4,80¢
563,91

363,45!
3,396,15I
68,84¢
3,828,45

$4,392,37

$ 126,35
(68,54%)

298,67:

240,55!
184,27!

781,31(

101

42,32¢
23,82¢
172,63¢
30C
239,09:

2,539,23
71,83(
760,80!

3,371,87.

$ 4,392,37!
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PINNACLE WEST CAPITAL CORPORATION HOLDING COMPANY

SCHEDULE | — CONDENSED FINANCIAL INFORMATION OF REG ISTRANT

CONDENSED STATEMENT OF CASH FLOWS
(in thousands)

Cash flows from operating activitir
Net Income
Less: equity in earnings of subsidiar— net

Net income attributable to Pinnacle W

Adjustments to reconcile net income to net caskigenl by operating activitie:

Depreciation and amortizatic

Deferred income taxe

Change in mar-to-market valuation
Customer and other receivab

Accounts payabl

Accrued taxe!

Change in risk management and trac— net
Other nel

Net cash flow (used for) provided by operating\atis

Cash flows from investing activitie

Investments in and advances to subsidie net
Repayments and advances of loans from subsidi
Dividends received from subsidiari

Purchases of investment securi

Proceeds from sale of investment secur

Other

Net cash flow (used for) provided by investing tits

Cash flows from financing activitie
Issuance of lor-term debr

Shor-term borrowings and paymer— net
Dividends paid on common sto
Repayment of lor-term debi

Common stock equity issuan

Other

Net cash flow (used for) by financing activiti
Net increase (decrease) in cash and cash equis
Cash and cash equivalents at beginning of

Cash and cash equivalents at end of
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Year Ended December 31

2006 2005 2004
$ 327,25 $ 176,26 $ 243,19
(324,50)) (58,759 (240,73))
2,751 117,50 2,46%
47¢ 551 5,69:
30,38 (19,929 4,44¢
21,60¢ (15,165 (3,109
2,81¢ 1,73 94,06
(55,679 43,96¢ 8,34¢
(49,529 (84,759 17,69¢
65,63 (82,65() 8,43t
(20,744) 102,43 (24,41()
(2,196 63,69 113,63
(4,677) (230,229 (324,01)
2,68¢ 2,40z 330,16
180,00 220,00 255,00
(147,50) (1,485,65) (169,149
147,50 1,485,68: 191,14
— — (1,336)
178,00¢ (7,799 281,80
175,00 — —
27,90( — —
(201,22) (186,67) (166,77
(298,68) (165,109) (215,85))
35,83 290,54 —
— — 18,18:
(261,179 (61,239 (364,44
(85,36 (5,347 30,99¢
85,37 90,72 59,72t
11 $ 8537« $ 90,72
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PINNACLE WEST CAPITAL CORPORATION
SCHEDULE Il - RESERVE FOR UNCOLLECTIBLES
(dollars in thousands)

Column A Column B Column C Column D Column E
Additions
Balance a Charged tc Chargec Balance
beginning cost anc to other at end of
Description of period expense: accounts Deductions period
Reserve for uncollectible
2006 $4,97¢ $4,09¢ $— $3,47¢ $5,597
2005 4,89¢ 2,63¢ — 2,55¢ 4,97¢
2004 9,22t 2,86¢ — 7,19¢ 4,89¢
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ARIZONA PUBLIC SERVICE COMPANY
SCHEDULE Il - RESERVE FOR UNCOLLECTIBLES
(dollars in thousands)

Column A Column B Column C Column D Column E
Additions
Balance a Charged tc Chargec Balance
beginning cost anc to other at end of
Description of period expense: accounts Deductions period
Reserve for uncollectible
2006 $3,56¢ $4,09¢ $— $3,441 $4,22%
2005 3,44¢ 2,63¢ — 2,51¢ 3,56¢
2004 3,74: 2,44¢ — 2,74 3,44¢
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ITEM 9. CHANGES IN AND DISAGREEMENTS WITH ACCOUNTAN TS
ON ACCOUNTING AND FINANCIAL DISCLOSURE

None.

ITEM 9A. CONTROLS AND PROCEDURES
(a) Disclosure Controls and Procedures

The term “disclosure controls and procedurasans controls and other procedures of a compatyth designed to ensure that
information required to be disclosed by a comparhe reports that it files or submits under theusigies Exchange Act of 1934 (the
“Exchange Act”) (15 U.S.C. 78a seq) is recorded, processed, summarized and repavigdn the time periods specified in the SEC’sesul
and forms. Disclosure controls and procedures dglwithout limitation, controls and proceduresigiesd to ensure that information requi
to be disclosed by a company in the reports tHdegt or submits under the Exchange Act is accameal and communicated to a company’s
management, including its principal executive aridgipal financial officers, or persons performisignilar functions, as appropriate to allow
timely decisions regarding required disclosure.

Pinnacle West's management, with the partimpaof Pinnacle West' Chief Executive Officer and Chief Financial O#fichave evaluate
the effectiveness of Pinnacle West’s disclosurdrotsrand procedures as of December 31, 2006. Basé#luht evaluation, Pinnacle West's
Chief Executive Officer and Chief Financial Offideave concluded that, as of that date, Pinnacla’8véisclosure controls and procedures
were effective.

APS’ management, with the participation of AR8ief Executive Officer and Chief Financial Ofic have evaluated the effectiveness of
APS’ disclosure controls and procedures as of Déeerdl, 2006. Based on that evaluation, A@Kief Executive Officer and Chief Financ
Officer have concluded that, as of that date, AfiS¢losure controls and procedures were effective.

(b) Management’s Annual Reports on Internaht@sd Over Financial Reporting

Reference is made to “Management’s Reporhtarhal Control Over Financial Reporting (Pinnaglest Capital Corporation)” on page
69 of this report and “Management’s Report on iméControl Over Financial Reporting (Arizona Pulfliervice Company)” on page 127 of
this report.

(c) Attestation Reports of the Registered Rubtcounting Firm

Reference is made to “Report of Independegis®ered Public Accounting Firm” on page 70 of ttdport and “Report of Independent
Registered Public Accounting Firm” on page 128hié teport on the internal control over financighorting of Pinnacle West and APS,
respectively.

(d) Changes In Internal Control Over Finan&laporting
The term “internal control over financial refiog” (defined in SEC Rule 13a-15(f)) refers te throcess of a company that is designed to
provide reasonable assurance regarding the rétjabfl
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financial reporting and the preparation of finahstatements for external purposes in accordante @AAP.

No change in Pinnacle West's or APS’ inteigwitrol over financial reporting occurred during fiscal quarter ended December 31, 2006
that materially affected, or is reasonably likedynaterially affect, Pinnacle West's or APS’ intglrnontrol over financial reporting.

ITEM 9B. OTHER INFORMATION
None.

PART 1lI

ITEM 10. DIRECTORS, EXECUTIVE
OFFICERS AND CORPORATE GOVERNANCE OF PINNACLE WEST

Reference is hereby made to “Information Ab@ut Board, Its Committees and Our Corporate Gaweea,” “Election of Directors” and
to “Section 16(a) Beneficial Ownership Reportinghgpdiance” in the Pinnacle West Proxy Statementiredato the Annual Meeting of
Shareholders to be held on May 23, 2007 (the “Z®@&y Statement”) and to the Supplemental Itemxetiative Officers of Pinnacle West”
in Part | of this report.

Pinnacle West has adopted a Code of EthicBif@ncial Professionals that applies to profesdiemployees in the areas of finance,
accounting, internal audit, energy risk managenmmeatketing and trading financial control, tax, ist@ relations, and treasury and also
includes Pinnacle West's Chief Executive Officehj&@ Financial Officer, Controller, Treasurer, asfficers holding substantially equivalent
positions at Pinnacle West's subsidiaries. The Gxdethics for Financial Professionals is postedPamacle West's website at
www.pinnaclewest.com. Pinnacle West intends tesBathe requirements under Item 5.05 of Form 8-¢farding disclosure of amendments
to, or waivers from, provisions of the Code of Ethior Financial Professionals by posting suchrimftion on Pinnacle West's website.

ITEM 11. EXECUTIVE COMPENSATION

Reference is hereby made to “Information Ab©ut Board, Its Committees and Our Corporate Gaveea — How are directors
compensated?” and “Executive Compensation” in B@&72Proxy Statement.

ITEM 12. SECURITY OWNERSHIP OF
CERTAIN BENEFICIAL OWNERS AND MANAGEMENT
AND RELATED STOCKHOLDER MATTERS

Reference is hereby made to “Shares of Pienaglst Stock Owned by Management and Large Shaledsdland to “Approval of the
Pinnacle West Capital Corporation 2007 Long-Teroehtive Plan — Equity Compensation Plan Informdtiorthe 2007 Proxy Statement.
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ITEM 13. CERTAIN RELATIONSHIPS AND RELATED TRANSACT IONS, AND DIRECTOR INDEPENDENCE

Reference is hereby made to “Information Ab@ut Board, Its Committees and Our Corporate Gawera” and to “Related Party
Transactions” in the 2007 Proxy Statement.

ITEM 14. PRINCIPAL ACCOUNTANT
FEES AND SERVICES

Pinnacle West

Reference is hereby made to “Audit Matters haiWfees were paid to our independent registerbtigpaccountants in 2005 and 20061t
“— What are the Audit Committee’s pre-approval p@s?” in the 2007 Proxy Statement.

APS

The following fees were paid to APS’ indepeamtdegistered public accountants, Deloitte & Touth®, for the last two fiscal years:

Type of Service 2005 2006

Audit Fees (1 $2,167,31! $1,925,55!
Audit-Related Fees (¢ 33,89¢ 167,91.
Tax Fees (3 1,02t 17,09¢

(1) The aggregate fees billed for services renderethfoaudit of annual financial statements andderaw of financial statements included
in Forms 1-Q.

(2) The aggregate fees billed for assurance serviedsth reasonably related to the performance dditldé or review of the financial
statements that are not included in Audit Feesrtedabove, which primarily consist of fees for éoype benefit plan audits in 20C

(3) The aggregate fees billed primarily for investmiamtcredit services, tax compliance and tax plagr

Pinnacle West's Audit Committee pre-approvasheaudit service and non-audit service to be gem/by APS’ independent public
accountants. The Audit Committee has delegatelde@hairman of the Audit Committee the authoritpte-approve audit and non-audit
services to be performed by the independent paliountants if the services are not expected toncose than $50,000. The Chairman must
report any pre-approval decisions to the Audit Cattem at its next scheduled meeting. All of thevgmrs performed by Deloitte & Touche
LLP for APS were pre-approved by the Audit Comnaitte
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PART IV
ITEM 15. EXHIBITS AND FINANCIAL STATEMENT SCHEDULES

Financial Statements and Financial Statement Schetks

See the Index to Financial Statements andng€inbStatement Schedule in Part I, Item 8.

Exhibits Filed

The documents listed below are being filetiare previously been filed on behalf of Pinnaclest\e APS and are incorporated herein by
reference from the documents indicated and madetahpreof. Exhibits not identified as previouslgd are filed herewith.

Exhibit Date

No. Registrant(s) Description Previously Filed as Exhibit: 2 Filed

3.1 Pinnacle We: Articles of Incorporation, restated as of July 29,19.1 to Pinnacle West's September 30, 1988 11-14-88
1988 Form 1(-Q Report, File No. -8962

3.2 Pinnacle We: Pinnacle West Capital Corporation Bylaws, 3.1 to Pinnacle West/APS December 9, 2005 12-15-05
amended as of December 14, 2 Form &K Report

3.3 APS Articles of Incorporation, restated as of May 254.2 to APS’ Form S-3 Registration Nos. 33- 9-29-93
1988 33910 and 33-55248 by means of September 24,

1993 Form -K Report, File No. -4473

3.4 APS Arizona Public Service Company Bylaws, 3.1 to APS’ June 30, 2004 Form 10-Q Report, 8-9-04

amended as of June 23, 2( File No. 14473

4.1 Pinnacle We: Agreement, dated March 21, 1994, relating to 4.1 to APS’ 1993 Form 10-K Report, File No. 1-3-30-94
the filing of instruments defining the rights of 4473
APS holders of APS long-term debt not in excess of
10% of AP? total asset
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Exhibit Date
No. Registrant(s) Previoudly Filed as Exhibit: 2 Filed
4.2 Pinnacle We: Indenture dated as of January 1, 1995 among 4.6 to APS’ Registration Statement Nos. 33- 1-11-95
APS and The Bank of New York, as Trustee 61228 and 33-55473 by means of January 1,
APS 1995 Form -K Report, File No. -4473
4.3 Pinnacle We: First Supplemental Indenture dated as of 4.4 to APS’ Registration Statement Nos. 33-  1-11-95
January 1, 1995 61228 and 33-55473 by means of January 1,
APS 1995 Form -K Report, File No. -4473
4.4 Pinnacle We: Indenture dated as of November 15, 1996 ar 4.5 to APS’ Registration Statements Nos. 33- 11-22-96
APS and The Bank of New York, as Trustee 61228, 33-55473, 33-64455 and 333- 15379 by
APS means of November 19, 1996 Form 8-K Report,
File No. 14473
4.5 Pinnacle We: First Supplemental Indenture dated as of 4.6 to APS’ Registration Statements Nos. 33- 11-22-96
November 15, 199 61228, 33-55473, 33-64455 and 333-15379 by
APS means of November 19, 1996 Form 8-K Report,
File No. 14473
4.6 Pinnacle We: Second Supplemental Indenture dated as of 4.10 to APS’ Registration Statement Nos. 33- 4-9-97
April 1, 1997 55473, 33-64455 and 333-15379 by means of
APS April 7, 1997 Form -K Report, File No. -4473
4.7 Pinnacle We: Third Supplemental Indenture dated as of 10.2 to Pinnacle West’'s March 31, 2003 5-15-03
November 1, 200 Form 10-Q Report, File No. 1-8962
APS
4.8 Pinnacle We: Indenture dated as of December 1, 2000 bet 4.1 to Pinnacle West's Registration Statement 12-21-00

the Company and The Bank of New York, as
Trustee, relating to Senior Debt Securi

No. 33:-52476
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Exhibit Date
No. Registrant(s) Description Previoudly Filed as Exhibit: 2 Filed
4.9 Pinnacle We: First Supplemental Indenture dated as of 4.1 to Pinnacle West's Registration Statement 3-26-01
March 15, 2001 No. 3352476 by means of March 26, 2001
Form &K Report, File No. -8962
4.10 Pinnacle We: Second Supplemental Indenture dated as of 4.20 to Pinnacle West's Registration Statement11-12-03
November 1, 200 No. 33:-101457 by means of November 6, 2003
Form &K Report, File No. -8962
4.11  Pinnacle We: Indenture dated as of December 1, 2000 bet 4.2 to Pinnacle West's Registration Statement 12-21-00
the Company and The Bank of New York, as No. 33:-52476
Trustee, relating to subordinated Debt Secur
4.12  Pinnacle We: Specimen Certificate of Pinnacle West Capital 4.2 to Pinnacle West's 1988 Form 10-K Report,3-31-89
Corporation Common Stock, no par va File No. 1-8962
4.13  Pinnacle We: Agreement, dated March 29, 1988, relating to 4.1 to Pinnacle West's 1987 Form 10-K Report, 3-30-88
the filing of instruments defining the rights of File No. 1-8962
holders of long-term debt not in excess of 10%
of the Compan’s total asset
4.14  Pinnacle We: Indenture dated as of January 15, 1998 among4.10 to APS’ Registration Statement Nos. 333- 1-16-98
APS and The Chase Manhattan Bank, as Trt 15379 and 333-27551 by means of January 13,
APS 1998 Form -K Report, File No. -4473
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Exhibit Date
No. Registrant(s) Description Previoudly Filed as Exhibit: 2 Filed
4.15  Pinnacle We: First Supplemental Indenture dated as of 4.3 to APS’ Registration Statement Nos. 333- 1-16-98
APS January 15, 1998 15379 and 333-27551 by means of January 13,
1998 Form -K Report, File No. -4473
4.16  Pinnacle We: Second Supplemental Indenture dated as of 4.3 to APS’ Registration Statement Nos. 333- 2-22-99
February 15, 1999 27551 and 333-58445 by means of February 18,
APS 1999 Form -K Report, File No. -4473
4.17  Pinnacle We: Third Supplemental Indenture dated as of 4.5 to APS’ Registration Statement Nos. 333- 11-5-99
November 1, 199 58445 by means of November 2, 1999 Form 8-K
APS Report, File No. -4473
4.18 Pinnacle We: Fourth Supplemental Indenture dated as of 4.1 to APS’ Registration Statement No. 333-  8-4-00
August 1, 2000 58445 and 333-94277 by means of August 2,
APS 2000 Form -K Report, File No. -4473
4.19  Pinnacle We: Fifth Supplemental Indenture dated as of 4.1 to APS’ September 30, 2001 Form 10-Q, Fil&1-6-01
October 1, 2001 No. 1-4473
APS
4.20 Pinnacle We: Sixth Supplemental Indenture dated as of 4.1 to APS’ Registration Statement Nos. 333- 2-28-02
March 1, 2002 63994 and 333-83398 by means of February 26,
APS 2002 Form -K Report, File No. -4473
4.21  Pinnacle We: Seventh Supplemental Indenture dated as of 4.1 to APS’ Registration Statement No. 333-  5-9-03
May 1, 2003 90824 by means of May 7, 2003 Form 8-K
APS Report, File No. -4473
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4.22  Pinnacle We: Eighth Supplemental Indenture dated as of 4.1 to APS’ Registration Statement No. 333-  6-28-04

APS

4.23 Pinnacle We:
APS

4.24 Pinnacle We:

4.25 Pinnacle We!

4.26 Pinnacle We:

June 15, 2004

Ninth Supplemental Indenture dated a:
August 15, 2005

Amended and Restated Rights Agreement, ¢
as of March 26, 1999, between Pinnacle West
Capital Corporation and BankBoston, N.A., as
Rights Agent, including (i) as Exhibit A thereto
the form of Amended Certificate of Designation
of Series A Participating Preferred Stock of
Pinnacle West Capital Corporation, (ii) as
Exhibit B thereto the form of Rights Certificate
and (iii) as Exhibit C thereto the Summary of
Right to Purchase Preferred She

Amendment to Rights Agreement, effective ¢
January 1, 200

Second Amended and Restated Investor's
Advantage Plan dated as of June 23, 2
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106772 by means of June 24, 2004 Form 8-K
Report, File No. -4473

4.1 to APS’ Registration Statements Nos. 333- 8-22-05
106772 and 333-121512 by means of August 17,
2005 Form -K Report, File No. -4473

4.1 to Pinnacle West's March 22, 1999 Forr{ 8-4-19-99
Report, File No. 1-8962

4.1 to Pinnacle West's March 31, 2002 Form 105-15-02
Q Report, File No.-8962

4.4 to Pinnacle West's June 23, 2004 Form 8-K8-9-04
Report, File No. -8962
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10.1  Pinnacle We: Amendment No. 4 to the Decommissioning  10.3 to Pinnacle West's 2003 Form 10-K Repor§3-15-04
APS Trust Agreement (PVNGS Unit 1), dated as of File No. 1-8962
December 19, 20C
10.2  Pinnacle We: Amendment No. 7 to the Decommissioning  10.4 to Pinnacle West's 2003 Form 10-K Reporf3-15-04
Trust Agreement (PVNGS Unit 2), dated as of File No. 1-8962
APS December 19, 20C
10.3  Pinnacle We: Amendment No. 4 to the Decommissioning  10.5 to Pinnacle West's 2003 Form 10-K Reporf3-15-04
Trust Agreement (PVNGS Unit 3), dated as of File No. 1-8962
APS December 19, 20C
10.4  Pinnacle We: Fourth Amendment to the Pinnacle West Ca] 10.6A to Pinnacle West's 2003 Form 10-K 3-15-04
Corporation, Arizona Public Service Company, Report, File No. 1-8962
APS SunCor Development Company and EI Dorado
Investment Company Deferred Compensation
Plan
10.5 Pinnacle We: Pinnacle West Capital Corporation Supplementl0.7A to Pinnacle West's 2003 Form 10-K 3-15-04
Excess Benefit Retirement Plan, amended andReport, File No. 1-8962
APS restated as of January 1, 2(
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10.6  Pinnacle We: Two separate Decommissioning Trust 10.2 to APS’ September 30, 1991 Form 10-Q 11-14-91
APS Agreements (relating to PVNGS Units 1 and 3, Report, File No. 1-4473
respectively), each dated July 1, 1991, between
APS and Mellon Bank, N.A., as
Decommissioning Truste
10.7  Pinnacle We: Amendment No. 1 to Decommissioning Trust 10.1 to APS’ 1994 Form 10- K Report, File 3-30-95
Agreement (PVNGS Unit 1), dated as of No. 1-4473
APS December 1, 199
10.8  Pinnacle We: Amendment No. 1 to Decommissioning Trust 10.2 to APS’ 1994 Form 10-K Report, File No. 13-30-95
Agreement (PVNGS Unit 3), dated as of 4473
APS December 1, 199
10.9 Pinnacle We: Amendment No. 2 to APS Decommissioning 10.4 to APS’ 1996 Form 10-K Report , File 3-28-97
Trust Agreement (PVNGS Unit 1) dated as of No. 1-4473
APS July 1, 1991
10.10 Pinnacle We: Amendment No. 2 to APS Decommissioning 10.6 to APS’ 1996 Form 10-K Report, File No. 13-28-97
Trust Agreement (PVNGS Unit 3) dated as of 4473
APS July 1, 1991
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10.11 Pinnacle We: Amended and Restated Decommissioning Trust0.1 to Pinnacle West's 1991 Form 10-K Repor3-26-92
APS Agreement (PVNGS Unit 2) dated as of Januarfile No. 1-8962
31, 1992, among APS, Mellon Bank, N.A., as
Decommissioning Trustee, and State Street |
and Trust Company, as successor to The First
National Bank of Boston, as Owner Trus
under two separate Trust Agreements, each with
a separate Equity Participant, and as Lessor
under two separate Facility Leases, each relating
to an undivided interest in PVYNGS Uni
10.12 Pinnacle We: First Amendment to Amended and Restated 10.2 to APS’ 1992 Form 10-K Report, File No. 13-30-93
Decommissioning Trust Agreement (PVNGS 4473
APS Unit 2), dated as of November 1, 1¢
10.13 Pinnacle We: Amendment No. 2 to Amended and Restated 10.3 to APS’ 1994 Form 10-K Report, File No. 13-30-95
Decommissioning Trust Agreement (PVNGS 4473
APS Unit 2), dated as of November 1, 1€
10.14 Pinnacle We: Amendment No. 3 to Amended and Restated 10.1 to APS’ June 30, 1996 Form 10-Q Report, 8-9-96
Decommissioning Trust Agreement (PVNGS File No. 1-4473
APS Unit 2), dated as of January 31, 1¢
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10.15 Pinnacle We: Amendment No. 4 to Amended and Restated APS 10.5 to APS’ 1996 Form 10-K Report, File 3-28-97
APS Decommissioning Trust Agreement (PVNGS No. 1-4473
Unit 2) dated as of January 31, 1¢
10.16 Pinnacle We: Amendment No. 5 to the Amended and Restatdd.1 to Pinnacle West's March 31, 2002 5-15-02
Decommissioning Trust Agreement (PVNGS Form 10-Q Report, File No. 1-8962
APS Unit 2), dated as of June 30, 2C
10.17 Pinnacle We: Amendment No. 3 to the Decommissioning  10.2 to Pinnacle West's March 31, 2002 5-15-02
Trust Agreement (PVNGS Unit 1), dated as of Form 10-Q Report, File No. 1-8962
APS March 18, 200:
10.18 Pinnacle We: Amendment No. 6 to the Amended and Restatdd.3 to Pinnacle West's March 31, 2002 5-15-02
Decommissioning Trust Agreement (PVNGS Form 10-Q Report, File No. 1-8962
APS Unit 2), dated as of March 18, 20
10.19 Pinnacle We: Amendment No. 3 to the Decommissioning  10.4 to Pinnacle West's March 2002 Form 10-Q5-15-02
Trust Agreement (PVNGS Unit 3), dated as of Report, File No. 1-8962
APS March 18, 200:
10.20 Pinnacle We: Asset Purchase and Power Exchange Agreemdix1 to APS’ June 30, 1991 Form 10-Q Report, 8-8-91
dated September 21, 1990 between APS and File No. 1-4473
APS PacifiCorp, as amended as of October 11, 1990

and as of July 18, 19¢
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10.21 Pinnacle We: Long-Term Power Transaction Agreement de 10.2 to APS’ June 30, 1991 Form 10-Q Report, 8-8-91
APS September 21, 1990 between APS and File No. 1-4473
PacifiCorp, as amended as of October 11, 1990,
and as of July 8, 19¢
10.22 Pinnacle We: Amendment No. 1 dated April 5, 1995 to the  10.3 to APS’ 1995 Form 10-K Report, File No. 13-29-96
Long-Term Power Transaction Agreement and4473
APS Asset Purchase and Power Exchange Agreement
between PacifiCorp and AF
10.23 Pinnacle We: Restated Transmission Agreement between 10.4 to APS’ 1995 Form 10-K Report, File No. 13-29-96
PacifiCorp and APS dated April 5, 1995 4473
APS
10.24 Pinnacle We: Contract among PacifiCorp, APS and United 10.5to APS’ 1995 Form 10-K Report, File No. 13-29-96
States Department of Energy Western Area 4473
APS Power Administration, Salt Lake Area Integre
Projects for Firm Transmission Service dated
May 5, 199¢
10.25 Pinnacle We: Reciprocal Transmission Service Agreement 10.6 to APS’ 1995 Form 10-K Report, File No. 13-29-96
between APS and PacifiCorp dated as of 4473
APS March 2, 199¢
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10.26 Pinnacle We: Contract, dated July 21, 1984, with DOE 10.31 to Pinnacle West's Form S-14 RegistratioB-13-85
APS providing for the disposal of nuclear fuel and/orStatement, File No. 2-96386
high -level radioactive waste, ANF
10.27 Pinnacle We: Indenture of Lease with Navajo Tribe of Indie 5.01 to APS’ Form S-7 Registration Statement, 9-1-77
Four Corners Plant File No. 2-59644
APS
10.28 Pinnacle We: Supplemental and Additional Indenture of Le 5.02 to APS’ Form S-7 Registration Statement, 9-1-77
including amendments and supplements to  File No. 2-59644
APS original lease with Navajo Tribe of Indians, F
Corners Plan
10.29 Pinnacle We: Amendment and Supplement No. 1 to 10.36 to Pinnacle West's Registration Statement-25-85
Supplemental and Additional Indenture of Leasen Form 8-B Report, File No. 1-8962
APS Four Corners, dated April 25, 19
10.30 Pinnacle We: Application and Grant of multi-party rights-of- 5.04 to APS’ Form S-7 Registration Statement, 9-1-77
way and easements, Four Corners Plant Site File No. 2-59644
APS
10.31 Pinnacle We: Application and Amendment No. 1 to Grant of 10.37 to Pinnacle West's Registration Statement-25-85
multi-party rights-of-way and easements, Four on Form 8-B, File No. 1-8962
APS Corners Power Plant Site dated April 25, 1!
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10.32 Pinnacle We: Application and Grant of Arizona Public Serv 5.05 to APS’ Form S-7 Registration Statement, 9-1-77
APS Company rights- of-way and easements, Four File No. 2-59644
Corners Plant Sit
10.33 Pinnacle We: Four Corners Project Co-Tenancy Agreement 10.7 to Pinnacle West's 2000 Form 10-K Repor3-14-01
Amendment No. 6 File No. 1-8962
APS
10.34 Pinnacle We: Application and Amendment No. 1 to Grant of 10.38 to Pinnacle West's Registration Statement-25-85
Arizona Public Service Company rights-of-way on Form 8-B, File No. 1-8962
APS and easements, Four Corners Power Plant Site
dated April 25, 198!
10.35 Pinnacle We: Indenture of Lease, Navajo Units 1, 2, and 3  5(g) to APS’ Form S-7 Registration Statement, 3-23-70
File No. 2-36505
APS
10.36 Pinnacle We: Application of Grant of rights-of-way and 5(h) to APS Form S-7 Registration Statement, 3-23-70
easements, Navajo Plant File No. 2-36505
APS
10.37 Pinnacle We: Water Service Contract Assignment with the 5(I) to APS’ Form S-7 Registration Statement, 3-16-71
United States Department of Interior, Bureau ofFile No. 2-394442
APS Reclamation, Navajo Pla
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10.38 Pinnacle We: Arizona Nuclear Power Project Participation 10. 1 to APS’ 1988 Form 10-K Report, File 3-8-89

APS

10.39 Pinnacle We:

APS

Agreement, dated August 23, 1973, among APNo. 1-4473
Salt River Project Agricultural Improvement &

Power District, Southern California Edison

Company, Public Service Company of New

Mexico, El Paso Electric Company, Southern

California Public Power Authority, and

Department of Water and Power of the City of

Los Angeles, and amendmen-12 theretc

Amendment No. 13, dated as of April 22, 1991,10.1 to APS’ March 31, 1991 Form 10-Q Report-15-91
to Arizona Nuclear Power Project Participation File No. 1-4473

Agreement, dated August 23, 1973, among /

Salt River Project Agricultural Improvement ¢

Power District, Southern California Edison

Company, Public Service Company of New

Mexico, El Paso Electric Company, Southern

California Public Power Authority, and

Department of Water and Power of the City of

Los Angeles
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10.40 Pinnacle We: Amendment No. 14 to Arizona Nuclear Power 99.1 to Pinnacle West’'s June 30, 2000 Form 108-14-00

APS

10.41 Pinnacle We:

C

APS

10.42 Pinnacle We:

C

APS

Project Participation Agreement, dated Q Report, File No. 1-8962
August 23, 1973, among APS, Salt River Prc

Agricultural Improvement and Power District,

Southern California Edison Company, Public

Service Company of New Mexico, El Paso

Electric Company, Southern California Public

Power Authority, and Department of Water and

Power of the City of Los Angele

Facility Lease, dated as of August 1, 1986, 4.3 to APS’ Form S-3 Registration Statement, 10-24-86
between State Street Bank and Trust Companykile No. 33-9480

as successor to The First National Bank of

Boston, in its capacity as Owner Trustee, as

Lessor, and APS, as Less

Amendment No. 1, dated as of November 1, 10.5to APS’ September 30, 1986 Form 10-Q 12-4-86
1986, to Facility Lease, dated as of August 1, Report by means of Amendment No. 1 on

1986, between State Street Bank and Trust  December 3, 1986 Form 8, File No. 1-4473

Company, as successor to The First National

Bank of Boston, in its capacity as Owner

Trustee, as Lessor, and APS, as Le
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10.43 Pinnacle We: Amendment No. 2 dated as of June 1, 1987 to 10.3 to APS’ 1988 Form 10-K Report, File No. 13-8-89
¢ APS Facility Lease dated as of August 1, 1986 4473
between State Street Bank and Trust Company,
as successor to The First National Bank of
Boston, as Lessor, and APS, as Le:
10.44 Pinnacle We: Amendment No. 3, dated as of March 17, 199310.3 to APS’ 1992 Form 10-K Report, File No. 13-30-93
¢ to Facility Lease, dated as of August 1, 1986, 4473
APS between State Street Bank and Trust Company,
as successor to The First National Bank of
Boston, as Lessor, and APS, as Le:
10.45 Pinnacle We: Facility Lease, dated as of December 15, 1986,10.1 to APS’ November 18, 1986 Form 8-K 1-20-87
between State Street Bank and Trust CompanyReport, File No. 1-4473
APS as successor to The First National Bank of

Boston, in its capacity as Owner Trustee, as
Lessor, and APS, as Les:
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10.46 Pinnacle We: Amendment No. 1, dated as of August 1, 1987,4.13 to APS’ Form S-3 Registration Statement 8-24-87
APS to Facility Lease, dated as of December 15, No. 3:-9480 by means of August 1, 1987
1986, between State Street Bank and Trust  Form 8-K Report, File No. 1-4473
Company, as successor to The First National
Bank of Boston, as Lessor, and APS, as Le
10.47 Pinnacle We: Amendment No. 2, dated as of March 17, 199310.4 to APS’ 1992 Form 10-K Report, File No. 13-30-93
to Facility Lease, dated as of December 15, 4473
APS 1986, between State Street Bank and Trust
Company, as successor to The First National
Bank of Boston, as Lessor, and APS, as Le
10.48 Pinnacle We: Pinnacle West Capital Corporation Suppleme¢ 10.48b to Pinnacle West/APS 2005 Form 10-K 3-13-06
b Excess Benefit Retirement Plan, as amendet Report, File Nos. 1-8962 and 1-4473
APS restated, dated December 18, 2
10.49 Pinnacle We: Trust for the Pinnacle West Capital Corporatiorl0.14A to Pinnacle West's 1999 Form 10-K 3-30-00
b Arizona Public Service Company and SunCor Report, File No. 1-8962
APS Development Company Deferred Compensation

Plans dated August 1, 19
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10.50 Pinnacle We: First Amendment dated December 7, 1999 t¢  10.15A to Pinnacle West's 1999 Form 10-K  3-30-00
b APS Trust for the Pinnacle West Capital CorporatiorReport, File No. 1-8962
Arizona Public Service Company and SunCor
Development Company Deferred Compensation
Plans
10.51 Pinnacle We: Directors’ Deferred Compensation Plan, as  10.1 to APS’ June 30, 1986 Form 10-Q Report, 8-13-86
b restated, effective January 1, 1986 File No. 1-4473
APS
10.52 Pinnacle We: Second Amendment to the Arizona Public 10.2A to APS’ 1993 Form 10-K Report, File 3-30-94
b Service Company Directors’ Deferred No. 1-4473
APS Compensation Plan, effective as of January 1,
1993
10.53 Pinnacle We: Third Amendment to the Arizona Public Servicel0.1 to APS’ September 30, 1994 Form 10-Q 11-10-94
b Company Directors’ Deferred Compensation Report, File No. 1-4473
APS Plan, effective as of May 1, 19!
10.54 Pinnacle We: Fourth Amendment to the Arizona Public 10.8A to Pinnacle West's 1999 Form 10-K 3-30-00
b Service Company Directors Deferred Report, File No. 1-8962
APS Compensation Plan, effective as of January 1,
1999
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10.55 Pinnacle We: Arizona Public Service Company Deferred 10.4 to APS’ 1988 Form 10-K Report, File No. 13-8-89
b APS Compensation Plan, as restated, effective 4473
January 1, 1984, and the second and third
amendments thereto, dated December 22, 1986,
and December 23, 1987 respectiv
10.56 Pinnacle We: Third Amendment to the Arizona Public Servicel0.3A to APS’ 1993 Form 10-K Report, File 3-30-94
b Company Deferred Compensation Plan, No. 1-4473
APS effective as of January 1, 19
10.57 Pinnacle We: Fourth Amendment to the Arizona Public 10.2 to APS’ September 30, 1994 Form 10-Q 11-10-94
b Service Company Deferred Compensation PlarReport, File No. 1-4473
APS effective as of May 1, 19¢
10.58 Pinnacle We: Fifth Amendment to the Arizona Public Service10.3A to APS’ 1996 Form 10-K Report, File 3-28-97
b Company Deferred Compensation Plan effec No. 1-4473
APS January 1, 199
10.59 Pinnacle We: Sixth Amendment to the Arizona Public Servicel0.8A to Pinnacle West's 2000 Form 10-K 3-14-01
b Company Deferred Compensation Plan effec Report, File No. 1-8962
APS January 1, 200
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10.60 Pinnacle We: Pinnacle West Capital Corporation, Arizona  10.10A to APS’ 1995 Form 10-K Report, File  3-29-96
b APS Public Service Company, SunCor DevelopmeniNo. 1-4473
Company and El Dorado Investment Company
Deferred Compensation Plan as amended and
restated effective January 1, 1¢
10.61 Pinnacle We: First Amendment effective as of January 1, 10.7A to Pinnacle West's 1999 Form 10-K 3-30-00
b 1999, to the Pinnacle West Capital CorporationReport, File No. 1-8962
APS Arizona Public Service Company, SunCor
Development Company and El Dorado
Investment Company Deferred Compensation
Plan
10.62 Pinnacle We: Second Amendment effective January 1, 20C 10.10A to Pinnacle West's 1999 Form 10-K 3-30-00
b the Pinnacle West Capital Corporation, ArizonaReport, File No. 1-8962
APS Public Service Company, SunCor Development

Company and El Dorado Investment Company
Deferred Compensation Pl
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10.63 Pinnacle We: Third Amendment to the Pinnacle West Capital10.3 to Pinnacle West's March 31, 2003 5-15-03
b APS Corporation, Arizona Public Service Company, Form 10-Q Report, File No. 1-8962
SunCor Development Company and EI Dorado
Investment Company Deferred Compensation
Plan
10.64 Pinnacle We: Fourth Amendment to the Pinnacle West Ca] 10.64 to Pinnacle West/APS 2005 Form 10-K 3-13-06
b Corporation, Arizona Public Service Company, Report, File Nos. 1-8962 and 1-4473
APS SunCor Development Company and EI Dorado
Investment Company Deferred Compensation
Plan, effective January 1, 20
10.65 Pinnacle We: Schedules of William J. Post and Jack E. Davisl0.3A to Pinnacle West 2002 Form 10-K Report3-31-03
b to Arizona Public Service Company Deferred File No. 1-8962
APS Compensation Plan, as ament
10.66 Pinnacle We: Letter Agreement dated July 28, 1995 between10.16A to Pinnacle West's 1999 Form 10-K 3-30-00
b Arizona Public Service Company and ArmandoReport, File No. 1-8962
APS B. Flores
10.67 Pinnacle We: Letter Agreement dated December 21, 1993, 10.6A to APS’ 1994 Form 10-K Report, File 3-30-95
b between APS and William L. Stewart No. 1-4473
APS
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10.68 Pinnacle We: Letter Agreement dated August 16, 1996 10.8 to APS’ 1996 Form 10-K Report, File No. 13-28-97
b APS between APS and William L. Stew: 4473
10.69 Pinnacle We: Letter Agreement dated October 3, 1997 10.2 to APS’ September 30, 1997 Form 10-Q 11-12-97
b between APS and William L. Stewart Report, File No. 1-4473

APS
10.70 Pinnacle We: Letter Agreement dated December 13, 1999 10.9A to Pinnacle West's 1999 Form 10-K 3-30-00
b between APS and William L. Stewart Report, File No. 1-8962

APS
10.71 Pinnacle We: Amendment to Letter Agreement, effective as af0.1 to Pinnacle West's June 30, 2002 Form 108-13-02
b January 1, 2002, between APS and William L. Q Report, File No. 1-8962

APS Stewart
10.72 Pinnacle We: Letter Agreement dated October 3, 1997 10.17A to Pinnacle West’'s 1999 Form 10-K 3-30-00
b between Arizona Public Service Company and Report, File No. 1-8962

APS James M. Levin
10.73 Pinnacle We: Employment Agreement dated February 27, 10.1 to Pinnacle West's March 31, 2003 5-15-03
b 2003 between APS and James M. Levine Form 10-Q Report, File No. 1-8962

APS
10.74 Pinnacle We: Summary of James M. Levine Retirement 10.2 to Pinnacle West’'s March 31, 2003 5-15-03
b Benefits Form 10-Q Report, File No. 1-8962

APS
10.75 Pinnacle We: Employment Agreement, effective as of 10.1 to Pinnacle West's September 30, 2002 11-14-02
b October 1, 2002, between APS and James M. Form 10-Q Report, File No. 1-8962

APS Levine
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10.75.. Pinnacle We: Amendment to Agreement between APS and 10.2 to Pinnacle West's September 30, 2004 11-8-04
b APS James M. Levine effective October 11, 2( Form 1(-Q Report, File No. -8962
10.75.. Pinnacle We: Second Amendment to Agreement between 10.79.2 to Pinnacle West/APS 2004 Form 10-K3-16-05
b and James M. Levine effective as of 1-1-05  Report, File Nos. 1-8962 and 1-4473
APS
10.76b Pinnacle We: Letter Agreement dated June 28, 2001 betweeh0.4A to Pinnacle West’'s 2002 Form 10-K 3-31-03
Pinnacle West Capital Corporation and Steve Report, File No. 1-8962
APS Wheeler
10.77 Pinnacle We: Key Executive Employment and Severance 10.77 to Pinnacle West/APS 2005 Form 10-K 3-13-06
bd Agreement between Pinnacle West and certairReport, File Nos. 1-8962 and 1-4473
APS executive officers of Pinnacle West and its
subsidiaries
10.78b APS Letter Agreement dated December 20, 2006
between APS and Randall K. Edingt
10.79b  Pinnacle We: Pinnacle West Capital Corporation 1994 Long-Appendix A to the Proxy Statement for the Plan4-15-94
Term Incentive Plan, effective as of March 23, Report for Pinnacle West'1994 Annual Meetir
APS 1994 of Shareholders, File No-8962
10.80° Pinnacle We: First Amendment dated December 7, 1999 tc 10.12A to Pinnacle West's 1999 Form 10-K  3-30-00
Pinnacle West Capital Corporation 1994 Long-Report, File No. 1-8962
APS Term Incentive Pla
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10.81 Pinnacle We: Pinnacle West Capital Corporation 2002 Long-10.5A to Pinnacle West's 2002 Form 10-K 3-31-03
b APS Term Incentive Pla Report
10.82 Pinnacle We: Pinnacle West Capital Corporation 2000 99.1 to Pinnacle West's Registration Statement7-3-00
b Director Equity Plar on Form &8 (No. 33:-40796), File No. -8962
10.83 Pinnacle We: Agreement No. 13904 (Option and Purchase 0f10.3 to APS’ 1991 Form 10-K Report, File No. 13-19-92
Effluent) with Cities of Phoenix, Glendale, 4473
APS Mesa, Scottsdale, Tempe, Town of Youngtown,
and Salt River Project Agricultural Improvem
and Power District, dated April 23, 19
10.84 Pinnacle We: Territorial Agreement between APS and Salt 10.1 to APS’ March 31, 1998 Form 10-Q Report-15-98
River Project File No. 1-4473
APS
10.85 Pinnacle We: Power Coordination Agreement between APS 10.2 to APS’ March 31, 1998 Form 10-Q Report-15-98
and Salt River Project File No. 1-4473
APS
10.86 Pinnacle We: Memorandum of Agreement between APS and10.3 to APS’ March 31, 1998 Form 10-Q Report-15-98
Salt River Project File No. 1-4473
APS
10.87 Pinnacle We: Addendum to Memorandum of Agreement 10.2 to APS’ May 19, 1998 Form 8-K Report, 6-26-98
between APS and Salt River Project dated as dfile No. 1-4473
APS May 19, 199¢
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10.88bd  Pinnacle We: Performance Share Agreement under the 10.1 to Pinnacle West/APS December 9, 2005 12-15-05
APS Pinnacle West Capital Corporation 2002 Long-+orm 8-K Report, File Nos. 1-8962 and 1-4473
Term Incentive Pla
10.89%¢ Pinnacle We: Performance Share Agreement under the 10.1 to Pinnacle West/APS December 31, 20052-1-06
Pinnacle West Capital Corporation 2002 Long+orm 8-K Report, File Nos. 1-8962 and 1-4473
APS Term Incentive Pla
10.90¢ Pinnacle We: Performance Accelerated Stock Option 10.98 to Pinnacle West/APS 2004 Form 10-K 3-16-05
Agreement under Pinnacle West Capital Report, File Nos. 1-8962 and 1-4473
APS Corporation 2002 Lor-Term Incentive Plal
10.91bd  Pinnacle We: Stock Ownership Incentive Agreement under 10.99 to Pinnacle West/APS 2004 Form 10-K 3-16-05
Pinnacle West Capital Corporation 2002 Long-Report, File Nos. 1-8962 and 1-4473
APS Term Incentive Pla
10.92b¢  Pinnacle We: Performance Share Agreement under the 10.91 to Pinnacle West/APS 2005 Form 10-K 3-13-06
Pinnacle West Capital Corporation 2002 Long-Report, File Nos. 1-8962 and 1-4473
APS Term Incentive Pla
10.93bd  Pinnacle We: Summary of 2006 CEO Variable Incentive Plari0.92 to Pinnacle West/APS 2005 Form 10-K 3-13-06
and Officer Variable Incentive Plan Report, File Nos. 1-8962 and 1-4473
APS
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Exhibit Date
No. Registrant(s) Description Previoudly Filed as Exhibit: 2 Filed
10.94 Pinnacle We: Amended and Restated Reimbursement 10.100 to Pinnacle West/APS 2004 Form 10-K 3-16-05
APS Agreement among APS, the Banks party the Report, File Nos. 1-8962 and 1-4473
and JPMorgan Chase Bank, as Administrative
Agent and Issuing Bank, dated as of July 22,
2002
10.95 Pinnacle We!: Three-Year Credit Agreement dated as of 10.101 to Pinnacle West/APS 2004 Form 10-K 3-16-05
May 21, 2004 between APS as Borrower, and Report, File Nos. 1-8962 and 1-4473
APS the banks, financial institutions and other
institutional lenders and initial issuing banks
listed on the signature pages thet
10.96 Pinnacle We: Amended and Restated Five-Year Credit 10.95 to Pinnacle West/APS 2005 Form 10-K 3-13-06
Agreement dated as of December 9, 2005 Report, File Nos. 1-8962 and 1-4473
APS between APS, as Borrower, Citibank, N.A., as
Agent, and the lenders and other parties the
10.97 Pinnacle We: $200,000,000 Senior Notes Uncommitted 10.96 to Pinnacle West 2005 Form 10-K Report3-13-06

Master Shelf Agreement dated as of File No. 1-8962
February 28, 200
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Exhibit
No. Registrant(s)

Date
Description Previously Filed as Exhibit: 2 Filed

10.98 Pinnacle We:!

10.99 Pinnacle We:!

10.10C Pinnacle We!

APS

Amended and Restated Credit Agreement datet0.97 to Pinnacle West 2005 Form 10-K Report3-13-06
as of December 9, 2005 among Pinnacle WestFile No. 1-8962

Capital Corporation, as Borrower, JPMorgan

Chase Bank, N.A., as Agent, and the other agent

parties theret

First Amendment to Amended and Restated 10.1 to Pinnacle West's June 30, 2006 Form 108-8-06
Credit Agreement, dated as of May 15, 2006, Q Report, File No. 1-8962

supplementing and amending the Amended and

Restated Credit Agreement, dated as of

December 9, 2005, among Pinnacle West

Capital Corporation, as Borrower, JPMorgan

Chase Bank, N.A. as Agent and the other parties

thereto

Agreement between Pinnacle West Energy  10.102 to Pinnacle West/APS 2004 Form 10-K 3-16-05
Corporation and Arizona Public Service Report, File Nos. 1-8962 and 1-4473

Company for Transportation and Treatment of

Effluent by and between Pinnacle West Energy

Corporation and APS dated as of theday of

April, 2001
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Exhibit Date
No. Registrant(s) Description Previoudly Filed as Exhibit: 2 Filed
10.101  Pinnacle We: Agreement for the Transfer and Use of 10.103 to Pinnacle West/APS 2004 Form 10-K 3-16-05
APS Wastewater and Effluent by and between APSReport, File Nos. 1-8962 and 1-4473
SRP and PWE dated June 1, 2
10.102 Pinnacle We: Agreement for the Sale and Purchase of 10.104 to Pinnacle West/APS 2004 Form 10-K 3-16-05
Wastewater Effluent dated November 13, 200®Report, File Nos. 1-8962 and 1-4473
APS by and between the City of Tolleson, Arizona,
APS and SRI
10.103 Pinnacle We: Operating Agreement for the Co-Ownership 0f10.105 to Pinnacle West/APS 2004 Form 10-K 3-16-05
Wastewater Effluent dated November 16, 200&Report, File Nos. 1-8962 and 1-4473
APS by and between APS and S|
10.104 Pinnacle We: Asset Purchase Agreement by and between 10.1 to Pinnacle West's June 2004 Form 10-Q 8-9-04
Sundance Energy, LLC, as Seller, and APS, aReport, File No. 1-8962
APS Purchaser, dated as of June 1, 2
10.104.: Pinnacle We: Amendment to Asset Purchase Agreement ¢ 99.1 to Pinnacle West's November 18, 2004 12-20-04
as of December 14, 2004 between PPL Form 8-K Report, File No. 1-8962
APS Sundance Energy, LLC and Al
10.105 Pinnacle We: Credit Agreement dated as of October 19, 20020.1 to Pinnacle West's September 30, 2004 11-8-04
among Pinnacle West, other lenders, and Form 10-Q Report, File No. 1-8962
APS JPMorgan Chase Bank, as Administrative A
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Exhibit Date
No. Registrant(s) Description Previously Filed as Exhibit: 2 Filed
10.10¢ Pinnacle We: Pinnacle West Capital Corporation and Arizona09.2 to Pinnacle West's Registration Statement7-3-00
b APS Public Service Company Directors’ Retirementon Form S-8 No. 333-40796, File No. 1-8962

10.107 Pinnacle We!

APS

10.10¢ Pinnacle We:!

APS

Plan, as amended and restated on June 21,

Agreement for the Sale and Purchase of 10.4 to APS’ 1991 Form 10-K Report, File 1-  3-19-92
Wastewater Effluent with City of Tolleson and 4473

Salt River Agricultural Improvement and Power

District, dated June 12, 1981, including

Amendment No. 1 dated as of November 12,

1981 and Amendment No. 2 dated as of June 4,

1986

Navajo Project C-Tenancy Agreement dated asl0.107 to Pinnacle West/APS 2005 Form 10-K 3-13-06
of March 23, 1976, and Supplement No. 1 Report, File Nos. 1-8962 and 1-4473

thereto dated as of October 18, 1976,

Amendment No. 1 dated as of July 5, 1988, and

Amendment No. 2 dated as of June 14, 1996;

Amendment No. 3 dated as of February 11,

1997; Amendment No. 4 dated as of January 21,

1997; Amendment No. 5 dated as of January 23,

1998; Amendment No. 6 dated as of July 31,

1998
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Exhibit Date
No. Registrant(s) Description Previously Filed as Exhibit: 2 Filed
10.10¢ Pinnacle We: Navajo Project Participation Agreement date 10.108 to Pinnacle West/APS 2005 Form 10-K 3-13-06
APS of September 30, 1969, and Amendment and Report, File Nos. 1-8962 and 1-4473
Supplement No. 1 dated as of January 16, 1970,
and Coordinating Committee Agreement No. 1
dated as of September 30, 1¢
10.11¢( APS $500,000,000 Fiv&ear Credit Agreement dat 10.1 to APS’ September 2006 Form QCReport 11-8-06
as of September 29, 2006 among Arizona Pt File No. 1-4473
Service Company as Borrower, Bank of
America, N.A. as Administrative Agent and
Issuing Bank, The Bank of New York as
Syndication Agent and Issuing Bank and the
other parties theref
12.1 Pinnacle We: Ratio of Earnings to Fixed Charg
12.2 APS Ratio of Earnings to Fixed Charg
12.3 Pinnacle We: Ratio of Earnings to Combined Fixed Charges
and Preferred Stock Dividend Requireme
21.1  Pinnacle We: Subsidiaries of Pinnacle We
23.1 Pinnacle We: Consent of Deloitte & Touche LL
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Exhibit Date
No. Registrant(s) Description Previoudly Filed as Exhibit: 2 Filed
23.2 APS Consent of Deloitte & Touche LL
31.1 Pinnacle We: Certificate of William J. Post, Chief Executive
Officer, pursuant to Rule 13a-14(a) and
Rule 15d-14(a) of the Securities Exchange Act,
as amende
31.2 Pinnacle We: Certificate of Donald E. Brandt, Chief Financial
Officer, pursuant to Rule 13a-14(a) and
Rule 15d-14(a) of the Securities Exchange Act,
as amende
31.3 APS Certificate of Jack E. Davis, Chief Executive
Officer, pursuant to Rule 13a-14(a) and Rule
15d-14(a) of the Securities Exchange Act, as
amendec
31.4 APS Certificate of Donald E. Brandt, Chief Financial

Officer, pursuant to Rule 13a-14(a) and
Rule 15d-14(a) of the Securities Exchange Act,
as amende
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No. Registrant(s) Description Previoudly Filed as Exhibit: 2 Filed

32.1  Pinnacle We! Certification of Chief Executive Officer and
Chief Financial Officer, pursuant to 18 U.S.C.
Section 1850, as adopted pursuant to Section
906 of the Sarban-Oxley Act of 200z

32.2 APS Certification of Chief Executive Officer and
Chief Financial Officer, pursuant to 18 U.S.C.
Section 1850, as adopted pursuant to Section
906 of the Sarban-Oxley Act of 200z

99.1 Pinnacle We: Collateral Trust Indenture among PVNGS Il 4.2 to APS’ 1992 Form 10-K Report, File No. 1-3-30-93
Funding Corp., Inc., APS and Chemical Banl 4473
APS Trustee

99.2  Pinnacle We: Supplemental Indenture to Collateral Trust 4.3 to APS’ 1992 Form 10-K Report, File No. 1-3-30-93

Indenture among PVNGS Il Funding Corp., II 4473
APS APS and Chemical Bank, as Trus
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Exhibit Date
No. Registrant(s) Description Previoudly Filed as Exhibit: 2 Filed
99.3¢ Pinnacle We: Participation Agreement, dated as of August 1,28.1 to APS’ September 30, 1992 Form 10-Q 11-9-92
APS 1986, among PVYNGS Funding Corp., Inc., BanReport, File No. 1-4473
of America National Trust and Savings
Association, State Street Bank and Trust
Company, as successor to The First National
Bank of Boston, in its individual capacity and as
Owner Trustee, Chemical Bank, in its individual
capacity and as Indenture Trustee, APS, and the
Equity Participant named there
99.4¢  Pinnacle We: Amendment No. 1 dated as of November 1, 10.8 to APS’ September 30, 1986 Form 10-Q 12-4-86
1986, to Participation Agreement, dated as of Report by means of Amendment No. 1, on
APS August 1, 1986, among PVNGS Funding Corp.Pecember 3, 1986 Form 8, File No. 1-4473

Inc., Bank of America National Trust and
Savings Association, State Street Bank and °
Company, as successor to The First National
Bank of Boston, in its individual capacity and as
Owner Trustee, Chemical Bank, in its individual
capacity and as Indenture Trustee, APS, and the
Equity Participant named there
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No.

Registrant(s)

Date
Description Previoudly Filed as Exhibit: 2 Filed

99.5¢

99.6¢

Pinnacle We: Amendment No. 2, dated as of March 17, 199328.4 to APS’ 1992 Form 10-K Report, File No. 13-30-93

APS

Pinnacle We:

APS

to Participation Agreement, dated as of 4473
August 1, 1986, among PVNGS Funding Corp.,
Inc., PVNGS Il Funding Corp., Inc., State Street
Bank and Trust Company, as successor to The
First National Bank of Boston, in its individual
capacity and as Owner Trustee, Chemical Bank,

in its individual capacity and as Indenture

Trustee, APS, and the Equity Participant named
therein

Trust Indenture, Mortgage, Security Agreement.5 to APS’ Form S-3 Registration Statement, 10-24-86
and Assignment of Facility Lease, dated as of File No. 33-9480

August 1, 1986, between State Street Bank and

Trust Company, as successor to The First

National Bank of Boston, as Owner Trustee,

Chemical Bank, as Indenture Trus
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Exhibit Date

No. Registrant(s) Description Previoudly Filed as Exhibit: 2 Filed

99.7¢  Pinnacle We: Supplemental Indenture No. 1, dated as of 10.6 to APS’ September 30, 1986 Form 10-Q 12-4-86
APS Novembell, 1986 to Trust Indenture, Mortgar Report by means of Amendment No. 1 on

Security Agreement and Assignment of FacilityDecember 3, 1986 Form 8, File No. 1-4473
Lease, dated as of August 1, 1986, between

Street Bank and Trust Company, as successor to

The First National Bank of Boston, as Owner

Trustee, and Chemical Bank, as Indenture

Trustee
99.8¢ Pinnacle We: Supplemental Indenture No. 2 to Trust 4.4 to APS’ 1992 Form 10-K Report, File No. 1-3-30-93
Indenture, Mortgage, Security Agreement and 4473
APS Assignment of Facility Lease, dated as of

August 1, 1986, between State Street Bank and
Trust Company, as successor to The First
National Bank of Boston, as Owner Trustee,
Chemical Bank, as Lease Indenture Tru:

99.9¢  Pinnacle We: Assignment, Assumption and Further 28.3 to APS’ Form S-3 Registration Statement, 10-24-86
Agreement, dated as of August 1, 1986, betv  File No. 33-9480
APS APS and State Street Bank and Trust Company,
as successor to The First National Bank of
Boston, as Owner Trust
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Exhibit Date
No. Registrant(s) Description Previoudly Filed as Exhibit: 2 Filed
99.10 Pinnacle We: Amendment No. 1, dated as of November 1, 10.10 to APS’ September 30, 1986 Form 10-Q 12-4-86
¢ APS 1986, to Assignment, Assumption and Further Report by means of Amendment No. | on
Agreement, dated as of August 1, 1986, betv December 3, 1986 Form 8, File No. 1-4473
APS and State Street Bank and Trust Company,
as successor to The First National Bank of
Boston, as Owner Trust
99.11 Pinnacle We: Amendment No. 2, dated as of March 17, 199328.6 to APS’ 1992 Form 10-K Report, File No. 13-30-93
¢ to Assignment, Assumption and Further 4473
APS Agreement, dated as of August 1, 1986, betv
APS and State Street Bank and Trust Company,
as successor to The First National Bank of
Boston, as Owner Trust
99.12 Pinnacle We: Participation Agreement, dated as of 28.2 to APS’ September 30, 1992 Form 10-Q 11-9-92
December 15, 1986, among PVNGS Funding Report, File No. 1-4473
APS Report Corp., Inc., State Street Bank and Trust

Company, as successor to The First National
Bank of Boston, in its individual capacity and as
Owner Trustee, Chemical Bank, in its individual
capacity and as Indenture Trustee under a Trust
Indenture, APS, and the Owner Participant
named therei
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Exhibit Date

No. Registrant(s) Description Previoudly Filed as Exhibit: 2 Filed

99.13 Pinnacle We: Amendment No. 1, dated as of August 1, 1987,28.20 to APS’ Form S-3 Registration Statement8-10-87
APS to Participation Agreement, dated as of No. 3:-9480 by means of a November 6, 1986

December 15, 1986, among PVNGS Funding Form 8-K Report, File No. 1-4473
Corp., Inc. as Funding Corporation, State Street

Bank and Trust Company, as successor to The

First National Bank of Boston, as Owner

Trustee, Chemical Bank, as Indenture Trustee,

APS, and the Owner Participant named the

99.14 Pinnacle We: Amendment No. 2, dated as of March 17, 199328.5 to APS’ 1992 Form 10-K Report, File No. 13-30-93

to Participation Agreement, dated as of 4473

APS December 15, 1986, among PVNGS Funding
Corp., Inc., PVNGS Il Funding Corp., Inc., St
Street Bank and Trust Company, as successor to
The First National Bank of Boston, in its
individual capacity and as Owner Trustee,
Chemical Bank, in its individual capacity and as
Indenture Trustee, APS, and the Owner
Participant named there
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No. Registrant(s) Description Previoudly Filed as Exhibit: 2 Filed

99.15 Pinnacle We: Trust Indenture, Mortgage Security Agreement10.2 to APS’ November 18, 1986 Form 10-K  1-20-87
APS and Assignment of Facility Lease, dated as of Report, File No. 1-4473
December 15, 1986, between State Street Bank
and Trust Company, as successor to The First
National Bank of Boston, as Owner Trustee,
Chemical Bank, as Indenture Trus

99.16 Pinnacle We: Supplemental Indenture No. 1, dated as of 4.13 to APS’ Form S-3 Registration Statement 8-24-87
August 1, 1987, to Trust Indenture, Mortgage, No. 3:-9480 by means of August 1, 1987
APS Security Agreement and Assignment of FacilityForm 8-K Report, File No. 1-4473
Lease, dated as of December 15, 1986, between
State Street Bank and Trust Company, as
successor to The First National Bank of Boston,
as Owner Trustee, and Chemical Bank, as
Indenture Truste
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Exhibit Date
No. Registrant(s) Description Previoudly Filed as Exhibit: 2 Filed
99.17 Pinnacle We: Supplemental Indenture No. 2 to Trust Inden 4.5 to APS’ 1992 Form 10-K Report, File No. 1-3-30-93
APS Mortgage, Security Agreement and Assignmené473
of Facility Lease, dated as of December 15,
1986, between State Street Bank and Trust
Company, as successor to The First National
Bank of Boston, as Owner Trustee, and
Chemical Bank, as Lease Indenture Tru:
99.18 Pinnacle We: Assignment, Assumption and Further 10.5 to APS’ November 18, 1986 Form 8-K 1-20-87
Agreement, dated as of December 15, 1986, Report, File No. 1-4473
APS between APS and State Street Bank and Trust
Company, as successor to The First National
Bank of Boston, as Owner Trust
99.19 Pinnacle We: Amendment No. 1, dated as of March 17, 199328.7 to APS’ 1992 Form 10-K Report, File No. 13-30-93
to Assignment, Assumption and Further 4473
APS Agreement, dated as of December 15, 1986,
between APS and State Street Bank and Trust
Company, as successor to The First National
Bank of Boston, as Owner Trust
99.20 Pinnacle We! Indemnity Agreement dated as of March 17, 28.3 to APS’ 1992 Form 10-K Report, File No. 13-30-93
c 1993 by APS 4473
APS
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Exhibit Date
No. Registrant(s) Description Previoudly Filed as Exhibit: 2 Filed
99.21 Pinnacle We: Extension Letter, dated as of August 13, 1987, 28.20 to APS’ Form S-3 Registration Statement8-10-87
APS from the signatories of the Participation No. 3:-9480 by means of a November 6, 1986
Agreement to Chemical Bat Form &K Report, File No. -4473
99.22 Pinnacle We: Arizona Corporation Commission Order, 10.2 to APS’ September 30, 1999 Form 10-Q 11-15-99
Decision No. 61969, dated September 29, 199®Report, File No. 1-4473
APS including the Retail Electric Competition Rul
99.23 Pinnacle We: ACC Decision No. 65796 dated April 4, 2003 99.3 to Pinnacle West’'s March 31, 2003 5-15-03
(Financing Order) Form 10-Q Report, File No. 1-8962
APS
99.24 Pinnacle We: Proposed Settlement of Docket E-01345A-03- 99.1 to Pinnacle West's August 18, 2004 Form 8-18-04
0437, APS Request for Rate Adjustment, datedK Report, File No. 1-8962
APS August 18, 200:
99.25 Pinnacle We: Opinion and Order, ACC Decision No. 67744 99.5 to Pinnacle West/APS March 31, 2005 5-9-05
dated April 7, 2005 (see Exhibit 99.24 herein Form 10-Q Report, File Nos. 1-8962 and 1-4473
APS Attachment A to the Opinion and Order, the

2004 Settlement Agreemet
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Exhibit Date
No. Registrant(s) Description Previoudly Filed as Exhibit: 2 Filed

99.26 Pinnacle We: Purchase Agreement by and among Pinnacle 99.5 to Pinnacle West/APS June 30, 2005 8-9-05
West Energy Corporation and GenWest, L.L.C.Form 10-Q Report, File Nos. 1-8962 and 1-4473
and Nevada Power Company, dated June 21,
2005

99.27 Pinnacle We: Amended and Restated Reimbursement 99.6 to PinnacleWest/APS June 30, 2005 8-9-05
Agreement among Arizona Public Service Form 10-Q Report, File Nos. 1-8962 and 1-4473
APS Company, The Banks party thereto and
JPMorgan Chase Bank, N.A., as Administrative
Agent and Issuing Bank, and Barclays Bank
PLC, as Syndication Agent, dated as of May 19,
2005

99.28 Pinnacle We: Application for Emergency Interim Rate 99.1 to Pinnacle West/APS January 6, 2006  1-9-06
Increase and Interim Amendment to Decision Form 8-K Report, File Nos. 1-8962 and 1-4473
APS No. 67744

99.29 Pinnacle We: Non-GAAP Financial Measure Reconciliation —

Operating Income (GAAP measure) to Gross
Margin (nor-GAAP financial measure
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Exhibit Date
No. Registrant(s) Description Previoudly Filed as Exhibit: 2 Filed
99.30 APS Non-GAAP Financial Measure Reconciliation —

Operating Income (GAAP measure) to Gross
Margin (nor-GAAP financial measure

a Reports filed under File No. 1-4473 and 1-8962anfded in the office of the Securities and ExcharCommission located in
Washington, D.C

b Management contract or compensatory plan or arraageto be filed as an exhibit pursuant to Itemb)8f Form 1I-K.

¢ An additional document, substantially identicahil material respects to this Exhibit, has berstered into, relating to an additional

Equity Participant. Although such additional docutnmay differ in other respects (such as dollar am®, percentages, tax indemnity
matters, and dates of execution), there are noriabtketails in which such document differs fronstBxhibit.

d Additional agreements, substantially identicahlihmaterial respects to this Exhibit have beeter into with additional persons.
Although such additional documents may differ ihestrespects (such as dollar amounts and datesofigon), there are no material
details in which such agreements differ from thxhiBit.

191




Table of Contents

SIGNATURES

Pursuant to the requirements of Section 1B5¢dl) of the Securities Exchange Act of 1934, tkgiRrant has duly caused this report to be
signed on its behalf by the undersigned, theredatyp authorized.

PINNACLE WEST CAPITAL CORPORATION
(Registrant’

Date: February 28, 20( /s/ William J. Pos

(William J. Post, Chairman of tt
Board of Directors and Chi
Executive Officer]

Power of Attorney

We, the undersigned directors and executifiesss of Pinnacle West Capital Corporation, hersbyerally appoint Donald E. Brandt,
Barbara M. Gomez and Nancy C. Loftin, and eactheifit, our true and lawful attorneys with full povtethem and each of them to sign for
us, and in our names in the capacities indicatém\heany and all amendments to this Annual ReporEorm 10-K filed with the Securities
and Exchange Commission.

Pursuant to the requirements of the Secuiitiehange Act of 1934, this report has been sidnabolv by the following persons on behalf
of the registrant and in the capacities and ord#ies indicated.

Signature Title Date

s/ William J. Post Principal Executive Officer and Director February 28, 2007

(William J. Post, Chairman of the Board of Direstanc
Chief Executive Officer

/sl Jack E. Davis Director February 28, 2007
(Jack E. Davis, President and Chief Operating ©fji

/s/ Donald E. Brandt Principal Accounting Officer and Principal Finaricia February 28, 2007

(Donald E. Brandt, Executive Vice President ande€hi  Officer
Financial Officer)
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Signature

Title

Date

/s/ Edward N. Basha, Jr.

(Edward N. Basha, Jr

/sl Michael L. Gallagher

(Michael L. Gallagher

/s/ Pamela Grant

(Pamela Grant

/sl Roy A. Herberger, Jr.

(Roy A. Herberger, Jr

/sl Martha O. Hesse

(Martha O. Hesse

/s/ William S. Jamieson, Jr.

(William S. Jamieson, Jr

/sl Humberto S. Lopez

(Humberto S. Lopez

/sl Kathryn L. Munro

(Kathryn L. Munro)

/s/ Bruce J. Nordstrom

(Bruce J. Nordstrorr

/s/ William L. Stewart

(William L. Stewart)

Director

Director

Director

Director

Director

Director

Director

Director

Director

Director
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SIGNATURES

Pursuant to the requirements of Section 1B5¢dl) of the Securities Exchange Act of 1934, tkgiRrant has duly caused this report to be
signed on its behalf by the undersigned, theredatyp authorized.

ARIZONA PUBLIC SERVICE COMPANY
(Registrant’

Date: February 28, 20( /sl Jack E. Davi
(Jack E. Davis, Chief Executive Office

Power of Attorney

We, the undersigned directors and executifieass of Arizona Public Service Company, herebyeselly appoint Donald E. Brandt,
Barbara M. Gomez and Nancy C. Loftin, and eacHeifrt, our true and lawful attorneys with full poweithem and each of them to sign for
us, and in our names in the capacities indicatéal\h@ny and all amendments to this Annual ReporForm 10-K filed with the Securities
and Exchange Commission.

Pursuant to the requirements of the Secuiitiehange Act of 1934, this report has been sidmbolv by the following persons on behalf
of the registrant and in the capacities and ordttes indicated.

Signature Title Date
/s/ William J. Post Director February 28, 2007
(William J. Post, Chairman of the Board of Direst)
/sl Jack E. Davis Principal Executive Officer and Director February 28, 2007
(Jack E. Davis, Chief Executive Office
/s/ Donald E. Brandt Principal Financial Officer February 28, 2007
(Donald E. Brandt, President and Chief Financial
Officer)
/sl Chris N. Froggatt Principal Accounting Officer February 28, 2007

(Chris N. Froggatt, Vice President and Control
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Signature

Title

Date

/s/ Edward N. Basha, Jr.

(Edward N. Basha, Jr

/sl Michael L. Gallagher

(Michael L. Gallagher

/s/ Pamela Grant

(Pamela Grant

/sl Roy A. Herberger, Jr.

(Roy A. Herberger, Jr

/sl Martha O. Hesse

(Martha O. Hesse

/s/ William S. Jamieson, Jr.

(William S. Jamieson, Jr

/sl Humberto S. Lopez

(Humberto S. Lopez

/sl Kathryn L. Munro

(Kathryn L. Munro)

/s/ Bruce J. Nordstrom

(Bruce J. Nordstrorr

/s/ William L. Stewart

(William L. Stewart)

Director

Director

Director

Director

Director

Director

Director

Director

Director

Director
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EXHIBIT INDEX

Exhibit

No. Registrant(s) Description

10.78 APS Letter Agreement dated December 20, 2006 betweehgkidl Randall K. Edington

a

12.1  Pinnacle We: Ratio of Earnings to Fixed Charg

12.2 APS Ratio of Earnings to Fixed Charg

12.3  Pinnacle We: Ratio of Earnings to Combined Fixed Charges anteRexl Stock Dividend Requiremet

21.1  Pinnacle We: Subsidiaries of Pinnacle We

23.1  Pinnacle We: Consent of Deloitte & Touche LL

23.2 APS Consent of Deloitte & Touche LL

31.1 Pinnacle We: Certificate of William J. Post, Chief Executive @#r, pursuant to Rule 13a-14(a) and Rule 15d-1df(&#)e
Securities Exchange Act, as amen

31.2 Pinnacle We: Certificate of Donald E. Brandt, Chief Financialfioér, pursuant to Rule 13a-14(a) and Rule 15d-Yldf{#he
Securities Exchange Act, as amen

31.3 APS Certificate of Jack E. Davis, Chief Executive Odficpursuant to Rule 13a-14(a) and Rule 15d-14(t)e0
Securities Exchange Act, as amen

31.4 APS Certificate of Donald E. Brandt, Chief Financialfioér, pursuant to Rule 13a-14(a) and Rule 15d-Yld{#he
Securities Exchange Act, as amen

32.1 Pinnacle We: Certification of Chief Executive Officer and Chigfhancial Officer, pursuant to 18 U.S.C. Sectiobd,8s
adopted pursuant to Section 906 of the Sart-Oxley Act of 2002

32.2 APS Certification of Chief Executive Officer and Chigfhancial Officer, pursuant to 18 U.S.C. Sectiobd,8s
adopted pursuant to Section 906 of the Sart-Oxley Act of 2002

99.29 Pinnacle We: Non-GAAP Financial Measure Reconciliation — Operatimgome (GAAP measure) to Gross Margin (non-GAAP
financial measure

99.30 APS Non-GAAP Financial Measure Reconciliation — Operatingpme (GAAP measure) to Gross Margin (non-GAAP

financial measure

a Management contract or compensatory plan or arraageto be filed as an exhibit pursuant to Itemb)5f Form 1I-K.






Exhibit 10.7¢

December 20, 2006

Mr. Randy Edington
5657 | Road
Nebraska City, NE 6841

Dear Randy,

| am delighted to extend to you this offer to beeofitizona Public Service’'s Senior Vice-Presidert @hief Nuclear Officer. Bill and |
certainly enjoyed talking with you and Loretta amel hope both of you enjoyed your visit to the “\égllof the Sun”. | believe your extensive
experience in leading a nuclear power plant opanatiill be beneficial for the Palo Verde Nucleam@mating Station. The details of our
proposal are included in Attachment A, and are éb@sethe conversation and outline that Bill andstdssed with you on Wednesday. It is
certainly our intent to address all of the itenmst you shared with us during our discussions.

If you are in agreement with the terms of our ofitemployment as described herein, please sigacasested below.

Randy, | am confident that this will be a challerggand rewarding opportunity for you. Bill and ligersonally do all we can to ease the
transition for you and Loretta and we look forw&wd/our contributions to Arizona Public Serviceealize that we need to work out an
official start date with you. It is my wish thatethlate would not be later than the end of the ¥tk of February. If you should have
additional questions, please contact Armando FJdgscutive Vice President, Corporate BusinessiSes\vat 602-250-3500.

Sincerely,

/sl Jack Davis

Jack Davis

Signing this letter indicates your acceptance eftdrms of this offer.

Acceptance: _ /s/ Randall K. Edington Date:  12/21/06




Attachment A
Annual base salary of $600,0(

Hiring bonus of $200,000 (gross) payable duringnfirst two weeks of employment. In addition, sefuent bonuses of $100,000
(gross) will be paid to you on your employment aensary dates in 2008 and 2009 if you are then eyepl by the Company. We
will document this obligation in a supplementalegment in order to comply with the new tax rulesdeferred compensation
arrangemen”.

Participation in the annual Incentive Plan wittaiget of 50% and up to a maximum of 100% of ahhasae salary. Annual incentive
payments are dependent on Company and Plant penficerand are generally paid by March 15 of theeqjent yeal

As of the date on which you accept this offen) yall be awarded 10,000 Retention Units (RU). Retention Units vest over a four
year period. The first 25% of this award will vastd be payable in cash on your start date. Theingmgar5% will vest and be pa
25% each in the three subsequent years in the nedddmuary. Each Retention Unit represents thd t@receive a payment equa
value to one share of Pinnacle West stock. Theevalihe payments will vary with the value of theck. Attached as Attachment B
is a more complete explanation of the Retentiort bomcept. The terms of the Retention Units willdgielressed in a separate
Retention Unit Award that will comply with the nedeferred compensation tax rul

In addition, annually you will receive a longrteperformance award that will be made by our HuRasources Committee of the
Board pursuant to our long-term incentive prograWie.anticipate that these awards will consist ofigture of Performance Shares
and Restricted Stock Unit

Your first grant of Performance Shares will behe amount of $125,00

If you are employed by APS on the dates on whidlr yxisting unvested Entergy Performance Sharestruak Option grants wou
have vested, APS will make a cash payment to yoth#ovalue of such stock grants. We will needdowment this obligation in a
supplemental agreement that complies with new dedezompensation tax rule

Your total pension benefit (including the bendiiie under our qualified plan, our general non-fjgdlplan and a special agreement
that we will prepare for you) will be the greatéra) equal to your total pension benefit if youdtstayed at Entergy for five more
years (exact value to be agreed upon once youge@ension estimates from Entergy) or b) a pensémefit which will accrue &
10% per year, up to a maximum of 60% which willtvasfive years of service. The percentage is agh your final average wage
(highest 3 years in the final ten years and induateth base and annual incentive) to determine kfetime benefit. If you terminate
for any reason other than voluntary resignatioteonination for cause prior to meeting the vestisgndicated above, part (a) of this
paragraph will become payable to you or your spolfigtart (b) of this paragraph applies it will paid to you in two forms; one-half
of the benefit will be paid to you in a lump sundahe second half of the benefit will be paid ta




in a 100% Joint & Survivor annuity which whle calculated by applying the applicable factahtlife annuity benefit which
typically equals 90% to 94% of the life annuity béh Additionally, there will be no offset to ampalified pension benefits you
receive from Entergy with either option describedhis paragrapt

. Vehicle allowance of $10,008 per ye
. You will receive five weeks of vacation annua

. APS will provide you with a payment equal to tust of your Entergy COBRA coverage (grossed upeaes) to bridge your
medical coverage until the effective date of yolSAcoverage. Once you enroll in our Company’s bepefgrams your benefits
such as medical, dental and life insurance wikffective on your one month anniversary date oflegment as long as you enroll
within the first 30 days of your employment. Mediaad dental plan premiums are on a pre-tax bAsiditionally, APS will provide
lifetime medical coverage for you and your spoutieee by coverage under a plan offered by the Compma by purchasing an
insurance policy with equivalent coverage subjedhe usual employee premium cost sharing unless/gtuntarily resign or are
terminated for cause within your first five yeafsemployment. If you should die, become disabletherCompany experiences a
change of control in which your KEESA (Key Execetigmployment & Severance Agreement) is applicgiier to completing five
years of service, you and/or your spouse will levjoled medical coverage in the same manner asidedaarlier. After the fine
deferred compensation tax rules are issued, wewaay to document this arrangement in a supplemegtalement to avoid or
minimize any adverse tax treatment for y

. The Company’s Deferred Compensation Plan allooustg voluntarily defer part of your compensationaopre-tax basis. The
deferred amount also earns interest currently=7The Company sets the interest rate each calgeda

. Relocation benefits are coordinated through dRrHrector, Donna Thomas at 602-250-2570. Relondtenefits will include
household goods transportation and storage, fuedislousing and utilities for up to 12 months, aiger if business needs arise and
home sale and home finding assistance, if nee

. You will also develop and participate in Palo 8&ispecific compensation opportunities of up to350@0. We would look to your
recommendations in determining the measures feetheentives (i.e. INPO, planned outages,

All items of compensation, and all benefits, that provided pursuant to a Company compensatioroefit plan will be subject to the terms
and provisions of the relevant plan.

This offer is contingent upon successful completiba pre-employment medical screening and backgtaheck.




Attachment B

Summary of Pinnacle West Retention Unit Awards

Retention Units are incentive awards that egst a number of years if the award recipient iesiamployed by Pinnacle West or one of
its subsidiaries. Each Retention Unit represergddir market value of one share of Pinnacle Wesitemon stock on each vesting date (the
“Fair Market Value”), as described in more detaildw. Although the terms of a particular grant et&ntion Units are reflected in a
Retention Unit Award and can vary, generally spegkRetention Units:

. vest in on-fourth increments on an annual ba

. fully vest before the end of the regular vestiegiod if the participant retires, becomes disabtedlies (unvested Retention Units are
forfeited if the participant terminates employméortany other reason

. are payable in cash to the participant as therRien Units vest, in an amount equal to the nunoli&etention Units vesting
multiplied by the Fair Market Value (in the caseagbarticipant’s death, disability, or retiremesfdre the end of the vesting period,
the Retention Units are payable on the dates atltkipercentages specified in the vesting schedué though fully vested); ai

. accrue dividend rights equal to the amount ofdginds that a participant would have receivedéfghrticipant had directly owned
one share of Pinnacle West common stock for eaténfiten Unit held by the participant, with the dignd rights payable only on t
Retention Units that actually vest, plus interésha rate of 5% per annum, compounded quart






Earnings:
Income From Continuing Operatic
Income Taxe!
Fixed Charge

Total Earnings

Fixed Charges
Interest Expens
Estimated Interest Portion of Annt
Rents

Total Fixed Charge

Ratio of Earnings to Fixed Charges
(rounded down

Pinnacle West Capital Corporation
Computation of Earnings to Fixed Charges

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

$196,82¢
28,29

$225,11¢

3.1C

($000's)
2005
$223,16:
126,89:

_214,43(
$564,48!

$185,08°
29,34

$214,43(

2.6

2004
$246,59(
136,14.

214,80¢
$597,53!

$183,52°
31,27¢

$214,80:

2.7¢

2003
$225,38:¢
102,20:

225,04!
$552,62'

$193,97:
31,06¢

2.4¢

2002
$236,56.
152,14

219,17t
$607,88t

$187,03¢
32,13¢

$219,17¢

2.71

Exhibit 12.1

2001
$327,36°
213,53!

211,95¢
$752,86(

$175,82:
36,13¢

$211,95¢

3.55






Earnings:
Income From Continuing Operatic
Income Taxe!
Fixed Charge

Total Earnings

Fixed Charges
Interest Charge
Amortization of Debt Discour
Estimated Interest Portion of Annt
Rents

Total Fixed Charge

Ratio of Earnings to Fixed Charges
(rounded down

Arizona Public Service Company

Computation of Earnings to Fixed Charges

2006

$269,73(
138,92
191,17.
$599,83:

$158,76¢
4,36:

28,04:
$191,17-

3.1¢

($000's)
2005

$170,47¢
98,01(
178,43
$446,92¢

$145,50:
4,08¢

28,85(
$178,43

2.5(C

2004

$199,62°
120,03(
181,37:
$501,02¢

$146,98:
4,85¢

29,53¢
$181,37:

2.7¢€

2003

$180,93'
86,854
181,79:
$449,58:¢

$147,61(
3,331

30,84¢
$181,79¢

2.47

2002

$199,34:
126,80
168,98!
$495,13:

$133,87¢
2,88¢

32,21¢
$168,98!

2.9¢

Exhibit 12.2

2001

$280,68¢
183,13
166,93¢
$630,76:

$130,52!
2,65(

33,76¢
$166,93¢

3.71






Earnings:
Income From Continuing Operatic
Income Taxe!
Fixed Charge

Total Earnings

Fixed Charges
Interest Expens
Estimated Interest Portion of Annt
Rents

Total Fixed Charge

Preferred Stock Dividend

Requirements

Income Before Income Taxi

Net Income From Continuing
Operations

Ratio of Income Before Income
Taxes to Net Incom

Preferred Stock Dividenc

Preferred Stock Dividend
Requriments — Ratio (above)
Times Preferred Stock Dividen:

Fixed Charges and Preferred Stock
Dividend Requirement:
Fixed Charge
Preferred Stock Dividend
Requirement

Total

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

Pinnacle West Capital Corporation
Computation of Earnings to Fixed Charges
and Preferred Stock Dividend Requirements

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

$196,82¢

28,29:
$225,11¢

$473,56:

317,14:

1.49:

$225,11¢

$225,11¢

3.1C

($000’s)
2005
$223,16:

126,89:
214,43(

$564,48!

$185,08°

29,34¢
$214,43(

$350,05!

223,16:

1.56¢

$214,43(

$214,43(

2.62

2004
$246,59(
136,14:

214,80:

$183,52°

31,27¢
$214,80:

$382,73:

246,59(

1.552

$214,80:

$214,80:

2.7¢

2003
$225,38:
102,20:

225,04

$193,97:

31,06¢

$327,58t
225,38

1.45¢

$225,04:

$225,04:

2.45

2002
$236,56:
152,14!

219,17t
$607,88t

$187,03¢

32,13¢
$219,17¢

$388,70¢
236,56:.

1.64:

$219,17¢

$219,17¢

2.71

Exhibit 12.%

2001
$327,36°
213,53!

211,95¢
$752,86(

$175,82:

36,13¢
$211,95¢

$540,90:
327,36

1.652

$211,95¢

$211,95¢

3.5¢






Exhibit 21.1

SUBSIDIARIES OF PINNACLE WEST CAPITAL CORPORATION

Arizona Public Service Company
APS Foundation, Inc.
AXIOM Power Solutions, Inc.
Bixco, Inc.
Powertree Carbon Company, LLC
PWENewco, Inc.
Pinnacle West Energy Corporation (merged into Rilln&/est Capital Corporation 8/1/06)
GenWest, LLC
APACS Holdings LLC
Pinnacle West Marketing & Trading Co., LLC
APSES Holdings, Inc.
APS Energy L.P. (dissolved 9/29/06)
APS Energy Services Company, Inc.
Apex Power LLC
Northwind Phoenix LLC
Tucson District Energy LLC
Crest Power, LLC
SunCor Development Company
SunCor Golf, Inc.
Westworld Golf Course, L.L.C.
Golden Heritage Homes, Inc.
Golden Heritage Construction, Inc.
Golden Heritage Construction NevddaG
HFS Mortgage, L.L.C. (formerly Heritagm&ncial Services, LLC)
SCM, Inc.
SunCor Realty & Management Company
Palm Valley Golf Club, Inc.
Rancho Viejo de Santa Fe, Inc.
Ranchland Utility Company
SunCor Idaho, Inc.
Avimor, LLC (formerly SunCor Idaho, LLC)
Avimor Water Reclamation Company (f/k/a Fobishtewer Company)
Type Two, Inc.
StoneRidge- Prescott Valley L.L.C.
StoneRidge Golf Course, LLC
Hayden Ferry Lakeside East Joint Committee, In
Hayden Ferry Lakeside I, L.L.C.
Hayden Ferry Lakeside lllI, L.L.C.
Hayden Ferry Lakeside, L.L.C.
Lakeside Residential Communities, L.L.C.
Edgewater at Hayden Ferry Lakedide,C.
BV at Hayden Ferry Lakeside, L.L.C.
Waterford at Hayden Ferry Lakesidé,C.
Club West Golf Course LLC




E

SunRidge Canyon, L.L.C.

Sedona Golf Resort, L.C.

Kabuto SunCor Joint Venture
Centrepoint Associates, L.L.P.
Hidden Hills of Scottsdale, L.C.
Talavi Associates, L.L.C.

Coral Canyon Town Center, L.L.C.
Coral Canyon Town Center I, L.L.C.
Coral Canyon HD, L.L.C.

Highland Water Company

Palm Valley Professional Plaza, LLC
Ranch Communities of America LLC
Riverside Distribution Center, LLC
Scottsdale Mountain Limited Partnership
SDC Prescott Valley, LLC

SDC Prescott, LLC

SDC Yavapai, LLC

StoneRidge Commercial, L.L.C.
SunCor New Mexico, Inc.

SunCor Albuquerque, LLC

SunCor Construction NM, LLC
SunCor Utah, Inc.

Dorado Investment Company

Aegis Technologies, Inc.
Underground Imaging Technologies, LLC
AZ PB Partnership

El Dorado Ventures Ill

Phoenix Downtown Theater LLC
Nxt-Phase T&D Corporation
Acoustic Locating Services, LLC
Arizona Business Accelerator
PowerOneData, Inc.

Severon Corporation






Exhibit 23.1

CONSENT OF INDEPENDENT REGISTERED PUBLIC ACCOUNTING FIRM

We consent to the incorporation by reference ini®egion Statement Nos. 33-15190 and 333-13420Basm S3; in Registration Stateme
Nos. 33:-40796, 33-54307, 333-95035, 333-91786 and 3339880~orm S-8; and in Registration Statement N®6286 on Form S-14 of
our report dated February 28, 2007 (which repopresses an unqualified opinion and includes araggpbry paragraph relating to the
Company'’s adoption of Statement of Financial AcedmgnStandards No. 158), relating to the consadiddinancial statements and financial
statement schedules of Pinnacle West Capital Catijporand management’s report on the effectiveatsgernal control over financial
reporting, appearing in this Annual Report on FArK of Pinnacle West Capital Corporation for tleayended December 31, 2006.

Phoenix, Arizona
February 28, 2007

/s/ DELOITTE & TOUCHE LLP
DELOITTE & TOUCHE LLP






Exhibit 23.2

CONSENT OF INDEPENDENT REGISTERED PUBLIC ACCOUNTING FIRM

We consent to the incorporation by reference int-Béfective Amendment No. 1 to Registration Statatido. 333-134206 on Form S-3; and
in Registration Statement No. 333-46161 on Formdbur report dated February 28, 2007 (which repapresses an unqualified opinion
and includes an explanatory paragraph relatinggdompany’s adoption of Statement of Financialodeding Standards No. 158), relating
to the financial statements and financial statersehedule of Arizona Public Service Company andagament’s report on the effectiveness
of internal control over financial reporting, appag in this Annual Report on Form 10-K of ArizoRablic Service Company for the year
ended December 31, 2006.

Phoenix, Arizona
February 28, 2007

/s/ DELOITTE & TOUCHE LLP
DELOITTE & TOUCHE LLP






Exhibit 31.1

CERTIFICATION
[, William J. Post, certify that:
1. | have reviewed this Annual Report on Forn-K of Pinnacle West Capital Corporatic

2. Based on my knowledge, this report does not comjnuntrue statement of a material fact or om#itéde a material fact necessary to
make the statements made, in light of the circuntgts.under which such statements were made, nieadisg with respect to the period
covered by this repor

3. Based on my knowledge, the financial statement$ adimer financial information included in this repdairly present in all material
respects the financial condition, results of operatand cash flows of the registrant as of, amgtfe@ periods presented in this rep

4. The registrans other certifying officer and | are responsibledstablishing and maintaining disclosure contamld procedures (as defin
in Exchange Act Rules 13a-15(e) and 15d-15(e))iatednal control over financial reporting (as definin Exchange Act Rules 13a-15(f)
and 15«15(f)) for the registrant and ha

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

b) designed such internal control over finaha@orting, or caused such internal control owearicial reporting to be designed under
our supervision, to provide reasonable assuram@ading the reliability of financial reporting attte preparation of financial
statements for external purposes in accordancegeitlerally accepted accounting princip

c) evaluated the effectiveness of the regissatisclosure controls and procedures and predentthis report our conclusions about the
effectiveness of the disclosure controls and pros] as of the end of the period covered by #psnt based on such evaluation;

d) disclosed in this report any change in #ggstrant’s internal control over financial repogithat occurred during the registrantost
recent fiscal quarter that has materially affecteds reasonably likely to materially affect, thegistrant’s internal control over
financial reporting; an




5. The registrant’s other certifying officer and | leadisclosed, based on our most recent evaluatiorterhal control over financial
reporting, to the registrant’s auditors and theitacmmmittee of the registrant’s board of direct@@spersons performing the equivalent
functions):

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

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

Date: February 28, 2007.

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







Exhibit 31.

CERTIFICATION
I, Donald E. Brandt, certify that:
1. | have reviewed this Annual Report on Forn-K of Pinnacle West Capital Corporatic

2. Based on my knowledge, this report does not comtaynuntrue statement of a material fact or omgittde a material fact necessary to
make the statements made, in light of the circuntets. under which such statements were made, nigamisg with respect to the period
covered by this repor

3. Based on my knowledge, the financial statements$ agéimer financial information included in this repdairly present in all material
respects the financial condition, results of operatand cash flows of the registrant as of, amgtfe@ periods presented in this rep

4. The registrans other certifying officer and | are responsibledstablishing and maintaining disclosure contamld procedures (as defin
in Exchange Act Rules 13a-15(e) and 15d-15(e))iatednal control over financial reporting (as definin Exchange Act Rules 13a-15(f)
and 15«15(f)) for the registrant and hav

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

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

c) evaluated the effectiveness of the regissatisclosure controls and procedures and predentthis report our conclusions about the
effectiveness of the disclosure controls and pros] as of the end of the period covered by #psnt based on such evaluation;

d) disclosed in this report any change in #ggstrant’s internal control over financial repogithat occurred during the registrantost
recent fiscal quarter that has materially affecteds reasonably likely to materially affect, thegistrant’s internal control over
financial reporting; an




5. The registrant’s other certifying officer and | leadisclosed, based on our most recent evaluatiorterhal control over financial

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

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

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

Date: February 28, 2007.

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







Exhibit 31.%

CERTIFICATION
I, Jack E. Davis, certify that:
1. I have reviewed this Annual Report on Forn-K of Arizona Public Service Compan

2. Based on my knowledge, this report does not comjnuntrue statement of a material fact or om#itéde a material fact necessary to
make the statements made, in light of the circuntets. under which such statements were made, nigamisg with respect to the period
covered by this repor

3. Based on my knowledge, the financial statements$ agéimer financial information included in this repdairly present in all material
respects the financial condition, results of operatand cash flows of the registrant as of, amgtfe@ periods presented in this rep

4. The registrans other certifying officer and | are responsibledstablishing and maintaining disclosure contamld procedures (as defin
in Exchange Act Rules 13a-15(e) and 15d-15(e))iatednal control over financial reporting (as definin Exchange Act Rules 13a-15(f)
and 15«15(f)) for the registrant and ha

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

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

c) evaluated the effectiveness of the regissatisclosure controls and procedures and predentthis report our conclusions about the
effectiveness of the disclosure controls and pros] as of the end of the period covered by #psnt based on such evaluation;

d) disclosed in this report any change in #ggstrant’s internal control over financial repogithat occurred during the registrantost
recent fiscal quarter that has materially affecteds reasonably likely to materially affect, tregistrant’s internal control over
financial reporting; an




5. The registrant’s other certifying officer and | leadisclosed, based on our most recent evaluatiorterhal control over financial
reporting, to the registrant’s auditors and theitacmmmittee of the registrant’s board of direct@@spersons performing the equivalent
functions):

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

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

Date: February 28, 2007.

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







Exhibit 31.

CERTIFICATION
I, Donald E. Brandt, certify that:
1. I have reviewed this Annual Report on Forn-K of Arizona Public Service Compan

2. Based on my knowledge, this report does not comjnuntrue statement of a material fact or om#itéde a material fact necessary to
make the statements made, in light of the circuntgts.under which such statements were made, nieadisg with respect to the period
covered by this repor

3. Based on my knowledge, the financial statement$ adimer financial information included in this repdairly present in all material
respects the financial condition, results of operatand cash flows of the registrant as of, amgtfe@ periods presented in this rep

4. The registrans other certifying officer and | are responsibledstablishing and maintaining disclosure contamld procedures (as defin
in Exchange Act Rules 13a-15(e) and 15d-15(e))iatednal control over financial reporting (as definin Exchange Act Rules 13a-15(f)
and 15«15(f)) for the registrant and ha

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

b) designed such internal control over finaha@orting, or caused such internal control owearicial reporting to be designed under
our supervision, to provide reasonable assuram@ading the reliability of financial reporting attte preparation of financial
statements for external purposes in accordancegeitlerally accepted accounting princip

c) evaluated the effectiveness of the regissatisclosure controls and procedures and predentthis report our conclusions about the
effectiveness of the disclosure controls and pros] as of the end of the period covered by #psnt based on such evaluation;

d) disclosed in this report any change in #ggstrant’s internal control over financial repogithat occurred during the registrantost
recent fiscal quarter that has materially affecteds reasonably likely to materially affect, thegistrant’s internal control over
financial reporting; an




5. The registrant’s other certifying officer and | leadisclosed, based on our most recent evaluatiorterhal control over financial

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

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

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

Date: February 28, 2007.

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

Chief Financial Officer







Exhibit 32.1

CERTIFICATION
OF

CHIEF EXECUTIVE OFFICER

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

SECTION 906 OF THE SARBANES-OXLEY ACT OF 2002

[, William J. Post, certify, pursuant to 183.C. 1350, as adopted pursuant to Section 906db#nbanes-Oxley Act of 2002, that the
Annual Report on Form 10-K of Pinnacle West Capitatporation for the fiscal year ended Decembe2806, fully complies with the
requirements of Section 13(a) or 15(d) of the SéearExchange Act of 1934 and that informationte@red in such Annual Report on Form
10-K fairly presents, in all material respects, financial condition and results of operations ofriacle West Capital Corporation.

Date: February 28, 2007.

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

I, Donald E. Brandt, certify, pursuant to 18WC. 1350, as adopted pursuant to Section 90&edbarbanes-Oxley Act of 2002, that the
Annual Report on Form 10-K of Pinnacle West Capitatporation for the fiscal year ended Decembe2806 fully complies with the
requirements of Section 13(a) or 15(d) of the SéearExchange Act of 1934 and that informationte@red in such Quarterly Report on
Form 10-K fairly presents, in all material respetite financial condition and results of operatioh®innacle West Capital Corporation.
Date: February 28, 2007.

/s/ Donald E. Brandt

Donald E. Brandt

Executive Vice President and
Chief Financial Officer







Exhibit 32.z

CERTIFICATION
OF

CHIEF EXECUTIVE OFFICER

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

SECTION 906 OF THE SARBANES-OXLEY ACT OF 2002

I, Jack E. Davis, certify, pursuant to 18 @.S1350, as adopted pursuant to Section 906 ddénbane$xley Act of 2002, that the Annu
Report on Form 1& of Arizona Public Service Company for the fisgabr ended December 31, 2006 fully complies wighrdguirements
Section 13(a) or 15(d) of the Securities Exchangeoh 1934 and that information contained in sueindal Report on Form 10-K fairly
presents, in all material respects, the finanaaldition and results of operations of Arizona Pul8ervice Company.

Date: February 28, 2007.

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

I, Donald E. Brandt, certify, pursuant to 18lC. 1350, as adopted pursuant to Section 90&edbarbanes-Oxley Act of 2002, that the
Annual Report on Form 10-K of Arizona Public See/ttompany for the fiscal year ended December 316 adlly complies with the
requirements of Section 13(a) or 15(d) of the SéearExchange Act of 1934 and that informationteared in such Annual Report on Form
10-K fairly presents, in all material respects, financial condition and results of operations oizAna Public Service Company.

Date: February 28, 2007.

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

Chief Financial Officer







PINNACLE WEST CAPITAL CORPORATION
NON-GAAP FINANCIAL MEASURE RECONCILIATION — OPERATI

NG INCOME

(GAAP MEASURE) TO GROSS MARGIN (NON-GAAP FINANCIAL MEASURE)
(in thousands)

RECONCILIATION OF REGULATED ELECTRICITY
SEGMENT GROSS MARGIN
Operating Income (closest GAAP meast
Plus:
Operations and maintenar
Real estate segment operati
Depreciation and amortizatic
Taxes other than income tax
Other expense
Regulatory disallowanc
Marketing and trading fuel and purchased pa
Less:
Real estate segment reven
Other revenue
Marketing and trading revenu

Regulated electricity segment gross margi

RECONCILIATION OF MARKETING AND TRADING GROSS
MARGIN
Operating Income (closest GAAP measlt
Plus:
Operations and maintenar
Real estate segment operati
Depreciation and amortizatic
Taxes other than income tax
Other expense
Regulatory disallowanc
Regulated electricity segment fuel and purchasedep
Less:
Real estate segment reven
Other revenue
Regulated electricity segment reven

Marketing and trading gross margin

TWELVE MONTHS ENDED
DECEMBER 31.

Exhibit 99.2¢

Increase (Decreas

2006

$ 618,87(

691,27
324,86
358,64«
128,39!

28,41¢

290,63°

399,79¢
36,17:
330,74.

$1,674,38

$ 618,87(

691,27
324,86
358,64«
128,39!

28,41¢

960,64¢
399,79¢
36,17:
2,635,083

$ 40,10¢

2005

Pretax

$ 51528¢  $103,58:
635,82° 55,45(
278,36¢ 46,49:
347,65: 10,99:
132,04( (3,645)
51,987 (23,572
138,56: (138,56)
293,09 (2,45¢)
338,03 61,76
61,22: (25,049
351,55¢ (20,816
$1,642,000 $ 32,38
$ 51528¢  $103,58:
635,82° 55,45(
278,36¢ 46,49:
347,65: 10,99:
132,04( (3,645)
51,987 (23,579
138,56: (138,56)
595,14 365,50¢
338,03 61,76
61,22: (25,049
2,237,14! 397,89
$ 58467 $ (18,36

After Tax

$ 63,13¢

33,79
28,33¢
6,70(
(2,227)
(14,36)
(84,45)
(1,496)

37,64
(15,267

(12,68))

$ 19,73%

$ 63,13¢

33,79
28,33¢
6,70(
(2,229)
(14,367
(84,45.)
222,77

37,64
(15,267
242,51

$(11,197)






Exhibit 99.3(

ARIZONA PUBLIC SERVICE COMPANY
NON-GAAP FINANCIAL MEASURE RECONCILIATION — OPERATI NG INCOME
(GAAP MEASURE) TO GROSS MARGIN (NON-GAAP FINANCIAL MEASURE)
(in thousands)

TWELVE MONTHS ENDED

DECEMBER 31, Increase (Decreas
2006 2005 Pretax After Tax
RECONCILIATION OF GROSS MARGIN
Operating Income (closest GAAP meast $ 397,94. $ 381,61: $ 16,32¢ $ 9,927
Plus:
Operations and maintenar 665,63: 591,94: 73,69( 44,77+
Depreciation and amortizatic 353,05 325,17 27,88: 16,94:
Income taxe: 144,12 157,27 (13,14¢) (7,98¢)
Other taxe: 127,98¢ 125,81( 2,17¢ 1,32¢

Gross margin $1,688,74 $1,581,81 $106,93! $64,97¢




