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Securities and Exchange Commissio
Washington, D.C. 20549

FORM 10-Q

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

For the quarterly period ended March 31, 2003
OR

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

For the transition period from to

Commission file number 1-8962

PINNACLE WEST CAPITAL CORPORATION

(Exact name of registrant as specified in its @rart

Arizona 86-0512431
(State or other jurisdiction of (I.LR.S. Employer
incorporation or organization) Identification No.)
400 North Fifth Street, P.O. Box 53999, Phoenix, Ar izona 85072-3999
(Address of principal executive offices) (Zip Code)

Registrant's telephone number, including area c@{2) 250-1000

(Former name, former address and former fiscal,year
if changed since last report)

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

Yes [X] No []

Indicate by check mark whether the registrant ineselerated filer (as defined in Rule 12b-2 offixehange Act).

Yes [X] No []

Indicate the number of shares outstanding of e&tinedssuer's classes of common stock, as oftiest practicable date.

Number of shares of common stock, no par valuestantiing as of May 9, 2003: 91,254,



Glossary
ACC - Arizona Corporation Commission
ACC Staff - Staff of the Arizona Corporation Commission
ADEQ - Arizona Department of Environmental Quality
ALJ - Administrative Law Judge
APS - Arizona Public Service Company, a subsidadrthe Company
APS Energy Services - APS Energy Services Comgany,a subsidiary of the Company
CC&N - Certificate of Convenience and Necessity
Citizens - Citizens Communications Company
Company - Pinnacle West Capital Corporation
CPUC - California Public Utility Commission
EITF - the FASB's Emerging Issues Task Force
El Dorado - El Dorado Investment Company, a subsydof the Company
ERMC -Energy Risk Management Committee
FASB - Financial Accounting Standards Board
FERC - United States Federal Energy Regulatory Comiasion
FIN - FASB Interpretation

Financing Order - ACC order issued on April 4, 208&iting to APS' request to provide financing @dit support to Pinnacle West Energy
or the Company

Fitch - Fitch, Inc.
GAAP - accounting principles generally acceptethasUnited States of America

Interim Financing Order - Order issued by the AGONmvember 22, 2002 relating to APS' request teigefinancing or credit support to
the Company

IRS - United States Internal Revenue Service

ISO - California Independent System Operator

Moody's - Moody's Investors Service

MW - megawatt, one million watts

MWh - megawatt-hours, one million watts per hour

NAC - NAC International Inc., a subsidiary of El Dorado

Native Load- retail and wholesale sales supplied under tiaakti cost-based rate regulation

1999 Settlement Agreeme- comprehensive settlement agreement related tonmblementation of retail electric competiti



NRC - United States Nuclear Regulatory Commissio

OCI - other comprehensive income

Palo Verde - Palo Verde Nuclear Generating Station

PG&E - PG&E Corp.

Pinnacle West - Pinnacle West Capital Corporationthe Company

Pinnacle West Energy - Pinnacle West Energy Cotjmoraa subsidiary of the Company
PX - California Power Exchange

Rules - ACC retail electric competition rules



SCE - Southern California Edison Company

SEC - United States Securities and Exchange Commiss

SFAS - Statement of Financial Accounting Standards

SNWA - Southern Nevada Water Authority

SPE - special-purpose entity

Standard & Poor's - Standard & Poor's Corporation

SunCor - SunCor Development Company, a subsidiatlyeoCompany

System - non-trading energy related activities

T&D - transmission and distribution

Track A Order - ACC order dated September 10, 2892rding generation asset transfers and relatedss

Track B Order -ACC order dated March 14, 2003 rdugagy competitive solicitation requirements for pawerchases by Arizona's investor-
owned electric utilities

Trading - energy-related activities entered intthvifie objective of generating profits on changesarket prices
2002 10-K - the Company's Annual Report on FornKifor the fiscal year ended December 31, 2002

VIE - variable interest entity



PART I. FINANCIAL INFORMATION

ITEM 1. FINANCIAL STATEMENTS.

PINNACLE WEST CAPITAL CORPORATION
CONDENSED CONSOLIDATED STATEMENTS OF INCOME

(unaudited)

(in thousands, except per share amounts)

Operating Revenues
Regulated electricity segment
Marketing and trading segment
Real estate segment
Other revenues

Total

Operating Expenses
Regulated electricity segment purchased power and
Marketing and trading segment purchased power and
Operations and maintenance
Real estate operations segment
Depreciation and amortization
Taxes other than income taxes
Other expenses

Total
Operating Income
Other
Other income (Note 16)
Other expense (Note 16)
Total
Interest Expense
Interest charges
Capitalized interest

Total

Income From Continuing Operations Before Income Tax
Income Taxes

Income From Continuing Operations
Income From Discontinued Operations
- Net of Income Tax Expense of $3,375 and $332

Net Income

Weighted-Average Common Shares Outstanding - Basic
Weighted-Average Common Shares Outstanding - Dilute
Earnings Per Weighted-Average Common Share Outstand

Income From Continuing Operations - Basic

Net Income - Basic

Income From Continuing Operations - Diluted

Net Income - Diluted

Dividends Declared Per Share

See Notes to Condensed Consolidated Financial Statents.

Three Months Ended

March 31,
2003 2002
$ 384,960 $ 380,241
162,743 75,815
40,688 39,511
15,571 4,277
603,962 499,844
fuel 74,671 61,531
fuel 143,645 35,785
133,117 117,430
40,159 36,646
105,398 99,656
28,496 26,758
9,221 3,302
534,707 381,108
69,255 118,736
5,721 5,161
(4,197) (5,089)
1,524 72
47,851 44,519
(9,979) (13,859)
37,872 30,660
es 32,907 88,148
12,754 34,897
20,153 53,251
5,145 506
$ 25,298 $ 53,757
91,256 84,735
d 91,359 84,884
ing
$ 022 $ 0.63
0.28 0.63
0.22 0.63
0.28 0.63
$ 0425 $ 0.40



PINNACLE WEST CAPITAL CORPORATION
CONDENSED CONSOLIDATED STATEMENTS OF INCOME
(unaudited)

(in thousands, except per share amounts)

Twelve Months Ended

March 31,
2003 2002
Operating Revenues
Regulated electricity segment $ 2,017,742 $ 2,529,522
Marketing and trading segment 412,859 468,750
Real estate segment 202,258 176,084
Other revenues 73,231 14,505
Total 2,706,090 3,188,861
Operating Expenses
Regulated electricity segment purchased power and fuel 512,683 1,092,767
Marketing and trading segment purchased power and fuel 301,899 218,588
Operations and maintenance 600,225 522,275
Real estate operations segment 189,438 159,100
Depreciation and amortization 429,824 422,778
Taxes other than income taxes 109,690 102,523
Other expenses 110,878 12,717
Total 2,254,637 2,530,748
Operating Income 451,453 658,113
Other
Other income (Note 16) 16,226 27,096
Other expense (Note 16) (33,519) (32,864)
Total (17,293) (5,768)
Interest Expense
Interest charges 190,844 177,592
Capitalized interest (39,869) (51,294)
Total 150,975 126,298
Income From Continuing Operations Before Income Tax es 283,185 526,047
Income Taxes 110,085 207,634
Income From Continuing Operations 173,100 318,413
Income From Discontinued Operations
- Net of Income Tax Expense of $8,916 and $332 13,594 506
Cumulative Effect of a Change in Accounting for Der ivatives
- Net of Income Tax Benefit of $8,099 - (12,446)
Cumulative Effect of a Change in Accounting for Tra ding Activities
- Net of Income Tax Benefit of $43,123 (65,745) -

Net Income

$ 120,949 $ 306,473

Weighted-Average Common Shares Outstanding - Basic 86,509 84,719
Weighted-Average Common Shares Outstanding - Dilute d 86,627 84,910
Earnings Per Weighted-Average Common Share Outstand ing
Income From Continuing Operations - Basic $ 200 $ 3.76
Net Income - Basic 1.40 3.62
Income From Continuing Operations - Diluted 2.00 3.75
Net Income - Diluted 1.40 3.61
Dividends Declared Per Share $ 165 $ 1.55

See Notes to Condensed Consolidated Financial Statents.



PINNACLE WEST CAPITAL CORPORATION
CONDENSED CONSOLIDATED BALANCE SHEETS

(dollars in thousands)
(unaudited)

ASSETS

Current Assets
Cash and cash equivalents
Trust fund for bond redemption
Customer and other receivables--net
Accrued utility revenues
Materials and supplies (at average cost)
Fossil fuel (at average cost)
Deferred income taxes
Assets from risk management and trading activitie
Real estate assets held for sale
Other current assets

Total current assets

Investments and Other Assets
Real estate investments--net
Assets from risk management and trading activitie
long-term
Other assets

Total investments and other assets
Property, Plant and Equipment
Plant in service and held for future use
Less accumulated depreciation and amortization
Total
Construction work in progress
Intangible assets, net of accumulated amortizatio
Nuclear fuel, net of accumulated amortization
Net property, plant and equipment
Deferred Debits
Regulatory assets

Other deferred debits

Total deferred debits

Total Assets

See Notes to Condensed Consolidated Financial Staents.

March 31, December 31,

2003

2002

$ 67,289 $ 77,566

87,225
340,156
57,306
91,106
32,922
4,094
106,348

89,428

3,344,900

5,834,361
860,190

373,196
72,915
91,652
28,185
4,094
59,162

46,475

103,978

9,058,900
3,474,325

5,584,575
777,542
109,815
7,466

$8,754,921 $8,425,806




PINNACLE WEST CAPITAL CORPORATION
CONDENSED CONSOLIDATED BALANCE SHEETS
(dollars in thousands)
(unaudited)

LIABILITIES AND EQUITY

March 31, December 31,

2003 2002
Current Liabilities
Accounts payable $ 300,849 $ 354,218
Accrued taxes 108,016 71,107
Accrued interest 42,763 53,018
Short-term borrowings 207,667 102,183
Current maturities of long-term debt 485,794 280,888
Customer deposits 45,893 42,190
Real estate liabilities held for sale - 29,451
Liabilities from risk management and trading acti vities 93,074 70,667
Other current liabilities 77,626 63,847
Total current liabilities 1,361,682 1,067,569
Long-Term Debt Less Current Maturities 2,644,449 2,869,241
Deferred Credits and Other
Liabilities from risk management and trading acti vities -
long-term 52,143 75,642
Deferred income taxes 1,209,950 1,209,074
Unamortized gain - sale of utility plant 58,340 59,484
Pension liability 199,456 183,880
Liability for asset retirement (Note 13) 223,147 -
Other 320,048 274,763
Total deferred credits and other 2,063,084 1,802,843
Commitments and Contingencies (Note 12)
Common Stock Equity
Common stock, no par value 1,738,689 1,737,258
Treasury stock (4,236) (4,358)
Total common stock 1,734,453 1,732,900
Accumulated other comprehensive loss:
Minimum pension liability adjustment (71,233) (71,264)
Derivative instruments (8,565) (20,020)
Total accumulated other comprehensive loss (79,798) (91,284)
Retained earnings 1,031,051 1,044,537
Total common stock equity 2,685,706 2,686,153
Total Liabilities and Equity $ 8,754,921 $ 8,425,806

See Notes to Condensed Consolidated Financial Stawents.



PINNACLE WEST CAPITAL CORPORATION
CONDENSED CONSOLIDATED STATEMENTS OF CASH FLOWS
(unaudited)

(dollars in thousands)

Three Months Ended

March 31,
2003 2002
CASH FLOWS FROM OPERATING ACTIVITIES
Income from continuing operations $ 20,153 $ 53,251
Items not requiring cash:
Depreciation and amortization 105,398 99,656
Nuclear fuel amortization 7,726 7,484
Deferred income taxes (9,675) (10,434)
Change in mark-to-market (6,008) (3,090)
Changes in current assets and liabilities:
Customer and other receivables 33,040 53,815
Accrued utility revenues 15,609 12,423
Materials, supplies and fossil fuel (4,191) 476
Other current assets 16,234 (2,937)
Accounts payable (55,049) (117,731)
Accrued taxes 36,909 41,735
Accrued interest (10,255) (6,448)
Other current liabilities 17,482 24,872
Change in real estate investments (4,277) (7,841)
Increase in regulatory assets (2,152) (2,096)
Change in risk management and trading - assets 11,334 (8,862)
Change in risk management and trading - liabiliti es (12,370) 6,229
Change in customer advances (1,334) (24,767)
Change in pension liability 15,576 7,521
Change in other long-term assets 6,278 (9,710)
Change in other long-term liabilities 1,006 22,275
Net cash flow provided by operating activities 181,434 135,821
CASH FLOWS FROM INVESTING ACTIVITIES
Capital expenditures (174,324)  (219,923)
Trust fund for bond redemption (87,225) (121,668)
Proceeds from sale of assets from discontinued op erations 25,150 --
Capitalized interest (9,979) (13,859)
Other 8,238 26,706
Net cash flow used for investing activities (238,140) (328,744)
CASH FLOWS FROM FINANCING ACTIVITIES
Issuance of long-term debt 18,500 603,430
Short-term borrowings and payments--net 105,484  (253,462)
Dividends paid on common stock (38,783)  (33,888)
Repayment of long-term debt (40,325) (133,749)
Other 1,553 2,416
Net cash flow provided by financing activities 46,429 184,747
Net Cash Flow (10,277) (8,176)
Cash and Cash Equivalents at Beginning of Period 77,566 28,619
Cash and Cash Equivalents at End of Period $ 67,289 $ 20,443
Supplemental disclosure of cash flow information:
Cash paid during the period for:
Interest paid, net of amounts capitalized $ 46,439 $ 35,212
Income taxes paid $ - $ 30,557

See Notes to Condensed Consolidated Financial Stawents.



PINNACLE WEST CAPITAL CORPORATION
NOTES TO CONDENSED CONSOLIDATED FINANCIAL STATEMENT S

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

2. Our unaudited condensed consolidated finantaédments reflect all adjustments which we belienecessary for the fair presentatio
our financial position and results of operationstfe periods presented. These adjustments areafaal recurring nature with the exception
of the cumulative effect of a change in accountorgderivatives, the cumulative effect of a changaccounting for trading activities (see
Note 10), asset retirement obligations (see Nojeatd real estate discontinued operations (see MN)téNe suggest that these conder
consolidated financial statements and notes toeset consolidated financial statements be read alith the consolidated financial
statements and notes to consolidated financiarsgants included in our 2002 10-K.

3. Weather conditions cause significant seasonelufations in our revenues. In addition, tradindg aolesale marketing activities can have
significant impacts on our results for interim peis. Consequently, results for interim periods dbnecessarily represent results to be
expected for the year.

4. In March 2003, APS deposited monies with itstfinortgage bond trustee to redeem the entire $ilidmof outstanding First Mortgage
Bonds, 8% Series due 2025, and the entire $54omitif outstanding First Mortgage Bonds, 7.25% Sallige 2023. On April 7, 2003, APS
redeemed $33 million of its First Mortgage Bond¥, 8eries due 2025. APS will redeem $54 milliontefHirst Mortgage Bonds, 7.25%
Series due 2023, on August 1, 2003.

On May 12, 2003, APS issued $500 million of debfodisws: $300 million aggregate principal amoufite 4.650% Notes due 2015 and
$200 million aggregate principal amount of its ®&2Notes due 2033. Also on May 12, 2003, APS mabte0@ million loan to Pinnacle
West Energy, and Pinnacle West Energy distributechet proceeds of that loan to us to fund ounyeeat of a portion of the debt incurred
to finance the construction of the following Pinlead/est Energy power plants: Redhawk Units 1 an@/@st Phoenix Units 4 and 5, and
Saguaro Unit 3. See "ACC Financing Orders" in Nofer additional information. With Pinnacle Westdggy's distribution to us, on May 12,
2003, we repaid the outstanding balance ($167anjllunder a credit facility. We used a portionta# temaining proceeds to repay our short-
term debt, with the balance being temporarily inedspending the planned optional repayment of @303%nillion Floating Rate Notes due
2003.



5. Regulatory Matters
ELECTRIC INDUSTRY RESTRUCTURING
STATE
OVERVIEW

On September 10, 2002, the ACC issued the TrackdeQwhich, among other things, directed APS adtdnsfer its generation assets to
Pinnacle West Energy, as previously required utfteRules and the 1999 Settlement Agreement. SeeKA Order" below. The Track A
Order and legal challenges to the Rules have raigesiderable uncertainty about the status and glaegail electric competition in Arizona.

On March 14, 2003, the ACC issued the Track B Qndich requires APS to solicit bids for certaitirsted capacity and energy
requirements for periods beginning July 1, 200% 'Seack B Order" below.

On April 4, 2003, the ACC issued the Financing @milgthorizing APS to lend up to $500 million to Ratle West Energy, guarantee up to
$500 million of Pinnacle West Energy debt, or a baration of both, not to exceed $500 million in tiggregate. See "ACC Financing
Orders" below. On May 12, 2003, APS issued $500anibf debt pursuant to the Financing Order andiena $500 million loan to Pinnacle
West Energy. Pinnacle West Energy distributed #tgproceeds of that loan to us to fund the repaymwiecertain of our debt. See Note 4.

As required by the 1999 Settlement Agreement, dretore June 30, 2003, APS will file a general tse with the ACC. The general rate
case will also address the implementation of reta@ adjustment mechanisms that were the subj@d€€ hearings in April 2003. See "APS
General Rate Case and Retail Rate Adjustment Mésanah below.

1999 SETTLEMENT AGREEMENT
The following are the major provisions of the 133&tlement Agreement, as approved by the ACC:

0 APS has reduced, and will reduce, rates for stahdffer service for customers with loads less ttimee MW in a series of annual retail
electricity price reductions of 1.5% on July 1 &ach of the years 1999 to 2003 for a total of 7.B&&ed on the price reductions authorized in
the 1999 Settlement Agreement, there were retaiéptecreases of approximately $24 million ($14iomilafter taxes), effective July 1, 19¢
approximately $28 million ($17 million after taxesffective July 1, 2000; approximately $27 millig$16 million after taxes), effective July

1, 2001; and approximately $28 million ($17 milliafter taxes), effective July 1, 2002. The finatemreduction is to be implemented July 1,
2003. For customers having loads of three MW oaige standard-offer rates have been reduced yingaannual increments that total 5% in
the years 1999 through 2002.



0 Unbundled rates being charged by APS for conipetitirect access service (for example, distribuiervices) became effective upon
approval of the 1999 Settlement Agreement, retrea¢d July 1, 1999, and also became subject to@meductions beginning January 1,
2000, that vary by rate class, through Januarp@42

o There will be a moratorium on retail price chanffr standard-offer and unbundled competitivedieecess services until July 1, 2004,
except for the price reductions described abovecant@in other limited circumstances. Neither tt@CAnor APS will be prevented from
seeking or authorizing rate changes prior to JuBOD4 in the event of conditions or circumstartbas constitute an emergency, such as an
inability to finance on reasonable terms; matesf@lnges in APS' cost of service for AC&ulated services resulting from federal, trilsgate
or local laws; regulatory requirements; or judiadatisions, actions or orders.

o APS will be permitted to defer for later recoverydent and reasonable costs of complying wittRblkes, system benefits costs in exce:
the levels included in then-current (1999) ratesl, eosts associated with the "provider of lastm#smd standard-offer obligations for service
after July 1, 2004. These costs are to be recovbhredgh an adjustment clause or clauses commencidgly 1, 2004. See "APS General
Rate Case and Retail Rate Adjustment Mechanisnisivbe

o APS' distribution system opened for retail acedfective September 24, 1999. Customers werebddidor retail access in accordance with
the phase-in adopted by the ACC under the Rules"R®etail Electric Competition Rules" below), indlng an additional 140 MW being

made available to eligible non-residential cust@nAPS opened its distribution system to retaieasdor all customers on January 1, 2001.
The regulatory developments and legal challengéisetdRules discussed in this Note have raised deratble uncertainty about the status and
pace of electric competition in Arizona. Althouginse very limited retail competition existed in AR8tvice area in 1999 and 2000, there are
currently no active retail competitors providingoumdled energy or other utility services to APStomers. As a result, we cannot predict
when, and the extent to which, additional compediteill re-enter APS' service territory.

o Prior to the 1999 Settlement Agreement, APS waevering substantially all of its regulatory assbtough July 1, 2004, pursuant to a
1996 regulatory agreement. In addition, the 19%8e3aent Agreement states that APS has demonstitaaits allowable stranded costs,
after mitigation and exclusive of regulatory assate at least $533 million net present value @89dollars). APS will not be allowed to
recover $183 million net present value (in 1999ats) of the above amounts. The 1999 Settlemenédwment provides that APS will have
the opportunity to recover $350 million net presesdtie (in 1999 dollars) through a competitive siion charge that will remain in effect
through December 31, 2004, at which
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time it will terminate. The costs subject to reagvender the adjustment clause described abovébwitlecreased or increased by any
over/under-recovery due to sales volume variances.

o APS will form, or cause to be formed, a sepacatporate affiliate or affiliates and transfer tehk affiliate(s) its competitive electric assets
and services at book value as of the date of teanand will complete the transfers no later thaed&nber 31, 2002. APS will be allowed to
defer and later collect, beginning July 1, 2004063f its costs to accomplish the required transfegeneration assets to an affiliate. Howe
as noted above and discussed in greater detaivbgl®002 the ACC unilaterally modified this aspetthe 1999 Settlement Agreement by
issuing an order preventing APS from transferrisggeneration assets.

RETAIL ELECTRIC COMPETITION RULES
The Rules approved by the ACC included the follayimajor provisions:
o They apply to virtually all Arizona electric uties regulated by the ACC, including APS.
o Effective January 1, 2001, retail access becaraitable to all APS retail electricity customers.

o Electric service providers that get CC&N's frdme ACC can supply only competitive services, intlgcelectric generation, but not electric
transmission and distribution.

o Affected utilities must file ACC tariffs that unhdle rates for noncompetitive services.
0 The ACC shall allow a reasonable opportunityrémovery of unmitigated stranded costs.

o Absent an ACC waiver, prior to January 1, 20@theaffected utility (except certain electric cogiwes) must transfer all competitive
electric assets and services to an unaffiliatetymarparties or to a separate corporate affiltataeffiliates. Under the 1999 Settlement
Agreement, APS received a waiver to allow traneféts competitive electric assets and servicesffibates no later than December 31, 2C
However, as noted above and discussed in greatst below, in 2002 the ACC reversed its decisiad reflected in the Rules, to require A
to transfer its generation assets.

Under the 1999 Settlement Agreement, the Ruletodne interpreted and applied, to the greatesnéxtessible, in a manner consistent with
the 1999 Settlement Agreement. If the two cannatbenciled, APS must seek, and the other padiéiset 1999 Settlement Agreement must
support, a waiver of the Rules in favor of the 19@%tlement Agreement.
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On November 27, 2000, a Maricopa County, ArizongeBior Court judge issued a final judgment holdimat the Rules are unconstitutional
and unlawful in their entirety due to failure tdadsdish a fair value rate base for competitive gieservice providers and because certain of
the Rules were not submitted to the Arizona Attgr&eneral for certification. The judgment also ilates all ACC orders authorizing
competitive electric service providers, includinf@ Energy Services, to operate in Arizona. We ddalieve the ruling affects the 1999
Settlement Agreement. The 1999 Settlement Agreemastnot at issue in the consolidated cases b#feridge. Further, the ACC made
findings related to the fair value of APS' propdrtythe order approving the 1999 Settlement Agregniehe ACC and other parties aligned
with the ACC have appealed the ruling to the Are@vourt of Appeals, as a result of which the SigpeZiourt's ruling is automatically stayed
pending further judicial review. That appeal idl giending. In a similar appeal concerning the é&ste of competitive telecommunications
CC&N's, the Arizona Court of Appeals invalidatetkesafor competitive carriers due to the ACC's failto establish a fair value rate base for
such carriers. That decision was upheld by theoki@zSupreme Court.

PROVIDER OF LAST RESORT OBLIGATION

Although the Rules allow retail customers to haseess to competitive providers of energy and ensegyices, APS is the "provider of last
resort" for standard-offer, full-service customensler rates that have been approved by the ACGeTies are established until at least July
1, 2004. The 1999 Settlement Agreement allows AP ek adjustment of these rates in the event efgancy conditions or circumstances,
such as the inability to secure financing on reabterms; material changes in APS' cost of serfdc ACC-regulated services resulting

from federal, tribal, state or local laws; regutgteequirements; or judicial decisions, action®aters. Energy prices in the western wholesale
market vary and, during the course of the lastye@ars, have been volatile. At various times, pringbe spot wholesale market have
significantly exceeded the amount included in A&tBtent retail rates. In the event of shortfalle doi unforeseen increases in load demand ol
generation or transmission outages, APS may nepdrtthase additional supplemental power in the edade spot market. Unless APS is
able to obtain an adjustment of its rates undeethergency provisions of the 1999 Settlement Agesgnihere can be no assurance that APS
would be able to fully recover the costs of thisvpo. See "APS General Rate Case and Retail Ratesthagnt Mechanisms" below for a
discussion of retail rate adjustment mechanismswiee the subject of ACC hearings in March 2003.

TRACK A ORDER
On September 10, 2002, the ACC issued the Trackd&Qin which the ACC, among other things:

12



o reversed its decision, as reflected in the Ridesgquire APS to transfer its generation ass#isreto an unrelated third party or to a seps
corporate affiliate; and

o unilaterally modified the 1999 Settlement Agreaimehich authorized APS' transfer of its geneatissets, and directed APS to cancel its
activities to transfer its generation assets tm&ite West Energy.

On November 15, 2002, APS filed appeals of the Kra©rder in the Maricopa County, Arizona Supe@ourt and in the Arizona Court of
Appeals.

ARIZONA PUBLIC SERVICE COMPANY VS. ARIZONA CORPORADN COMMISSION, CV 2002-0222

32. ARIZONA PUBLIC SERVICE COMPANY VS. ARIZONA CORPRATION COMMISSION, 1CA CC 02-0002. On December 13,
2002, APS and the ACC staff agreed to principlesdeolving certain issues raised by APS in itseapgpof the Track A Order. APS and the
ACC are the only parties to the Track A Order appéekhe major provisions of this document incluaieong other things, the following:

o The parties agreed that it would be appropriatéife ACC to consider the following matters in ABScoming general rate case, anticipi
to be filed before June 30, 2003:

o the generating assets to be included in APShage, including the question of whether certaiwgrglants currently owned by Pinnacle
West Energy (specifically, Redhawk Units 1 and ZsiWPhoenix Units 4 and 5 and Saguaro Unit 3) shibelincluded in APS' rate base;

o the appropriate treatment of the $234 milliortaxeasset write-off agreed to by APS as part ofl®@9 Settlement Agreement; and

o the appropriate treatment of costs incurred b APpreparation for the previously anticipatech&far of generation assets to Pinnacle West
Energy.

0 Upon the ACC's issuance of a final decision ihab longer subject to appeal approving APS' regjieeprovide $500 million of financing
or credit support to Pinnacle West Energy or then@any, with appropriate conditions, APS' appealhefTrack A Order would be limited
the issues described in the preceding bullet po@atsh of which would be presented to the ACC @arsideration prior to any final judicial
resolution. As noted below, the ACC issued the iaireg Order on April 4, 2003. The Financing Ordefimal and no longer subject to app
As a result, APS' appeals of the Track A Order baélllimited to the issues described in the precedinlet points.

On February 21, 2003, a Notice of Claim was filathwhe ACC and the Arizona Attorney General ondiebf APS, Pinnacle West and
Pinnacle West Energy to preserve their and outsigdlating to the Track A Order. As of
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April 22, 2003, the Notice of Claim was deemed ddnwith respect to the ACC and the Arizona Attor@aneral, and APS, Pinnacle West
and Pinnacle West Energy may now pursue the claicourt.

TRACK B ORDER

On March 14, 2003, the ACC issued the Track B Qndich requires APS to solicit bids for certaitimsited capacity and energy
requirements for periods beginning July 1, 2003.Za93, APS will be required to solicit competitibils for about 2,500 megawatts of
capacity and about 4,600 gigawatt-hours of enasggpproximately 20% of APS' total retail energguieements. The bid amounts are
expected to increase in 2004 and 2005 based laogedyowth in APS' retail load and APS' retail @yesales. The Track B Order also
confirmed that it was "not intended to change tineent rate base status of [APS'] existing assets."

The order recognizes APS' right to reject any bhids are unreasonable, uneconomical or unrelidthle. Track B procurement process will
involve the ACC Staff and an independent monitdre Track B Order also contains requirements rejatirstandards of conduct between
APS and any affiliate of APS that may participateéhie competitive solicitation, requires that AlR&at bidders in a non-discriminatory
manner and requires APS to file a protocol regardimort-term and emergency procurements. The qetenits the provision of corporate
oversight, support and governance as long as stiditias do not favor Pinnacle West Energy in fnecurement process or provide Pinnacle
West Energy with confidential APS bidding infornmatithat is not available to other bidders. The odieects APS to evaluate bids on cost,
reliability and reasonableness. The decision reguiidders to allow the ACC to inspect their plartd requires assurances of appropriate
competitive market conduct from senior officersoth bidders. Following the solicitation, APS vpitepare a report evaluating
environmental issues relating to the procuremedtaaseries of workshops on environmental risk mamegt will be commenced thereafter.

APS issued requests for proposals in March 200Jgriday 6, 2003, APS entered into contracts to raéletr a portion of its requirements
for the years 2003 through 2006 as follows.

(1) Pinnacle West Energy agreed to provide 1,700 M\uly through September of 2003 and in JuneutindSeptember of 2004, 2005 and
2006, by means of a unit contingent contract.

(2) PPL EnergyPlus, LLC agreed to provide 112 MWty through September of 2003 and 150 MW in tbineugh September of 2004 and
2005, by means of a unit contingent contract.

(3) Panda Gila River LP agreed to provide 450 MVDutober of 2003 and 2004 and May of 2004 and 2808,225 MW from November
2003 through April 2004 and from November 2004 tigto April 2005, by means of firm call options.
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ACC FINANCING ORDERS

On April 4, 2003, the ACC issued the Financing @milgthorizing APS to lend up to $500 million to Ratle West Energy, guarantee up to
$500 million of Pinnacle West Energy debt, or a baration of both, not to exceed $500 million in tggregate (the "APS Loan"), subject to
the following principal conditions:

o any debt issued by APS pursuant to the order beushsecured;
o the APS Loan must be callable and secured bgindfinnacle West Energy assets;

o the APS Loan must bear interest at a rate equz4 basis points above the interest rate on Ad$ttat could be issued and sold on
equivalent terms (including, but not limited to, tonéty and security);

o the 264 basis points referred to in the previmulket point will be capitalized as a deferred éradd used to offset retail rates in the future,
with the deferred credit balance bearing an inteas of six percent per annum;

o the APS Loan must have a maturity date of notntloain four years, unless otherwise ordered bAGE;

0 any demonstrable increase in APS' cost of capétal result of the transaction (such as from drgein bond rating) will be excluded from
future rate cases;

0 APS must maintain a common equity ratio of asidarty percent and may not pay common dividefidaéh payment would reduce its
common equity ratio below that threshold, unleseatise waived by the ACC. The ACC will process arajver request within sixty days,
and for this sixty-day period this condition wik Isuspended. However, this condition, which wititimue indefinitely, will not be
permanently waived without an order of the ACC; and

o certain waivers of the ACC's affiliated interages previously granted to APS and its affiliangk be temporarily withdrawn and, during
the term of the APS Loan, neither Pinnacle WestRipnacle West Energy may reorganize or restructiaguire or divest assets, or form,
or sell affiliates (each, a "Covered Transactioot)pledge or otherwise encumber the Pinnacle \Bestgy assets without prior ACC
approval, except that the foregoing restrictionls mat apply to the following categories of CoverBdinsactions:

o Covered Transactions less than $100 million, mreakon a cumulative basis over the calendar yeahich the Covered Transactions are
made;
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o Covered Transactions by SunCor of less than $80i@n through 2005, consistent with SunCor's eiptited accelerated asset sales activity
during those years;

o Covered Transactions related to the payment gbiog construction costs for Pinnacle West Ener@@)'$Vest Phoenix Unit 5, located in
Phoenix, with an expected commercial operation hateid-2003, and (b) Silverhawk plant, locatedmleas Vegas, with an expected
commercial operation date in mid-2004; and

o Covered Transactions related to the sale of 26#teoSilverhawk plant to SNWA if SNWA exercises éxisting purchase option to do so.

The ACC also ordered the ACC staff to conduct aiiry into our and our affiliates' compliance witte retail electric competition and
related rules and decisions.

No party filed an application for reconsideratidrttee Financing Order. As a result, the FinancindéD is final and not subject to appe

On May 12, 2003, APS issued $500 million of debispant to the Financing Order and made a $500amilban to Pinnacle West Energy.
Pinnacle West Energy distributed the net proceétisad loan to us to fund the repayment of certdiour debt. See Note 4.

On November 22, 2002, the ACC issued an order"(titerim Financing Order") approving APS' requespermit APS to (a) make short-
term advances to Pinnacle West in the form of &er-affiliate line of credit in the amount of $18%llion, or (b) guarantee $125 million of
Pinnacle West's short-term debt, subject to cegaiditions.

APS GENERAL RATE CASE AND RETAIL RATE ADJUSTMENT ME CHANISMS

As required by the 1999 Settlement Agreement, dretore June 30, 2003, APS will file a general catse with the ACC. In this rate case,
APS will update its cost of service and rate desigraddition, APS expects to seek:

o rate base treatment of certain power plants otirewned by Pinnacle West Energy (specificallgdRawk Units 1 and 2, West Phoenix
Units 4 and 5 and Saguaro Unit 3);

o recovery of the $234 million pretax asset writerecorded by APS as part of the 1999 SettlemagreAment ($140 million extraordinary
charge recorded on the 1999 Consolidated Stateofiémtome); and

o recovery of costs incurred by APS in preparatarthe previously required transfer of generatissets to Pinnacle West Energy.

The general rate case will also address the impi&tien of rate adjustment mechanisms that wersubgct of ACC hearings in April 20C
The
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rate adjustment mechanisms, which were authorigedrasult of the 1999 Settlement Agreement, wallddv APS to recover several type:
costs, the most significant of which are power $yippsts (fuel and purchased power costs) and essisciated with complying with the
Rules. We assume that the ACC will make a decisidhis general rate case by the end of 2004.

FEDERAL

In July 2002, the FERC adopted a price mitigatitamhat constrains the price of electricity in thieolesale spot electricity market in the
western United States. The FERC has adopted agajef $250 per MWh for the period subsequentdtier 31, 2002. Sales at prices
above the cap must be justified and are subjepbtential refund.

On July 31, 2002, the FERC issued a Notice of Fsegdrulemaking for Standard Market Design for whalle electric markets. Voluminous
comments and reply comments were filed on virtuallgry aspect of the proposed rule. On April 28@he FERC issued an additional
white paper on the proposed Standard Market DeSigawhite paper makes several changes to the gedgtandard Market Design,
including a greater emphasis on flexibility for i@gal needs. The FERC invited comments on the wiafeer, but has not yet set a due date
for filing comments. We are reviewing the proposgiémaking and cannot currently predict what, if,@ampact there may be to the Comp
if the FERC adopts the proposed rule or any maglificis proposed in the comments.

GENERAL

The regulatory developments and legal challeng#isetdrules discussed in this Note have raised derable uncertainty about the status and
pace of retail electric competition in Arizona. Wdugh some very limited retail competition existedPS' service area in 1999 and 2000,
there are currently no active retail competitovting unbundled energy or other utility serviteAPS' customers. As a result, we cannot
predict when, and the extent to which, additiomahpetitors will re-enter APS' service territory. éempetition in the electric industry
continues to evolve, we will continue to evaluatategies and alternatives that will position usempete in the new regulatory environment.

6. Nuclear Insurance

The Palo Verde participants have insurance foripdibbility resulting from nuclear energy hazatdshe full limit of liability under federal
law. This potential liability is covered by primalmbility insurance provided by commercial insucarcarriers in the amount of $300 million
and the balance by an industiyde retrospective assessment program. If lossasyahuclear power plant covered by the progranseetk th
accumulated funds, APS could be assessed retrosppotmium adjustments. The maximum assessmemegetor under the program for
each nuclear incident is approximately $88 millisnbject to an annual limit of $10 million per ident. Based on APS' interest in the three
Palo Verde units, APS' maximum potential assesspwmincident for all three units is approximat®F7 million, with an annual payment
limitation of approximately $9 million.

The Palo Verde participants maintain "all risk"cfuding nuclear hazards) insurance for propertyaigerto, and decontamination of, property
at Palo Verde
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in the aggregate amount of $2.75 billion, a sulighportion of which must first be applied to statation and decontamination. APS has ¢
secured insurance against portions of any increesstibf generation or purchased power and busingssuption resulting from a sudden
and unforeseen outage of any of the three units.if$urance coverage discussed in this and théopieparagraph is subject to certain po
conditions and exclusions.

7. Business Segments
We have three principal business segments (detechtip products, services and the regulatory enmient):

o our regulated electricity segment, which consi$tegulated traditional retail and wholesale #leity businesses and related activities, and
includes electricity generation, transmission aistrithution;

o our marketing and trading segment, which consiStair competitive energy business activities|udimg wholesale marketing and trading
and APS Energy Services' commodigfated energy services. In early 2003, we movedmarketing and trading division from Pinnacle V
to APS for future marketing and trading activit{egisting wholesale contracts will remain at Pineat/est) as a result of the ACC's Track A
Order prohibiting the previously required trans§f€APS' generating assets to Pinnacle West Enargy;

o our real estate segment, which consists of Sua@eal estate development and investment actyvitie

The amounts in our other segment include activitygipally related to NAC in the periods ended MaBd, 2003 (see Note 12), as well as
parent company and other subsidiaries. Financial fd& the Company's business segments followsaidaih millions):
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Three Months E nded Twelve Months Ended

March 31, March 31,
2003 2 002 2003 2002
Operating Revenues:
Regulated electricity $ 385 $ 380 $ 2,018 $ 2,530
Marketing and trading 163 76 413 469
Real estate 41 40 202 176
Other 15 4 73 14
Total $ 604 $ 500 $ 2,706 $ 3,189

Income From Continuing Operations:

Regulated electricity $ 8 3% 31 $ 147 $ 179
Marketing and trading 8 20 46 133
Real estate (a) 1 1 9 4
Other 3 1 (29) 1
Total $ 20 $ 53 $ 173 $ 317

(a) Excludes income from discontinued operatiomgtie three months ended March 31 of $5 milliotefatax) in 2003 and $1 million (after
tax) in 2002. Excludes income from discontinuedrapiens for the twelve months ended March 31 of §illffon (after tax) in 2003 and $1
million (after tax) in 2002. See Note 19 for funtltiscussion of our real estate activities.

As of As of
Mar ch 31, December 31,
2 003 2002
Assets:
Regulated electricity $ 8,033 $ 7,589
Marketing and trading 250 301
Real estate 448 504
Other 24 32
Total $ 8,755 $ 8,426

8. Accounting Matters

In April 2003, the FASB issued SFAS No. 149, "Ameraht of Statement 133 on Derivative Instrumentstdadging Activities." This
statement amends and clarifies financial accourgimyreporting for derivative instruments and fedging activities under SFAS No. 133.
The provisions of SFAS No. 149 that relate to prasly issued SFAS No. 133 derivatives implementagividance should continue to be
applied in accordance with the effective datesefdriginal implementation guidance. In generdieojprovisions are applied prospectivel
contracts entered into or modified after June 8032 and for
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hedging relationships designated after June 3B.20@ are currently evaluating the impacts of tee standard on our financial statements.

In November 2002, the EITF reached a consensudTh @-21, "Revenue Arrangements with Multiple Deliables." EITF 00-21 addresses
certain aspects of the accounting by a vendorrf@ngements under which it will perform multiplesemue-generating activities. EITF 00-21
specifically addresses how to determine whetheareangement has identifiable, separable revenuerging activities. EITF 00-21 does not
address when the criteria for revenue recognitiemaet or provide guidance on the appropriate negeacognition convention. EITF 00-21
is effective for revenue arrangements enteredafigr July 1, 2003. We are currently evaluatingithpacts of this new guidance, but we do
not believe it will have a material impact on oimaicial statements.

In 2001, the American Institute of Certified PubAiccountants (AICPA) issued an exposure draft pfaposed Statement of Position (SOP),
"Accounting for Certain Costs Related to Propepant, and Equipment.” This proposed SOP wouldteragroject timeline framework for
capitalizing costs related to property, plant agdiement construction. It would require that prdpeplant and equipment assets be accot
for at the component level and require administeaind general costs incurred in support of capitgects to be expensed in the current
period. In November 2002, the AICPA announced theyld no longer issue general purpose SOPs. Inuaep2003, the FASB determined
that the AICPA should continue their deliberatiomscertain aspects of the proposed SOP. We areg/ditr further guidance from the FAS
and the AICPA on the timing of the final guidance.

See the following Notes for other new accountirmpdards:

o Note 9 for a new interpretation (FIN No. 46) tethto VIES;

o Note 10 for a new EITF issue (EITF 02-3) relatedccounting for energy trading contracts;
o Note 13 for a new accounting standard (SFAS M8) bn asset retirement obligations;

o Note 15 for a new accounting standard (SFAS M8) bn stock-based compensation; and
o Note 17 for a new interpretation (FIN No. 45)gurarantees.

9. Variable Interest Entities

In January 2003, the FASB issued FIN No. 46, "Cbdation of Variable Interest Entities." FIN No. 4&quires that we consolidate a VIE if
we have a majority of the risk of loss from the \lBctivities or we are entitled to receive a migjaf the VIE's residual returns or both. A
VIE is a corporation, partnership, trust or anyeotlegal structure that either does not have edguitystors with voting rights or has equity
investors that do not provide sufficient finangiesources for the entity to support its activitieN No. 46 is effective immediately for any
VIE created after January 31, 2003 and is effeclivg 1, 2003 for VIEs created before FebruaryQD
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In 1986, APS entered into agreements with threars¢gp SPE lessors in order to sell and lease Inéeiests in Palo Verde Unit 2. The leases
are accounted for as operating leases in accordeitit&AAP. Based on our preliminary assessmeritibfNo. 46, we do not believe we v
be required to consolidate the Palo Verde SPEs.gderywe continue to evaluate the requirementeehew guidance to determine what
impact, if any, it will have on our financial statents.

APS is exposed to losses under the Palo Verddesadeback agreements upon the occurrence of cextairis that APS does not consider to
be reasonably likely to occur. Under certain cirstances (for example, the NRC issuing specifiethtitm orders with respect to Palo Verde
or the occurrence of specified nuclear events), AB8ld be required to assume the debt associatibcthé transactions, make specified
payments to the equity participants, and take titlhe leased Unit 2 interests, which, if apprataj may be required to be written down in
value. If such an event had occurred as of Mar¢t28@3, APS would have been required to assumexiopately $285 million of debt and
pay the equity participants approximately $200 ionill

10. Derivative Instruments and Energy Trading Atite

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

For the twelve months ended March 31, 2002, werdstba $12 million after tax charge in net incomd a $8 million after tax credit in
common stock equity (as a component of other cohgmrgive income (loss)), both as cumulative effett change in accounting for
derivatives, as required by SFAS No. 133, "Accaumfor Derivative Instruments and Hedging ActivitieThe charge primarily resulted fri
electricity option contracts. The credit resulteshfi unrealized gains on cash flow hedges.

We adopted the EITF 02-3 guidance for all contratthe fourth quarter of 2002. In 2002, we recdrdeb66 million after tax charge in net
income as a cumulative effect adjustment for tlexipusly recorded accumulated unrealized mark-tckataon energy trading contracts that
did not meet the accounting definition of a deiiivat Our energy trading contracts that are deneatiare accounted for at fair value under
SFAS No. 133. Contracts that do not meet the definbf a derivative are accounted for on an addsaais with the associated revenues and
costs recorded at the time the contracted comnesditie delivered or received. Additionally, allrgaand losses (realized and unrealized) on
energy trading contracts that qualify as derivatiaee included in marketing and trading segmergnmegs on the Condensed Consolidated
Statements of Income on a net basis. Derivativielimgents used for non-trading activities are actedifor in accordance with SFAS No.
133.
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EITF 02-3 requires that derivatives held for tradpurposes, whether settled financially or physjcdle reported in the income statement on
a net basis. Conversely, all non-trading contrantsderivatives are to be reported gross on thaecstatement.

The changes in derivative fair value of our syspasitions included in the Condensed ConsolidatateStents of Income for the three and
twelve months ended March 31, 2003 and 2002 aresed of the following (dollars in thousands):

Three Months Ended Twelve Months Ende d
March 31, March 31,
2003 2002 2003 200 2
Gains (losses) on the ineffective portion of
derivatives qualifying for hedge accounting (a) $ 2,778 $ (2,548) $ 16,524 $ (6 ,155)
Losses from the discontinuance of cash flow hedges -- (44) (8,776) 3 ,561)
Losses from non-hedge derivatives (106) (855) (3,575) (6 ,864)
Prior period mark-to-market losses realized upon
delivery of commodities 10,443 3,813 14,635 23 ,368
Total pretax gain $ 13,115 $ 366 $ 18,808 $ 6 ,788

(a) Time value component of options excluded fraseasment of hedge effectiveness.

As of March 31, 2003, the maximum length of tim@owhich we are hedging our exposure to the vditali future cash flows for
forecasted transactions is approximately six ydansing the twelve months ending March 31, 2004 esgémate that a net loss of $3 million
before income taxes will be reclassified from acuolated other comprehensive loss as an offset teffket on earnings of market price
changes for the related hedged transactions.

The mark-to-market related to our risk managemedtteading activities are presented in two catezmtonsistent with our business
segments:

0 System - our regulated electricity business segméhich consists of non-trading derivative ingtents that hedge our purchases and sales
of electricity and fuel for APS' Native Load requinents; and

o Marketing and Trading - our non-regulated, coritipetbusiness segment, which includes both noditigaand trading derivative
instruments.

The following table summarizes our assets andlifeds from risk management and trading activigé$4arch 31, 2003 and December 31,
2002 (dollars in thousands):
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March 31, 2003

Current Current Other Net Asset/
Assets Investments Liabilities Liabilities  (Liability)

Mark-to-Market:

Marketing

and Trading $ 23,849 $ 39,743 $ (6,479) $ (1,242) $ 55,871

System 82,499 8,205 (86,595) (26,890) (22,781)
Emission

allowances

- at cost - 52,261 - (24,011) 28,250
Total $ 106,348 $ 100,209 $ (93,074) $ (52,143) $ 61,340

December 31, 2002

Current Current Other Net Asset/
Assets Investments Liabilities Liabilities  (Liability)

Mark-to-Market:

Marketing

and Trading $ 17,640 $ 51,771 $ (9,848) $ (2,583) $ 56,980

System 41,522 6,971 (60,819) (36,678) (49,004)
Emission

allowances

- at cost - 63,594 - (36,381) 27,213
Total $ 59,162 $ 122,336 $ (70,667) $ (75,642) $ 35,189

Cash or collateral required to serve as colla@gainst our open positions on energy-related cotstia included in investments and other
assets and current liabilities on the Condensedg@imated Balance Sheet. No collateral was provatedarch 31, 2003. Collateral provided
was $5 million at December 31, 2002. Collaterathvehs $23 million at March 31, 2003 and $22 millairDecember 31, 2002.

11. Comprehensive Income
Components of comprehensive income for the threehaalve months ended March 31, 2003 and 2002asfellows (dollars in thousands):

23



Three Months Ended Twelve Months Ended
March 31, March 31,

2003 2002 2003 2002

Net income $ 25,298 $ 53,757 $ 120,949 $ 306,473

Other comprehensive income (loss):
Minimum pension liability adjustment, net
of tax 31 - (70,267) (966)
Cumulative effect of a change in accounting
for derivatives,

net of tax - -- - 7,801
Unrealized gain (loss) on derivative
instruments, net of tax (a) 15,806 26,826 32,920 (72,200)
Reclassification of realized (gain) loss to
income, net of tax (b) (4,351) 990 (5,702) (8,809)
Total other comprehensive income (loss) 11,486 27,816  (43,049) (74,174)
Comprehensive income $ 36,784 $ 81,573 $ 77,900 $ 232,299

(a) These amounts primarily include unrealized gaind losses on contracts used to hedge our fte€logas requirements to serve Native
Load.

(b) These amounts primarily include the reclasaifan of unrealized gains and losses to realizeddatracted commodities delivered during
the period.

12. Commitments and Contingencies
CALIFORNIA ENERGY MARKET ISSUES AND REFUNDS IN THE PACIFIC NORTHWEST

In July 2001, the FERC ordered an expedited faxtifig hearing to calculate refunds for spot matkatsactions in California during a
specified time frame. This order calls for a hegyinith findings of fact due to the FERC after t8® and PX provide necessary historical
data. The FERC directed an ALJ to make finding&of with respect to: (1) the mitigated price icle&our of the refund period; (2) the
amount of refunds owed by each supplier accordirthe methodology established in the order; andh@amount currently owed to each
supplier (with separate quantities due from eathy@iy the CAISO, the California Power Exchantiee investor-owned utilities and the
State of California.

APS was a seller and a purchaser in the Californaiekets at issue, and to the extent that refurelsrered, APS should be a recipient as

as a payor of such amounts. On December 12, 20021tJ issued Proposed Findings of Fact with resieethe refunds. On March 26, 2003,
the FERC adopted the great majority of the propdiselihgs, revising only the calculation of natugals prices for the final determination of
mitigated prices in the California markets. Sellet® may actually have paid more for natural gas tthe proxy prices adopted by the FERC
have 40 days in which to submit necessary datag&ERC, after which a technical conference wilhb&l. Finalization of refund amounts is
expected in mid-2003. Subsequent to the foregadfignd decision by
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the FERC, the California parties filed a requestréiearing asking the FERC to expand the timeodeaind transactions covered by the re
proceeding and provide for approximately $3 billinradditional refunds relating to sales by allesslin the California markets. APS does
anticipate material changes in its exposure aticstieves, subject to the finalization of the ismd proxy prices, that it will be entitled to a
net refund.

On November 20, 2002, the FERC reopened discowettyeise proceedings pursuant to instructions obthieed States Court of Appeals for
the Ninth Circuit that the FERC permit parties ffepadditional evidence of potential market matépion for the period January 1, 2000
through June 20, 2001. Parties have submittediadditevidence and proposed findings, which the EEBntinues to consider.

The FERC also ordered an evidentiary proceedimjsicuss and evaluate possible refunds for the iedbifrthwest. The FERC required that
the record establish the volume of the transactisidentification of the net sellers and netdrgythe price and terms and conditions of the
sales contracts and the extent of potential refuddsSeptember 24, 2001, an ALJ concluded thaegiiic the Pacific Northwest during the
period December 25, 2000 through June 20, 2001 thereesult of a number of factors in addition t signals from the California

markets, including the shortage of supply, excessahd, drought and increased natural gas pricegerthese circumstances, the ALJ
ultimately concluded that the prices in the Padifarthwest were not unreasonable or unjust andhdsfshould not be ordered in this
proceeding. On December 19, 2002, the FERC opene@valiscovery period to permit the parties to oéféditional evidence for the period
January 1, 2000 through June 20, 2001. Additionalemce has been submitted and a FERC decisioneonewly submitted evidence is
expected soon. Based on public comments from th(F i is anticipated that this case will be seatkto the ALJ for further proceedings

on spot market and balance of month transactions.

Although the FERC has not yet made a final rulimghie Pacific Northwest matter nor calculated thectfic refund amounts due in
California, we do not expect that the resolutionha&fse issues, as to the amounts alleged in theg@dings, will have a material adverse
impact on our financial position, results of ope&mas or liquidity.

On March 26, 2003, FERC made public a Final Repoirice Manipulation in Western Markets, prepdngdts Staff and covering spot
markets in the West in 2000 and 2001. The repat¢dtthat a significant number of entities whoipgrated in the California markets during
2000 to 2001 time period, including APS, may pdsdiyt have been involved in arbitrage transactitha allegedly violated certain

provisions of the ISO tariff. The report also recoended that the FERC issue an order to show calugehsse transactions did not violate
the ISO tariff with potential disgorgement of amjust profits. Although APS is still attempting determine and to review the transactions at
issue, it believes that it was not engaged in aigh $mproper transactions. Based on the informadiaailable, it also appears that such
transactions would not have a material adverse ¢tnraour financial position, results of operatiamdiquidity.

SCE and PG&E have publicly disclosed that theiitiity has been materially and adversely affectechinse of, among other things, their
inability to pass on to ratepayers the prices dmshpaid for energy and ancillary services proctiesugh the PX and the ISO. PG&E filed
for bankruptcy protection in 2001.
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We are closely monitoring developments in the Gatifa energy market and the potential impact oé¢hdevelopments on us and our
subsidiaries. Based on our evaluations, we prelyigeserved $10 million before income taxes for owadit exposure related to the Califor
energy situation, $5 million of which was recordedhe fourth quarter of 2000 and $5 million of whiwas recorded in the first quarter of
2001. Our evaluations took into consideration @mge of exposure of approximately zero to $38 arillbefore income taxes and review of
likely recovery rates in bankruptcy situations.

In the second quarter of 2002, PG&E filed its MatifSecond Amended Disclosure Statement and theQded its Alternative Plan of
Reorganization. Both plans generally indicated Bfa&E would, at the close of bankruptcy proceedibgsable to pay in full all outstanding,
undisputed debts. As a result of these developmtrgprobable range of our total exposure novpm@imately zero to $27 million before
income taxes, and our best estimate of the probasdeis now approximately $6 million before incotages. Consequently, we reversed $4
million of the $10 million reserve in the secondager of 2002. We cannot predict with certaintywewer, the impact that any future
resolution or attempted resolution, of the Califarenergy market situation may have on us, ouridigvgs or the regional energy market in
general.

CALIFORNIA ENERGY MARKET LITIGATION On March 19, 202, the State of California filed a complaint witle FERC alleging that
wholesale sellers of power and energy, includirgGoempany, failed to properly file rate informatianthe FERC in connection with sales to
California from 2000 to the present. STATE OF CAORNIA V. BRITISH COLUMBIA POWER EXCHANGE ET AL., Doket No. ELO2-
71-000. The complaint requests the FERC to redgbeavholesale sellers to refund any rates thatfated to exceed just and reasonable
levels." This complaint has been dismissed by BRE and the State of California is now appealirgrttatter to the Ninth Circuit Court of
Appeals. In addition, the State of California atldess have filed various claims, which have nownbensolidated, against several power
suppliers to California alleging antitrust violatda WHOLESALE ELECTRICITY ANTITRUST CASES | AND IISuperior Court in and for
the County of San Diego, Proceedings Nos. 4204-D@d@ 4204-00006. Two of the suppliers who wereeathas defendants in those
matters, Reliant Energy Services, Inc. (and othaiaRt entities) and Duke Energy and Trading, LaRd other Duke entities), filed cross-
claims against various other participants in theaP¥ ISO markets, including APS, attempting to exidnose matters to such other
participants. APS has not yet filed a responsieagiing in the matter, but APS believes the claignRéliant and Duke as they relate to APS
are without merit.

APS was also named in a lawsuit regarding wholesaiéracts in California. JAMES MILLAR, ET AL. V. BLEGHENY ENERGY

SUPPLY, ET AL., United

States District Court in and for the District of fwern California, Case No. C02-2855 EMC. The camtlalleges basically that the contracts
entered into were the result of an unfair and wsorable market. The PX has filed a lawsuit agdfresState of California regarding the
seizure of forward contracts and the State had &leross complaint against APS and numerous 8Kgrarticipants. CAL PX V. THE

STATE OF CALIFORNIA Superior Court in and for th@@hty of Sacramento, JCCP No. 4203. Various prekmi motions are being filed
and we cannot currently predict the outcome of ithégter. The "United States Justice Foundatiosuiag numerous wholesale energy
contract suppliers to California, including usyvedl as the California Department of Water
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Resources, based upon an alleged conflict of istemésing from the activities of a consultant Eafison International who also negotiated
long-term contracts for the California Departmeht\ater Resources. MCCLINTOCK, ET AL. V. YUDHRAJ&uperior Court in and for
the County of Los Angeles, Case No. GC 029447.Cdéornia Attorney General has indicated thatmrestigation by his office did not fir
evidence of improper conduct by the consultant.aéeve the claims against APS and us in the lagsnéntioned in this paragraph are
without merit and will have no material adverse a@ofpon our financial position, results of operasiam liquidity.

POWER SERVICE AGREEMENT

By letter dated March 7, 2001, Citizens, which owngility in Arizona, advised APS that it believ&BS overcharged Citizens by over $50
million under a power service agreement. APS beBdts charges under the agreement were fullyéordance with the terms of the
agreement. In addition, in testimony filed with € C on March 13, 2002, Citizens acknowledged, taseits review, "if Citizens filed a
complaint with FERC, it probably would lose the tahissue in the contract interpretation dispuf&?S and Citizens terminated the power
service agreement effective July 15, 2001. In @pizent of the power service agreement, the Comaad\Citizens entered into a power sale
agreement under which the Company will supply € with future specified amounts of electricitg amcillary services through May 31,
2008. This new agreement does not address isse@®sly raised by Citizens with respect to changeder the original power service
agreement through June 1, 2001.

EL DORADO'S INVESTMENT IN NAC

Through our unregulated wholly-owned subsidiaryPBrado, we own a majority interest in NAC, a compéhat develops, markets and
contracts for the manufacture of cask designsgensnuclear fuel storage and transportation. Roidine third quarter of 2002, our investrr
in NAC was accounted for under the equity methadl @ share of NAC's earnings and losses was reddndother income or expense in
Condensed Consolidated Statements of Income. Biegiimthe third quarter of 2002, we fully conselidd NAC's financial statements after
acquiring a controlling interest in NAC as a residlincreased voting representation on NAC's BadrBirectors. During the second and th
quarters of 2002, we recorded cumulative losseppfoximately $21 million before tax ($13 millioftex tax, $0.15 per share) related to
NAC, primarily as a result of expected losses umteitracts with two customers, including a conttattveen NAC and Maine Yank

Atomic Power Company (Maine Yankee).

On January 15, 2003, Maine Yankee notified NACt®fritention to terminate its contract with NAC. \Weorded additional NAC losses of
approximately $38 million before tax ($23 millioftex tax, or $0.27 per share) in the fourth quanfe2002, the substantial majority of which
relate to the termination of the Maine Yankee caxttrAs a result, in 2002, we recorded NAC losgepproximately $59 million before tax
($35 million after tax, or $0.42 per share).

On March 4, 2003, Maine Yankee filed suit agairiahBcle West, NAC and a surety company in fedesattcin Portland, Maine. MAINE
YANKEE
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ATOMIC POWER COMPANY V. UNITED STATES FIRE INSURANE COMPANY, Civil Action Docket No. 03-58-PC, Unitetates
District Court, District of Maine. The lawsuit amdrelated arbitration proceeding initiated by NA€revdismissed in April 2003 as part of a
settlement among the parties. We reversed $5 mitifidoss reserves in the first quarter of 200atexl to NAC's contract settlement. We
believe we have reserved our exposure with resapedAC's contracts in all material respects and essult, we consider these charges non-
recurring. We do not expect material losses forytr 2003 related to NAC.

13. Asset Retirement Obligations

On January 1, 2003, we adopted SFAS No. 143, "Audog for Asset Retirement Obligations." SFAS Né3Trovides accounting
requirements for the recognition and measuremelmhifities associated with the retirement of téhg long-lived assets. The standard
requires that these liabilities be recognized mtvalue as incurred and capitalized as part of#hated tangible lontjved assets. Accretion
the liability due to the passage of time is an apieg expense and the capitalized cost is depeetiater the useful life of the loriiyed asset
Prior to January 1, 2003 we accrued asset retireaf#igations over the life of the related assebtigh depreciation expense.

APS has asset retirement obligations for its Paod® nuclear facilities and certain other genemati@nsmission and distribution assets. The
Palo Verde asset retirement obligation primarilgtes to final plant decommissioning. This obligatis based on the NRC's requirements for
disposal of radiated property or plant and agreésn&RS reached with the ACC for final decommisgigndf the plant. The non-nuclear
generation asset retirement obligations primaglate to requirements for removing portions of thpknts at the end of the plant life or le
term. Some of our transmission and distributioretssbave asset retirement obligations becauseatieeyubject to right of way and easement
agreements that require final removal. These ageatsihave a history of uninterrupted renewal theaewpect will continue for the
foreseeable future. As a result, APS cannot reddpmratimate the fair value of the asset retirenadtigation related to such distribution and
transmission assets. The asset retirement obligatissociated with our non-regulated assets aratenial.

On January 1, 2003, APS recorded a liability of$&1illion for its asset retirement obligations, limting the accretion impacts; a $67 million
increase in the carrying amount of the associaisdta; and a net reduction of $192 million in acslated depreciation related primarily to
the reversal of previously recorded accumulateahesissioning and other removal costs related teelubligations. Additionally, APS
recorded a net regulatory liability of $40 milliéor the asset retirement obligations related todtilated assets. This regulatory liability
represents the difference between the amount diyrieging recovered in regulated rates and the atnoalculated under SFAS No. 143. A
believes it can recover in regulated rates thesttiam costs and ongoing current period costs ¢ated in accordance with SFAS No.

143. The adoption of SFAS No. 143 did not have teria impact on our net income for the quarterezshiarch 31, 2003.

In accordance with SFAS No. 71, APS will continaetcrue for removal costs for its regulated assetn if there is no legal obligation for
removal. At March 31, 2003, accumulated depreaiasivown on our Condensed Consolidated Balance Smaiided approximately $360
million of estimated future removal costs that mo¢ considered legal obligations.
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The following schedule shows the change in ourtassieement obligations during the three-monthgetended March 31, 2003 (dollars in
millions):

Balance at January 1, 2003 $ 219
Changes attributable to:
Liabilities incurred --
Liabilities settled --
Accretion expense 4
Estimated cash flow revisions --

Balance at March 31, 2003 $ 223

The following schedule shows the change in ourfprma liability for the periods ended December 2002 and 2001, as if we had recorded
an asset retirement obligation based on the guedsn8FAS No. 143 (dollars in millions):

2002 2001

Balance at beginning of year $ 204 $ 190
Accretion expense 15 14

Balance at end of year $ 219 $ 204

The pro forma effects on net income for 2002 an@il2fre immaterial.

To fund the costs APS expects to incur to decomarigbe plant, APS established external decommmigsiptrusts in accordance with NRC
regulations. APS invests the trust funds primarilfixed income securities and domestic stock dadsifies them as available for sale. The
following table shows the cost and fair value ofSARuclear decommissioning trust fund assets wéiiehreported in investments and other
assets on the Condensed Consolidated Balance $tééssch 31, 2003 and December 31, 2002 (doltarsiilions):

Marc h 31, December 31,
2 003 2002
Trust fund assets - at cost
Fixed income securities $ 115 $ 113
Domestic stock 70 68
Total $ 185 $ 181

Trust fund assets - at fair value

Fixed income securities $ 124 $ 117
Domestic stock 80 77
Total $ 204 $ 194
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14. Intangible Assets

The Company's gross intangible assets (which ameapity software) were $233 million at March 31,080and $214 million at December 31,
2002. The related accumulated amortization was $dillion at March 31, 2003 and $104 million at Ded#er 31, 2002. Amortization
expense for the three months ended March 31 wasil$én in 2003 and $4 million in 2002. Amortizatiexpense for the twelve months
ended March 31 was $23 million in 2003 and $21liamilin 2002. Estimated amortization expense ortiegsntangible assets over the next
five years is $27 million in 2003, $26 million i®@4, $25 million in 2005, $22 million in 2006 an@4$million in 2007.

15. Stock-Based Compensation

In 2002, we began applying the fair value methodamfounting for stock-based compensation, as peovidr in SFAS No. 123, "Accounting
for Stock-Based Compensation.” In accordance vghttansition requirements of SFAS No. 123, as aleeéiy SFAS No. 148 "Accounting
for Stock-Based Compensatiofiransition and Disclosure," we applied the failugamethod prospectively, beginning with 2002 stgnts
In prior years, we recognized stock compensatigaerge based on the intrinsic value method allowekttounting Principles Board
Opinion (APB) No. 25, "Accounting for Stock IssuedEmployees."

The following chart compares our net income, stomkipensation expense and earnings per share tahasatitems would have been if we
had recorded stock compensation expense base& éairtivalue method for all stock grants throughréhe31, 2003 (dollars in thousands,
except per share amounts):

Three Months E nded Twelve Months Ended
March 31, March 31,
2003 2 002 2003 2002
Net Income:
As reported $25298 $5 3,757 $120,949 $306,473
Pro forma (fair value method) 24998 5 3,385 119,626 304,382

Stock compensation expense
(net of tax):

As reported 152 - 452 --

Pro forma (fair value method) 300 372 1,323 2,091
Earnings per share - basic:

As reported $ 028 $ 063 $ 140 $ 3.62

Pro forma (fair value method) $ 0.27 $ 063 $ 138 $ 3.59
Earnings per share - diluted:

As reported $ 028 % 063 $ 140 $ 361

Pro forma (fair value method) $ 0.27 $ 063 $ 138 $ 3.58

30



16. Other Income and Other Expense

The following table provides detail of other incoared other expense for the three and twelve mariied March 31, 2003 and 2002 (dol
in thousands):

Three Month s Ended Twelve Months Ended
March 31, March 31,
2003 2002 2003 2002
Other income:
Environmental insurance recovery $ - $ - $ - $ 12,350
Investment gains - net 1,279 2,039 -- --
Interest income 713 1,178 3,957 7,371
SunCor joint venture earnings 3,244 916 9,605 3,423
Miscellaneous 485 1,028 2,664 3,952
Total other income $ 5721 $ 5161 $ 16,226 $ 27,096
Other expense:
Investment losses - net (a) $ - $ - $(11,198) $ (4,138)
Non-operating costs - SunCor -- -- -- (7,000)
Non-operating costs (b) (3,538) (3,882) (19,086) (16,362)
Miscellaneous (659) (1,207) (3,235) (5,364)
Total other expense $ (4,197) $ (5,089) $ (33,519) $ (32,864)

(a) Primarily related to El Dorado's investmenNiAC in 2002 (see Note 12).
(b) As defined by the FERC, includes below-the-lr&-operating utility costs (primarily communigiations and environmental
compliance).

17. Guarantees

On January 1, 2003 we adopted FIN No. 45, "Guarankecounting and Disclosure Requirements for @ntes, Including Indirect
Guarantees of Indebtedness of Others." FIN No.ldogates on the disclosures to be made by a guaianits financial statements about its
obligations under certain guarantees. It alsofadarthat a guarantor is required to recogniz&aption of a guarantee, a liability for the fair
value of the obligation undertaken in issuing thargntee. The disclosure provisions are effectivéiie year ended December 31, 2002. The
initial recognition and measurement provisions I No. 45 are effective on a prospective basisuargntees issued or modified after
December 31, 2002.

We have issued parental guarantees and lettersdif and obtained surety bonds on behalf of ouegmated subsidiaries. Our parental
guarantees related to Pinnacle West Energy priynesihsist of equipment and performance guarantdaesed to our generation construction
program, transmission service guarantees for Waseitx Units 4 and 5 and long-term service agre¢mearantees for new power plants.
Our credit support instruments enable APS Energyi&es to provide commodity energy and energiated products and enable El Dorad
support the activities of NAC. SunCor has a delatrgntee on behalf of an affiliated joint venturenNoerformance or payment under the
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original contract by our unregulated subsidiariesild require us to perform under the guaranteeigtg bond. No liability is currently
recorded on the Condensed Consolidated BalancasStedeted to Pinnacle West's guarantees on behidf subsidiaries. Our guarantees
have no recourse (except NAC) or collateral pravisito allow us to recover amounts paid under tle@antee. The amounts and approxir
terms of our guarantees and surety bonds for agmtidsary at March 31, 2003 are as follows (dollarsiillions):

Guarantees Surety Bonds Letters of Credit
Term Term Term
Amount (inyears) A mount (in years) Amount (in years)

Parental:

Pinnacle West Energy ~ $106 1to2 $-- - $37 1to2

APS Energy Services 82 lessthan 2 49 lessthan1 --

El Dorado (all NAC) 44 1to3 - - 5 1
SunCor guarantees 33 1 -- - -- -
Total $265 $49 $42

At March 31, 2003, we had entered into approxinya$8[7 million of letters of credit which supportri@us construction agreements. These
letters of credit expire in 2003 and 2004. We idtemprovide from either existing or new facilities the extension, renewal or substitutio
the letters of credit to the extent required.

APS has entered into various agreements that ebpiters of credit for financial assurance purgosé March 31, 2003, approximately $200
million of letters of credit were outstanding tgoport existing pollution control bonds of approxielg $200 million. The letters of credit are
available to fund the payment of principal andiiest of such debt obligations. These letters aditfeave expiration dates in 2003. APS has
also entered into approximately $113 million ofdes$ of credit to support certain equity lessorthaPalo Verde sale-leaseback transactions.
These letters of credit expire in 2005. Additiopa\PS has approximately $5 million of letters oddit related to counterparty collateral
requirements and approximately $5 million of lettef credit related to workers' compensation erpgiin 2003. APS intends to provide from
either existing or new facilities for the extensioenewal or substitution of the letters of crédithe extent required.

In conjunction with our financing agreements, imthg our sale-leaseback transactions, we gengradlyide indemnifications relating to
liabilities arising from or related to the agreensemxcept with certain limited exceptions depegdin the particular agreement. APS has
provided indemnifications to the equity participgand other parties in the Palo Verde sale-leagabamtsactions with respect to certain tax
matters. Generally, a maximum obligation is notliexty stated in the indemnification and therefotiee overall maximum amount of the
obligation under such indemnifications cannot lesomably estimated. Based on historical experiandesvaluation of the specific
indemnities, we do not believe that any materialelated to such indemnifications is likely anerefore no related liability has been
recorded.
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18. Earnings Per Share

The following table presents earnings per weiglatestage common share outstanding for the thre¢veaide months ended March 31, 2003
and 2002:

Three Month s Ended Twelve Months Ended
March 31, March 31,
2003 2002 2003 2002
Basic earnings per share:
Income from continuing operations ~ $ 0.22 $0.63 $2.00 $3.76
Income from discontinued operations  0.06 -- 0.16 --
Cumulative effect of change in
accounting for derivatives -- - - (0.149)
Cumulative effect of change in
accounting for trading activities -- - (0.76) --
Earnings per share - basic $0.28 $063 $140 $3.62

Diluted earnings per share:

Income from continuing operations ~ $ 0.22 $0.63 $2.00 $3.75
Income from discontinued operations ~ 0.06 - 0.16 -
Cumulative effect of change in
accounting for derivatives -- -- - (0.14)
Cumulative effect of change in
accounting for trading activities - - (0.76) -
Earnings per share - diluted $0.28 $063 $140 $361

The following table reconciles average common shatgstanding - basic to average common sharetandisg - diluted that are used in the
earnings per share calculation in the Condenseddidated Statements of Income for the three amivevmonths ended March 31, 2003
2002 (in thousands):

Three Months Ended Twelve Months Ended
March 31 , March 31,
2003 2002 2003 2002
Average common shares
outstanding - basic 91,256 8 4,735 86,509 84,719
Dilutive shares 103 149 118 191

Average common shares
outstanding - diluted 91,359 8 4,884 86,627 84,910

Options to purchase 2,245,211 shares for the thoeeh period ended March 31, 2003 and 1,991,11&slar the twelve month period
ended March 31, 2003 were outstanding but weréncbided in the computation of earnings per shaeahbse the options' exercise prices
were greater than the average market price ofdhen shares. Options to purchase shares of coratnok that were not included in the
computation of diluted earnings per share were3, X0 shares
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for the three months ended March 31, 2002 and 635Hares for the twelve months ended March 312.200
19. Real Estate Activities - Discontinued Operadion

On January 1, 2002 we adopted SFAS No. 144, "Adaogifor the Impairment or Disposal of Long-Livedgets." Among other things,
SFAS No. 144 prescribes accounting for discontimyserations and defines certain real estate desvis discontinued operations.

In the first quarter of 2003, SunCor sold its watglity company, which resulted in an after taxirgaf $5 million ($8 million pretax). The
gain on the sale and operating income in the ctieed prior periods are classified as discontinygerations in our Condensed Consolidated
Statements of Income.

In the second quarter of 2002, SunCor sold a reg¢aiter, but maintained a significant continuingpirement through a management conti
In the first quarter of 2003, this management @artwas canceled. As a result, the gain on the 28@2and the operating income related to
this property have been reclassified as discontirogerations. The income from discontinued openatiaf $14 million (after income taxes)
the twelve months ended March 31, 2003 primarifiecés this sale and the sale of the water utdiiynpany.

The following chart provides a summary of the esthte segment's earnings (after income taxetidahree and twelve months ended
March 31, 2003 and 2002 (dollars in millions):

Three Months Ended Twelve Months Ended
March 3 1, March 31,
2003 2002 2003 2002
Income from continuing operations $ 1 $ 1 $ 9 $ 4
Income from discontinued operations 5 1 14 1
Net income $ 6 $ 2 $ 23 $ 5
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PINNACLE WEST CAPITAL CORPORATION
ITEM 2. MANAGEMENT'S DISCUSSION AND ANALYSIS OF FIN ANCIAL CONDITION AND RESULTS OF OPERATIONS.
INTRODUCTION

In this Item, we explain the results of operatiageneral financial condition and outlook for Pinlea/est and our subsidiaries: APS, Pinn
West Energy, APS Energy Services, SunCor and Ehdmrincluding:

o the changes in our earnings for the three antyéwaonths ended March 31, 2003 and 2002;

0 our capital needs, liquidity and capital resosyce

o our business outlook and major factors that affec financial outlook (see Note 5 and "Businessl@dk" below); and
o our management of market risks.

We suggest this section be read along with the 200R. Throughout this Item, we refer to specifitcctes” in the Notes to Condensed
Consolidated Financial Statements in this repdreste Notes add further details to the discussiper&ing statistics for the three and twelve
months ended March 31, 2003 and 2002 are avaitatbteir website (www.pinnaclewest.com) and in ourr€ut Report on Form 8-K dated
March 31, 2003.

OVERVIEW OF OUR BUSINESS

The Company owns all of the outstanding commonkstdAPS. APS is an electric utility that provideither retail or wholesale electric
service to substantially all of the state of Ariapwith the major exceptions of the Tucson metritgolarea and about one-half of the Phoenix
metropolitan area. Electricity is delivered throwgtistribution system owned by APS. APS also giasr sells and delivers electricity to
wholesale customers in the western United StatBS$ does not distribute any products. The markethttrading segment sells, in the
wholesale market, APS and Pinnacle West Energyrggoe output that is not needed for APS' Nativad,owhich includes loads for retail
customers and traditional cost-of-service wholesaktomers.

Our other major subsidiaries are:
o Pinnacle West Energy, through which we conductcompetitive electricity generation operations;

0 APS Energy Services, which provides competitmimodity-related energy services (such as diremssccommodity contracts, energy
procurement and energy supply consultation) andygraelated products and services (such as eneagyemplanning, energy use
consultation and facility audits, cogeneration gsialand installation and project management) toroercial, industrial and institutional ret
customers in the western United States;
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o SunCor, a developer of residential, commercidliadustrial real estate projects in Arizona, Newxi¢o and Utah; and

o El Dorado, which owns a majority interest in NA€pecializing in spent nuclear fuel technology) aonttls miscellaneous small
investments, including interests in Arizona comniysbiased ventures.

EARNINGS CONTRIBUTIONS BY SUBSIDIARY AND BUSINESS SEGMENT
We have three principal business segments (detethtig products, services and the regulatory ensrient):

o our regulated electricity segment, which cong$tegulated traditional retail and wholesale #leity businesses and related activities and
includes electricity generation, transmission aistrithution;

o our marketing and trading segment, which consiStair competitive energy business activities|udimg wholesale marketing and trading
and APS Energy Services' commodity-related enezgyices; and

o our real estate segment, which consists of Sua@al estate development and investment actyvitie

The following tables summarize net income and segmetails for the three and twelve months endedcM31, 2003 and the comparable
prior periods for Pinnacle West and each of ousgliaries (dollars in millions):

Regulated Marketing and

Total Electricity Trading Real Esta te (a) Other
THREE MONTHS ENDED ~ —---mmemmeee- e s e e e
MARCH 31, 2003 2002 2003 2002 2003 2002 2003 2002 2003 2002

Arizona Public Service (b)(c) $ 16 $ 32 $ 13 $31 $ 3 $ 1 $ - $ - 8% - $ -
Pinnacle West Energy (b) 5 1 6 1 1) - - - -- -
APS Energy Services (d) 8 2 - - 6 1 - - 2 1
SunCor 1 1 - - - -- 1 1 - -
El Dorado (d) 3 - - - - -- -- - 3 -
Parent company (c) (13) 17 (11) 1) - 18 -- - ) --
Income from continuing

operations 20 53 8 31 8 20 1 1 3 1
Income from discontinued

operations - net of tax 5 1 -- - - -- 5 1
Net income $ 25 $ 54 $ 8 $31 $ 8 $20 $ 6 $ 2 $ 3 %1
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Regulated Marketing and

Total Electricity Trading Real Esta te (a) Other
TWELVE MONTHS ENDED ~ =----mmmemmmees e e e e e
MARCH 31, 2003 2002 2003 2002 2003 2002 2003 2002 2003 2002

Arizona Public Service (b)(c) $ 183 $ 248 $179 $166 $ 4 $ 82 $ -- $ - $ - 8 -
Pinnacle West Energy (b)(f) (14) 19 (16) 19 2 -- -- -- -- --
APS Energy Services (d) 34 - - -- 28 2) -- -- 6 2
SunCor 9 4 - - - - 9 4 - -
El Dorado (d) (52) -- - -- -- -- -- -- (52) --
Parent company (c) 13 46 (16) (6) 12 53 -- -- 17 1)
Income from continuing

operations 173 317 147 179 46 133 9 4 (29) 1
Income from discontinued

operations - net of tax 14 1 -- -- -- -- 14 1

Cumulative effect of
change in accounting -
net of tax (g) (h) (66) (12) - - 66) (12)

Net income (loss) $ 121 $ 306 $ 147 $ 179 $ (20) $ 121 $ 23 $ 5 $((29 $ 1

(a) See "Real Estate Activities" discussion below Blote 19.

(b) Consistent with APS' October 2001 ACC filing? 8 entered into agreements with its affiliatesuy power through June 2003. The
agreements reflect a price based on the fully-détyadole dedication of the Pinnacle West Energy gitimg) assets to APS' Native Load
customers. See "Track B Order" in Note 5 for infatimn about our competitive solicitation processdertain estimated capacity and energy
requirements beginning July 1, 2003.

(c) In early 2003, we moved our marketing and trgdiivision from Pinnacle West to APS for futurerk@ing and trading activities (existi
wholesale contracts will remain at Pinnacle Westa aesult of the ACC's Track A Order prohibitihg previously required transfer of APS'
generating assets to Pinnacle West Energy.

(d) APS Energy Services' net income prior to 20038 &l Dorado's net income are primarily reportefblmincome taxes. The income tax
expense or benefit for these subsidiaries was dedoat the parent company.

(e) Primarily includes activities related to El dp in the twelve months ended March 31, 2003 cjpaily El Dorado's investment in NAC.
For the twelve months ended March 31, 2003, werdstba pretax loss of $55 million related to NAQiacts with two customers. See Note
12.

(f In the fourth quarter of 2002, Pinnacle WestEy recorded a charge related to the cancellafictedhawk Units 3 and 4 of
approximately $30 million after income taxes ($4@lion pretax).

(9) We recorded a $66 million after tax charge fa®aober 1, 2002 for the cumulative effect of amge in accounting for trading activities,
for the early adoption of EITF 02-3, "Issues Invavin Accounting for Derivative Contracts Held fimading Purposes and Contracts
Involved in Energy Trading and Risk Management yitigs."
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(h) APS recorded a $12 million after tax chargdune 2001 for the cumulative effect of a changecitounting for derivatives related to the
adoption of SFAS No. 133, "Accounting for Derivatilnstruments and Hedging Activities."

RESULTS OF OPERATIONS
GENERAL

Throughout the following explanations of our resuf operations, we refer to "gross margin.” Wehpect to our regulated electricity
segment and our marketing and trading segments gnasgin refers to electric operating revenuespesshased power and fuel costs. Our
real estate segment gross margin refers to restkasivenues less real estate operations costm@fd®. Other gross margin refers to other
operating revenues less other operating expensésh mcludes El Dorado's investment in NAC, whied began consolidating in our
financial statements in July 2002. Other gross maatgo includes amounts related to APS EnergyiSesienergy consulting services.

OPERATING RESULTS - THREE-MONTH PERIOD ENDED MARCH 31, 2003 COMPARED WITH
THREE-MONTH PERIOD ENDED MARCH 31, 2002

Our consolidated net income for the three montliedMarch 31, 2003 was $25 million compared withh 88llion for the prior year.
Included in 2003 income is $5 million of after iemcome related primarily to SunCor's sale of itsexaitility company accounted for as
discontinued operations in our real estate segiseet"Real Estate Activities" below).

Our income from continuing operations for the thmeenths ended March 31, 2003 was $20 million coegbarith $53 million for the
comparable period in the prior year. The periogh¢oiod decrease of $33 million was primarily due to

o lower earnings contributions from our marketimgl &rading activities, reflecting lower liquidityd higher price volatility in the wholesale
power markets in the western United States, pbriadiset by lower mark-to-market reversals du¢hie adoption of EITF 02-3 ($17 million,
after tax);

o higher depreciation, operations and maintenara jnterest expenses related to new power plarssrivice ($10 million, after tax);

o higher operating costs primarily related to ih@rg of power plant overhauls and higher pensiot ather postretirement benefit costs ($7
million, after tax);

o decreased earnings contributions from our regdlatectricity activities, reflecting retail eldcity price decreases, the effects of milder
weather and higher replacement power cost for gatgtges, partially offset by retail customer giow$5 million, after tax); and

o other miscellaneous factors ($2 million, afterta
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The above decreases were partially offset by:
o higher competitive retail sales in CaliforniaARS Energy Services ($5 million, after tax); and

o the settlement of an NAC contract dispute invajvMaine Yankee Atomic Power Company (see Notg®@2million, after tax).

For additional details, see the following discugmsio
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Regulated electricity segment gross margin:

Increased purchased power and fuel costs due t
and power prices

Higher retail sales volumes due to customer gr
weather effects

Change in mark-to-market for hedged natural ga
power costs for future delivery

Effects of milder weather on retail sales

Retail electricity price reductions effective

Higher replacement power costs from plant outa
market prices and more unplanned outages

Net decrease in regulated electricity seg

Marketing and trading segment gross margin:

Increase in generation sales other than Native
higher sales volumes, partially offset by lo

Lower realized wholesale margins net of relate
reversals due to lower prices, partially off

More competitive retail sales in California by

Lower mark-to-market reversals due to the adop

Lower mark-to-market gains for future delivery
liquidity and higher price volatility

Net decrease in marketing and trading seg

Net decrease in regulated electricity and marketing
gross margins

Lower real estate segment gross margin primarily du
(See "Real Estate Activities" below and Note 19)

Higher other gross margin primarily due to NAC's se
dispute (see Note 12)

Higher operations and maintenance expense related t

costs related to the timing of power plant overha
and other postretirement benefit costs and new po
Higher depreciation primarily related to new power
plant balances, partially offset by lower regulat
Higher net interest expense primarily due to higher
capitalized interest

Net decrease in income from continuing operati
taxes
Lower income taxes primarily due to lower income

Net decrease in income from continuing operati
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REGULATED ELECTRICITY SEGMENT GROSS MARGIN

Regulated electricity segment revenues relateditaegulated retail and wholesale electricity basses were $5 million higher in the three
months ended March 31, 2003, compared with the smried in the prior year as a result of:

o0 increased revenues related to traditional whidesales as a result of higher sales volumes attehprices ($1 million);

o increased revenues related to retail load hedgegement wholesale sales, primarily as a restiigber prices ($3 million);
o decreased retail revenues related to milder veed#ii1 million);

o increased retail revenues related to customevtgr@xcluding weather effects ($14 million);

o decreased retail revenues related to a reduictiaetail electricity prices ($5 million); and

o other miscellaneous factors ($3 million, net éawe).

Regulated electricity segment purchased power agldcbsts were $13 million higher in the three rherended March 31, 2003, compared
with the same period in the prior year as a rasfult

o increased costs related to traditional wholesales as a result of higher sales volumes and hggtees ($1 million);

o0 increased costs related to retail load hedge genant wholesale sales, primarily as a resultgtidr prices ($3 million);

o decreased costs related to the effects of mildather on retail sales ($5 million);

o increased costs related to retail sales growitiuding weather effects ($7 million);

o increased replacement power costs for power plataiges due to higher market prices and more onpthoutages ($4 million); and
o other miscellaneous factors ($3 million, net éawe).

MARKETING AND TRADING SEGMENT GROSS MARGIN

Marketing and trading segment revenues were $8omliigher in the three months ended March 3132@0mpared with the same perio«
the prior year as a result of:

o increased revenues from generation sales otherNative Load primarily due to higher prices aighbr sales volumes ($36 million);
o higher realized wholesale revenues net of relaterk-to-market reversals primarily due to highelumes ($41 million);

o increased revenues from higher competitive retdés in California by APS Energy Services ($30ioni);

o higher revenues related to the adoption of EIZ3@$8 million); and

o lower mark-to-market gains for future deliverynparily as a result of lower market liquidity anijher price volatility ($28 million).
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Marketing and trading segment purchased power agldcbsts were $108 million higher in the three therended March 31, 2003, compared
to the same period in the prior year as a result of

o increased fuel costs related to generation sdlhess than Native Load primarily because of highetural gas prices and higher sales volt
($35 million);

o0 increased purchased power costs related to cthkred marketing activities in the current penanarily due to higher volumes and
higher prices ($53 million);

o increased purchased power costs related to hagimepetitive retail sales in California by APS EmeBervices ($22 million); and

o change in mark-to-market fuel costs for futurkveey ($2 million decrease).

OTHER INCOME STATEMENT ITEMS

The decrease in real estate segment gross margirafllion was primarily due to lower land sal&saddition, as discussed in "Real Estate
Activities" below and Note 19, SunCor had an $8ioml ($5 million after tax) gain on the sale of tster utility company which was report
as income from discontinued operations in the thmeaths ended March 31, 2003.

The increase in other gross margin of $5 milliorsygamarily due to NAC's settlement of a contraspdte involving Maine Yankee Atomic
Power Company. See Note 12.

The increase in operations and maintenance exméi®6 million was due to increased operating coststed to the timing of power plant
overhauls, increased pension and other postretiteb@emnefit costs, new power plants in service ahdrocosts.

The increase in depreciation and amortization exper $6 million primarily related to increasedrglhalances and new power plants,
partially offset by lower regulatory asset amottiiza.

Net interest expense increased $7 million primdrégause of higher debt balances related to owrgéon construction program and lov
capitalized interest on our generation construghimyram due to completion of Redhawk Units 1 aimal i2id-2002.

OPERATING RESULTS - TWELVE-MONTH PERIOD ENDED MARCH 31, 2003 COMPARED WITH
TWELVE-MONTH PERIOD ENDED MARCH 31, 2002

Our consolidated net income for the twelve montideel March 31, 2003 was $121 million compared %8086 million for the prior year.
Included in the 2003 period was a $66 million after charge for the cumulative effect of a chamgadcounting for trading activities for the
early adoption of EITF 02-3 on October 1, 2002 $hd million of after tax income related to certdiscontinued operations in our real estate
segment (see "Real Estate Activities" below). Ideldiin the 2002 period was a $12 million afterdharge for the cumulative effect of a
change in accounting for derivatives, as requine@BAS No. 133.
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Our income from continuing operations for the tveelmonths ended March 31, 2003 was $173 million @agpwith $317 million for the
prior year. The period-to-period decrease of $14Ham was primarily due to:

o lower earnings contributions from our marketimgl &rading activities, reflecting lower liquidityd lower price volatility in the wholesale
power markets in the western United States, pbridiset by lower mark-to-market reversals dudhi®e adoption of EITF 02-3 ($104 million,
after tax);

o losses related to our investment in NAC ($32ianill after tax);

o higher operations and maintenance expensesdétathe Redhawk Units 3 and 4 cancellation charge2002 severance costs, partially
offset by lower generation reliability costs ($38lion, after tax);

o higher depreciation, operations and maintenara jnterest expenses related to new power plarssrivice ($27 million, after tax);
o higher pension and other postretirement benesitsc($7 million, after tax); and

o miscellaneous factors, net ($4 million, after)tax

The above decreases were partially offset by:

o increased earnings contributions from our regd&iectricity activities, reflecting lower replacent power costs for power plant outages,
retail customer growth and higher average usageystomer, partially offset by the effects of mildesather and retail electricity price
decreases ($41 million, after tax); and

o higher competitive retail sales in CaliforniadyS Energy Services ($21 million, after tax).
For additional details, see the following discuasio
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Regulated electricity segment gross margin:

Lower replacement power costs from plant outag
market prices and fewer unplanned outages

Higher retail sales volumes due to customer gr
average usage, excluding weather effects

Effects of milder weather on retail sales

Retail electricity price reductions effective

2001 charges related to purchase power contrac

Increased purchased power and fuel costs due t
and power prices

Change in mark-to-market for hedged natural ga
power costs for future delivery

Miscellaneous factors, net

Net increase in regulated electricity seg

Marketing and trading segment gross margin:

Decrease in generation sales other than Native
lower market prices, partially offset by hig

Lower realized wholesale margins net of relate
reversals due to lower prices, partially off

More competitive retail sales in California by

Lower mark-to-market reversals due to the adop

Lower mark-to-market gains for future delivery
liquidity and lower price volatility

Net decrease in marketing and trading seg

Net decrease in regulated electricity and marketing
gross margins

Lower real estate segment gross margin primarily du
property management sales, partially offset by hi
(see "Real Estate Activities" below and Note 19)

Lower other gross margin primarily related to NAC |

Higher operations and maintenance expense related p
write-off of Redhawk Units 3 and 4 and 2002 sever
approximately $36 million, partially offset by lo
reliability costs

Higher depreciation primarily related to increased
power plants, partially offset by lower regulator

Higher taxes other than income taxes due to increas
higher property balances

Lower other income primarily due to a 2001 insuranc
environmental remediation costs

Higher net interest expense primarily due to higher
capitalized interest

Miscellaneous factors, net

Net decrease in income from continuing operati
taxes
Lower income taxes primarily due to lower income

Net decrease in income from continuing operati
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REGULATED ELECTRICITY SEGMENT GROSS MARGIN

Regulated electricity segment revenues relateditaegulated retail and wholesale electricity basses were $512 million lower in the
twelve months ended March 31, 2003, compared Wigtsame period in the prior year as a result of:

o decreased revenues related to traditional whielesdes as a result of lower prices and lowerssaddumes ($39 million);

o decreased revenues related to retail load hedgagement wholesale sales, primarily as a residtadr prices and lower sales volumes
($449 million);

o decreased retail revenues related to milder veed#63 million);

o increased retail revenues related to customevtgrand higher average usage, excluding weathectsf{$67 million);

o decreased retail revenues related to reductioretail electricity prices ($27 million); and

o other miscellaneous factors ($1 million net dase).

Regulated electricity segment purchased power agldcbsts were $580 million lower in the twelve riienended March 31, 2003, compared
with the same period in the prior year as a rasfult

o decreased costs related to traditional wholesats as a result of lower prices and lower salesnes ($39 million);

o decreased costs related to retail load hedge gearent wholesale sales, primarily as a resultwétgrices and lower sales volumes ($445
million);

o charges in 2001 related to purchased power agatwdath Enron and its affiliates ($13 million rdgtcrease);

o decrease in mark-to-market for hedged naturahgdspurchased power costs for future delivery ($ilBon);

o decreased costs related to the effects of mildather on retail sales ($23 million);

o increased costs related to retail sales growitiuding weather effects ($24 million);

o decreased replacement power costs for power plaages due to lower market prices and fewer nmgld outages ($74 million); and

o miscellaneous factors ($5 million net increase).

MARKETING AND TRADING SEGMENT GROSS MARGIN

Marketing and trading segment revenues were $9&mlbwer in the twelve months ended March 31,20®mpared with the same period
in the prior year as a result of:

o increased revenues from generation sales otharNative Load primarily due to higher sales volsppartially offset by lower market
prices ($17 million);
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o lower realized wholesale revenues net of relatatk-to-market reversals primarily due to lowercps partially offset by higher volumes
($112 million);

o increased revenues from higher competitive retdés in California by APS Energy Services ($124an);

o higher revenues related to the adoption of EIZEB§$16 million); and

o lower mark-to-market gains for future deliverynparily as a result of lower market liquidity armiler price volatility ($101 million).

Marketing and trading segment purchased power aglccbsts were $83 million higher in the twelve isnended March 31, 2003, compe
to the same period in the prior year as a result of

o increased fuel costs related to generation sdlhes than Native Load primarily because of higtees volumes ($36 million);

o decreased purchased power costs related toretilered marketing activities in the current peninarily due to lower prices partially
offset by higher volumes ($44 million);

o increased purchased power costs related to hagimepetitive retail sales in California by APS EmeBervices ($89 million); and

o change in mark-to-market fuel costs for futurlveey ($2 million increase).

OTHER INCOME STATEMENT ITEMS

The decrease in real estate segment gross mar§hrafllion was primarily due to lower commercialdaproperty management sales parti
offset by higher home and land sales activitiesaddition, as discussed in "Real Estate Activitieslbow and Note 19, SunCor had a $23
million ($14 million after tax) gain on the saleitf water utility company and a retail center whieas reported as income from discontinued
operations in the twelve months ended March 313200

The decrease in other gross margin of $40 millias wrimarily due to losses on El Dorado's investrimteNAC. Losses for the twelve month
period ended March 31, 2003 totaled approximatBly iillion on a pretax basis and were primarilyatetl to NAC contracts with two
customers ($47 million was recorded in other groasgin and $8 million was recorded in other expgnak reversed $5 million of loss
reserves in the first quarter of 2003 related tod\$Acontract settlement. We believe we have redesue exposure with respect to these
contracts in all material respects and, as a resaltonsider these charges to be non-recurrirgNe¢e 12.

The increase in operations and maintenance exméi& million was due to a $47 million write-offlated to the cancellation of Redhawk
Units 3 and 4, severance costs of $36 million eelab a 2002 voluntary workforce reduction, inceshpension and other postretirement
benefit costs of $12 million and other costs of #iiBion, partially offset by lower costs relatea generation reliability, plant outages and
maintenance costs of $30 million.
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The increase in depreciation and amortization expeh $7 million primarily related to increasedrglaalances and new power plants,
partially offset by lower regulatory amortization.

The increase in taxes other than income taxes afifion is primarily due to increased property émon higher property balances.

Other income decreased $11 million primarily duandnsurance recovery recorded in 2001 relateshtironmental remediation costs and
other costs.

Net interest expense increased $25 million primdrdcause of higher debt balances related to mergéon construction program and lov
capitalized interest on our generation construgtimyram due to completion of Redhawk Units 1 aiil 2id-2002.

REAL ESTATE ACTIVITIES

As discussed in our 2002 10-K, we have undertakesmggressive effort to accelerate asset salestagito approximately double SunCor's
annual earnings in 2003 to 2005 compared with ft€rillion in earnings recorded in 2002.

Certain components of SunCor's real estate salitias, which are included in the real estatersegt, may be required to be reported as
discontinued operations on our Consolidated Statésredf Income in accordance with SFAS No. 144, 'duting for the Impairment or
Disposal of Long-ived Assets.” Among other things, SFAS No. 144spribes accounting for discontinued operationsdefthes certain rei
estate activities as discontinued operations. Vépted SFAS No. 144 effective January 1, 2002 aneraéned that activities that would he
required discontinued operations reporting in 21 and 2000 were immaterial. We currently edentiaat 20% to 40% of SunCor's net
income in 2003 will be reported in discontinued rgiens; however, this ultimately depends on thecHjr properties sold.

In the first quarter of 2003, SunCor sold its wattlity company, which resulted in an after taxrgaf $5 million ($8 million pretax). The
gain on the sale and operating income in the cteed prior periods are classified as discontimygerations on our Condensed Consolidated
Statements of Income.

In the second quarter of 2002, SunCor sold a regaiter, but maintained a significant continuingpiement through a management conti
In the first quarter of 2003, this management @artwas canceled. As a result, the gain on the 28@2and the operating income related to
this property have been reclassified as discontirogerations. The income from discontinued openatiaf $14 million (after income taxes)
the twelve months ended March 31, 2003 primarifieots this sale and the sale of the water utdiiynpany.

The following chart provides a summary of SunCedmings (after income taxes) for the three andvevemonths ended March 31, 2003 and
the comparable prior periods (dollars in millions):
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Three Months E nded Twelve Months Ended

March 31, March 31,
2003 2 002 2003 2002
Income from continuing
operations $ 1 % 1 $ 9 $ 4
Income from discontinued
operations 5 1 14 1
Net income $ 6 % 2 $ 23 $ 5

LIQUIDITY AND CAPITAL RESOURCES

CAPITAL EXPENDITURE REQUIREMENTS

The following table summarizes the actual capixplemditures for the three months ended March 303 2hd estimated capital expenditures
for the next three years (dollars in millions):

Three Months Estimated
Ended March 31, e
2003 2003 2004 2005
APS
Delivery $ 73 $ 273 $ 275 $ 329
Generation (a) 35 123 99 164
Other 1 5 5 5
Subtotal 109 401 379 498
Pinnacle West Energy (a) (b) 61 268 31 20
SunCor (c) 15 64 23 20
Other (d) 5 17 13 14
Total $ 190 $ 750 $ 446 $ 552

(a) As discussed in Note 5 under "APS General Rate and Retail Rate Adjustment Mechanisms," aopas 2003 general rate case, APS
intends to seek rate base treatment of certain pplaats in Arizona currently owned by Pinnacle Wesergy (specifically, Redhawk Units
and 2, West Phoenix Units 4 and 5 and Saguaro3)nit

(b) See "Capital Resources and Cash Requiremé&itsacle West Energy" below for further discussibRinnacle West Energy's generai
construction program. These amounts do not inciudexpected reimbursement in 2004 by SNWA of aB&@0 million, assuming SNWA
exercises its option to purchase a 25% interetsterSilverhawk project at that time.

(c) Consists primarily of capital expenditures liond development and retail and office building stouction reflected in the "Change in real
estate investments" in the Condensed ConsoliddedrBents of Cash Flows.

(d) Primarily related to the parent company and AR8rgy Services.

Delivery capital expenditures are comprised of T&bastructure additions and upgrades, capitalaeghents, new customer construction
and related information systems and facility coBteamples of the types of projects
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included in the forecast include T&D lines and gatiens, line extensions to new residential androential developments and upgrades to
customer information systems. In addition, APS Ibeggveral major transmission projects in 2001. &hpgsjects are periodic in nature and
are driven by strong regional customer growth. ARfects to spend about $105 million on major trassion projects during the 2003 to
2005 time frame, and these amounts are included$-Delivery" in the table above.

Generation capital expenditures are comprised wbws improvements for APS' existing fossil andleac plants and the replacement of Palo
Verde steam generators. Examples of the typesojdgis included in this category are additions,raggs and capital replacements of various
power plant equipment such as turbines, boilersesnvitonmental equipment. Generation also contairtdear fuel expenditures of
approximately $30 million annually for 2003 to 2005

Replacement of the steam generators in Palo Venite2Uis presently scheduled for completion duttimg fall outage of 2003. The Palo Ve
owners have approved the manufacture of two adhditisets of steam generators. We expect that gesrators will be installed in Units 1
and 3 in the 2005 to 2007 time frame. Our portibsteam generator expenditures for Units 1, 2 aisdapproximately $145 million, which
will be spent from 2003 through 2008. In 2003 tlyio2005, $94 million of the costs are includedhia ieneration capital expenditures table
above and would be funded with internally-generatsh or external financings.

CAPITAL RESOURCES AND CASH REQUIREMENTS

CONTRACTUAL OBLIGATIONS The following table summags actual contractual requirements for the threeths ended March 31,
2003 and estimated contractual commitments fonth five years and thereafter (dollars in millijpns
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Actual

Three
Months Estimated
Ended - s e
March 31, There
2003 2003 2004 2005 2006 2007 after
Long-term debt payments:
APS $ - 8 - $ 205 $ 400 $ 84 $ - $ 1,518
Pinnacle West -- 275 215 - 300 -- -
SunCor 33 106 - 3 2
El Dorado - 1 1 1 - -
Total long-term debt payments 33 276 527 401 387 -- 1,520
Capital lease payments 1 5 5 4 3 3 6
Operating lease payments 5 70 66 64 63 63 478
Purchase power and fuel commitments 64 202 85 28 31 17 162
Total contractual commitments $ 103 $ 553 $ 683 $ 497 $ 484 $ 83 $ 2,166

OFF-BALANCE SHEET ARRANGEMENTS

In January 2003, the FASB issued FIN No. 46, "Cbdation of Variable Interest Entities." FIN No. 4équires that we consolidate a VIE if
we have a majority of the risk of loss from the \lBctivities or we are entitled to receive a migjaf the VIE's residual returns or both. A
VIE is a corporation, partnership, trust or anyeotlegal structure that either does not have edguitystors with voting rights or has equity
investors that do not provide sufficient financiasources for the entity to support its activitieN No. 46 is effective immediately for any
VIE created after January 31, 2003 and is effectidg 1, 2003 for VIEs created before FebruaryQD3

In 1986, APS entered into agreements with threars¢g SPE lessors in order to sell and lease Inéeiests in Palo Verde Unit 2. The leases
are accounted for as operating leases in accordeitit€&AAP. Based on our preliminary assessmeritibfNo. 46, we do not believe we v
be required to consolidate the Palo Verde SPEs.aderywe continue to evaluate the requirementeehew guidance to determine what
impact, if any, it will have on our financial statents.

APS is exposed to losses under the Palo Verddeadeback agreements upon the occurrence of cestants that APS does not consider to
be reasonably likely to occur. Under certain cirstances (for example, the NRC issuing specifiethtitm orders with respect to Palo Verde
or the occurrence of specified nuclear events), AB8ld be required to assume the debt associatidthé transactions, make specified
payments to the equity participants and take tiitldhe leased Unit 2 interests, which, if appraesianay be required to be written down in
value. If such an event had occurred as of Mar¢t28@3, APS would have been required to assumexippately $285 million of debt and
pay the equity participants approximately $200 ionill
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GUARANTEES

We and certain of our subsidiaries have issuedagii@es and letters of credit in support of our gulaed businesses. We have also obtained
surety bonds on behalf of APS Energy Services. @i mot recorded any liability on our Condensed¥dbdated Balance Sheets with
respect to these obligations. See Note 17 for imahdit information regarding guarantees.

CREDIT RATINGS

The ratings of securities of Pinnacle West and AR8f May 12, 2003 are shown below and are coresidier be "investment-grade” ratings.
The ratings reflect the respective views of thengaagencies, from which an explanation of the ificence of their ratings may be obtained.
There is no assurance that these ratings will ooatfor any given period of time. The ratings mayévised or withdrawn entirely by the
rating agencies, if, in their respective judgmeaigsumstances so warrant. Any downward revisiowithhdrawal may adversely affect the
market price of Pinnacle West's or APS' securdigs serve to increase those companies' cost cdd@ass to capital. All of Pinnacle West's
and APS' credit ratings remain investment grade.

Moody's Sta ndard & Poor's  Fitch

PINNACLE WEST

Senior unsecured Baa2 BBB- BBB

Commercial paper p-2 A-2 F-2
APS

Senior secured A3 A- A-

Senior unsecured Baal BBB BBB+

Secured lease

obligation bonds Baa2 BBB BBB

Commercial paper p-2 A-2 F-2

OUTLOOK Stable Stable Negative (a)

(a) This rating affects all of the above debt mgginvith the exception of our commercial paper matin
DEBT PROVISIONS

Pinnacle West's and APS' significant debt covenatdded to their respective financing arrangemeriside a debt-to-total-capitalization
ratio and an interest coverage test. Pinnacle AeBIAPS are in compliance with such covenants aoHl anticipates it will continue to meet
all the significant covenant requirement levelse Tatio of debt to total capitalization cannot eet€5% for both the Company and APS. At
March 31, 2003, the ratios are approximately 55% 489 for the parent company and APS, respectivdlg. provisions regarding interest
coverage require a minimum cash coverage of twedithe interest requirements for both the Compady”A®S. The coverages are
approximately 4 times for the parent company, ®srfor the APS bank agreements and 14 times fok&mortgage indenture. Failure to
comply with
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such covenant levels would result in an event éidewhich, generally speaking, would require ifmenediate repayment of the debt subject
to the covenants.

Neither Pinnacle West's nor APS' financing agredgmeontain "ratings triggers" that would resultim acceleration of the required intet
and principal payments in the event of a ratingsrmyrade. However, in the event of a ratings dowadgy&innacle West and/or APS may be
subject to increased interest costs under ceritaméing agreements.

All of Pinnacle West's bank agreements containsstzfault provisions that would result in defaaltal the potential acceleration of payment
under these agreements if Pinnacle West or APS tweatefault under other agreements. All of APSkbagreements contain cross-default
provisions that would result in defaults and théeptal acceleration of payment under these bandemgents if APS were to default under
other agreements. Pinnacle West's and APS' crgdiements generally contain provisions under witiehenders could refuse to advance
loans in the event of a material adverse changaiiriinancial condition or financial prospects.

PINNACLE WEST (PARENT COMPANY)

Our primary cash needs are for dividends to ouredtidders; equity infusions into our subsidiarig&narily Pinnacle West Energy; and
interest payments and optional and mandatory repatsyof principal on our long-term debt (see thetabove for our contractual
requirements, including our debt repayment oblayej but excluding optional repayments). The lefelur common dividends and future
dividend growth will be dependent on a number ofdes including, but not limited to, payout ratierids, free cash flow and financial market
conditions.

Our primary sources of cash are dividends from A&&rnal financings and cash distributions fromather subsidiaries, primarily SunCor.
For the years 2000 through 2002, total dividendmfAPS were $510 million and total distributionsrfr SunCor were $33 million. We
expect SunCor to make cash distributions to theqgartompany of $80 to $100 million annually in 2@B®ugh 2005 due to anticipated
accelerated asset sales activity.

On November 22, 2002, the ACC issued the Interinafi¢ing Order, which permits APS to (a) make start: advances to Pinnacle West in
the form of an inter-affiliate line of credit inglamount of $125 million, or (b) guarantee $123iamlof Pinnacle West's short-term debt,
subject to certain conditions. As of March 31, 20®@&re were no borrowings outstanding under thencing arrangement.

On April 4, 2003, the ACC issued the Financing @reédhich permits APS to lend up to $500 millionRmnacle West Energy, guarantee up
to $500 million of Pinnacle West Energy debt, @oabination of both, not to exceed $500 milliorthe aggregate. See "ACC Financing
Orders" in Note 5 for additional information.

On May 12, 2003, APS issued $500 million of debfodisws: $300 million aggregate principal amoufite 4.650% Notes due 2015 and
$200 million aggregate principal amount of its Z82Notes due 2033. Also on May 12, 2003, APS mahe08 million loan to Pinnacle
West Energy, and Pinnacle West Energy distribthechet proceeds of that loan to us to fund ourym@eat of a portion of the debt incurred
to finance the construction of the following Pinlead/est Energy power plants: Redhawk Units 1 an@/@st Phoenix Units 4 and 5, and
Saguaro Unit 3. See "ACC Financing Orders" in Nofer additional information. With Pinnacle Westdggy's distribution to us, on May 12,
2003, we repaid the outstanding balance ($167anjllunder a credit facility. We used a portionhe# temaining proceeds to repay our short-
term debt, with the balance being temporarily in@dgpending the planned optional repayment of @303nillion Floating Rate Notes due
2003.
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As part of a multi-employer pension plan sponsdrg®innacle West, we contribute at least the mimmamount required under IRS
regulations, but no more than the maximum tax-deblecamount. The minimum required funding takets iconsideration the value of the
fund assets and our pension obligation. We eldctedntribute cash to our pension plan in eacheflast five years; our minimum required
contributions during each of those years was Z&pecifically, we contributed $27 million for 200824 million for 2001, $44 million for

2000, $25 million for 1999 and $14 million for 1998PS and other subsidiaries fund their share ®fimnsion contribution, of which APS
represents approximately 90% of the total fundimgpants described above. The assets in the plamasty domestic common stocks, bonds
and real estate. We currently forecast a pensiatribation in 2003 of approximately $50 million] at part of which may be required. If the
fund performance continues to decline as a re$atoontinued decline in equity markets, largertdbations may be required in future years.

APS

APS' capital requirements consist primarily of talpgxpenditures and optional and mandatory rediempbf long-term debt. See "Business
Outlook - Regulatory Matters" below and Notes 4 &rfdr discussion of the $500 million financingaargement between APS and Pinnacle
West Energy authorized by the ACC pursuant to thart€ing Order and APS' related issuance of $50ombf debt. See "Pinnacle West
(Parent Company)" above and Note 5 for discussi@$125 million interim financing arrangement beem APS and Pinnacle West.

APS pays for its capital requirements with casimfiaperations and, to the extent necessary, exténaalcings. APS has historically paid for
its dividends to Pinnacle West with cash from opiens.

In March 2003, APS deposited monies with its firstrtgage bond trustee to redeem the entire $38%mitif outstanding First Mortgage
Bonds, 8% Series due 2025 and the entire $54 midifmutstanding First Mortgage Bonds, 7.25% Seties2023. On April 7, 2003, APS
redeemed $33 million of its First Mortgage Bond¥, 8eries due 2025. APS will redeem $54 milliontsfHirst Mortgage Bonds, 7.25%
Series due 2023, on August 1, 2003.

Although provisions in APS' first mortgage bondentlre, articles of incorporation and ACC financarders establish maximum amounts of
additional first mortgage bonds, debt and prefestedk that APS may issue, APS does not expecbhtiese provisions to limit its ability to
meet its capital requirements.

53



PINNACLE WEST ENERGY

The costs of Pinnacle West Energy's constructiageagrating capacity from 2000 through 2004 areetqul to be about $1.4 billion. This
does not reflect an expected reimbursement in BJCBNWA of about $100 million of Pinnacle West Eggs cumulative capital
expenditures in the Silverhawk project, assumin§\@N\exercises its option to purchase a 25% intéretite project. Pinnacle West Energ'
currently funding its capital requirements throwgipital infusions from Pinnacle West, which finamtieose infusions through debt and ec
financings and internally-generated cash. Seedpé#at expenditures table above for actual capitgkenditures in the three months ended
March 31, 2003 and projected capital expenditupestfe next three years.

Pinnacle West Energy's generation construction iglas follows:

0 A 650 MW combined cycle expansion of the Westd?lno Power Plant in Phoenix. The 120 MW West Phoémiit 4 began commercial
operation in June 2001. The 530 MW West Phoenix Big expected to begin commercial operation id-2003.

o Development of the 570 MW Silverhawk combinedleymant 20 miles north of Las Vegas, Nevada. Gortbn of the plant began in
August 2002, with an expected commercial operafie of mid-2004. Pinnacle West Energy has signeageeement with Las Vegas-based
SNWA under which SNWA has an option to purchas&% hterest in the project for approximately $10diam.

0 A Pinnacle West Energy affiliate is exploring phessibility of creating an underground natural giasage facility on Company-owned land
west of Phoenix. An analysis to determine the falitsi of the project is in progress.

See Notes 4 and 5 and "Pinnacle West (Parent Copjipaove for a discussion of the $500 million fiwing arrangement between APS and
Pinnacle West Energy authorized by the ACC purstatite Financing Order.

OTHER SUBSIDIARIES

During the past three years, SunCor funded its paghirements with cash from operations and its extarnal financings. SunCor's capital
needs consist primarily of capital expenditureddmd development and retail and office buildingstouction. See the capital expenditures
table above for actual capital expenditures inttinee months ended March 31, 2003 and projecteitatagpenditures for the next three
years. SunCor expects to fund its capital requirgmeith cash from operations and external finagei

We expect SunCor to make cash distributions tg#rent company of $80 to $100 million annually @02 through 2005 due to anticipated
accelerated asset sales activity. See "Real Bitditdties” above and Note 19.
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El Dorado funded its cash requirements during et fhree years, primarily for NAC in 2002, wittshanfused by the parent company and
with cash from operations. El Dorado expects miticaital requirements over the next three years.

APS Energy Services' cash requirements duringdlethree years were funded with cash infusions ftte parent company. APS Energy
Services' capital expenditures and other cashmements are increasingly funded by operations, gdtihe funding from cash infused by
Pinnacle West. See the capital expenditures tdddeearegarding APS Energy Services' actual capipénditures for the three months ended
March 31, 2003 and projected capital expenditusestfe next three years.

CRITICAL ACCOUNTING POLICIES

In preparing the financial statements in accordamitte GAAP, management must often make estimatdsaasumptions that affect the
reported amounts of assets, liabilities, revenegenses and related disclosures at the date &iftimeial statements and during the repor
period. Some of those judgments can be subjectidecamplex, and actual results could differ fromsi estimates. Our most critical
accounting policies include the impacts of regulaccounting and the determination of the appedpraccounting for our pension and other
postretirement benefits, derivatives and mark-tokeaccounting. There have been no changes toritizal accounting policies since our
2002 10-K except for the discussion contained heedated to SFAS No. 143 (see Note 13). See ‘tafithccounting Policies" in Iltem 7 of
the 2002 10-K for further details about our critigacounting policies.

BUSINESS OUTLOOK
In this section we discuss a number of factorsctifig our business outlook.
REGULATORY MATTERS

See "Electric Industry Restructuringtate" in Note 5 for a discussion of ACC regulatoratters, including the implementation of the k&
competitive procurement process and APS' upcomemgial rate case.
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WHOLESALE POWER MARKET CONDITIONS

The marketing and trading division, which we mow@dPS in early 2003 for future marketing and tragactivities (existing wholesale
contracts will remain at Pinnacle West) as a resfulhe ACC's Track A Order prohibiting APS' traeisbéf generating assets to Pinnacle West
Energy, focuses primarily on managing APS' purctigmever and fuel risks in connection with its castserving retail customer demand.
Additionally, the marketing and trading divisiomjogect to specified parameters, markets, hedgesradds in electricity, fuels and emission
allowances and credits. Our future earnings wilaffected by the strength or weakness of the whatdgsower market.

GENERATION CONSTRUCTION PLAN

See "Liquidity and Capital Resources - Pinnacle MEeergy"” for information regarding Pinnacle WeseEjy's generation construction plan.
The planned additional generation is expecteddmeamse revenues, fuel expenses, operating expanddémancing costs.

FACTORS AFFECTING OPERATING REVENUES

GENERAL Electric operating revenues are derivednfigales of electricity in regulated retail markieté\rizona and from competitive retalil
and wholesale bulk power markets in the westernddribtates. These revenues are expected to béedffec electricity sales volumes related
to customer mix, customer growth and average usageustomer as well as electricity prices andatims in weather from period to period.
Competitive sales of energy and energy-relatedymisdand services are made by APS Energy Serviogestern states that have opened to
competitive supply.

CUSTOMER GROWTH Customer growth in APS' serviceitmty averaged about 3.6% a year for the threesy2@00 through 2002; we
currently expect customer growth to average abddder year from 2003 to 2005. We currently estintat retail electricity sales in
kilowatt-hours will grow 3.5% to 5.5% a year in Z0through 2005, before the retail effects of weatlagiations. The customer and sales
growth referred to in this paragraph applies tagyeelivery customers.

RETAIL RATE REDUCTIONS. As part of the 1999 Settlent Agreement, APS agreed to a series of annuwal eddctricity price reductions
of 1.5% on July 1 for each of the years 1999 ta32f@0 a total of 7.5%. The final price reductiortasbe implemented July 1, 2003. See "1
Settlement Agreement" in Note 5 for further infotioa.

OTHER FACTORS AFFECTING FUTURE FINANCIAL RESULTS

PURCHASED POWER AND FUEL COSTS Purchased powerfaabcosts are impacted by our electricity saldsmes, existing contracts
for purchased power and generation fuel, our pghaart performance, prevailing market prices, newegating plants being placed in service
and our hedging program for managing such costs.

OPERATIONS AND MAINTENANCE EXPENSES Operations amdintenance expenses are expected to be affectsalds/mix and
volumes, power plant additions and
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operations, inflation, outages, higher trendingsi@mand other postretirement benefit costs anerdéctors. In July 2002, we implemented a
voluntary workforce reduction as part of our cestuction program. We recorded $36 million befosegain voluntary severance costs in the
second half of 2002.

DEPRECIATION AND AMORTIZATION EXPENSES Depreciatiaand amortization expenses are expected to beedfeéy net additions
to existing utility plant and other property, chasgn regulatory asset amortization and our geio@rabnstruction program. West Phoenix
Unit 4 was placed in service in June 2001. Redhé@wiks 1 and 2 and the new Saguaro Unit 3 began @gial operations in July 2002.
West Phoenix Unit 5 is expected to be on line id2003 and Silverhawk is expected to be in servigaid-2004. The regulatory assets to
recovered under the 1999 Settlement Agreementuarerdly being amortized as follows (dollars in lioits):

1999 2000 2001 2002 2003 2 004  Total

$164  $158 $145 $115 $86 $ 18  $686

PROPERTY TAXES Taxes other than income taxes copsimarily of property taxes, which are affectedthx rates and the value of
property in-service and under construction. Theaye property tax rate for APS, which currently swime majority of our property, was
9.7% of assessed value for 2002 and 9.3% for 20@lexpect property taxes to increase primarily tbugur generation construction progr
and our additions to existing facilities.

INTEREST EXPENSE Interest expense is affected byatinount of debt outstanding and the interest mate¢hat debt. The primary factors
affecting borrowing levels in the next several geare expected to be our capital requirements anthternally generated cash flow.
Capitalized interest offsets a portion of inteegbense while capital projects are under constrmctVe stop recording capitalized interest on
a project when it is placed in commercial operatids noted above, we have placed new power plantemmercial operation in 2001 and
2002 and we expect to bring additional plants an-In 2003 and 2004. Interest expense is alsotatfduy interest rates on variable-rate debt
and interest rates on the refinancing of the Corygdnture liquidity needs.

RETAIL COMPETITION The regulatory developments dedal challenges to the Rules discussed in No@/8 haised considerable
uncertainty about the status and pace of retaitdecompetition in Arizona. Although some vergnlted retail competition existed in APS'
service area in 1999 and 2000, there are curraothctive retail competitors providing unbundleermgy or other utility services to APS'
customers. As a result, we cannot predict when tla@extent to which, additional competitors wétenter APS' service territory.

SUBSIDIARIES In the case of SunCor, we are undémtpkn aggressive effort to accelerate asset aatasties to approximately double
SunCor's annual earnings in 2003 to 2005 compar#tket$19 million in earnings recorded in 2002.dktjpn of these sales have been, and
additional amounts may be required to be, repatediscontinued operations on the Condensed Cdasadi Statements of Income. See
"Real Estate Activities" above and Note 19 for fiertdiscussion.
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The annual earnings contribution from APS EnergyiSes is expected to be positive over the nexésswears due primarily to a number of
retail electricity contracts in California. APS Egg Services' had pretax earnings of $28 millio2002.

El Dorado's historical results are not necessarijcative of future performance for El Dorado.dddition, we do not expect material losses
for the year 2003 related to NAC.

GENERAL Our financial results may be affected byumber of broad factors. See "Forward-Looking Statets" below for further
information on such factors, which may cause otwaduture results to differ from those we curtgsieek or anticipate.

RISK FACTORS
Exhibit 99.4, which is hereby incorporated by refeze, contains a discussion of risk factors invghe Company.
FORWARD-LOOKING STATEMENTS

This document contains forward-looking statemeatseld on current expectations and we assume nabbiigo update these statements or
make any further statements on any of these issuespt as required by applicable law. Becauseabr#gults may differ materially from
expectations, we caution readers not to place urelismce on these statements. A number of factontd cause future results to differ
materially from historical results or from resulisoutcomes currently expected or sought by ussé ffi@ctors include the ongoing
restructuring of the electric industry, includirdgetintroduction of retail electric competition imiZona and decisions impacting wholesale
competition; the outcome of regulatory and legig&proceedings relating to the restructuring;estatd federal regulatory and legislative
decisions and actions, including price caps andratiarket constraints imposed by the FERC; regiecahomic and market conditions,
including the California energy situation and coetigin of generation and transmission constructiotné region, which could affect custor
growth and the cost of power supplies; the costett and equity capital and access to capital ngriseeather variations affecting local and
regional customer energy usage; the effect of cwatien programs on energy usage; power plant padace; the successful completion of
our generation construction program; regulatoryéssassociated with generation construction, ssgreanitting and licensing; our ability to
compete successfully outside traditional regulatedkets (including the wholesale market); our apttb manage our marketing and trading
activities and the use of derivative contractstinlousiness; technological developments in thetddadustry; the performance of the stock
market, which affects the amount of our requiredtibutions to our pension plan and nuclear decasiohing trust funds; the strength of
real estate market in SunCor's market areas, whathde Arizona, New Mexico and Utah; and otherentainties, all of which are difficult to
predict and many of which are beyond our control.

ITEM 3. MARKET RISKS

Our operations include managing market risks rdledechanges in interest rates, commodity pricesimvestments held by the nuclear
decommissioning trust fund and our pension plans.
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COMMODITY PRICE RISK

We are exposed to the impact of market fluctuatiortke commaodity price and transportation costsle€tricity, natural gas, coal and
emissions allowances. We manage risks associatediveise market fluctuations by utilizing variowsronodity derivatives, including
exchange-traded futures and options and over-tbateoforwards, options and swaps. The ERMC, ctingi®f senior officers, oversees
company-wide energy risk management activitiesranditors the results of marketing and trading dti¢iy to ensure compliance with our
stated energy risk management and trading poligigpart of our risk management program, we emtier derivative transactions to hedge
purchases and sales of electricity, fuels, andsaris allowances and credits. The changes in maata¢ of such contracts have a high
correlation to price changes in the hedged comnesdiln addition, subject to specified risk paraanemonitored by the ERMC, we engag
marketing and trading activities intended to prbfim market price movements.

We adopted the EITF 02-3 guidance for all contracthe fourth quarter of 2002. Our energy tradingtracts that are derivatives are
accounted for at fair value under SFAS No. 133.t@amis that do not meet the definition of a defxatre accounted for on an accrual basis
with the associated revenues and costs recordéd time the contracted commaodities are deliveregeeived. Additionally, all gains and
losses (realized and unrealized) on energy traciimgracts that qualify as derivatives are inclustesharketing and trading segment revenues
on the Condensed Consolidated Statements of Inconaenet basis. Derivative instruments used fortnading activities are accounted fol
accordance with SFAS No. 133. See Note 10 for ldetai the change in accounting for energy tradmmfracts.

Both non-trading and trading derivatives are cfas$ias assets and liabilities from risk managenaexttrading activities in the Condensed
Consolidated Balance Sheets. For non-trading divesanstruments that qualify for hedge accountig@tment, changes in the fair value of
the effective portion are recognized in commonlseguity (as a component of accumulated other cehrgrsive income (loss)). Non-trading
derivatives, or any portion thereof, that are rftéaive hedges are adjusted to fair value thromgbme. Gains and losses related to non-
trading derivatives that qualify as cash flow hexigkexpected transactions are recognized in revenpurchased power and fuel expense as
an offset to the related item being hedged whemntiaerlying hedged physical transaction impactsiags. If it becomes probable that a
forecasted transaction will not occur, we discamtithe use of hedge accounting and recognize awiecdhe unrealized gains and losses that
were previously recorded in other comprehensivenme (loss). In the event a non-trading derivatsverminated or settled, the unrealized
gains and losses remain in other comprehensiveriadtoss) and are recognized in income when thenlyidg transaction impacts earnings.

Derivatives associated with trading activities ad@usted to fair value through income. Derivatieenenodity contracts for the physical
delivery of purchase and sale quantities transdaotéue normal course of business are exempt flemreéquirements of SFAS No. 133 under
the normal purchase and sales exception and areftextted on the balance sheet at fair value. Mbstr non-trading electricity purchase
and sales agreements qualify as normal purchasesades and are exempted from recognition in thenfiial statements until the electricit
delivered.
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Our assets and liabilities from risk managementteading activities are presented in two categar@ssistent with our business segments:

0 System - our regulated electricity business segméhich consists of non-trading derivative ingtients that hedge our purchases and sales
of electricity and fuel for our Native Load requirents; and

o Marketing and Trading - our non-regulated, contipetbusiness segment, which includes both nodittigaand trading derivative
instruments.

The following tables show the changes in mark-tokagof our system and marketing and trading dériegpositions for the three months
ended March 31, 2003 and 2002 (dollars in millions)

Three Months En ded Three Months Ended
March 31, 200 3 March 31, 2002
Marke ting Marketing

System and Tr ading System and Trading

Mark-to-market of net

positions at beginning

of period $ (49 $ 57 $ (107) $ 138
Change in mark-to-market

gains (losses) for future

period deliveries 5 (8) Q) 25
Changes in cash flow hedges
recorded in OCI 13 13 44

Ineffective portion of changes
in fair value recorded in

earnings 2 1 2)
Mark-to-market losses/(gains)

realized during the period 6 7) 5 (22)

Mark-to-market of net
positions at end of period $ (23) $ 56 $ (61) $ 141

The Company no longer reports non-derivative eneagyracts or physical inventories at fair valuecs July 1, 2002, the Company has not
recognized a dealer profit or unrealized gain eslat the inception of a derivative unless theviaiue of that instrument (in its entirety) is
evidenced by quoted market prices or current mdr&asactions. Prior to the change in our policg,recorded net gains at inception of $8
million in the three months ended March 31, 2002se amounts included a reasonable marketing madginet gains at inception were
recorded in the three months ended March 31, 2003.

The tables below show the maturities of our sysa@chmarketing and trading derivative positions aréh 31, 2003 by the type of valuation
that is performed to calculate the fair value & tiontract (dollars in millions). See "Critical Awmting Policies - Mark-to-Market
Accounting" in Item 7 of our 2002 10-K for more clission on our valuation methods.
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SYSTEM

Total
Years fair
Source of Fair Value 2003 2004 2 005 2006 2007 thereafter value

Prices actively

quoted $ - $ (11) s - $ - 8% - $ - % ( 11)
Prices provided by

other external

sources 3) 9) - - - - ( 12)
Prices based on

models and other

valuation methods -- -- - - -- - -

Total by maturity $ (3 $ (20) $ - $ - 8% - $ - % ( 23)

MARKETING AND TRADING

Total
Years fair
Source of Fair Value 2003 2004 2 005 2006 2007 thereafter value

Prices actively

quoted $ 19 $ 4 % 6 $ 4 % 3 $ 7 % 43
Prices provided by

other external

sources 4) 11 4 4) - - 7
Prices based on

models

and other valuation

methods 3) 2 1 8 3 (5) 6
Total by maturity $ 12 $ 17 $ 11 $ 8 $ 6 $ 2 % 56

The table below shows the impact hypothetical pmozements of 10% would have on the market valumiofisk management and trading
assets and liabilities included on the Condensets@alated Balance Sheets at March 31, 2003 and @iflars in millions).
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March 31 , 2003 March 31, 2002

Gain ( Loss) Gain (Loss)
Price Up Price Down Price Up Price Down
Commodity 10% 10% 10% 10%

Mark-to-market changes

reported in earnings (a):

Electricity $ - $ 1 $ 2 $ 2

Natural gas 3) 3 Q) 1

Other 1 -- 1 Q)
Mark-to-market changes

reported in OCI (b):

Electricity 32 (32) - -

Natural gas 23 (22) 26 (24)

Total $ 53 $ 50) $ 24 $ (22

(a) These contracts are structured sales actividgdged with a portfolio of forward purchases tiratects the economic value of the sales
transactions.

(b) These contracts are hedges of our forecastethases of natural gas and electricity. The impattese hypothetical price movements
would substantially offset the impact that thesaearice movements would have on the physical axgsseing hedged.

CREDIT RISK

We are exposed to losses in the event of nonpegfoceor nonpayment by counterparties. We havewakagement and trading contracts
with many counterparties, including two counterjgarfor which a worst case exposure representogjppately 40% of our $207 million of
risk management and trading assets as of MarcB@IB. Our risk management process assesses antbradhe financial exposure of these
and all other counterparties. Despite the factttiaigreat majority of trading counterparties ated as investment grade by the credit rating
agencies, including the counterparties noted altbveee is still a possibility that one or more lné$e companies could default, resulting in a
material impact on consolidated earnings for ameriod. Counterparties in the portfolio consighgipally of major energy companies,
municipalities and local distribution companies. Waintain credit policies that we believe minimaeerall credit risk to within acceptable
limits. Determination of the credit quality of ocounterparties is based upon a number of factoeckyding credit ratings and our evaluatiol
their financial condition. In many contracts, wepay collateral requirements and standardized ageess that allow for the netting of
positive and negative exposures associated withgéescounterparty. Valuation adjustments are distadd representing our estimated credit
losses on our overall exposure to counterparties."Sritical Accounting Policies - Mark-to Marketgounting” in Item 7 of our 2002 10-K
for more discussion on our valuation methods.
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ITEM 4. CONTROLS AND PROCEDURES

As of a date within 90 days of the date of thisor¢gthe "Evaluation Date"), we carried out an exadilon, under the supervision and with the
participation of our management, including our €lirecutive Officer, and our Senior Vice Presidandl Chief Financial Officer, of the
effectiveness of the design and operation of osgldsure controls and procedures, as defined iaRlBa-14 and 15d-14 under the Securities
Exchange Act of 1934, as amended (the "Exchang§.Rased upon this evaluation, our Chief Execu@®fécer, and our Senior Vice
President and Chief Financial Officer, concludeat.ths of the Evaluation Date, our disclosure atsind procedures were adequate to
ensure that information required to be discloseddin the reports filed or submitted by us unéierExchange Act is recorded, processed,
summarized and reported within the time periodsi§ipd in the SEC's rules and forms.

There were no significant changes in our interoatls or in other factors that could significgrdiffect these controls subsequent to the
of the evaluation, including any corrective actiovith regard to significant deficiencies and inedrweaknesses.
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PART Il - OTHER INFORMATION
ITEM 1. LEGAL PROCEEDINGS

See Note 12 of Notes to Condensed Consolidatedh€imlsStatements in Part 1, Item 1 of this reportd discussion of the settlement of the
NAC litigation.

ITEM 5. OTHER INFORMATION
CONSTRUCTION AND FINANCING PROGRAMS

See "Liquidity and Capital Resources" in Parténit2 of this report for a discussion of construttmd financing programs of the Company
and its subsidiaries.

REGULATORY MATTERS

See Note 5 of Notes to Condensed Consolidated €imle®tatements in Part I, Iltem 1 of this reportdaliscussion of regulatory
developments.

ENVIRONMENTAL MATTERS

The EPA had previously advised APS that the EP/siclams APS to be a "potentially responsible partythe Indian Bend Wash Superfund
Site, South Area. See "Environmental Matters - $upd" in Part I, Item 1 of the 2002 10-K. APS, tBBA, the United States Department of
Justice, the Attorney General for the State of éma, and ADEQ have reached an agreement (in thedba Consent Decree) to settle this
matter. UNITED STATES OF AMERICA AND STATE OF ARIZA, EX REL. V. ARIZONA PUBLIC SERVICE COMPANY, CiVi

Action No.

CIV03-767PHXPGR, In the United States District Courttfeg District of Arizona. Under the terms of the poeed Consent Decree, APS
pay $2.72 million. Following the expiration of artlg (30) day comment period, the Department otidaswill move for the Consent Decree
to be approved by the Court, if appropriate intlighany public comment.
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ITEM 6. EXHIBITS AND REPORTS ON FORM 8 -K

(@) Exhibits

Exhibit No. Description

10.3

121

99.1

99.2

99.3

99.4

Employment Agreement dated Febr
APS and James M. Levine

Third Supplemental Indenture da
2002

Third Amendment to the Pinnacle
Corporation, Arizona Public Ser
Development Company and El Dora
Deferred Compensation Plan

Ratio of Earnings to Fixed Char
Certification of William J. Pos
principal executive officer, pu
of the Sarbanes-Oxley Act of 20
Certification of Donald E. Bran
principal financial officer, pu
of the Sarbanes-Oxley Act of 20

ACC Decision No. 65796 dated Ap
Order)

Pinnacle West Risk Factors
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uary 27, 2003 between

ted as of November 1,

West Capital
vice Company, SunCor
do Investment Company

ges

t, the Registrant's
rsuant to Section 906
02

dt, the Registrant's
rsuant to Section 906

02

ril 4, 2003 (Financing



In addition, the Company hereby incorporates thleviang Exhibits pursuant to Exchange Act Rule 1Zband Regulation ss.229.10(d) by
reference to the filings set forth below:

Ori ginally Filed Date
Exhibit No.  Description as Exhibit: File No.(a) Effective
3.1 Articles of Incorporation  19.1 to the Company's 1-8962 11-14-88
restated as of July 29, Septe mber 30, 1988
1988 Form 10-Q Report

(a) Reports filed under File No. 1-8962 were filedhe office of the Securities and Exchange Cominislocated in Washington, D.C.

3.2 Bylaws, amended as of 3.1t o the Company's 1-8962 11-14-02
September 18, 2002 Septe mber 30, 2002
Form 10-Q Report

(b) Reports on Form 8-K
During the quarter ended March 31, 2003, and thegéom April 1 through May 14, 2003, we filedettiollowing reports on Form 8-K:

Report dated December 31, 2002 regarding an ACCsAkdommended Track B order and exhibits compuagdichancial information and
earnings variance explanations.

Report dated January 15, 2003 regarding NAC loasddPinnacle West's earnings outlook.

Report dated February 27, 2003 regarding the AGEEK B decision.

Report dated March 11, 2003 regarding an ACC AteEsmmended approval, subject to certain conditiohAPS' financing application.
Report dated March 27, 2003, regarding ACC approf/tlie financing application.

Report dated March 31, 2003 containing exhibits wased of financial information, earnings variamoglanations and an earnings news
release.

Report dated May 6, 2003 regarding the Track B Oade asset retirement obligations.
Report dated May 13, 2003 comprised of slides piteseat analyst meetings.
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SIGNATURES

Pursuant to the requirements of the Securities &xgh Act of 1934, the Company has duly causeddipisrt to be signed on its behalf by the
undersigned thereunto duly authorized.

PINNACLE WEST CAPITAL CORPORATION

(Registrant)
Dated: May 14, 2003 By: Donald E. Brandt
Donald E. Brandt
Senior Vice President and Chief
Financi al Officer
(Princi pal Financial Officer
and Off icer Duly Authorized
to sign this Report)

CERTIFICATION OF PRINCIPAL EXECUTIVE OFFICER
CERTIFICATIONS
[, William J. Post, certify that:
1. I have reviewed this quarterly report on ForraQ 0f Pinnacle West Capital Corporation;

2. Based on my knowledge, this quarterly reporsdua contain any untrue statement of a materéldaomit to state a material fact
necessary to make the statements made, in ligheafircumstances under which such statementsmwade, not misleading with respect to
the period covered by this quarterly report;

3. Based on my knowledge, the financial statememid,other financial information included in thisagterly report, fairly presentin all
material respects the financial condition, resoftsperations and cash flows of the registrantfaaral for, the period presented in this
quarterly report;

4. The registrant's other certifying officer anar¢ responsible for establishing and maintainisgldsure controls and procedures (as defined
in Exchange Act Rules 13a-14 and 15d-14) for tigésteant and we have:
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a) designed such disclosure controls and procedoissure that material information relating te thgistrant, including its consolidated
subsidiaries, is made known to us by others withase entities, particularly during the period inieh this quarterly report is being prepared;

b) evaluated the effectiveness of the registraliigdosure controls and procedures as of a datena®0 days prior to the filing date of this
quarterly report (the "Evaluation Date"); and

c) presented in this quarterly report our conclasiabout the effectiveness of the disclosure ctangniod procedures based on our evaluati
of the Evaluation Date;

5. The registrant's other certifying officer anaalve disclosed, based on our most recent evalyatidghe registrant's auditors and the audit
committee of registrant's board of directors (aispas performing the equivalent function):

a) all significant deficiencies in the design oeogtion of internal controls which could adversaffect the registrant's ability to record,
process, summarize and report financial data awe foentified for the registrant's auditors any enial weaknesses in internal controls; and

b) any fraud, whether or not material, that invelweanagement or other employees who have a signifiole in the registrant's internal
controls; and

6. The registrant's other certifying officer antdblve indicated in this quarterly report whethenatthere were significant changes in internal
controls or in other factors that could signifidgreffect internal controls subsequent to the dditeur most recent evaluation, including any
corrective actions with regard to significant diefitcies and material weaknesses.

Date: May 14, 2003.

William J. Post

William J. Post Title: Chairman of the Board ande@Hlexecutive Officer
CERTIFICATION OF PRINCIPAL FINANCIAL OFFICER
CERTIFICATIONS
I, Donald E. Brandt, certify that:
1. | have reviewed this quarterly report on FormQ0f Pinnacle West Capital Corporation;
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2. Based on my knowledge, this quarterly reporsdu# contain any untrue statement of a materéldaomit to state a material fact
necessary to make the statements made, in ligheafircumstances under which such statementsmwade, not misleading with respect to
the period covered by this quarterly report;

3. Based on my knowledge, the financial statememid,other financial information included in thisagterly report, fairly presentin all
material respects the financial condition, resoftsperations and cash flows of the registrantfaaral for, the period presented in this
quarterly report;

4. The registrant's other certifying officer anaré¢ responsible for establishing and maintainisgldsure controls and procedures (as defined
in Exchange Act Rules 13a-14 and 15d-14) for tigésteant and we have:

a) designed such disclosure controls and procedoissure that material information relating te thgistrant, including its consolidated
subsidiaries, is made known to us by others withase entities, particularly during the period inieh this quarterly report is being prepared;

b) evaluated the effectiveness of the registraliigdosure controls and procedures as of a datena®0 days prior to the filing date of this
quarterly report (the "Evaluation Date"); and

c) presented in this quarterly report our conclusiabout the effectiveness of the disclosure cn#od procedures based on our evaluatir
of the Evaluation Date;

5. The registrant's other certifying officer andblve disclosed, based on our most recent evalyatiadhe registrant's auditors and the audit
committee of registrant's board of directors (aispas performing the equivalent function):

a) all significant deficiencies in the design oeogtion of internal controls which could adversaffect the registrant's ability to record,
process, summarize and report financial data awe foentified for the registrant's auditors any enial weaknesses in internal controls; and

b) any fraud, whether or not material, that invelweanagement or other employees who have a signifiole in the registrant's internal
controls; and

6. The registrant's other certifying officer antablve indicated in this quarterly report whethenaotthere were significant changes in internal
controls or in other factors that could signifidgreffect internal controls subsequent to the dditeur most recent evaluation, including any
corrective actions with regard to significant diefitcies and material weaknesses.

Date: May 14, 2003.

Donald E. Brandt

Donald E. Brandt Title: Senior Vice President aride€Financial Officer
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Exhibit 10.1
February 27, 2003

Jim Levine
4817 N. Greentree Dr. E.
Litchfield Park, AZ 85340

Dear Jim:

As a supplement to your Employment Agreement d&etber 11, 2002 the following clarifies the behigéms that the Pinnacle West Bo
has approved for you:

o Pension - Add 5 years of service effective 1/280@ each subsequent year 3% will be added toeteeipt of average monthly wage you'll
receive until the 70% benefit is reached:

- 18 years of service in 2002 (3%x10 - 30% + 2%X8%), 46% pension benefit

- 2002 +5 years at 2% 46%
- 2002 +3% 49%

- 2003 +3% 52%

- 2004 +3% 55% age 55

- 2005 +3% 58%

- 2006 +3% 61%

- 2007 +3% 64%

- 2008 +3% 67%

- 2009 +3% 70% age 60

o Additional years of service will count towarde thercentage of your premium costs for retiree nadioverage.
If you have any questions, please feel free toaginhe.
Sincerely,

William J. Post

WP/DO/ch
cc: Armando Flores



Exhibit 10.2

ARIZONA PUBLIC SERVICE COMPANY
TO
THE BANK OF NEW YORK
TRUSTEE
Third Supplemental Indenture
Dated as of November 1, 2002
To
Indenture
Dated as of November 15, 1996

5.05% Senior Notes (Maricopa 2002 Series A) Due 202



THIRD SUPPLEMENTAL INDENTURE, dated as of Novemliegr2002, between Arizona Public Service Comparogrporation duly
organized and existing under the laws of the Stbf&rizona (herein called the "Company"), havirgjptincipal office at 400 North Fifth
Street, Phoenix, Arizona 85004, and The Bank of Newk, a New York banking corporation, as Trustieeréin called the "Trustee") under
the Indenture dated as of November 15, 1996 bettvee@ompany and the Trustee (the "Indenture™).

RECITALS OF THE COMPANY

The Company has executed and delivered the Indetdithe Trustee to provide for the issuance friome to time of its Senior Notes (the
"Notes"), said Notes to be issued in one or moresas in the Indenture provided.

The Company has executed and delivered to thedeusto indentures supplemental to the IndentueeFitst Supplemental Indenture dated
as of November 15, 1996, and the Second Supplemadenture dated as of April 1, 1997 (collectivelye "Supplemental Indentures").

Pursuant to the terms of the Indenture, the Complasires to provide for the establishment of a sesies of its Notes to be known as its
5.05% Senior Notes (Maricopa 2002 Series A) Due9Z02rein called the "Series A Senior Notes"),fdren and substance of such Series A
Senior Notes and the terms, provisions, and camditthereof to be set forth as provided in the iwle and this Third Supplemental
Indenture.

The Company has entered into a Loan Agreementd dstef November 1, 2002 (as amended from timirie, the "Loan Agreement")
between the Company and Maricopa County, Arizorluttan Control Corporation (the "Issuer”), and tlssuer has issued the Maricopa
County, Arizona Pollution Control Corporation Paitun Control Revenue Refunding Bonds (Arizona RuBlervice Company Palo Verde
Project) 2002 Series A in the aggregate principadant of $90,000,000 (the "Series A Pollution CohBonds") under that certain Indenture
of Trust, dated as of November 1, 2002 (as amefrdetdtime to time, the "Maricopa Indenture") betwehe Issuer and The Bank of New
York, as Trustee (together with its successorsigh sapacity, the "Maricopa Trustee") and loanedatoceeds thereof to the Company (the
“Loan") to pay a portion of the costs of refundthgough redemption of $45,000,000 aggregate prat@mount of the Maricopa County,
Arizona Pollution Control Corporation Pollution Gol Revenue Refunding Bonds (Arizona Public Senv@mmpany Palo Verde Project)
1994 Series A and $45,000,000 aggregate principaliat of the Maricopa County, Arizona Pollution @ohCorporation Pollution Control
Revenue Refunding Bonds (Arizona Public Service gamy Palo Verde Project) 1994 Series B.

All things necessary to make this Third Supplemidni@enture a valid agreement of the Company, anddke the Series A Senior Notes,
when executed by the Company and authenticatedelictred by the Trustee, the valid obligationshaf Company, have been done.

NOW, THEREFORE, THIS THIRD SUPPLEMENTAL INDENTURE W ITNESSETH:

For and in consideration of the premises and tiehase of the Series A Senior Notes by the Holteneof, and for the purpose of setting
forth, as provided in the Indenture, the form aunlbs$ance of the Series A Senior Notes



and the terms, provisions, and conditions thelietf,mutually agreed, for the equal and propowienbenefit of all Holders of the Series A
Senior Notes, as follows:

ARTICLE ONE

GENERAL TERMS AND CONDITIONS OF
THE SERIES A SENIOR NOTES

SECTION 101. There shall be and is hereby authdrizseries of Notes designated the "5.05% SenitefN®aricopa 2002 Series A) Due
2029," limited in aggregate principal amount to $80,000, which amount shall be as set forth in@asnpany Order for the authentication
and delivery of Series A Senior Notes. The Seri€geAior Notes shall mature and the principal ¢halllue and payable together with all
accrued and unpaid interest thereon (subject tprtnasions for prior redemption hereinafter setfpon May 1, 2029, shall be issued in
certificated form, in the form of a single fullygistered Series A Senior Note without coupons,siral be registered in the name of the
Maricopa Trustee.

SECTION 102. Subject to the provisions herein,Skeies A Senior Notes shall bear interest from Kdwer 1, 2002 or from the most recent
Interest Payment Date (as defined below) to whitérest has been paid at the rate of 5.05% pemasicaiculated on the basis of a 360-day
year of twelve 3-day months), payable on May 1 and November 1 cii gaar (each an "Interest Payment Date"), commgridiay 1, 2003,
to the holders thereof of record on the April 180mtober 15, as the case may be, next precedirglsterest Payment Date.

Notwithstanding the above, to the extent require8éction 4.2 of the Loan Agreement at any timgyaments of interest on each Intel
Payment Date and of principal on the maturity dditthe Series A Senior Notes shall be due and payadi less than two (2) Business Days
(as defined in the Maricopa Indenture) prior tohesigch Interest Payment Date and such maturity date

SECTION 103. The principal of and interest on tleei€s A Senior Notes shall be payable by the Compathe Maricopa Trustee as pled:
and assignee of the Issuer, at the designatectaffithe Maricopa Trustee, which shall initially ipehe City of New York, in such coin or
currency of the United States of America as, atrdéspective times of payment, is legal tender fompent of public and private debts.

SECTION 104. The Company shall have no obligatamake payments with respect to the principal aridterest on the Series A Senior
Notes unless and until, and only to the extent {r@yments shall be due and payable pursuant t8dfies A Pollution Control Bonds. Al
provision hereof to the contrary notwithstandirigg Company shall receive a credit against its alibg to make any payment of interest on
the Series A Senior Notes in an amount equal tatheunt, if any, held by the Maricopa Trustee uriderMaricopa Indenture on deposit in
the Bond Fund (as defined in the Maricopa Indentangl available to make the corresponding paymeithe Series A Pollution Control
Bonds. In addition, the Company shall receive ditagainst its obligation to make any paymentrigipal of the Series A Senior Notes,
whether at maturity, upon redemption or otherwiis&n amount equal to the amount, if any, heldhey t
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trustee under the Maricopa Indenture on deposiaid Bond Fund and available to make the correspgmzhyment on the Series A Pollution
Control Bonds.

SECTION 105. In the manner and with the effect et in Article 12 of the Indenture, the Series énfBr Notes will be subject to
redemption prior to maturity, as follows:

(a) Series A Senior Notes are subject to redemptitor to maturity in whole or in part, by lot, ay time at a redemption price equal to the
principal amount thereof plus accrued intereshtoredemption date, in the event of the exercistabyCompany of its rights to prepay the
Loan in full or in part in accordance with Sectib2 of the Loan Agreement upon the occurrence pfodicertain extraordinary events
specified in Section 4.01(a)(1) of the Maricopadntlire.

(b) Series A Senior Notes are subject to redempi@mr to maturity in whole or in part, by lot, @my date on or after November 1, 2012, in
the event of the exercise by the Company of itistsigo prepay the Loan in full or in part in acamde with Section 7.2 of the Loan
Agreement and Section 4.01(a)(2) of the MaricomBeiture at 100% of the principal amount of SerieSefior Notes to be redeemed,
together with accrued interest to the date fixaddédemption

(c) Series A Senior Notes shall also be redeemablgehole at any time, prior to maturity by the &pation of cash delivered to or deposited

with the Trustee in the event of the exercise lyGompany of its rights to prepay the Loan inifiulhiccordance with Section 7.2 of the Loan
Agreement and Section 4.01(a)(3) of the Maricomkeiture, pursuant to the provisions of Sectionf@f® First Mortgage (but only if and to

the extent such Section is properly applicabledigbfide transactions), at the principal amourthefSeries A Senior Notes to be redeemed
together with accrued interest to the date fixaddédemption.

(d) Series A Senior Notes are subject to mandatmgmption prior to maturity in whole or in pary, ot, at a redemption price equal to the
principal amount thereof plus accrued intereshtoredemption date upon the mandatory prepaymehedfoan in full or in part in
accordance with Section 7.3 of the Loan Agreempohuhe occurrence of any of certain extraordiregnts specified in Section 4.01(b) of
the Maricopa Indenture.

Any notice given under the provisions of Sectiob34of the Maricopa Indenture with respect to redéonpof all or a part of the Series A
Pollution Control Bonds or Section 7.5 of the Lasgreement with respect to the prepayment of all part of the Loan will also constitute
sufficient notice of the redemption of an amounthaf Series A Senior Notes corresponding to theuainaf the Series A Pollution Control
Bonds to be redeemed.

SECTION 106. In all cases that Series A Senior Blate redeemed pursuant to the provisions seté&bkie, the principal amount of Series
A Senior Notes to be redeemed shall equal the ipaghamount of Series A Pollution Control Bonds camently redeemed and all applicable
provisions of the Maricopa Indenture and the Logme&ment shall be satisfied.

SECTION 107. The cancellation by the Maricopa Teasinder the Maricopa Indenture of Series A Polfu€ontrol Bonds purchased by the
Company or of Series A Pollution Control Bonds eded or purchased by the Issuer, with funds
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other than payments on Series A Senior Notes, sha#ititute payment of an amount of the Series Aidé\Notes held by the Maricopa
Trustee equal to the aggregate principal amoutiteSeries A Pollution Control Bonds so purchasegdeemed and cancelled. The
Maricopa Trustee is required pursuant to Secti6b 4f the Maricopa Indenture to notify the Trusté@ny such cancellation, and,
notwithstanding the provisions of Section 1207ha&f Indenture, the Maricopa Trustee under the Mpadadenture shall promptly make
notation on the Series A Senior Notes held by guwth reduction of the principal amount thereof.

SECTION 108. Upon payment of the principal of antgiest due on the Series A Pollution Control Bomdeether at maturity or prior to
maturity by redemption or otherwise, or upon prirnsfor the payment thereof having been made i @nce with Article X of the
Maricopa Indenture, Series A Senior Notes in agypi@ amount equal to the principal amount of SeAePollution Control Bonds so paid or
for which such provision for payment has been neddl be deemed fully paid, satisfied and dischéuayed the obligations of the Company
thereunder shall be terminated and such SeriemfoSHotes shall be surrendered to and cancellettidy rustee.

SECTION 109. All payments by the Company on theeSeh Senior Notes shall be made at or prior toggpening of business on the due
thereof. If the date for making any payment onltban provided in the Loan Agreement is a date dtfi@n the due date for a payment of
principal or interest on the Series A Pollution @ohBonds, as described in Section 4.2 of the LAgreement, the "due date" hereunder will
be the date payment on the Loan is due under said

Section 4.2.

SECTION 110. No Series A Senior Notes shall beedsexcept to evidence, secure and provide forgpayment of the Loan and interest
thereon.

SECTION 111. Series A Senior Notes shall be nontigigle and will be nontransferable except as reglio effect assignment to the
Maricopa Trustee under the Maricopa Indenture arahy successor trustee thereunder. Upon the appeih of a successor trustee undetr
Maricopa Indenture, the Trustee shall authentiaatbtthe Company shall issue in the name of saickssor trustee a new fully registered
Series A Senior Note in the amount of the unpaiidcal amount of the Series A Senior Notes thetstanding, and the Series A Senior
Notes held by the Maricopa Trustee who has resigné@en discharged shall be surrendered to, amtktted by, the Truste

The Maricopa Trustee, as the holder of the Seri&e#ior Notes, shall attend meetings of bondholdedgr the Senior Note Indenture or
deliver its proxy in connection therewith. Eithéisach meeting, or otherwise when the consenteohtiiders of the Company's senior notes
issued under the Senior Note Indenture is soughiowt a meeting, the Maricopa Trustee shall vottha$older of the Series A Senior Not
or shall consent with respect thereto; PROVIDED VWMEVER, that the Maricopa Trustee shall not votéawor of, or consent to, any
modification of the Senior Note Indenture whicltdsrelative to a modification of the Maricopa Intieme or the Loan Agreement which
would require the approval of owners of Series Augion Control Bonds without the
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approval of the owners of Series A Pollution CohBonds which would be required for such correlatmodification of such Maricopa
Indenture or Loan Agreement.

SECTION 112. Series A Senior Notes acquired bydbmpany and submitted to the Trustee for cancefiatr redeemed, or paid at matu
by the Company shall forthwith be cancelled by Thestee.

SECTION 113. The related series of Senior Notet Migrtgage Bonds for the Series A Senior NotebésGompany's First Mortgage Bonds,
Senior Notes Series C (the "Senior Note Series &iBY).

SECTION 114. When the obligation of the Companynttke payments with respect to the principal of iatefest on all or any part of the
Senior Note Series C Bonds shall be satisfied enal satisfied pursuant to Section 403 or

Section 501 of the Indenture or pursuant to Sectlamof this Third Supplemental Indenture, the Teasshall, upon written request of the
Company and, if applicable, the receipt of theifieate of the Expert described in

Section 404(b) of the Indenture (if such certifecat then required by Section 404(b) of the Inden)twdeliver to the Company without charge
therefor all of the Senior Note Series C Bondsatisted or deemed satisfied, together with sugir@griate instruments of transfer or release
as may be reasonably requested by the Compangehibr Note Series C Bonds delivered to the Compaagcordance with this Section
114 shall be delivered by the Company to the Rilsttgage Trustee for cancellation.

ARTICLE TWO
ADDITIONAL COVENANTS

SECTION 201. (a) From and after the Release Dadesariong as any Series A Senior Note is Outstandie Company will not issue,
assume, or guarantee any Debt secured by any rgertgecurity interest, pledge, or lien (hereinmef@to as a "mortgage") of or upon any
Operating Property of the Company, whether ownaHetlate of the Indenture or thereafter acquimed,will not permit to exist any Debt
secured by a mortgage on any Operating Proper&texteon or prior to the Release Date, without ywauch case effectively securing, on the
later to occur of the issuance, assumption, orantae of any such Debt or the Release Date, thet@duling Series A Senior Notes (together
with, if the Company shall so determine, any oflete or Debt of or guaranteed by the Company ran&enior to, or equally with, the
Notes) equally and ratably with such Debt; providealvever, that the foregoing restriction shall apply to Debt secured by any of 1
following:

(1) mortgages on any property existing at the tiihacquisition thereof;

(2) mortgages on property of a corporation existihthe time such corporation is merged into orsotidated with the Company, or at the
time of a sale, lease, or other disposition offtteperties of such corporation or a division thégoan entirety or substantially as
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an entirety to the Company, provided that such gagre as a result of such merger, consolidation, kEse, or other disposition is not
extended to property owned by the Company immelgliatéor thereto;

(3) mortgages on property to secure all or pathefcost of acquiring, constructing, developingswstantially repairing, altering, or
improving such property, or to secure indebtedireasred to provide funds for any such purposecoréimbursement of funds previously
expended for any such purpose, provided such ngejare created or assumed contemporaneouslyowitfithin eighteen (18) months
after, such acquisition or completion of constructidevelopment, or substantial repair, alteratiorigcnprovement or within six (6) months
thereafter pursuant to a commitment for financingraged with a lender or investor within such eggint (18) month period;

(4) mortgages in favor of the United States of Aiceepr any State thereof, or any department, agesrdpstrumentality or political
subdivision of the United States of America or &tgte thereof, or for the benefit of holders ofis#ies issued by any such entity, to secure
any Debt incurred for the purpose of financingoalany part of the purchase price or the cost otracting, developing, or substantially
repairing, altering, or improving the property sedijto such mortgages; or

(5) any extension, renewal or replacement (or ssice extensions, renewals, or replacements), olendr in part, of any mortgage referred
to in the foregoing clauses (1) to (4), inclusipegvided, however, that the principal amount of Dedrured thereby and not otherwise
authorized by said clauses (1) to (4), inclusitallnot exceed the principal amount of Debt, @og premium or fee payable in connection
with any such extension, renewal, or replacemensesured at the time of such extension, renewagplacement.

(b) Notwithstanding the provisions of Section 2Q1{eom and after the Release Date and so longaSaries A Senior Note is Outstanding,
the Company may issue, assume, or guarantee Dglgrmit to exist Debt, secured by mortgages whiobld otherwise be subject to the
restrictions of Section 201(a) up to an aggregateipal amount that, together with the principalaunt of all other Debt of the Company
secured by mortgages (other than mortgages pedijt&Section 201(a) that would otherwise be sulifetite foregoing restrictions) and the
Value of all Sale and Lease-Back Transactions istemce at such time (other than any Sale and EBask Transaction that, if such Sale and
Lease-Back Transaction had been a mortgage, wawiel been permitted by

Section 201(a), other than Sale and Lease-Backs@ichions permitted by Section 202 because the coment by or on behalf of the
purchaser was obtained no later than eighteennfop8ths after the later of events described inr(i) o
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(i) of Section 202, and other than Sale and Le2&ek Transactions as to which application of ameinatve been made in accordance with
clause (z) of Section 202), does not at the tineeed the greater of ten percent (10%) of Net Tdadissets or ten percent (10%) of
Capitalization.

(c) If at any time the Company shall issue, assuanguarantee any Debt secured by any mortgagé &edtion 201(a) requires that the
Outstanding Series A Senior Notes be secured gomadl ratably with such Debt, the Company will ppiiy execute, at its expense, any
instruments necessary to so equally and ratablyreghe Outstanding Series A Senior Notes and elefive same to the Trustee along with:

(1) An Officers' Certificate stating that the coaehof the Company contained in Section 201 (a)deas complied with; and

(2) An Opinion of Counsel to the effect that then@@any has complied with the covenant containeckitti8n 201(a), and that any instrument
executed by the Company in the performance of sagbnant complies with the requirements of suctenant.

In the event that the Company shall hereafter se@uitstanding Series A Senior Notes equally arabhatwvith any other obligation or
indebtedness (including other Notes) pursuantegtiovisions of this Section 201, the Trustee iglwg authorized to enter into an indenture
or agreement supplemental hereto and to take suicnaif any, as it may, in its sole and absolliseretion, deem advisable to enable it to
enforce effectively the rights of the Holders oft&anding Series A Senior Notes so secured, eqaatlyratably with such other obligation or
indebtedness.

SECTION 202. From and after the Release Date atahgpas any Series A Senior Note is outstandimg Qompany will not enter into any
Sale and Lease-Back Transaction with respect tdOp®grating Property and will not permit to remaireffect any Sale and Lease-Back
Transaction entered into on or prior to the Reldzeste with respect to any Operating Property ifamy case, the commitment by or on behalf
of the purchaser is or was obtained more than eggh(18) months after the later of (i) the complenf the acquisition, construction, or
development of such Operating Property or (ii)glteeing in operation of such Operating Propertpfosuch Operating Property as
constructed, developed, or substantially repaaétdred, or improved, unless

(x) the Company would be entitled pursuant to $ac#i01(a) to issue, assume, or guarantee Debteskbyra mortgage on such Operating
Property without equally and ratably securing tlee&s A Senior Notes or (y) the Company would béled pursuant to Section 201(b), ai
giving effect to such Sale and LeaBaek Transaction, to incur $1.00 of additional Debtured by mortgages (other than mortgages ped
by Section 201(a)) or (z) the Company shall applgause to be applied, in the case of a sale nsfeafor cash, an amount equal to the net
proceeds thereof (but not in excess of the net vablke of such Operating Property at the date ol sale or transfer) and, in the case of a
sale or transfer otherwise than for cash, an amequil to the fair value (as determined by the BadDirectors) of the Operating Property
so leased, to the retirement, within one hundrghbtgi(180) days after the
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later to occur of the effective date of such Salé eease-Back Transaction or the Release Dateptdd\bor other Debt of the Company
ranking senior to, or equally with, the Series Ai®eNotes; PROVIDED, HOWEVER, that any such retient of Notes shall be in
accordance with the terms and provisions of themhgre and the Notes; PROVIDED, FURTHER, that theant to be applied to such
retirement of Notes or other Debt shall be redunedn amount equal to the sum of (a) an amountl ¢égulae redemption price with respect
to Notes delivered within such one hundred eigh80j-day period to the Trustee for retirement and cadateh and (b) the principal amoul
plus any premium or fee paid in connection with aggemption in accordance with the terms of othebtivoluntarily retired by the
Company within such one hundred eighty (180)-dajope excluding in each case retirements pursuantandatory sinking fund or
prepayment provisions and payments at maturity.

SECTION 203. DEFINITIONS
For purposes of Section 201 and Section 202 offthisl Supplemental Indenture, the following tershsll have the following meanings:

"Capitalization" means the total of all the follawgiitems appearing on, or included in, the conatdid balance sheet of the Company: (i)
liabilities for indebtedness maturing more thanlteg12) months from the date of determination; éi)ccommon stock, preferred stock,
premium on capital stock, capital surplus, capitaxcess of par value, and retained earnings (hemtbe foregoing may be designated), |
to the extent not otherwise deducted, the coshaifes of capital stock of the Company held inrggasury.

Subject to the foregoing, Capitalization shall le¢éedmined in accordance with generally acceptedwatting principles and practices
applicable to the type of business in which the @any is engaged and that are approved by indepeadeountants regularly retained by
Company, and may be determined as of a date na than (sixty) 60 days prior to the happening oéaent for which such determination is
being made.

The term "Debt" means any outstanding debt for mdmoerowed evidenced by notes, debentures, bomdgher securities.

The term "Net Tangible Assets” means the amountstes total assets on the consolidated balancé shém Company, less the following:
() intangible assets including, but without limitm, such items as goodwill, trademarks, tradeemrmpatents, and unamortized debt discount
and expense and other regulatory assets carriad asset on the Company's consolidated balance ahed(ii) appropriate adjustments, if
any, on account of minority interests.

Net Tangible Assets shall be determined in accargavith generally accepted accounting principles @ractices applicable to the type
business in which the Company is engaged and tbatpproved by the independent accountants regutgdined by the Company, and may
be determined as of a date not more than (sixtyga®@ prior to the happening of the event for whsgbh determination is being made.
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The term "Operating Property” means (i) any inteireseal property owned by the Company and (i asset owned by the Company that is
depreciable in accordance with generally acceptedumting principles.

The term "Sale and Lease-Back Transaction" meanam@mangement with any person providing for thesileg to the Company of any
Operating Property (except for temporary leases fierm, including any renewal thereof, of not mitvan forty-eight (48) months), which
Operating Property has been or is to be sold asteared by the Company to such person.

The term "Value" means, with respect to a Salelaabe-Back Transaction, as of any particular tifme.amount equal to the greater of (1)
the net proceeds to the Company from the saleanster of the property leased pursuant to such&uald_ease-Back Transaction or (2) the
net book value of such property, as determinec@orance with generally accepted accounting plasiby the Company at the time of
entering into such Sale and Lease-Back Transadtiagither case multiplied by a fraction, the nuater of which shall be equal to the
number of full years of the term of the lease thatart of such Sale and Lease-Back Transactiomireng at the time of determination and
the denominator of which shall be equal to the nemndb full years of such term, without regard, nyaase, to any renewal or extension
options contained in such lease.

SECTION 204. Amendment to Section 901 of the IndentFor purposes of the Series A Senior Notesselgl) of Section 901 of the
Indenture, shall be revised by deleting the woféts 'purposes of this Article Nine, the phrase “&ssebstantially as an entirety' shall mean
50% or more of the total assets of the Companyaais on the consolidated balance sheet of the Coynas of the end of the calendar year
immediately preceding the day of the year in wisahh determination is made and" replacing said svaiith the words "Notwithstanding
this Section 901."

ARTICLE THREE
FORM OF SERIES A SENIOR NOTE

SECTION 301. The Series A Senior Notes and thet@els certificate of authentication to be endoesedo be substantially in the following
forms:

Form of Face of Note.
ARIZONA PUBLIC SERVICE COMPANY
5.05% Senior Notes (Maricopa 2002 Series A) Due 202
No. 1 $90,000,00

Arizona Public Service Company, a corporation dulyanized and existing under the laws of Arizorexrém called the "Company"”, which
term includes any successor Person under the méehéreinafter referred to), for value
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received, hereby promises to pay to The Bank of Newk, as Trustee under the Maricopa Indentureihafeer referred to, as assignee of
Maricopa County, Arizona Pollution Control Corpadoatunder said Maricopa Indenture, or it successossich capacity, the principal sum
Ninety Million Dollars on May 1, 2029, and to payeérest thereon from November 1, 2002 or from tlestmecent Interest Payment Date \
respect to which interest has been paid or dulyideal for, semi-annually on May 1 and November gach year, commencing May 1, 2003,
at the rate of 5.05% per annum, until the princhgieof is paid or made available for payment, ftbendates such amounts are due until they
are paid or made available for payment. The intaepayable, and punctually paid or duly provifled on any Interest Payment Date will
provided in such Indenture, be paid to the Persamhiose name this Note (or one or more Predecédes) is registered at the close of
business on the Regular Record Date for such sttesdich shall be the April 15 or October 15 (Wiestor not a Business Day), as the case
may be, next preceding such Interest Payment Date.

Notwithstanding the above, to the extent require8éction 4.2 of the Loan Agreement (describedviesd any time, all payments of inter
on each Interest Payment Date and of principahemtaturity date of this Note shall be due and pkyaot less than two (2) Business Days
(as defined in the Maricopa Indenture (describddvog prior to each such Interest Payment Datesarwth maturity date.

Rights to payment of this Note have been assiggdddricopa County, Arizona Pollution Control Corption (the "Issuer”) to The Bank of
New York, as trustee (the "Maricopa Trustee") urtlerindenture of Trust dated as of November 123@8 amended and supplemented !
time to time, herein called the "Maricopa Indentyfeetween the Maricopa Trustee and the Issuayittence, secure and provide for the
repayment of the loan (the "Loan") made by thedsso the Company under the Loan Agreement dated ldsvember 1, 2002 (the Loan
Agreement"), between the Company and the Issu@n fhe proceeds of the issuance by the Issuer@0$0,000 of the Maricopa County,
Arizona Pollution Control Corporation Pollution Gonl Revenue Refunding Bonds (Arizona Public Sen@mmpany Palo Verde Project)
2002 Series A (the "Pollution Control Bonds") unttex Maricopa Indenture, and such assignment hers daly registered.

Payment of the principal of and interest on thigeNwill be paid by the Company to the Maricopa Teesat the designated office of the
Maricopa Trustee, or to any successor trustee uhddvlaricopa Indenture at its designated offinesuch coin or currency of the United
States of America as at the time of payment isl legmler for payment of public and private debts.

Reference is hereby made to the further provisidribis Note set forth below, which further prowiss shall for all purposes have the same
effect as if set forth at this place.

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

By

Attest:

Form of Reverse of Note.

This Note is one of a duly authorized issue of gées of the Company (herein called the "Notes$ued and to be issued in one or more
series under an Indenture, dated as of November9B8®8, as supplemented and amended by the FirgleSuental Indenture thereto dated as
of November 15, 1996 and the Second Supplemerdehtare thereto dated as of April 1, 1997 (hereltectively called the "Indenture™),
between the Company and The Bank of New York, astée (herein called the "Trustee", which termudek any successor trustee unde
Indenture), and reference is hereby made to thenitode for a statement of the respective rightsitditions of rights, duties and immunities
thereunder of the Company, the Trustee and thed#®lof the Notes and of the terms upon which theedlare, and are to be, authenticated
and delivered. This Note is one of the series desegl on the face hereof, limited in aggregatecgral amount to $90,000,000.

Prior to the Release Date (as hereinafter defirtbi) Note will be secured by First Mortgage Borfsisnior Note Series C (the "Senior Note
Series C Bonds") delivered by the Company to theste for the benefit of the Holders of the sesfedotes of which this Note is a part,
issued under the Mortgage and Deed of Trust, deeaf July 1, 1946, from the Company to The Bankeifv York, as successor trustee (the
"Mortgage Trustee"), as supplemented and amentedKirst Mortgage"). Reference is made to thetirsrtgage for a description of
property mortgaged and pledged, the nature andiieatehe security, the rights of the holders & flist mortgage bonds under the First
Mortgage and of the Mortgage Trustee in respecetiethe duties and immunities of the Mortgagesiea and the terms and conditions u
which the Senior Note Series C Bonds are securédhencircumstances under which additional firsttgege bonds may be issued.

FROM AND AFTER SUCH TIME AS ALL FIRST MORTGAGE BON® (OTHER THAN SENIOR NOTE FIRST MORTGAGE BONDS,
AS SUCH TERM IS DEFINED IN THE INDENTURE) HAVE BEERETIRED THROUGH PAYMENT, REDEMPTION OR
OTHERWISE AT, BEFORE OR AFTER THE
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MATURITY THEREOF (THE "RELEASE DATE"), THE SENIOR N OTE FIRST MORTGAGE BONDS SHALL CEASE TO
SECURE THE NOTES IN ANY MANNER.

This Note is nonnegotiable and nontransferable gba&e required to effect assignment to the Maricbpstee under the Maricopa Indenture
and to any successor trustee thereunder. Uporpfi@rament of a successor trustee under the Maaitogenture, the Trustee shall
authenticate and the Company shall issue in theeremeaid successor trustee a new fully registiliaté of this series in the amount of the
unpaid principal amount of this Note then outstagdand this Note shall be surrendered to, andeteddy, the Trustee.

The Company shall have no obligation to make payswith respect to the principal and/or interestimNotes of this series unless and
until, and only to the extent that, payments shaltue and payable pursuant to the Pollution CbBoinds. Any provision hereof to the
contrary notwithstanding, the Company shall receiveedit against its obligation to make any paynoéimterest on the Notes of this Series
in an amount equal to the amount, if any, heldngyNlaricopa Trustee under the Maricopa Indenturdeposit in the Bond Fund (as defined
in the Maricopa Indenture) and available to maleedbrresponding payment on the Pollution Contraid® In addition, the Company shall
receive a credit against its obligation to make payment of principal of the Notes of this Serigbether at maturity, upon redemption or
otherwise, in an amount equal to the amount, if Aryd by the Maricopa Trustee under the Maricopkehture on deposit in said Bond Fund
and available to make the corresponding paymeti@®ollution Control Bonds.

In the manner and with the effect provided in Aeit2 of the Indenture, the Notes of this seridblvi subject to redemption prior to
maturity, as follows:

(a) The Notes of this Series are subject to rediemptrior to maturity in whole or in part, by lat any time at a redemption price equal to the
principal amount of the Notes of this Series tadmeemed plus accrued interest to the redemptinid#he event of the exercise by the
Company of its rights to prepay the Loan in fulimipart in accordance with Section 7.2 of the LAgneement upon the occurrence of an
certain extraordinary events specified in Sectidi@)(1) of the Maricopa Indenture.

(b) The Notes of this series are subject to redemgrior to maturity in whole or in part, by lain any date on or after November 1, 2012, in
the event of the exercise by the Company of itstsigo prepay the Loan in full or in part in acamde with Section 7.2 of the Loan
Agreement and Section 4.01(a)(2) of the MaricomBeiure at 100% of the principal amount of the Natkthis series to be redeemed,
together with accrued interest to the date fixeddéodemption

(c) The Notes of this series shall also be redetamabwhole at any time, prior to maturity by thpplication of cash delivered to or deposited
with the Trustee in the event of the exercise lByGompany of its rights to prepay the Loan infiulbiccordance with Section 7.2 of the Loan
Agreement and

Section 4.01(a)(3) of the Maricopa Indenture, pansuio the provisions of

Section 87 of the First Mortgage (but only if andhe extent such Section is properly applicableawa fide transactions), at 100% the
principal amount of the Notes of this series todmeemed together with accrued interest to thefdae for redemption.
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(d) The Notes of this series are subject to mamgagzlemption prior to maturity in whole or in pasy lot, at a redemption price equal to
100% of the principal amount of the Notes of thiges to be redeemed plus accrued interest tettemption date upon the mandatory
prepayment of the Loan in full or in part in accamde with Section 7.3 of the Loan Agreement upemoitturrence of any of certain
extraordinary events specified in Section 4.01¢dhe Maricopa Indenture.

Any notice given under the provisions of Sectiob34of the Maricopa Indenture with respect to redéonpof all or a part of the Pollution
Control Bonds or Section 7.5 of the Loan Agreenveitit respect to the prepayment of all or a pathefLoan will also constitute sufficient
notice of the redemption of the principal amounthef Notes of this series corresponding to the arhofithe Pollution Control Bonds to be
redeemed.

In the event of redemption of this Note in partyprd new Note or Notes of this series and of l&wor for the unredeemed portion hereof will
be issued in the name of the Holder hereof uporcaineellation hereof.

All payments by the Company on the Notes of thigeseshall be made at or prior to the opening Gifess on the due date thereof. If the
corresponding date for making any payment providgtle Maricopa Indenture is to be determined itoadance with the provisions of
Section 11.11 thereof, the "due date" hereundé&itletermined in the same manner.

The Notes of this series will not be subject to aimking fund.

If an Event of Default with respect to Notes oftkeries shall occur and be continuing, the pralapthe Notes of this series may be decl
due and payable in the manner and with the effextiged in the Indenture.

If an Event of Default with respect to Notes oftkeries shall occur and be continuing, the pralapthe Notes may be declared due and
payable in the manner and with the effect providetthe Indenture and, upon such declaration, thist€e can demand the acceleration of the
payment of principal of the Senior Note Series Qdoas provided in the Indenture.

The Indenture permits, with certain exceptionshasdin provided, themendment thereof and the modification of the 8girtd obligations ¢
the Company and the rights of the Holders of théellof each series to be affected under the Indeatuany time by the Company and the
Trustee with the consent of the Holders of a majani principal amount of the Notes at the time €amding of each series to be affected.
Indenture also contains provisions permitting tludddrs of specified percentages in principal amaditihe Notes of each series at the time
Outstanding, on behalf of the Holders of all Natésuch series, to waive compliance by the Comprtty certain provisions of the Indentt
and certain past defaults under the Indenture lagid tonsequences. Any such consent or waiverdytiider of this Note shall be conclus
and binding upon such Holder and upon all futurédielis of this Note and of any Note issued uporrdigéstration of transfer hereof or in
exchange therefor or in lieu hereof, whether ornatation of such consent or waiver is made up@niote.
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As provided in and subject to the provisions of lthdenture, the Holder of this Note shall not htéheright to institute any proceeding with
respect to the Indenture or for the appointmerst adceiver or trustee or for any other remedy tiveder, unless such Holder shall have
previously given the Trustee written notice of atimuing Event of Default with respect to the Notéshis series, the Holders of not less t
25% in principal amount of the Notes of this sedethe time Outstanding shall have made writtguest to the Trustee to institute
proceedings in respect of such Event of Defaulrastee and offered the Trustee reasonable indgpamit the Trustee shall not have
received from the Holders of a majority in prindipanount of Notes of this series at the time Ouiditag a direction inconsistent with such
request, and shall have failed to institute anyhquroceeding, for 60 days after receipt of sucliceptequest and offer of indemnity. The
foregoing shall not apply to any suit institutedthg Holder of this Note for the enforcement of @ayment of principal hereof or interest
hereon on or after the respective due dates exqudssein.

No reference herein to the Indenture and no prowisf this Note or of the Indenture shall altefropair the obligation of the Compar
which is absolute and unconditional, to pay thagpal of and interest on this Note at the timéac@ and rate, and in the coin or currency,
herein prescribed.

All terms used in this Note which are defined ia thdenture shall have the meanings assigned to ithéhe Indenture.
Form of Trustee's Certificate of Authentication.
CERTIFICATE OF AUTHENTICATION
This is one of the Notes of the series designdterkin referred to in the within-mentioned Indeatur
Dated:

THE BANK OF NEW YORK,
AS TRUSTEE

By

AUTHORIZED SIGNATORY
ARTICLE FOUR
ORIGINAL ISSUE OF SERIES A SENIOR NOTES

SECTION 401. Series A Senior Notes in the aggregateipal amount of $90,000,000, may, upon executif this Third Supplemental
Indenture, or from time to time thereafter, be eted by the Company and delivered to the Trusteadthentication, and the Trustee shall
thereupon authenticate and deliver said Notes tgon the written order of the Company, signedt®yhairman, its President, or any Vice
President and its Treasurer or an Assistant Treaswithout any further action by the Company.
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ARTICLE FIVE
PAYING AGENT AND REGISTRAR
SECTION 501. The Bank of New York will be the Payiagent and Note Registrar for the Series A SeNiates.
ARTICLE SIX
SUNDRY PROVISIONS

SECTION 601. Except as otherwise expressly providetis Third Supplemental Indenture or in thenfiasf Series A Senior Notes or
otherwise clearly required by the context heredhereof, all terms used herein or in said fornsefies A Senior Notes that are defined in
Indenture shall have the several meanings resgégissigned to them thereby.

SECTION 602. The Indenture, as supplemented byTthiisl Supplemental Indenture, is in all respeatfied and confirmed, and this Third
Supplemental Indenture shall be deemed part diifhenture in the manner and to the extent hereirtlagrein provided.

SECTION 603. The Trustee hereby accepts the thestsin declared, provided, created, supplementezinended and agrees to perform the
same upon the terms and conditions herein anceiintfenture, as heretofore supplemented and amgseltefdrth and upon the following
terms and conditions:

The Trustee shall not be responsible in any mawhatsoever for or in respect of the validity orf&iéncy of this Third Supplemental
Indenture or for or in respect of the recitals edmtd herein, all of which recitals are made byGoenpany solely. In general, each and every
term and condition contained in Article Seven @& thdenture shall apply to and form part of thisr@lSupplemental Indenture with the same
force and effect as if the same were herein s#t forfull with such omissions, variations, anddrtons, if any, as may be appropriate to n
the same conform to the provisions of this Thirgpemental Indenture.

This instrument may be executed in any number ohtarparts, each of which so executed shall be ddémbe an original, but all such
counterparts shall together constitute but onethedame instrument.
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IN WITNESS WHEREOF, the parties hereto have catisisdThird Supplemental Indenture to be duly exeduaind their respective
corporate seals to be hereunto affixed and attealiegis of the day and year first above written.

ARIZONA PUBLIC SERVICE COMPANY

By: Barbara M. Gomez

Barbara M. Gomez Treasurer
Attest:

Betsy A. Pregulman
Betsy A. Pregulman
Associate Secretary

THE BANK OF NEW YORK, as Trustee

By: Debra A. Schwalb
Vice President

Attest:

Thomas J. Provenzano
Vice President
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STATE OF ARIZONA )
) ss:
COUNTY OF MARICOPA )

On the 1st day of November, 2002, before me pelisoceame Barbara M. Gomez, to me known, who, béipgne duly sworn, did depose
and say that she is the Treasurer of Arizona P@aiwvice Company, one of the corporations desciibbatd which executed the foregoing
instrument; that she knows the seal of said cotfworathat the seal affixed to said instrumentlshscorporate seal; that it was so affixed by
authority of the Board of Directors of said corgara; and that she signed her name thereto byalikbority.

Debra L. Blondin
NOTARY PUBLIC

My Commission Expires:

June 7, 2004
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STATE OF NEW JERSEY )
) ss:
COUNTY OF PASSAIC )

On the 1st day of November, 2002, before me pelisoceame Debra A. Schwalb, to me known, who, bdiggne duly sworn, did depose a
say that she is the Vice President of The Banke N ork, one of the corporations described in ahittvexecuted the foregoing instrume
that she knows the seal of said corporation; taseal affixed to said instrument is such corgosetl; that it was so affixed by authority of
the Board of Directors of said corporation; and 8fee signed her name thereto by like authority.

Ronald M. Mania
NOTARY PUBLIC

My Commission Expires:

10-4-06
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Exhibit 10.3

THIRD AMENDMENT TO
THE PINNACLE WEST CAPITAL CORPORATION
ARIZONA PUBLIC SERVICE COMPANY
SUNCOR DEVELOPMENT COMPANY
AND EL DORADO INVESTMENT COMPANY
DEFERRED COMPENSATION PLAN

Effective January 1, 1992, Pinnacle West CapitapGtion (the "Company"), Arizona Public Servicen@dpany, SunCor Development
Company and El Dorado Investment Company adopt®itnacle West Capital Corporation, Arizona PuBkcvice Company, SunCor
Development Company and El Dorado Investment Compaierred Compensation Plan (the "Plan"). The Rlaa thereafter amended
several times and was amended and restated intitstg on December 1, 1995, and thereafter ameBagdember 15, 1999 and December 1,
1999.

By this instrument, and pursuant to the authorignged in the Section 11.2 of the Plan, the Compateyds to amend the Plan to increase
threshold for automatic cashout of the Account hedeof a terminated or retired Participant undetage circumstances, and to provide for
crediting of interest for a full month if a Parpeint works past the 15th of such month.

1. This Amendment shall amend only those Sectiehfosth herein and those Sections not amendedfeiell remain in full force and
effect.

2. The third sentence of Section 3.5 is revisad&nl as follows:

In the event of Retirement, Disability, death drexmination of Employment prior to the end of arP¥ear, the basis for that year's interest
crediting will be a fraction of the full year's @rest based on the Account Balance as of the etig dfnmediately preceding Plan Year,
together with the amount actually deferred forRten Year as of the date of the Participant's Bmtimt, Disability, death of Termination of
Employment and based further on the number offfigihths that the Participant was employed with orestas a Director of the Employer
during the Plan Year prior to the occurrence ohsexent, and for this purpose, a Participant dhelleemed to be so employed or to have so
served for a full month if he or she was employétthwr served as a Director of the Employer pastithth day of such month.

3. Section 5.4 is revised to read as follows:

5.4 AUTOMATIC DISTRIBUTION OF RETIREMENT BENEFITS.



Notwithstanding any provision of this Article 5ttwe contrary, if the Account Balance of a Retiredtieipant does not exceed Twel
Thousand Dollars ($20,000), the Participant's Betent Benefit shall be distributed in a lump surthimisixty (60) days following his
Retirement.

4. Section 7.2(c) is revised to read as follows:
(c) AUTOMATIC DISTRIBUTION OF TERMINATION BENEFITS.

Notwithstanding any provision of this Section 72te contrary, if, upon a Participant's Terminatid Employment, his Account Balance,
determined pursuant to Section 7.1, does not exEeetty Thousand Dollars ($20,000), the Particijzafiermination Benefit shall be
distributed in a lump sum within sixty (60) dayddaving his Termination of Employment.

5. This Amendment shall be effective as of Janda002.

IN WITNESS WHEREOF, the Company has caused this#iment to be executed by its duly authorized offthés 22nd day of October,
2002.

PINNACLE WEST CAPITAL CORPORATION

By Armando Flores

Its Executive Vice President, Corporate BusinessiSes




Exhibit 12.1

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

Three

Month

Ended

March 31, Twelve Months Ended December 31,

2003 2002 2001 2000 1999 199

Earnings:
Income from Continuing
Operations ........cccceeeevveeenn. $206,198 $327,367 $302,332 $269,772 $242,

Income Taxes
Fixed Charges

132,228 213,535 194,200 141,592 138,
219,651 211,958 202,804 194,070 201,

Total .o 558,077 752,860 699,336 605,434 582,

Fixed Charges:

Interest EXpense .........cccceeeeees 47,851 187,512 175,822 166,447 157,142 163,
Estimated Interest Portion of
Annual Rents ............cc....... 32,139 36,136 36,357 36,928 37,

Total Fixed Charges 219,651 211,958 202,804 194,070 201,

Ratio of Earnings to Fixed Charges
(rounded down) ........ccccceveeee. 1.58 2.54 3.55 3.44 3.11 2




Exhibit 99.1

FORM OF CERTIFICATION PURSUANT TO SECTION 906 OF TH E SARBANES-OXLEY ACT OF 2002
(WILLIAM J. POST)

I, William J. Post, the Chairman of the Board artde€ Executive Officer of Pinnacle West Capital Garation ("Pinnacle West"), certify, to
the best of my knowledge, that: (a) the attachedrt@dy Report on Form 10-Q of Pinnacle West far fiscal quarter ended March 31, 2003
(the "March 2003 Form 10-Q") fully complies withethequirements of Section 13(a) or 15(d) of theuBtes Exchange Act of 1934 and (b)
the information contained in the March 2003 FormQ&eport fairly presents, in all material respgtite financial condition and results of
operations of Pinnacle West.

William J. Post

William J. Post Chairman of the Board and Chief &xve Officer

Date: May 14, 2003



Exhibit 99.2

FORM OF CERTIFICATION PURSUANT TO SECTION 906 OF TH E SARBANES-OXLEY ACT OF 2002
(DONALD E. BRANDT)

I, Donald E. Brandt, Senior Vice President and €Rieancial Officer, of Pinnacle West Capital Corgiion ("Pinnacle West"), certify, to the
best of my knowledge, that: (a) the attached Qudgreport on Form 10-Q of Pinnacle West for thamer ended March 31, 2003 (the
"March 2003 Form 10-Q") fully complies with the téements of Section 13(a) or 15(d) of the Seasittxchange Act of 1934 and (b) the
information contained in the March 2003 Form 10-€p&t fairly presents, in all material respects, fihancial condition and results of
operations of Pinnacle West.

Donald E. Brandt

Donald E. Brandt Senior Vice President and ChiaaRcial Officer

Date: May 14, 2003



Exhibit 99.3

COMMISSIONERS

BEFORE THE ARIZONA CORPORATION COMMISSION

MARC SPITZER, Chairman
JIM IRVIN

WILLIAM A. MUNDELL
JEFF HATCH-MILLER
MIKE GLEASON

IN THE MATTER OF THE APPLICATION OF DOCKET
ARIZONA PUBLIC SERVICE COMPANY FOR AN

ORDER OR ORDERS AUTHORIZING IT TO

ISSUE, INCUR, OR ASSUME EVIDENCES OF
LONG-TERM INDEBTEDNESS; TO ACQUIRE A DECI
FINANCIAL INTEREST OR INTERESTS IN AN

AFFILIATE OR AFFILIATES; TO LEND MONEY

TO AN AFFILIATE OR AFFILIATES; AND TO

GUARANTEE THE OBLIGATIONS OF AN

AFFILIATE OR AFFILIATES. OPIN

DATES OF HEARINGS: September 24, 2002
October 4, 2002 (proc
3, 2003 (prehearing)
14, 2003
PLACE OF HEARINGS: Phoenix, Arizona
ADMINISTRATIVE LAW JUDGE: Lyn Farmer
IN ATTENDANCE: William A. Mundell
Commissioner Jeff Hat
Gleason, Commissioner

APPEARANCES: Mr. Michael R. Eng
Ochsenhirt, DICKSTEI
L.L.P, on behalf of P

Mr. Scott S. Wakefiel
of the Residential Ut

Mr. Thomas L. Muma
PINNACLE WEST CAPITAL
B. Guldner, SNELL &
Arizona Public Servic

Mr. James McGuire,
P.L.C., on behalf
Company;

Mr., Lawrence V. Robe
P.L.C.; and Mr. Th

ENERGY, on behalf of
Southwestern Power Gr

1

NO. E-01345A-02-0707

SION NO. 65796

ION AND ORDER

(procedural conference);
edural conference); January
; January 8, 9, 10, 13, and

, Chairman Marc Spitzer,
ch-Miller, Commissioner Mike

leman and Mr. Frederick D.
N, SHAPIRO, MORIN & OSHINSKY,
anda Gila River, LP;

d, Chief Counsel, on behalf
ility Consumer Office;

w and Ms. Karilee Ramaley,
CORPORATION; and Mr. Jeffrey
WILMER, P.L.C., on behalf of

e Company;

ROSHKA, HEYMAN & DeWULF,
of Tucson Electric Power

rtson, Sr., MUNGER CHADWICK,
eodore E. Roberts, SEMPRA
Sempra Energy Resources and
oup, II;

DECISION NO. 65796



DOCKET NO. E-01345A-02-0707

Mr. William P. Sulliv an, MARTINEZ & CURTIS, P.C.,
on behalf of Reliant Energy Resources;

Mr. Walter W. Meek, President, on behalf of the
Arizona Utility Inves tors Association;

Mr. C. Webb Crockett, FENNEMORE CRAIG, P.C., on
behalf of the Arizon ans for Electric Choice and
Competition;

Mr. Jay |. Moyes, MO YES STOREY, on behalf of PPL
Southwest Generati ng Holdings, LLC; PPL
EnergyPlus, LLC; and PPL Sundance Energy, LLC; and
Mr. Christopher C. Ke mpley, Chief Counsel, and Ms.
Janet F. Wagner, Sta ff Attorney, Legal Division,

on behalf of the Util ities Division of the Arizona
Corporation Commissio n.

BY THE COMMISSION:

On September 16, 2002, Arizona Public Service Com§&APS" or "Company") filed with Corporation Consgion (“Commission”) the
above-captioned application for financing apprdVAbplication").

On September 20, 2002, Panda Gila River, L.P. @B9rfiled a Motion for Leave to Intervene. On Sapber 23, 2002, the Residential
Utility Consumer Office ("RUCQ") filed an Applicath to Intervene.

By Procedural Order issued September 23, 2002p@eBural Conference was held on September 24, 20@is5cuss the procedures for
processing this application. By Procedural Ordsuésl September 25, 2002, a second Procedural @anéewas scheduled. -

On October 4, 2002, the second Procedural Confereas held as scheduled and established procetthies for the preparation and conduct
of this matter and to consider the Motions to iméere by Panda; Reliant Resources, Inc. ("Reliatit®;Harquahala Generating Company,
LLC ("Harquahala"); PPL Southwest Generation Haldin_LC; PPL Energy Plus, LLC; and PPL Sundanceadnd LC (collectively "PPL
entities"); the Arizona Utility Investors Associati, Inc. ("AUIA"); Southwestern Power Group Il, LL&hd Bowie Power Station (collective
"SWPG/Bowie"); Sempra Energy Resources ("Sempfaiyona Competitive Power Alliance ("ACPA"); and dson Electric Power
Company ("TEP").
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DOCKET NO. E-01 345/-02-0707

At the Procedural Conference, oral arguments weagchon the motions to intervene and the partiesudsed their proposed procedural
schedule for this matter. The motions to interveree granted, and it was noted that the scopeedfi#faring would not be broadened by their
participation.

By Procedural Order issued October 9, 2002, thergeavas set to commence on January 8, 2003. Oob@ctl0, 2002, APS filed an
Emergency Motion to Modify the October 9, 2002 Raheral Order, and on October 15, 2002, the ComarissUtilities Division Staff
("Staff'), RUCO, and Panda responded to APS' Motion

On October 16, 2002, APS filed a Motion for ProteeOrder ("Motion"). On October 21, 2002, Staféél its Response; on October 23, 2(
RUCO filed its Response; on October 23, 2002, AlleH fts Reply; and on October 29, 2002, Pandal fildResponse to Staff's Response. On
November 25, 2002, APS withdrew its Motion withpugjudice. Intervention was granted to ArizonansEtectric Choice and Competitic
("AECC") on November 18, 2002.

Notice of the hearing was published in the ARIZOREBPUBLIC, THE BISBEE DAILY REVIEW, THE CASA GRANDIBISPATCH,
THE ARIZONA DAILY SUN (FLAGSTAFF), THE PRESCOTT CORIER, AND THE YUMA DAILY SUN.

The hearing commenced as scheduled in Januaryd8,&td witnesses for APS, AUIA, Panda, RUCO, aidf $stified and presented
evidence during five days of hearing. Initial pestting briefs were filed on January 27, 2003 aptyrieriefs were filed on February 6, 2003.

BACKGROUND

On May 20, 1994, the Commission opened Docket N6OQD-94-165 to investigate the introduction okile¢lectric competition. On
December 26, 1996, the Commission issued DecismrbBO43, which adopted A.A.C. R14-2-1601 throughél, the Retail Electric
Competition Rules. Hearings were held on generansied cost issues, and on June 28, 1998, the Gmimmiissued Decision No. 60977 on
Stranded Costs. On August 10, 1998, in Decision@4671, the Commission adopted amended rules emangency basis, and on Decen
11, 1998, adopted the emergency rules on a perrhhasis in Decision No. 61272. On January 11, 1889Commission issued Decision
61311, which stayed the Retail Electric Competiffiuries and related decisions, including Decision 60977.
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On April 27, 1999, the Commission issued Decisian 6L677, which amended Decision No. 60977, thei@ission's prior Stranded Cost
decision. Decision No. 61677 ordered the Hearingditin to issue a Procedural Order to set datesdnsideration of stranded costs and
unbundled tariffs for each Affected Utility. Thevised Retail Electric Competition Rules were putid on May 14, 1999 and public
comment sessions were held. On May 18, 1999, AB& fior approval of a Settlement Agreement, a Ingarias held, and the Commission
issued Decision No. 61973 (October 6, 1999), agppthe Settlement Agreement with changes. On &apte 29, 1999, the Commission
issued Decision No. 61969, which approved the ezvRetail Electric Competition Rules ("Electric Qoatition Rules"). In Decision No.
62924 (October 10, 2000) the Commission adoptaifydteg revisions to the Electric Competition Rules

The Settlement Agreement provided and DecisionG4873 granted a two-year extension of time, unéit®nmber 31, 2002, for APS to
separate assets (A.A.C. 1615(A)(1)) and also gdaatsimilar two-year extension” for compliancetwit

A.A.C. R14-2-1606(B)(2). APS planned to divestdtsnpetitive generation assets to a yebédformed generation affiliate. The Addendun
APS' Settlement Agreement also provided that: t§ajfhe extensions granted in Section 4.1 haveedpAPS shall procure generation for
Standard Offer customers from the competitive maakeprovided for in the Electric Competition Rulas affiliated generation company
formed pursuant to this Section 4.1 may competitibéd for APS' Standard Offer load, but enjoysandomatic privilege outside of the
market bid on account of its affiliation with APS."

(4.1(3))

On October 18, 2001, APS filed a Variance/Purchd&smder Agreement ("PPA") application. The applicatstated that "adherence to the
competitive bidding requirements of the Electrion@etition Rules will not produce the intended restireliable electric service for Standi
Offer customers at reasonable rates," requestéd&ommission grant a partial variance to R14606(B) that would otherwise obligate
APS to acquire all of its customers' Standard Qffareration requirements from the competitive miaudked sought Commission approval
long term purchase power agreement with its paRintacle West Capital Corporation ("PWCC").

(1) A.A.C. R14-2-1615(A) provides: "All competitigeneration assets and competitive services sbaéparated from an Affected Utility
prior to January 1, 2001. Such separation shédléeive to an unaffiliated party or to a separatpamate affiliate or affiliates. If an Affected
Utility chooses to transfer its competitive genienaassets or competitive services to a competéleetric affiliate, such transfer shall be at a
value determined by the Commission to be fair @adonable."” ("Rule 1615(A)")

(2) A.A.C. R14-21606(B) provides: "After January 1, 2001, powerghased by an investor owned Ultility Distributionrm@uany for Standai
Offer Service shall be acquired from the compaetitivarket through prudent, arm's length transactemd with at least 50% through a
competitive bid process."

("Rule 1606(B)")
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By Procedural Order issued on May 2, 2002, a gemedceeding was established that set up TrackrAgolve issues relating to market
power, divestiture, codes of conduct/affiliate sactions and jurisdictional issues. It also esshbklil Track B to address competitive
procurement. On September 10, 2002, the Commisssoled Decision No. 65154 in the Track A proceedig September 16, 2002, APS
filed this application. On November 8, 2002, AP8dian "Emergency Application" requesting a pasialver of A.A.C. R14-2-804(B)(1)
and (2) to allow APS to make short-term advancd®&CC in the form of an inter-affiliate line of dig or alternatively, in the form of an
APS guarantee of PWCC's short-term debt. In Detisio. 65434 (December 3, 2002), the Commissiontgdatihe request with conditions.
On March 14, 2003, the Commission issued its Dewidlo. 65743 in Track B.

DISCUSSION

APS' parent, PWCC, has incurred approximately $ibbiin debt in order to finance the constructafrgenerating units(3) at Pinnacle West
Energy Corporation ("PWEC"), its merchant subsigdi@&WCC used debt with short-term maturities(4)duse it planned for PWEC to
refinance the debt at an investment grade oncAM&rate-based generation assets were transferl/EC. In Decision No. 65154
(September 10, 2002), the Commission ordered AR&rioel any plans to divest interests in any geingrassets.(5) On September 16, 2(
APS filed this financing application. APS, on bdludlits parent and affiliate, claims that withahe APS generation assets, PWEC does not
have an investment grade credit rating and thezafannot finance the PWEC generation assets. FUARS claims on behalf of its parent
and affiliate, that due to market conditions, PWEa@not obtain project financing. PWCC's bridge dmgins coming due in August 2003.

In its application APS asks that the Commission:

* Authorize the Company to assume, issue, or inguto $500,000,000 in aggregate principal amouexfapitalization Debt;
* Authorize the Company to determine the terms eissed with the Recapitalization Debt, includingettier any portion of the
Recapitalization Debt will be secured by

(3) West Phoenix combined cycle generating un&ss} Saguaro combustion turbine Unit No. 3 and RedhUnits | & 2.

(4) This has been referred to as PWCC's "bridgé¢'deb

(5) The Decision also provided that if "APS wishegursue the issue of acquiring PWEC's generatisets, it shall file the appropriate
application(s) by September 15, 2002."
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all or a portion of the Company's assets;

* Authorize the Company to provide the APS Guarast@ accordance with the Application;

* Authorize the Company to determine the terms eissed with the APS Guarantees, including whetingrgortion of the APS Guarantees
will be secured by all or a portion of the Comparassets;

* Provide that the Recapitalization Debt and thesSARuarantees will not be classified or counted @ti@uing Debt;

* Find that the issuance and incurrence of Recligation Debt, and the issuance of the APS Guaeandéee reasonable necessary or
appropriate for the purposes set forth in this Agaion and that such purposes are within thosmited by A.R.S. Section 4801, ET SEQ.

* Permit such purposes to the extent they may asamably chargeable to operative expenses or ¢ai@@nd allow the payment of related
expenses as contemplated herein;

* Authorize APS to obtain a financial interest IVEC or Pinnacle West in the form of an inter-adfié loan, APS Guarantees, or a
combination of the two up to a maximum aggregatecfpal amount of $500,000,000;

* Authorize APS to make such expenditures, signa@eliver such documents, and negotiate such tensi€anditions with underwriters or
selling agents, purchasers and/or lenders, inatubdint not limited to those pertaining to termsesatnd collateral requirements (if any), al
described herein, as may be reasonably necessacptmmically effectuate the other authorizatior@nted herein; and

* Grant the Company such additional relief as igrapriate under the circumstances.

The Company is requesting approval of either agrinbmpany loan, a guarantee, or a combinatiorothf.llhe proceeds of the long-term
debt incurred by APS would then be loaned to eNMEC or PWCC. The funds would be used to pay m#guivalent amount of PWCC
debt previously incurred to finance constructionhef PWEC assets.

Jack Davis, APS President and CEO, and PWCC Prasigstified that the following were benefits frgranting the application: avoiding a
downgrade of APS debt ratings; avoiding correspamdicreases in the APS cost of capital; strengpigewholesale competition by
maintaining PWEC as a viable competitor in the mpiog Track B solicitation; preserving the Commisesoability to consider rate base
treatment of the PWEC assets in the 20084 rate case; strengthening investor and ratiegey confidence in the Commission; continuil
responsive and responsible regulatory environnpeserving the current Track B solicitation pro¢essl resulting in settlement of most of
the issues in the Track A legal appeals. (APS48%it Further, in its Initial
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Post-Hearing Brief, APS identified what it believaa® additional benefits to it and its customessfiapproval of the application, including
net interest income of between 7.5 to 13.2 miltilotiars per year, and with Staff conditions, therx@y be greater regulatory insulation for
APS within the holding company structure.

APS witness, Arthur Tildesley, Managing Directoal@non Smith Barney, Inc., testified that undereat market conditions, PWEC would
be unable to raise significant debt financing @taamdalone or non-recourse basis. "Without thesfeairof the APS generation assets or the
establishment of some form of power purchase ageaeiPPA"), the business profile and credit qyadt PWEC would be viewed as very
weak." Mr. Tildesley testified that "APS businesadamentals and credit statistics are strong, antelieve that APS has significant cape
to provide an intercompany loan or guarantee to BW&he amount of $500 million without impairingrfdamental utility credit quality.”
Mr. Tildesley did not attempt to evaluate PWEC'8itgtto actually service the loan, and in factr fiurposes of determining the impact of a
loan on APS, he assumed no repayment capacity &@R\(APS-3 pp 4 & 5)

AUIA

The AUIA urged the Commission to grant APS the atith it seeks and believes that this action wdagdn the public interest in
safeguarding the financial integrity of APS andpigsent. AUIA believes that if APS' credit cannetused, "it is not inconceivable that a
bankruptcy and/or a forced sale of some or alhefRWEC assets could occur. Of course, any saleinear future would be into a market
that is already glutted with the bad constructienisions of merchant generators.” (AUIA-1 at 5).l1AlWbelieves that such an impact on APS
would not be positive as it is "increasingly diffltto insulate an affiliate from the fortunes tf holding company and vice versa and it is
unrealistic to expect that APS would be immune feofinancial meltdown at Pinnacle West." (I1d.)

STAFF

Staff believes that APS could face a downgrad@\ is downgraded, that such a downgrade of AP&ldoterfere with APS' ability to
provide electric service to the public if it reqdtin increases in the cost of capital, potentiek lof access to the capital markets, potential
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increases in collateral requirements, and an iitglidl do business with vendors. Staff believes RS’ requested financing will be
compatible with the public interest if, by prevegtia downgrade in APS' credit ratings, it prevanssibstantial disintegration in APS' ability
to provide service. For those reasons, Staff recenged that the Commission authorize APS to borr®®03$nillion in order to loan the
proceeds to PWEC.

Although Staff concludes that APS' proposed finagawill likely serve the public interest, Staff mles that the transaction poses some risks
to the Company and to its ratepayers, includingdlethat issuing debt to loan to PWEC will dinsimiAPS' ability to obtain its own required
debt capital needed in the coming years, and figaptoposed financing runs counter to the goatsidlating APS from its affiliates'
unregulated activities. Staff believes that thesesterations do not outweigh the need to prevelovengrade to APS' credit rating, but
require conditions to approval of the financingafS€onditions for approval include:

1. APS should be authorized to issue and sell ne @an $500,000,000 of debt in addition to itsent authorizations;

2. The debt to be lent to PWEC should be no mae $#500,000,000 of secured callable notes from PWIRE security interest shall be on
the same terms as the security interest APS alfeaslpursuant to the $125,000,000 loan authorizétamn Decision No. 65434;

3. The PWEC secured note coupon shall be 264 pasits above the coupon on APS debt issued andsoddjuivalent terms (including but
not limited to maturity and security);

4. The difference in interest income and intergpease should be capitalized as a deferred creditiaed to offset rates in the future. The
deferred credit balance shall bear an interestafagéx percent;

5. The PWEC debt maturity shall not exceed fourgeanless otherwise ordered by the Commission;

6. Any demonstrable increase in APS' cost of chpita result of the transaction, such as fromcéirdein bond rating, will be extracted from
future rate cases; and

7. APS shall maintain a minimum common equity ofpé@cent and shall not be allowed to pay dividehdsch payment would reduce its
common equity ratio below this threshold, unleseowise waived by the Commission. The Commissidhprocess the waiver within sixty
days, and for this sixty-day, period this condit&mall be suspended. However, this condition stalbe permanently waived without an
order of the Commission. During the hearing, Staffposed two clarifications to Condition 7: thag tondition should remain in effect
indefinitely and that APS should file the capitalsture calculation with the Commission within omeek of filing a 10-Q or 10-K.
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Staff's conditions 2 and 6 are designed to préi®&& and its ratepayers from any harm that may trésuh this transaction. Condition 2 is
necessary to ensure that APS' interests are pedtédhere were a default on the loan. Conditiggué& the Company and its affiliates on
notice that any negative credit effects to APS it be borne by its ratepayers. Conditions 3 aack4lesigned to ensure that APS and its
ratepayers are appropriately compensated for s$heagsociated with the transaction. Conditionscdb@aare intended to provide appropriate
regulatory insulation between APS and its affilkate

Staff believes that ordinarily, it would probabBcommend denial of such a financing. However, Stelieves that the circumstances
surrounding this application are "far from ordifar{f he financial markets are deteriorating, thergly sector is in disarray, electric utilities
in neighboring states have suffered financial diffies, and the wholesale market for electriciyg been volatile. Against this backdrop, the
Commission's policy should be aimed at ensuringAlizona will continue to have financially sounketric utilities. Because of the poten
risk of a downgrade to APS' credit rating, the Cassion should approve APS' application; becausbkepotential risks inherent in this
transaction, the Commission should condition ifgrapal upon Staff's seven conditions." (Staff &lir. At 6).

Staff asserts that the Commission should not lasgpproval of this application upon APS' allegagithat the Commission is at fault for
PWCC's predicament. Staff states that througheuirgésentation of its case, "APS has implied tmaiGommission is responsible for PWC
dilemma, claiming that the Commission 'largely teeathis problem ‘in the first instance.' (Ex. AP&t 24). Over and over again, APS
insinuates that the Commission's Track A ordeaiigdly to blame, (APS' Br. At 5, 7), and that th@x@nission is now responsible for
repairing that order's 'loose ends.' (Tr. at 5B8jally, APS has stated that incurring the bridgbtdvas 'consistent with Commission guidance
and directives,' (APS' Br. At 8), as if the Comragswere the entity that decided to build the PWdsSets and to finance them through short
term bridge debt. The Commission should not corebhat it is responsible for PWCC's problems, arertainly should not base its apprc

of this application upon such claims." (Staff ReBly at 5).

Staff cites the existing turmoil in the financiahrkets and the volatility that has existed in the
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wholesale electric market. Staff's witness testifteat if the Commission had not stopped divestitgiven the current market situation,
PWEC could have been facing an even worse probilamtrying to finance now. Staff further noted tthee "PWCC enterprise chose to build
the assets at PWEC, chose to finance them at tdemba@ompany level, and chose the maturities efdbbt. None of these decisions were
made or sanctioned by the Commission. APS will artipat its code of conduct prevented it from buaidihe PWEC assets at APS (Tr. at
520); nonetheless, an examination of that documie®s not clearly support that conclusion." (Sta#pi Brief at 5-6)

RUCO

RUCO recommends granting the financing applicasind also proposes that APS be required to filepatiGation with the Commission
within 45 days to transfer the PWEC generationtasseAPS.

RUCO believes that because APS will use borrowedsuo protect its own credit rating, the financiagvithin the proper performance of its
duties as a public service corporation. Based Woody's December 30, 2002 Opinion Update on APSStaddard and Poor's statement
that "[e]ven on a stand-alone basis, APS' finartwéallth remains solidly within the 'BBB' categomer with the addition of $500 million in
debt" (Ex S-4), RUCO believes that the financing mat impair APS' ability to perform its public iséce obligations.

RUCO believes that with conditions, the financisgompatible with the public interest. AccordindROCO, it will allow PWEC/APS to
maintain the generation assets to the benefit & Alistomers. RUCO notes that generally, a utsisyiing debt to finance assets owned by an
affiliate is not compatible with sound financiabptices, however, RUCO believes that it and Sta¥iehproposed conditions that would make
the financing consistent with sound financial picet. RUCO recognizes that "[t]ransferring the PW4SGets to APS and including some or
all in rate base could signal the death knell foolgsale competition”, however, RUCO argues thas'in the public interest for the
Commission to take action to protect the publi@reif that means returning to an integrated electility model at this time." (RUCO Reply
Br. at 3) RUCO concludes that granting the APSiappbn is "merely a stopgap measure to prevent Bif@m defaulting on its short-term
debt obligations and going into bankruptcy" and thécohesive comprehensive plan to rebuild the
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regulatory paradigm is necessary to return thetrdeadustry in Arizona to functional viability (RUCO Br. At 7)
PANDA

Panda recommends that the Commission deny thecfimpapplication, but if it does approve some farfcredit support to an affiliate, that
the Commission require that it be in the form gfuarantee of affiliate debt, but not a direct iniempany loan. Panda disagrees with APS'
assertions that PWCC cannot refinance the deltt; ilsat PWCC will be downgraded if the financingpdication is denied; that APS will be
downgraded if the financing application is deniadd that if the financing is approved, APS will hetharmed, even with the Staff
conditions.

According to Panda, APS asserted two primary reafmmCommission approval of the financing. Filss®S argues that the Commission's
decision in the Track A harmed it and its paremnt affiliate, and that the Commission should apprihesfinancing as a remedy. Second, APS
argues that PWEC is fundamentally different frommeotmerchant generators and therefore, Commiskiould protect it.

Susan Abbott, a former Moody's analyst with tweyggrs experience rating utility companies, inclgdkPS, testified on behalf of Panda.

Panda argues that there is no evidence in thed¢lsat PWCC will suffer a downgrade if APS does mafinance the bridge debt. In its Initial
Brief, Panda states "APS introduced NO written erimk that PWCC would be downgraded if it refinanmerenegotiated the bridge debt at
the holding company level, nor any evidence thahsurefinancing or renegotiation is impossibletheg Ms. Gomez relied on
undocumented and unsubstantiated conversatioralleigedly had with lenders and rating agency persbduring the course of which, or
even after which, she failed to take a SINGLE ndteat 114, lines 3-6 ... In short, Ms. Gomez doaoduce no evidence to back up her
assertion that PWCC would be downgraded if it gafited the bridge debt at the holding company leg@iphasis original) (Panda Initial |
p. 11) Panda's witness testified that were sheyaingl PWCC, she would not recommend a rating doaagif PWCC refinanced the debt,
because PWCC's credit metrics would remain withehnBBB range. Ms. Abbott further noted that APSifiesl that PWCC could raise $300
million over the next year for its Nevada genermatio
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(Silverhawk).

Panda also argues that there is no evidence irettoed that APS will suffer a downgrade if PWCG@avngraded. Panda's witness testified
that a downgrade of a holding company can reswltdowngrade of the utility subsidiary when thegpdls debt load is so high as to require
substantial dividends from the utility company ider for the parent to service the debt, but hibedebt load of the parent would not cha
since it is a refinancing. Panda argues that ardeace that APS will not be downgraded if it assarae additional $500 million in debt is
"either not credible or is entirely self-servin@fiitial Br. at 14) Panda's witness testified ttreg analysis of the rating agencies depends on
what information was provided by the utility, andrfda argues that since APS sent its testimony fwdags APS intends to seek rate base
treatment of the PWEC generation assets) to tirggragencies but APS' witness cannot remember sietold the rating agencies, there is
no way to know whether the analyses presume raie tobeatment of the PWEC assets, and thereforedvamdline if the assets did not
become rate based. Panda also argues that thameéeuf prior rating agency statements are quesilerigiven that APS appears to have
provided inaccurate information to the rating agemand analysts in the past as well. Shortly &ffterl 999 Settlement and after PWEC
proposed constructing generation assets, APS arel(PMd the rating agencies that PWEC and APS eifthd, or would, enter into a four-
year Power Purchase Agreement ("PPA") for the suppRPS' power requirements, even though the fiwal years of the PPA would |
AFTER the date when APS was required to procur&d00its Standard Offer Service requirements fromcompetitive market rather than
from its unregulated merchant affiliate. Exhs. R-28and 25. On cross-examination, Ms. Gomez addhittat there really was no such PPA,
and that APS merely told the rating agencies tHakpected' to sell power under just such a contfia. at 145-146. The documents offer no
such qualification, and it is reasonable to infeerefore, that had the agencies been provided ammérate information, they likely would not
have opined as they did." (Panda Initial Br. atlB}-

Ms. Abbott testified that if additional leveragerado be placed on APS, it is difficult to beliedat would not be reflected in a ratings
downgrade by Moody's and Fitch, and by S&P at itts¢ inortgage bond level. She found that APS' fii@mparameters would decline
significantly, and
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although they are not the only concern for thengpigencies, they are important guideposts that haweavy influence on ratings. Panda
argued that even if APS is not downgraded as re$uftaking a loan to its affiliate, its credit qgiawill suffer. Ms. Abbott testified that
approval of the financing application would dimimi&PS' credit quality and that she would have robmmended keeping the rating the
same based on her analysis and conclusion thag¢shéing financial metrics were more commensuwétk those of other vertically
integrated fully regulated utilities in the "B 1ddnge. (Tr. at 752) She expressed some surpride@dy's December 30, 2002 statement,
indicating that although ratings are not the set@pct of financial metrics, it is not known whafarmation APS provided to Moody's. APS
Treasurer, Ms. Gomez testified that she did nopkeeords of her conversations.(6)

Another concern expressed by Ms. Abbott is thaia lor guarantee between APS and PWCC would makeeiationship closer, and APS
will be less protected from negative circumstaraféscting PWCC. She concludes that there are negatinsequences to APS ratepayers in
the long run, including higher interest cost shodRS be downgraded, and a less robust competitar&ehin Arizona leading to higher
purchased power costs. Panda believes that thegte place to refinance the PWEC assets is &a@W

Panda cites the rulemaking docket and order thaitad the Public Utility Holding Companies and Affied Interests Rules A.A.C. R14-2-
401 ET SEQ. ("Affiliated Interest Rules") to suppits position that the application should not banged. Panda quotes the Commission's

Concise Explanatory Statement:

The Rules were first promulgated in 1985 in respdnghe formation [of PWCC by APS] and to its asijion one year later of MeraBank, a
federal savings and loan institution. The Commissibthe time expressed concerns that the transaotrould prevent proper regulation and
effect the establishment of rates for APS. In respp APS and its parent offered assurances todharission

(6) Q. I think you responded in response to dagaests that, in facyou have no written statements from any of therfanag agencies; is th
correct? As far as your discussions with them?

A. That's right. We don't keep documentation ofdiseussions with them.

Q. Why is that?

A. It's our practice to not keep documentation.

Q. Okay. So you keep no documentation of any of yiiscussions with Moody's, Fitch, Standard & Psor'

A. No, | don't. The discussions happen frequently bdo not keep records of that. Gomez Tr. pp-1148. See also TR. At 117 & 298.
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that the concerns were unfounded ... The hugeatdpiises which have recently been experienced énaBhnk and have forced Pinnacle
West to the brink of financial collapse servedtasdatalyst for the Commission to again engagalemaking for the regulation of public
utility holding company formation and affiliatecatrsactions ... Article 8 is designed to ensureutiétly ratepayers are insulated from the
dangers proven to be inherent in holding comparmcgire and diversification. Its singular purposéa ensure that ratepayers do not pay
for utility service that include costs associatdthwolding company structure, financially beleagpeeaffiliates, or sweetheart deals with
affiliates intended to extract capital from thditytito subsidize non-utility operations.(7)

The Concise Explanatory Statement also statedtbadRules were intended to implement these priasiglFirst, utility funds must not be
commingled with non-utility funds. Second, crosssdization of non-utility activities by utility rapayers must be prohibited. Third, the
financial credit of the utility must not be affedtby non-utility activities. Fourth, the utility drits affiliate must provide the Commission with
the information necessary to carry out regulatesponsibilities." (Id.)

Panda concludes that "APS's (sic) assertion th& Aredit rating will be adversely affected ifstriot permitted to loan half a billion dollars
its non-regulated affiliate is clearly an actioattkhe Affiliated Interest Rules were intended tohpbit." (Panda Initial Br. at 5-6)

Panda argues that APS failed to prove the elenmeqtsred by the statutory and regulatory standddsinstead posed the "eight 'benefits™ it
believes the financing provides.

Panda argues that the evidence demonstrates tHaCR\s5ets were built to serve the wholesale mamkéet\PS customers. (Panda Initial
Brief pp 15-19)

Panda believes that if the Commission decidesittigain the public interest for APS to provide seeredit support for its affiliate, it should
be in the form of a guarantee, and not a loan.

Panda recommends that the Commission restrictinagding to an APS guarantee of PWEC's debt bedausrild: maintain the separation
of regulated and unregulated assets; preserve tgrfatest extent possible the goal of wholesatgetition; not prejudge or call into
guestion the issue of rate basing PWEC assetsy &WEC to make an entry into the financial mark&tsénd

(7) In the Matter of the Notice of Proposed Adoptaf Rules for Regulation of Public Utility Compasiwith Unregulated Affiliates,
Decision No. 56844, Attachment B at 2 (1990).

(8) APS' witness, Arthur Tildesley of Salomon Snidrney testified that while the guarantee struiectunay be perceived by investors as
somewhat more complex and may be marginally mopemsive than an intercompany loan, it has the litesfethe notes being issued direc
by PWEC." (APS-3 at 9)
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APS credit quality would not suffer as much, beeathere is no interest obligation on a guarantge.(9

Panda believes that the Commission's goal shoutd bstablish PWEC as a standalone entity as sbpossible, and a direct loan from APS
to PWEC would perpetuate the relationship betweegnlated and unregulated entities, whereas a catgpguarantee would provide more
degree of separation.

Panda argues that APS' new reason to prefer adomguarantee is because the guarantee would teedifficult to undo if the PWEC assets
are rate based. Panda states that the "Commissfaodd with the choice of using a guarantee, whAieB witnesses have testified advances
the future potential of PWEC standing on its owp feet, or allowing an inter-company loan, the dmynefit of which is that it makes APS'
desire to rate base the PWEC assets easier. Vb facts and the Commission's objective to pressemiable competitive wholesale market,
it should be an easy choice for the Commissioretecs the corporate guarantee over the interaffili@an.” (Panda Initial Br. at 27) "Putting
the PWEC assets in APS' rate base is the antitbEpi®moting wholesale competition. As Jack Dawede clear, if the PWEC assets go into
rate base they will all but eliminate APS' capaeityl energy needs going forward. Tr. at 655 ..eBas Mr. Davis' testimony, there is little
guestion that rate-basing the PWEC assets wouldhdéz wholesale competition in Arizona. Hence pipeoval of the loan option would
make this rate-basing any more likely, it shoulddjected in favor of the guarantee option." (Pamitéal Br. at pp 28-29).

Panda argues that the potential harm to wholesatgetition can be created by the loan itself and bigfault under the loan. APS has
indicated its intent to transfer the PWEC asseSR8 and seek rate base treatment, and defauhinigedloan could accomplish that goal.
According to Panda, APS' assertions that the pialdot cross-defaults would prevent a PWEC defeudtild not suffice, because the PWCC
debt that contains cross-defaults will expire, legwnly a $25 million callable Prudential loartfa¢ end of 2004. Further, even if new debt
contains the cross-default provisions, Panda bedi¢ivat since the cross-default language is disogety (the lender MAY declare the debt

(9) APS testified that it proposed the guarantaeopbecause of its potentially reduced impac®®5 and because it might provide PWEC
some 'credit exposure' in the market that woulddleable in the future." (APS-2 at 7).
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to become immediately due and payable) and thdit pravisions are routinely waived by lenders, aweaivould be expected in an inter-
company transaction. Panda also believes that &38ttion that Deeds of Trust would also prevetdraatic transfer to APS upon PWEC
default is without merit, as the Deeds of TrustwllAPS to 'enter upon and take possession of tisé éistate.' Deed of Trust at 9, paragraph
1.10." (Panda Initial Br. at 31). Panda arguesdhditect inter-company loan has the potentialdesasely affect wholesale competition
because APS would have a strong incentive to pitsfaffiliate in the Track B competitive solicitam, both to support payment of its loan
to establish a case for rate base treatment ;??YMEC assets.

Panda also points out that the cost of a guaramedd have been evaluated when APS first propdsadaiternative, and states that any costs
of pursuing a guarantee would be borne by PWECGnandd be of no consequence to APS or its customers.

Panda proposes what it believes are three criticals to any guarantee:
the PWEC assets must be pledged as collaterdiédoain; the lender must execute on the assetstprszeking payment from APS; and A
should not be permitted to bid on the assets iretleat PWEC were to default and a sale of assdtglde

In response to APS' argument that under a guaranatiepayers will not have the benefit of the ctinds Staff proposes, Panda argues that
these are not "benefits" but ways to mitigate hfxom the financing. Panda also argues that Stadfglitions only address the rate impacts of
an increase in APS' cost of capital, and do notesddother ways approval of a loan may harm ARSegers. Panda believes that loan
approval will directly harm the competitive markst making it much more likely APS will ultimatelyelable to include the PWEC assets in
APS rate base. Staff did not analyze the effetdani approval on wholesale power rates, and Pampes that therefore, Staff cannot be
certain that approval of the application will netrin APS customers.

In response to Staffs assertion that a guaranieappropriate, Panda argues that if Staff stilidwes that a risk premium is appropriate to
reflect the risk that APS would be called upon g the amount of difference between the underlyi\yEC debt and the value of the PWEC
assets, the transaction could be structured teaduch a risk premium from PWEC. Panda stateésStiadfs concern about APS not having a
primary security interest is misplaced unless thiatpof the security
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interest is that APS ultimately owns the PWEC a&ssetif Staff believes that the PWEC assets aravooth at least $500 million. This is
because the security interest requirement is tcersake that ratepayers are protected by allowingpgortunity to exercise on the collatere
recover the loan. Under the guarantee, APS woudd he risk of making any payment unless and uMiBE defaults, and only then if the
PWEC assets are sold for less than the deficiemouat. As far as Staff's assertion that a guarasteepractical, Panda notes that it was
APS that proposed the guarantee and has consystgméed to use the guarantee if the Commissiarméied that it was appropriate; that
APS has had time to any prepare and address aitjoadtdcomplexities; and that APS' own lender win testified that his firm would be
interested in placing the guarantee and underlpM{=C debt.

SEMPRA/SWPG/BOWIE
Sempra/SWPG/Bowie believes that the Commissionldhdeny the financing for both policy and failurepwoof reasons.

Sempra/SWPG/Bowie believes that serious questixiss & to whether APS has satisfactorily dischaitgeprobative burden under A.R.S.
ss. 40-301(C). Sempra/SWPG/Bowie argues that talysia should look at "whether the proposed bomovand loaning by APS is for a
'lawful purpose' directly related to each of thef(5) decision making standards set forth in A.RsS40-301(C)."

(emphasis original)(Reply Br. at 9)

Specifically, Sempra/SWPG/Bowie concluded that A8 not met its burden of showing that its propdseghcial assistance to its affiliate
is within its corporate powers and intended corfgoparpose.

Sempra/SWPG/Bowie argues that the record contairtsadible evidence that APS' creditworthinessrarfcial integrity would be impaired

if the financing were denied. Sempra/SWPG/Bowitestiaat "[o]n the face of it, the use of its creditthiness and financial resources by #

to prop up an unregulated generation affiliate, tanihancially back-stop its unregulated corponaéeent, would appear to have nothing to do
with the proper performance of its role and obligjad as a public service corporation” (Sempra/SVBe@ie Initial Br. at 11), a finding
required under A.R.S. ss. 40-301(C). Sempra/SWP@iBturther stated that APS
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acknowledges that it may be required to securaa\ath mortgage lien on APS assets and argued[tita very existence of such a
mortgage lien would, by its very nature, restri@®3 ability to use its assets to borrow or bondtfoown needs from what would otherwise
the case." (Br. at 12) Sempra/SWPG/Bowie beliehiasdiven this uncertainty, APS is unable to shioat tts ability to properly perform its
public service obligations might not be impaired@ate future date.

Sempra/SWPG/Bowie suggests that when looking athenghe financing is in the public interest, then@nission may consider whether the
purposes underlying APS' proposed borrowing anditep or guarantee, are consistent with its purgegkresponsibilities as a public serv
corporation and whether there is a risk that tiselte would be inconsistent with other "public ne&" determinations previously made by the
Commission. (Sempra/SWPG/Bowie Reply Br. at 11)

Sempra/SWPG/Bowie argued that it is imperative thigtDecision not undercut or dilute the Commiss@fforts to facilitate the
development of a viable competitive wholesale elecharket through the Track B proceeding or prémsthe Commission as to how it ir
resolve any future APS request to acquire or rage PWEC's generation assets.

In its Reply Brief, Sempra/SWPG/Bowie argues thRSAcontinues to attribute a potential "liquiditysts” that threatens its parent's financial
integrity to Decision No. 65154. Sempra/SWPG/Bomnates that the Track A proceeding was institutegairt in response to APS'
Variance/PPA application; that it was APS' par®w/CC, that decided how to finance the PWEC assetxhose the maturity dates for such
financing; and that there is no suggestion that AR&any role in that decision or that the Comraissvas consulted. "Rather, it appears
PWCC made the decision for its own financial gaimg with a view towards avoiding ‘'more expensive @strictive financing' [APS Initial
Brief, page 6, lines 4-7 However, now that PWCC BRIEC apprehend difficulty in arranging for permiainignancing of these generation
assets, they look to APS and its creditworthineskdil' them out, although there is no evidencéérecord that PWCC ever intended to
share the benefits of its reduced interim finanaagts with APS or its ratepayers." (Sempra/SWP@&iBd&eply Br. at 3-4)

Sempra/SWPG/Bowie also notes the "failure of ARSI (&s unregulated parent and
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generation affiliate) to avail itself of the Comsin's invitation in Decision No. 65154 to file application seeking approval to acquire
PWEC's generation assets. Such an applicationowas filed on or before September 15, 2002, if Ale&ided to pursue that course of act
Had it elected to do so, that matter might havenbsesolved by now; and, perhaps an entirely diffeseenario might have unfolded withot
purported 'liquidity crisis'... It is very cleatofn the record in this proceeding that APS hasittantial capacity to issue additional bonds and
thus raise funds by which it could have acquiredB®/¢ generation assets, without the necessity ataompanying rate increase.” (Reply
Br. at 4-5)

Sempra/SWPG/Bowie is also concerned by APS' acceptaf Staffs recommended condition that the tefrtheloan not exceed four years,
because a four-year loan will not solve PWCC's pugul need to arrange permanent financing for PWgnheration assets, and APS' and
PWCC's plan have no "exit strategy"” if the Comnaissjrants the financing but denies an APS apptinat rate base the generation assets.
Sempra/SWPGBowie believes that APS and PWCC aualfcseeking to put the Commission in a positibhaving no alternative but to
approve an APS request for rate base treatment@&®assets.

AECC

AECC takes no position on approval of the finanapglication, but it is concerned about the eftggroval will have, VIS A VIS a
December 13, 2002 Memorandum from the DirectohefUtilities Division to the Commissioners, with attached document titled "Track
Appeals Issues Principles For Resolution.” ("Pptes of Resolution”) AECC argues that a Commissiecision granting the financing
without specifically rejecting certain provisionstbe Principles of Resolution "will have the effed: 1) breaking the Commission's
reassurance in Decision No. 65154 not to underthiedenefits that the parties have bargained fdeuthe APS Settlement Agreement; 2)
amending Decision No. 61973 without complying witie provisions of A.R.S. ss. 40-252; and 3) maystituie "legal action" by settling
litigation currently before the courts without pesmotice under Arizona's open meeting law." (AEGQg@ening Br. at 2-3)

RELIANT
In its Opening Post-Hearing Brief, Reliant stateat it intervened in this financing docket to
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"guard against the possibility that the financipglacation might subvert the efforts of the Comriossand numerous parties to develop a fair
and open competitive wholesale generation markieefiant Br. at 3) Reliant requests that this Dieciexpressly find that neither the
implementation of the Track B competitive solidibat process nor the Commission's considerationtadtier to authorize APS to acquire
PWEC generation assets or their rate base treatmikbe prejudiced or adversely affected by thiscizion,.

APS indicates that granting this application wikigive PWEC any advantage in meeting the creditirements in the Track B process,
because PWEC will remain without an investment gnading.

ANALYSIS

The Company is requesting approval of either agrinbmpany loan, a guarantee, or a combinatiorothf.he proceeds of the long-term
debt incurred by APS would then be loaned to eN&EC or PWCC. The funds would be used to pay m#guivalent amount of PWCC
debt previously incurred to finance constructioMégst Phoenix combined cycle generating units 4 &dguaro combustion turbine Unit I

3 and Redhawk Units 1 & 2. As a supplement to a,loaas an alternative, APS seeks authority toaquae debt issued by PWEC or PWCC.

APPLICABLE STATUTES/REGULATIONS

Pursuant to Arizona Revised Statutes ss.40-285[&])public service corporation shall not sell,deaassign, mortgage, or otherwise dispose
of or encumber the whole or any part of its raittoine, plant, or system necessary or useful énpgarformance of its duties to the public ... .
without first having secured from the commissioroatier authorizing it to do so."

A.R.S. ss. 40-301(C) sets forth the minimum requeets that the Commission must find to authoriz&Afsuance of additional debt.
A.R.S. ss. 40-301

A. The power of public service corporations to &sstocks and stock certificates, bonds, notes Hret evidences of indebtedness, and to
create liens on their property located within stiste is a special privilege, the right of supaovisrestriction and control of which is vested in
the state, and such power shall be exercised aglpobby law and under rules, regulations and ardéthe commission.
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B. A public service corporation may issue stocks stock certificates, bonds, notes and other eeeenf indebtedness payable at periods of
more than twelve months after the date thereof; mhien authorized by an order of the commission.

C. The commission shall not make any order or ®mphtal order granting any application as provioiethis article unless it finds that such
issue is for lawful purposes which are within tloeporate powers of the applicant, are compatibta tie public interest, with sound financ
practices, and with the proper performance by pg@ieant of service as a public service corporatiad will not impair its ability to perform
that service.

Pursuant to A.R.S. ss. 40-302, the Commission maytgr refuse to grant permission and may attauditewer conditions it deems
reasonable and appropriate.

A.R.S. ss. 40-302

A. Before a public service corporation issues s$aakd stock certificates, bonds, notes and othiderwges of indebtedness, it shall first se:
from the commission an order authorizing such isskstating the amount thereof, the purposes tohwthe issue or proceeds thereof are to
be applied, and that, in the opinion of the cominissthe issue is reasonably necessary or apptegdathe purposes specified in the order,
pursuant to ss. 40-301, and that, except as otbemdrmitted in the order, such purposes are noliywr in part, reasonably chargeable to
operative expenses or to income ....

B. The commission may grant or refuse permissionhfe issue of evidences of indebtedness or ghenpérmission to issue them in a lesser
amount, and may attach to its permission conditiodeems reasonable and necessary. The commissiprauthorize less than, equivalent to
or greater than the authorized or subscribed dagidek of the corporation, and the provisionshef jeneral laws of the state with reference
thereto have no applications to public service cmapons.

Pursuant to A.A.C. R14-2-804(B), APS cannot lendrg affiliate not regulated by the Commission btain a financial interest in any
affiliate not regulated by the Commission, or gnéea, or assume the liabilities of the affiliatéthout approval of the Commission. Pursuant
to A.A.C. R14-2-804(B), the Commission will revighe transactions "to determine if the transactivasld impair the financial status of the
public utility, otherwise prevent it from attraafjrcapital at fair and reasonable terms, or imprability of the public utility to provide safe,
reasonable and adequate service."

OBLIGATIONS OF CERTIFICATED PUBLIC SERVICE CORPORAT IONS

As a certificated public service corporation inzema, APS has a duty to provide reliable eleciwise to its customers at reasonable rates.
In furtherance of that duty, APS should managbiutsiness and operations to insure that it is firsliyacapable of providing such service. |
in
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the public interest that APS maintain healthy dreatings so that APS has access to the capitdtatsaat reasonable terms and rates, as thos
costs are reflected in rates paid by APS custorkermsher, APS has a duty to comply with applicadtigutes, regulations, and Commission
decisions.

NEED FOR APS CREDIT SUPPORT

Much of the testimony focused upon who may be doaahed if the financing application is approved enigd. APS argued that neither
PWCC nor PWEC can refinance the existing PWCC del#asonable terms without support from APS. Alrghér argues that PWCC will
be downgraded if the application is denied and ARlbe downgraded if PWCC is downgraded. APS asgiiiat a downgrade would impair
its ability to obtain credit to support its utiligperations and possibly interfere with its abitiyprovide electric service. Staff and RUCO
agreed with APS' conclusions. Panda argued that®W4@ld refinance the debt and that if APS isswas th loan to PWEC, it is likely to be
downgraded, and at the very least, its credit gualill suffer.

Staff believes that a rating downgrade at APS couktfere with APS' ability to provide electricrsie to the public - it could result in
increases in cost of capital, potential lack ofesscto the capital markets, potential increasesliateral requirements, and an inability to do
business with vendors. Staff concluded that "tieesmme risk of ratings downgrade to PWCC, and @mnaequence, to APS." (Staff Initial
Br. at 3-4) Although Staff believes that "the evide on this issue is clothed in conjecture andidpton, significant evidence nonetheless
supports the conclusion that PWCC is at risk fedirdowngrades. As a consequence, APS faces ksiisk.” (Ibid at 4).

Rating agency reports indicating a potential f@VdCC downgrade include a December 2002 Fitch regpating "[flailure to obtain the inter-
company loan or access alternate sources of funvdindd result in a downgrade of PNW" (APS-2, Ex. BMR); Standard and Poor's
November 4, 2002 report stating "[t]he stable cakloeflects the assumption that the ACC will apgrdive application by PWCC to issue

to $500 million at APS to repay a portion of the&s@million bridge financing at PWCC" (Staff Ex.4)nd a December 30, 2002 Moody's
report stating "PWCC's rating outlook is stable armbrporates the view that the ACC will adopt saff recommendation concerning the
APS financing application, which should allow fosaccessful

22 DECISION NO. 65796



DOCKET NO. E-01345£-02-0707
refinancing of PWCC debt." (APS Ex. 5).

The likelihood of an APS downgrade in the everd #WCC downgrade is more speculative. Staff's winestified that he could not state
a fact that APS would be downgraded, but citedtheember 30, 2002 Moody's Opinion update (APS Exlhich states: "APS' rating
outlook is stable and incorporates the view thatARCC will adopt the staff recommendation conceagritmee APS financing application and
other Track A issues. Moody's notes that while Ad&Serages may decline if the financing applicatioapproved,. the resulting credit
metrics should remain consistent with the curratibg, particularly when one considers the benéditsondholders of having APS remain
vertically integrated." Staff acknowledges that tbport is subject to interpretation, but belietrest it implies that APS' ratings outlook is
stable as long as the financing application is aygxa.

Panda's witness testified that APS acquiring aalikti debt to loan to PWEC should result in a dowdgrof APS, whereas, PWCC
refinancing its existing bridge debt should noutes a downgrade of PWCC or APS. Logically, thizalysis makes sense. However, we do
not know what APS told the rating agencies

- since Ms. Gomez sent them her testimony thataids that APS seeks to rate base these assats, va¢ know whether or how this
information was factored into the agency opiniortserefore, it is possible that APS may be downgitafl&PS led the rating agencies to
believe that the assets are going to be rate basddhat the assets had an assured cash flow.

This testimony and evidence on the need for AP8itcseipport consists of speculation on actions tiiad parties may take as a result of our
decision. Our foremost concern and guiding prireciplwhat is in the best interest of the ratepag€fsPS. Although it is not clear to us that
APS would be downgraded if this financing applicatis denied, we are not willing to risk that simee believe that with appropriate
conditions, we can minimize the effects of the ficiag on the ratepayers. Accordingly, APS shoul@iorized to provide credit support.

FORM OF APS CREDIT SUPPORT - LOAN AND/OR GUARANTEE
APS seeks either a loan and/or a guarantee. Sigfiosts only a loan, and Panda supports only cagitee.
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LOAN

Panda and other intervenors urge the Commissiotoragiprove a loan because it does not maintaiaragpn between APS and its affiliate;
it would undermine wholesale competition; and beealiPS' credit quality would not suffer as muchvik a guarantee.

We stated in Decision No. 65434 (December 3, 2082},we would examine ways to improve the regmeiosulation between APS and its
affiliates in this docket. We are also concerneoluabegulatory insulation, but find that Panda'saans about a loan can be addressed in the
conditions we place upon a loan, by monitoring sgoent events including the Track B solicitatiomd ghrough our Affiliated Interest Rules.
(10) Further, we are not adopting RUCO's recommameguirement that APS file an application to aogjor rate base the PWEC assets, and
none of the proceeds will be used for or to supPEC's non-Arizona generation assets.

Although APS' witness Tildesley testified that furposes of determining the impact on APS, he asduro repayment capacity at PWEC,
we are approving this financing based upon théntesty of President and Chief Executive Officer A?S and the President of PWCC, Jack
Davis, that if PWEC did not win any bids in the k& competitive procurement, that PWEC would gslpower out into the wholesale
market, and that that would generate sufficientdfuto pay the loan to APS. (Davis Tr. p. 641). Aiddally, APS will soon be filing a rate
case and we can take further action to protecpaytrs at that time, if necessary. Therefore dfdtare any negative effects of the financing
(in addition to Staff's identified capital cost cenns), we will insure that APS' ratepayers ard harmless. Further, we will require that APS
notify the Commission in the event of a defaulttloa loan, so that the Commission can take apprepaietion. Staffs Condition 2 requires
APS to obtain a security interest in the PWEC asartl only APS has such a lien, so APS would Haeéirtst priority in the event of a
default. (Tr. 269-272)

APS generally agreed with Staff's conditions féwan approval, but requested modification of Cdndi8 to reduce the point spread from
to
150. APS believes that Staff's premium is excessiMk"substantially overstates the risk undertdkeAPS". APS' point spread corresponds

(10) See discussion and conditions hereinaftenenAffiliated Interest Rules section.
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to the difference between APS' credit rating amdritiing APS believes PWEC would have obtainedratidecision No. 65154. Staff belie
that the loan should be priced at an appropriat&kebaate - PWEC's current status reflects a BBusiirating which is not investment grade.
Staff's basis point risk premium is designed taiiaghat APS will be compensated for the actuéll aissociated with lending money to
PWEC. We agree with Staff that APS should be cormgien for the actual risk and given PWEC's ackndgéenent that it could not obtain
project financing even prior to Decision No. 651%4) believe that Staffs premium is appropriate.

APS proposes that the Commission adopt its clatifio to Condition 7, by defining the calculatiditlee amount of common equity to mean
calculated on a quarterly basis, using APS' 10-Q0eK filings with the Securities and Exchange Cassion. Using the reported APS
balance sheet accounts, APS' common equity wouttiiided by the sum of such common equity and Aét§dterm debt (including current
maturities of such debt). Staff did not disagrethulis method. However, it is not clear from ARBrification if this new debt is to be
included in the calculation,(12) so we will approveS' clarification with the condition that the ddimancing approved herein will be
included in the calculation.

Accordingly, we will adopt Staffs recommended cdiodis to APS' financing, with the clarificationscae.
GUARANTEE

In its Initial Brief, APS indicates that althougdtinitially requested either a loan or a guaranifeferced to choose between the two, it prefers
the loan option, primarily because of timing - &ibves that the financial markets are more familidh APS debt so an APS loan would be
easier and quicker than if potential lenders mostrdarket discovery" on PWEC. This is especiallyfsit is determined that PWEC should
register its debt with the SEC as an initial publifering rather than place debt privately.” APSodbelieves that Staff's conditions would be
difficult to implement with a guarantee. FurtheR @ believes that an APS loan would "reduce fusaés involved in the determination by
the Commission of the ultimate retaking treatmefthe PWEC

(11) Tr. At 211
(12) Staff recommends a maximum term of four yeatsch would likely not be included in long-termtde
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assets because "it minimizes any subsequent doasswming or refunding the PWEC debt being guasthby APS." (APS Initial Br. at 25)
Further, a guarantee would be more costly to PWEC.

APS believes that Panda's three critical conditmma guarantee should be rejected as impractioakcessary, and contrary to APS'
customers' best interests. APS criticizes Pandglanement that PWEC assets should be pledgethicdaparty lender as directly conflicting
with Staff's Condition No. 2; that a requiremersdtth third-party lender execute on PWEC assetgdsfeking payment from APS would
make the financing unmarketable; and that prectudiRS from bidding on PWEC assets in an auctionleveinlate a fundamental principle
in commercial secured transactions that "a credtentitled to protect its own equity in an invasnt by bidding at least its secured amount
into any auction" (APS Closing Br. at 15); and wbpftevent the Commission from ever consideringugedd and usefulness of the plants.

Staff opposed APS' request to guarantee the dalmdsby PWCC or PWEC because Staff believes tiatuindefined, impractical, ill suited
by the circumstances of the case, and unsuppoytételrecord.” (Staff Initial Br. at

6) Even if a guarantee were well defined, Staffdwels that a loan would better protect ratepayecatse an explicit loan with a stated
interest rate would set forth the APS risk exposkEtether, Staff is concerned with the timing anthplexity of a guarantee and believes that
a guarantee would interfere with Staff's conditioat APS hold a security interest in the PWEC asdetresponse to Panda's argument that a
guarantee would maintain separation between APStsuaffiliates, Staff states that although regutatnsulation is important, it would be
unreasonable to structure this transaction arooaidsingle goal.

We believe that APS should have the flexibilityuse the guarantee option if it would be in the logstests of ratepayers. Although none of
the parties are as familiar with such a guarantedhelieve that it is possible to structure sugjuarantee to address the concerns raised by
Staff in its proposed conditions to the loan appioMot all of the debt to be refinanced is dus summer, and it may be possible to use a
combination of debt now and guarantee later. If AB8oses to use the guarantee option, it shallutowgth Staff to make sure that the
transaction's structure meets Staff's concernsfiMighat Panda's proposed restriction limiting ARSlity to bid at auction to preserve its
equity is not in the public interest.
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COMPLIANCE WITH A.R.S. ss. 40-301

In response to Sempra/SWPG/Bowie argument thdtrthacing is not within its corporate powers, AR§uges that its current Articles of
Incorporation were adopted in 1988 under Title L.the Arizona Revised Statutes. A.R.S. ss0B@{A)(4) required all corporations to inclt

in their articles of incorporation a brief staternehcharacter of business the corporation inténdsctually conduct, but the statement did not
limit the character of business that the corporatitimately conducted. Further, pursuant to A.R$S.ss. 10-301 & 302, corporations have
the power to pledge property, borrow and lend meraaed engage in any lawful activity." APS argues the language included in its Artic

of Incorporation to comply with the then-applicatt®76 Arizona Business Corporation Act did notacan implied limitation to the broad
"purposes"” paragraph of the Articles: We agreefamttithat the financing is for lawful purposes WittAPS' corporate powers.

Generally, a public service corporation borrowingds to lend to an affiliate to refinance assetald/oot be considered to be in the public
interest, to be consistent with sound financiatpcas, nor to be within the proper performancésofiuties as a public service corporation. In
fact, we adopted Affiliated Interest Rules in ortkeensure that utility ratepayers are insulatedhfthe dangers inherent in holding company
structures and diversification. Their purpose isntike sure that ratepayers do not pay rates fiy wervice that include costs associated \
the holding company structure, including finangiddeleaguered affiliates and "sweetheart deals affitiates intended to extract capital from
the utility to subsidize non-utility operations.'bitever, we believe that with the conditions imposethis decision, those goals can be met.
Taking into account the events that have happem#tei move to deregulate the electric industrybaoth a national and local basis, including
the current state of the financial markets, thelipubterest may require approval of some unusequests that seemingly are not related to a
utility's proper performance of its duties as alfgukervice corporation. It is under this uniquekdrop that we must analyze whether we can
make the findings required by statute to approigfthancing.

Approval of the financing will allow APS to use therrowed funds to protect its own credit ratingg @n that context, the financing is within
the proper performance of its duties as a publigise corporation. According to the rating agenci&BS' health will remain stable, even with
the
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additional debt. Although Staff found that APS kagiificant needs for capital for the regulateditytoperations over the coming years and
issuing debt to loan to PWEC would diminish APSlighto obtain its own debt capital, the conditithmat the loan not exceed four years and
APS' ability to fund capital expenditures from imally-generated funds together with the restriction ompent of dividends, will prevent tt
financing from impairing APS' ability to perfornsiservice as a public service corporation. Gengralutility issuing debt to finance assets
owned by an affiliate is not consistent with sodindncial practices, but with conditions of Staff¢luding the security interest in the PWEC
assets and the interest premium paid by PWEC, thidirbe no "sweetheart deal" extracting capitalnfr APS. Staff's witness testified that the
financing is not obviously compatible with the pbhterest, but with conditions, it will protect?S' credit rating which will insure that APS
can continue to provide electric service to itstooers at a reasonable cost. We conclude that #\R®Bcing with the conditions adopted
herein, will be compatible with the public interésty preventing a downgrade in APS' credit rgfiit prevents a substantial disintegration in
APS' ability to provide service.

In December 2002, PWCC raised approximately $20Bomin net proceeds from the sale of common st@a#t the proceeds were used for
debt reduction at PWCC. We believe that it is appete for PWCC to improve its overall financialdith, but not at the expense of APS
ratepayers. Accordingly, consistent with APS' argatrthat a downgrade to PWCC would result in a dpade of APS, and in recognition of
our approval of the financing, we expect that PW@Ctake any actions (including issuing debt oritggyahat would result in a downgrade to
itself or to APS.

Through this financing application, PWCC is atteimgpto share the financial risks associated withRWEC assets with APS. There is no
evidence that APS analyzed the developing wholesaliet and requested PWCC to build such assets(i8)in fact, APS was obligated to
purchase its power for Standard Offer customens fitee competitive market, not through a PPA wishaifiliate. PWCC's supposed claim
"damages as a result of Decision No. 65154" rirailoWw when

(13) Tr. p 281
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one looks at the circumstances under which PWE&immdd its investment grade credit, especially agdhe background of our admonitions
contained in Decision No. 61973,(14) and given ARiBless' testimony that by the time she startBdgngto bankers about refinancing
options in the fall/winter of 2001(15), the optiomere basically the same as today. Neverthelesfind®urselves in the situation where it
appears that some action must be taken to preveBtrAtepayers from potential harm resulting fronsAgarent's decision to build genera
and to finance that generation with "bridge deint'tombination with the circumstances that curgeatist in the financial markets. We
believe that with the conditions contained herapproval of the application is in the public int&re

CONTINUING LONG-TERM INDEBTEDNESS

As of June 30, 2002, APS had total outstanding-@ngn indebtedness in an aggregate principal amafusgpproximately $2,206,780,000.
Decision No. 55017 (May 6, 1987)(16) allows APS&ve outstanding up to an aggregate principal atnafuong-term indebtedness of
$2,698,917,000. Accordingly, APS has approxima$dl92,137,000 in additional long-term debt authdiiaoutstanding. APS views having
such a debt margin as a "critical component ofitrencing flexibility afforded by the 1986 Orde(Application p. 10) APS requests that the
Commission maintain the current margin under thati@aing Debt limit by not treating the new debt@antinuing Debt under the 1986 and
1984 Orders. Staff did not object to such treatmglthough we are not counting the new debt asinairtg debt, we are including the
$500,000,000 in APS' capital structure for purpagfesalculating the minimum 40 percent common gqtatio requirement for APS to issue,
dividends. Staff testified that "APS has signifitapeds for capital for regulated utility operasawver the coming years" (Exhibit S-1,
Thornton p. 1). APS' needs for capital for its datgd public utility service take precedence oWAfGC's desire for dividends from APS.
Accordingly, in the proper performance of its datés a public service corporation, APS' financaisions shall be governed by those duties,
and not by the needs of its parent or affiliates.

(14) See Tr. p 275; pp 649-50
(15) Well before Decision No. 65154, issued in $ayier 2002.
(16) The 1986 Order superseded the long-term iedielgiss limitation granted APS in Decision No. 54@8@vember 8, 1984) (1984 Order).
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APS shall not forgo funding for needed utility opigons so that it can pay dividends to its parent.
ASP DEBT - SECURED OR UNSECURED

On February 20, 2003, the Federal Energy Regul&@orpmission ("FERC") issued a news release "ConiomsSets New Conditions For
Utility Debt Acquisition” and on February 21, 20@Ssued its "Order Conditionally Granting Authotipa to Issue Long-Term Unsecured
Debt and Announcing New Policy on Conditioning Sé@s Authorizations” in Docket No. ES02-52-000ncerning Westar Energy, Inc.

Section 204 of the Federal Power Act ("FPA") pr@ddhat requests for authority to issue secuntiesssume liabilities shall be granted if
FERC finds that the issuance:

(a) is for some lawful object, within the corporatgrposes of the applicant, and compatible withpthiglic interest, which is necessary or
appropriate for or consistent with the proper peniance by the applicant of service as a publidty@ind which will not impair its ability to
perform that service, and (b) is reasonably necgssaappropriate for such purposes.

Section 204 of the FPA does not apply to a pulilityuorganized and operating in a state wheresésurities issuances are regulated by a
state commission. Accordingly, jurisdiction over &Rinancing application is with this Commissione\Wote the similarities of Arizona's
financing statutes with

Section 204 of the FPA and therefore, in additmour consideration of state law, will consider awdluate APS' application in light of
FERC's newly announced conditions. Those conditawas

* public utilities seeking authorization to issuebd backed by a utility asset must use the procekte debt for utility purposes only;
* if any utility assets that secure debt issuararesspun off,' the debt must follow the assetaad be 'spun off'

* if any of the proceeds from unsecured debt asgldsr non-utility purposes, the debt must folldve hon-utility assets. If the non-utility
assets are 'spun off,' then proportionate shattgeodebt must follow the 'spun off' non-utility assand

* if utility assets financed by unsecured debt'apein off' to another entity, then a proportiorsttare of the debt must also be 'spun off'. The
stated purpose of the conditions is "to preventipuhilities from borrowing substantial amountsmbney and diverting the proceeds to
finance non-utility businesses.
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Under these FERC conditions, APS could not issi skcured by its assets because the proceeds délth are not being used for a utility
purpose, but are being used to lend funds to diasdfto refinance affiliate debt. Further, if thended nondtility assets are 'spun off', then
debt must follow the assets. Under this analykis nion-utility assets are already divested or 'sgfisince they are owned by PWEC, and
APS would essentially be acting as a secured leWderbelieve that our condition to require APS Ibbain a security interest in the PWEC
assets assures that the debt follows the assetthaimterest premium paid by PWEC will compenge®S for its risk. We agree that it is not
in the public interest for APS to use its assetseiture its debt and will limit the debt APS issteesnsecured debt only. As indicated
hereinafter, we will further condition approval ARS and its affiliate's agreement to be bound bghal Affiliated Interest Rules, including
those that APS obtained a waiver from in Decisian 61L.973, during the terms of the loan and/or gutasa

PRINCIPLES OF RESOLUTION

AECC believes that the Commission should rejedageprovisions of the Principles of Resolution.tibhstanding Staff and APS'
agreement, any party may object to the inclusiotno$e issues in the rate case, and the presifficgrocan determine the appropriate scope
of the proceeding.(17) However, as we said in Deeibdlo. 65154, "[a]ccordingly, we will direct Staff open a rulemaking docket to address
any required changes to rules, and will keep thiskdt open for parties to file comments upon whlagéodecisions/issues may need to be
revisited." (p. 27) APS' ability to raise thesauss may be limited by the Settlement Agreementuhtit such time as that issue is before us,
APS should comply with the terms of the Settlenfageement if it seeks to modify issues resolvededime Our approval of this financing
application with the knowledge that Staff has filedPrinciples of Resolution does not mean thatwmsider the Commission a party to the
1999 Settlement Agreement and have agreed to rebpel®99 Settlement Agreement, nor is it intendeddicate our agreement that the
issues set forth in the Principles of Resolutioh g decided by us in the rate case. The Staffteples of Resolution is essentially an
agreement by Staff not to object to APS' inclusibthese issues in the rate case, and does ndhatemAPS'

(17) It is possible that other parties may propgosaddress additional issues as well, such as Age8Very of stranded costs from its
ratepayers.

31 DECISION NO. 65796



DOCKET NO. E-01345A-02-0707

obligations to parties under the Settlement Agregnar under A.R.S. ss. 40-252. As is clear indiacussion herein, our decision to approve
the financing application with the conditions can&al herein is not based upon APS' assertion thaisidbn No. 65154 "caused damages to
APS" and is not related to settling the appeatifity APS.

APS notes that it can withdraw portions of its wécappeal on its own, with or without Commissiartian.
TRACK B - COMPETITIVE PROCUREMENT

As stated in the Company's application, "APS al&hes to make it clear that this Application doesaffect nor is it intended to affect the
Commission's consideration of, or the Company's&ipason, any of the 'Track B' issues identifieddommission Docket No. E-00000A02-
0051. This too was an express part of the Commissarder in Decision No. 65154 (ID. at pp.33-3dnth Ordering

Paragraph.)" (Application p. 4) APS indicates tipanting this application will not give PWEC anyadtage in meeting the credit
requirements in the Track B process, because PWiE@wmain without an investment grade rating.

Accordingly, the public interest requires that amprovement in PWEC's credit worthiness as a resudpproval of this financing not be
considered or used in the evaluation of bids/offensng APS' Track B competitiygrocurement. This will help neutralize possiblegferenc:
to an affiliate" incentives that may be createdapproval of this financing. Further, we believettiva have structured the Track B proceec
to prevent favoritism.

Reliant requests that this Decision expressly fivat neither the implementation of Track B competitolicitation process nor the
Commission's consideration of whether to authodiP& to acquire PWEC generation assets or the este toeatment will be prejudiced or
adversely affected by this Decision.

AFFILIATED INTERESTS RULES

Pursuant to Decision No. 61973 (October 6, 199®SAvas granted various waivers of the Commisskulgic Utility Holding Companies
and Affiliated Interests rules. Specifically, AP&swranted waivers of:

* "R14-2-801(5) and R14-2-803, such that the tegarganization' does not include,
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and no Commission approval is required for, corf@orastructuring that does not directly involve thiity distribution company (‘UCD") in
the holding company. For example, the holding camgpaay reorganize, form, buy or sell non-UDC adfiéis, acquire or divest interests in
non-UDC affiliates, etc., without Commission appatiy R14-2-805(A) "shall apply only to the UDC."

* R14-2-805(A)(2) R14-2-805(A)(6)

* R14-2-805(A)(9), (10),and (11).

R14-2-805(A) provides:

On or before April 15th of each calendar yearpablic utilities meeting the requirements of R18@2 and public utility holding companies
will provide the Commission with a description é¥etsification plans for the current calendar yeéeat have been approved by the Boards of
Directors. As part of these filings, each publiditytmeeting the requirements of R14-2-802 wilbpide the Commission the following
information:

1. The name, home office location and descriptiothe public utility's affiliates with whom trand#ans occur, their relationship to each ot
and the public utility, and the general naturehaiit business;

2 A BRIEF DESCRIPTION OF THE BUSINESS ACTIVITIES GUCTED BY THE UTILITY'S AFFILIATES WITH WHOM
TRANSACTIONS OCCURRED DURING THE PRIOR YEAR, INCLURG ANY NEW ACTIVITIES NOT PREVIOUSLY REPORTED,;

3. A description of plans for the utility's subsides to modify or change business activities, reinte new business ventures or to acquire,
merge or otherwise establish a new business entity;

4. Copies of the most recent financial statemesrtgdch of the utility's subsidiaries;

5. An assessment of the effect of current and @draifiliated activities on the public utility'smital structure and the public utility's ability to
attract capital at fair and reasonable rates;

6. THE BASES UPON WHICH THE PUBLIC UTILITY HOLDINGCOMPANY ALLOCATES PLANT, REVENUE AND EXPENSES TO
AFFILIATES AND THE AMOUNTS INVOLVED; AN EXPLANATION OF THE DERIVATION OF THE FACTORS; THE REASONS
SUPPORTING THAT METHODOLOGY AND THE REASONS SUPPORIG THE ALLOCATION;

7. An explanation of the manner in which the wtifitcapital structure, cost of capital and abii@yaise capital at reasonable rates have been
affected by the organization or reorganizationhef public utility holding company;

8. The dollar amount transferred between the yitilitd each affiliate during the annual period, gredpurpose of each transfer;

9. CONTRACTS OR AGREEMENTS TO RECEIVE, OR PROVIDEAMAGEMENT, ENGINEERING, ACCOUNTING, LEGAL,
FINANCIAL OR OTHER SIMILAR SERVICES BETWEEN A PUBIG UTILITY AND AN AFFILIATE;

10. CONTRACTS OR AGREEMENTS TO PURCHASE OR SELL GO®OR REAL PROPERTY BETWEEN A PUBLIC UTILITY ANI
AN AFFILIATE; AND

11. CONTRACTS OR AGREEMENT TO LEASE GOODS OR REAR®GPERTY BETWEEN A PUBLIC UTILITY AND AN
AFFILIATE.

We believe that as a condition to our approvaheffinancing herein, and in order to protect ARSUsity interests in PWEC's generation
assets and to promote the public interest, neither
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PWCC nor PWEC shall reorganize or restructure, iaeaqur divest assets, or form, buy or sell afféstor pledge or otherwise encumber the
PWEC generation assets during the duration ofdae/fuarantee without prior Commission approvais Taquirement will apply to
reorganizations and restructurings, including thretation, buying or selling of affiliates, acquisits or divestitures of assets in the amour
$100 million or greater, measured on a cumulatagdover the calendar year in which the transastiall be made. Further, those
transactions identified in the Company's "recoy@an”, including the accelerated sale of SunCoetass the amount of $80100 million pe!
year for 3 years; the sale of 25 percent of theelilawk generation project to the Southern NevadseWAuthority; and the payment
ongoing construction costs for the West Phoenix#6@nd the Silverhawk generation plant in Nevadaldvoot need prior Commission
approval. Further, we believe that the public iestrequires that during the term of the loan @rgntee, APS and its affiliates must comply
with all the Affiliated Interest Rules. Complianagth the Rules is, subject to the provisions andthtions described in this paragraph, on a
going forward basis, and the approval granted ici§den No. 65434 allowing APS' $125 million crelitite to PWCC is not affected.
Accordingly, we will make this a condition to oysgoval of this financing application.

Further, we believe that a preliminary inquiry ilt8S, PWCC, and PWEC's actions related to theitrando electric competition,
particularly compliance with our electric competitirules and with Decision No. 61973 and APS' &/ with its affiliates should be
undertaken by Staff. Of concern to us is testimang evidence elicited during this hearing of the@GWenterprise's possible use of APS
(both its generation assets and captive ratepayegain advantage in the developing competitivdrenment. One example is how APS'
Treasurer described the way that PWEC was ablbtairoan investment grade rating(18); another iS'Adpplication for an air quality

(18) Information provided to the rating agenciesWCC et al. By the Spring of 2001, PWEC obtainedmingent investment grade rating.
(See Tr. At 281-282) Testimony and evidence ingditaat PWEC made presentations to rating agenuiésaiting that PWEC was under
contract to sell its output to APS under a fournymachase power agreement. (See Panda Exh. 4mbegTr. At 150, 276) In September,
2002, APS asked the credit rating agencies to wathd®WEC's credit rating. APS would have been regluio begin purchasing 100% of its
standard offer power from the competitive markeflaguary 1, 2001, if it had not obtained a 2 yeaiver in its Settlement Agreement.
During that 2 year period, APS' parent formed caditipe affiliates, including PWEC, and PWCC/PWEGIbd new generating units and
obtained a contingent investment grade rating YWEE. If the Commission had not stayed divestitdritsoassets, on January 1, 2003, APS
would have been acquiring 100% of its standardrgfever from the competitive market, with no agilib change its rates until at least July,
2004. APS' position in this application that thaseets were "dedicated.:
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permit on behalf of PWEC. Although some may ardus our granting approval of the financing requesinother example, we have caref
tried to neutralize any competitive advantage thay accrue to PWEC as a result of our approvalhiNgtin this Decision condones actions
taken by APS, PWEC, or PWCC, it is merely an attetmprevent harm to APS ratepayers. Additionaldlg,are not intending our approval to
constitute state action for the purposes of arstitiaws.

When asked whether Decision No. 61973 was preseast@drt of the presentation to the rating agen&iES' Treasurer responded that: "[w]
ell, we would have modeled what the Order requimealir presentation, yes." (Gomez, Tr. p. 275) Wasked whether she was familiar with
the following quote from Decision No. 61973 at f.vthich states: "[w]e share the concerns that treompetitive portion of APS not
subsidize the spun-off competitive assets througbrdair financial arrangement”, APS Treasurer Gostated that she was not familiar with
that sentence. (Gomez, Tr. p. 275). Ms. Gomeiesthat there was no contract, but was a modelgsymption. She further testified that
investment grade rating was not based upon jusirtification of assets, but it is also based upendash flow from those assets. (Gomez, Tr.
pp. 277-278; 281-282) During cross-examinationaakJDavis, he testified about documents preparddWC for a Rating Agency
Presentation in February 2001.(19) Mr. Davis testithat the document discussed a "PPA betweeraBlmiVest Power Marketing &
Trading, and Pinnacle West Energy" and also a PE¥den APS and it "goes on to represent how Piend@st Marketing & Trading will
make those deliveries to Arizona Public Servicer” Davis testified that a page entitled "PWEC Cr&diengths shows the first arrow
indicates "Four year fixed price contract" and "Thajority of generation is dedicated to APS loadtgh 2004". (Tr. pp. 729-730)

The date of 2004 is significant, because the ARSrset in Decision No. 61973 were to remain ieaftintil at least June 30, 2004. Howe'
from January 1, 2003 until June 30, 2004, APS wdmtpurchasing power from the competitive mankéth@ut an adjustor in place) and
would have been exposed to the price differencedsst the "market price" and the APS Standard

to APS customers raises the issue of possibledsttnoncompliance with the Commission's electriopetition rules and/or possible anti-
competitive activity.

(19) Panda Exhibit 22 was admitted under sealthmitross examination of Mr. Davis was not conftiénThis discussion will refer only to
the non-confidential testimony on that document.
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Offer rates.

Decision No. 61973 provided that: "Such Code of dar should also include provisions to govern tingpdy of generation during the two-
year period of delay for the transfer of generatiesets so that APS doesn't give itself an unduengage over the ESPs". (p. :

"Some parties were concerned that Sections 4.8 &ngdrovide in effect that the Commission will hamproved in advance any proposed
financing arrangements associated with future fesie®f "‘competitive services' assets to an aféilids a result, there was a recommendation
that the Commission retain the right to review apgrove or reject any proposed financing arrangésnémaddition, some parties expressed
concern that APS has not definitively describedabsets it will retain and which it will transfer an affiliate. We share the concerns that the
non-competitive portion of APS not subsidize therspff competitive assets through an unfair finaharrangement. We want to make it
clear that the Commission will closely scrutinihe tapital structure of APS at its 2004 rate caskenaake any necessary

adjustments." (Decision No. 61973 at p. 10)

Although APS asserts that under its Code of CondietElectric Competition Rules, and Decision Blb973, it could not construct
generation, Staff, in its Responsive Brief, staled "APS will argue that its code of conduct preeel it from building the assets at APS, (Tr.
at 520); nonetheless, an examination of that doatich@es not clearly support that conclusion." (SRafsponsive Br. at 5).

MISCELLANEOUS

The issue transferring PWEC assets to APS is rfotdes in this application. RUCO recommended watpprove this financing and order
APS to file an application to transfer the ass&BS indicated it would not be appropriate for tr@r@nission to require a proceeding seeking
transfer of the PWEC assets to APS at this timeé telieves that Staff's Condition No. 2 provideseesially the same protection. We will not
adopt RUCO's recommendation.

* k k ok kk ok xx %k

Having considered the entire record herein andgbkilly advised in the premises, the Commissioddinconcludes, and orders that:
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FINDINGS OF FACT

I. APS is a public service corporation principadlygaged in furnishing electricity in the State oizAna. APS provides either retail or
wholesale electric service to substantially alAozona, with the major exceptions of the Tucsortnoolitan area and about one-half of the
Phoenix metropolitan area. APS also generates, @l delivers electricity to wholesale customerthe western United States.

2. On September 16, 2002, APS filed an applicatguesting approval of financing in the form oheit an inter-company loan and/or a
guarantee of debt to allow PWCC or PWEC to refimamidge debt incurred by PWCC in the constructiboertain PWEC generation ass:

3. Notice of the application was provided in acemrce with the law.
4. Intervention was granted to RUCO, Panda, Relldatquahala, the PPL entities, AUIA, SWPG/Bowierpra, AECC, ACPA and TEP.

5. The hearing commenced on January 8, 2003 atichtesy and evidence was taken over five days ofihgalnitial Briefs were filed on
January 27, 2003, and Reply Briefs were filed obr&ary 6, 2003.

6. APS' parent, PWCC, has incurred approximatelpifibn in debt financing the construction of geaing units at PWEC, its merchant
subsidiary.

7. PWCC used debt with short-term maturities beeédtyslanned for PWEC to refinance the debt atnaestment grade once the APS rate-
based generation assets were transferred to PWEC.

8. In the spring of 2001, PWCC made presentatiomating agencies on behalf of PWEC and obtaineshéingent investment grade rating
for PWEC.

9. By the fall of 2001, project financing for th##EC generation assets was no longer available.

10. On October 18, 2001, APS filed an applicatianafpproval of a Variance/Purchased Power Agreenidwat application stated that
"adherence to the competitive bidding requiremehtie Electric Competition Rules will not produibe intended result of reliable electric
service for Standard Offer customers at reasomrabds,” requested that the Commission grant sgbadriance to R14-2-1606(B) that would
otherwise obligate APS to acquire all of its custeshStandard Offer
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generation requirements from the competitive marked sought Commission approval of a long terncipase power agreement with its
parent, PWCC.

11. By Procedural Order issued May 2, 2002, a gepeoceeding was established that set up Traak #egolve issues relating to market
power, divestiture, codes of conduct/affiliate sactions and jurisdictional issues, and Track Bddress competitive procurement.

12. On September 10, 2002, the Commission issuesida No. 65154 in the Track A proceeding whettim Commission ordered APS to
cancel any plans to divest interests in any geimgraissets:

13. On March 14, 2003, the Commission issued Datilsio. 65743, the Decision in the Track B procegdin
14. Currently, there is turmoil in the financial rkets and the wholesale electric market is volatile

15. APS seeks authorization to issue up to $500omibf debt, and APS would loan the proceeds af trebt to PWCC or PWEC to be used
to retire PWCC's existing debt.

16. In addition, or in the alternative, APS seghgraval to guarantee debt that may be issued by EW@PWEC to retire PWCC's existing
debt.

17. The total amount of financing authority reqaedsioes not exceed $500 million.

18. RUCO recommended approval of the loan with @@, including that the Commission require ABSilie an application to transfer the
PWEC assets to APS.

19. Panda and various intervenors recommendednd&ommission not grant the requested financiogiflsome financing is approved, it
should be in the form of a guarantee with certainditions.

20. Staff recommended that the Commission authd2® to borrow $500 million in order to loan th@peeds to PWEC, with seven
conditions.

21. As a certificated public service corporatio®3has a duty to provide reliable electric sertaciés customers at reasonable rates.
22. Itis in the public interest that APS maintagalthy credit ratings so that it has access taéip&al markets at reasonable terms and rates.
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23. APS could face a downgrade if PWCC is downgitadad such a downgrade of APS could interfere WRI$' ability to provide electric
service to the public at reasonable rates if #ilted in increases in the cost of capital, potétdiek of access to the capital markets, potential
increases in collateral requirements, and an iitabd do business with vendors.

24. APS' requested financing will be compatiblehvtfte public interest if, by preventing a downgrad@PS' credit ratings, it prevents a
substantial disintegration in APS' ability to prdeireliable service at reasonable rates.

25. Because the transaction poses some risks ©dimpany and to its ratepayers, we will requireditions to approval of the financing,
including Staff's seven conditions and conditidmet the debt authorized herein will be includethia capital structure calculation to
determine whether APS can issue dividends; thagaayantee shall meet the same concerns idenitifisthff's seven conditions; APS shall
inform the Commission in the event of a loan ddfaalthat the Commission can take appropriate &cli®S', debt issuance be for unsecured
debt only; that neither PWCC nor PWEC shall reoizgaor restructure, acquire or divest assets, ion fouy or sell affiliates, or pledge or
otherwise encumber the PWEC generation assetsgilvénduration of the loan/guarantee without p@ommission approval and this
requirement will apply to reorganizations and nesturings, including the formation, buying or safjiof affiliates, acquisitions or divestitures
of assets in the amount of $100 million or greatezasured on a cumulative basis over the caleraarig which the transactions will be
made. Further, those transactions identified inGbepany's "recovery plan”, including the accektatale of SunCor assets in the amount of
$80 - 100 million per year for 3 years, the sal@®percent of the Silverhawk generation projechoSouthern Nevada Water Authority, and
the payment of ongoing construction costs for thesiWPhoenix CC #5 and the Silverhawk generationt laNevada would not need prior
Commission approval; and that during the term eflttan or guarantee, APS and its affiliates mustpyp with all the Affiliated Interest

Rules. Compliance with the Rules is, subject toptturisions and limitations described in this pasgip, on a going forward basis, and the
approval granted in Decision No. 65434 allowing AFE25 million credit line to PWCC is not affected.

26. Staffs Condition 2 requires APS to obtain aiggcinterest in the PWEC assets and
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only APS has such a lien, so APS would have tls¢ firiority in the event of a default.

27. APS shall immediately notify the Commissionhiitfive business days in the event of a defaulthenloan, so that the Commission can
take appropriate action.

28. The public interest requires that any improvenire PWEC's creditworthiness as a result of apgiro¥ this financing not be considered or
used in the evaluation of bids/offers during APRICk B competitive procurement.

29. Itis in the public interest to grant authoffity both a loan and a guarantee with the conditattached hereto, so that Arizona Public
Service can structure the transaction in a marmagtill provide the most protection for its ratgpes.

30. The issue of the purpose for which the PWE@tassere built is not before us in this proceedamyg] we are making no determination as
to whether or not those assets should be part & AfRe base.

31. Testimony and evidence presented during thertgeanerit a preliminary inquiry by Staff into AP&mpliance with Decision No. 61973,
the Electric Competition Rules, its Code of Condaatd applicable law.

CONCLUSIONS OF LAW

1. Arizona Public Service Company is a public sgsdorporation within the meaning of Article XV thie Arizona Constitution and A.R.S.
ss.ss. 40-285, -301, and 40-302 and A.A.C. R-144280

2. The Commission has jurisdiction over Arizona lRuBervice Company and the subject matter of gh@ieation.
3. Notice of the application was provided in aceorck with the law.
4. APS' application should be approved consistétht tie Discussion, Analysis, and Findings of Haartein.

5. The financing with the conditions approved heisifor lawful purposes within Arizona Public Seer Company's corporate powers, is
compatible with the public interest, with soundafitial practices, and with the proper performanc@iizona Public Service Company of

40 DECISION NO. 65796



DOCKET NO. E-01345A-02-0707

service as a public service corporation, and withdonditions approved herein, will not impair Anii Public Service Company's ability to
perform that service.

6. The financing with the conditions approved heisifor the purposes stated in the applicationiamdasonably necessary for those
purposes, and such purposes may, wholly or in panteasonably chargeable to operating expengesrmmome.

7. The financing with the conditions approved hereill not impair the financial status of the pubilitility, otherwise prevent it from
attracting capital at fair and reasonable terméngair the ability of the public utility to provedsafe, reasonable and adequate service.

ORDER

IT IS THEREFORE ORDERED that the application farafincing, with the conditions contained herein,gseby approved and Arizona Pul
Service Company is hereby authorized to eitherissn-secured debt in an amount not greater thad,$80,000 and loan the proceeds to
Pinnacle West Energy Corporation and/or guarameel¢bt of Pinnacle West Energy Corporation inaim@unt of $500,000,000, for the
purposes set forth in the application and as medlifierein, and in compliance with the conditiond @strictions contained in the discussion
and findings herein.

IT IS FURTHER ORDERED that such debt will not basdified or treated as continuing debt in the cdrdkthe debt limits established by
Decision Nos. 55017 and 54230.

IT IS FURTHER ORDERED that Arizona Public Servicen@any is hereby authorized to obtain a financitdrest and/or a guarantee in its
affiliate Pinnacle West Energy Corporation consisteith the terms, conditions, and restrictiongha$ Decision.

IT IS FURTHER ORDERED that Arizona Public Servicen@pany is hereby authorized to engage in any tchioss and to execute any
document necessary to effectuate the authorizgtianmted herein.

IT IS FURTHER ORDERED that such authority is exghggonditioned upon Arizona Public Service Compsuiepmpliance with the
conditions set forth below in this ordering pargdrand upon the use of the proceeds for the puspeteforth in the application as modified
herein. The conditions are:
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1) APS should be authorized to issue and sell neeritian $500,000,000 of debt in addition to itsent authorizations;

2) The debt to be lent to PWEC should be no mae $500,000,000 of secured callable notes from PWIBE security interest shall be on
the same terms as the security interest APS alreasipursuant to the $125,000,000 loan authorizétoom Decision No. 65434;

3) The PWEC secured note coupon shall be 264 pasiss above the coupon on APS debt issued andsoédjuivalent terms (including but
not limited to maturity and security);

4) The difference in interest income and interegease should be capitalized as a deferred craditised to offset rates in the future. The
deferred credit balance shall bear an interestafadéx percent;

5) The PWEC debt maturity shall not exceed fouryeanless otherwise ordered by the Commission;

6) Any demonstrable increase in APS' cost of chpita result of the transaction, such as fromctirdein bond rating, will be extracted from
future rate cases;

7) APS shall maintain a minimum common equity ofpé@cent and shall not be allowed to pay dividéhdsch payment would reduce its
common equity ratio below this threshold, unleseowise waived by the Commission. This conditioallstemain in effect indefinitely, and
APS shall file with the Commission a calculationcapital structure within one week of filing a 10eQ10-K;

8) The debt authorized herein will be includedhia tapital structure calculation to determine wlePS can issue dividends;
9) Any guarantee shall meet the same concernsifidgeinin Staff's seven conditions;
10) APS' debt issuance be for unsecured debt only;

11) Neither PWEC or PWCC shall reorganize or restme, acquire or divest assets, or form buy dragéliates, or pledge or otherwise
encumber the PWEC generation assets during théi@uia the loan/guarantee without prior Commissipproval and this requirement will
apply to reorganizations and restructurings, iniclgdhe formation, buying or selling of affiliatesgquisitions or divestitures of assets in the
amount of $100 million or greater, measured onraudative basis over the calendar year in whichtithesactions will be made. Further, th
transactions identified in the Company's "recoy@an", including the accelerated sale of SunCoetass the amount of $801-00 million pe!
year for 3 years; the sale of 25 percent of theelilawk generation project to the Southern NevadseWAuthority; and the payment
ongoing construction costs for the West Phoenix#6@nd the Silverhawk generation plant in Nevadaldvaot need prior Commission
approval; and
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12) During the term of the loan or guarantee, AR&its affiliates must comply with all the Affiliatl Interest Rules. Compliance with the
Rules is, subject to the provisions and limitatidescribed in this paragraph, on a going forwasish@and the approval granted in Decision
No. 65434 allowing APS' $125 million credit line BWCC is not affectec

IT IS FURTHER ORDERED that with respect to any veaiigought by Arizona Public Service Company undardition No. 7, the
Commission shall process such waiver request wlidays and, for this 60-day period, the conditball be suspended. However,
Condition No. 7 shall not be permanently waivechwitt an order of the Commission.

IT IS FURTHER ORDERED that approval of the finargeiwet forth herein does not constitute or implyrapgl or disapproval by the
Commission of any particular expenditure of thecpexls derived thereby or any particular prior erjtare being refinanced for the purpose
of establishing just and reasonable rates.

IT IS FURTHER ORDERED that Arizona Public Servicen@any shall file with the Commission copies ofeadecuted financing documents
setting forth the terms of the financing, within @8ys of obtaining such financing.

IT IS FURTHER ORDERED that Arizona Public Servicen@any shall not use any authority granted in fésision to prejudice or
adversely affect the implementation of the Trackdipetitive solicitation process.

IT IS FURTHER ORDERED that the issue of Arizona RuBervice Company's acquisition of Pinnacle WEstrgy Corporation generation
assets and rate base treatment is not presentyeles, and we make no determination on thosessaubis Decision.

IT IS FURTHER ORDERED that any improvement in PicleaNest Energy Corporation's creditworthiness gesalt of approval of this
financing shall not be considered or used in theuation of bids/offers during Arizona Public SeeiCompany's Track B competitive
procurement.

IT IS FURTHER ORDERED that Arizona Public Servicen@any shall immediately notify the Commission witfive business days in the
event of a default on the loan, so that the Comomnssan take appropriate action.
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IT IS FURTHER ORDERED that Staff shall commenceeaiminary inquiry into Arizona Public Service Coanpy and its affiliate's
compliance with the Electric Competition Rules, Bem No. 61973, its Code of Conduct, and appliedaiv.

IT IS FURTHER ORDERED that this Decision shall lmene effective
immediately. BY ORDER OF THE ARIZONA CORPORATION CO MMISSION.

MARC SPITZER JIM IRVIN WILLIAM A. MUNDELL

CHAIRMAN COMMISSIONER COMMISSIONER

JEFF HATCH-MILLER

COMMISSIONER COMMISSIONER

IN WITNESS WHEREOF, |, BRIAN C. McNEIL,
Executive Secretary of the Arizona
Corporation Commission, have hereunto set my
hand and caused the official seal of the
Commission to be - fixed at the Capitol, in
the City of Phoenix, this 4th day of April,
2003.

BRIAN C. McNEIL

DISSENT Mike Gleason
LAF:dap
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DISSENT OF COMMISSIONER GLEASON

| respectfully dissent from my fellow Commissioneggarding the Commission's approval of APS's rsiieeloan PWEC up to $500 million.
While | believe the record supports APS's claint &W/EC needs APS's credit support to refinanceeld, a guarantee is the only type of
refinancing that is in the public interest.

By this order, the Commission approved a specddtan from a regulated utility to an unregulatechpany with less than investment credit
rating, which will put the utility over its mandatelebt ceiling.

The following support this statement:

1. There is no list of collateral for this loan.

2. There is no appraisal of assets to be usedliasecal for this loan.

3. The banks will not make the loan; thus it mwestbnsidered a speculative loan.

4. The exclusion of this loan from APS's continuamgdit will, by testimony, put APS's debt over thandated ceiling. This tacitly increases
the debt limit when utilities are under pressuredoserve their financial debts.

Thus, the Commission authorized a speculative tiag@gulated utilities fund which could put thée@ayers at risk of higher rates.

Furthermore, the fundamental principles of the Cassian's Affiliated Interest Rules prohibit exacthys type of situation. To preserve
competition and to maintain the integrity of ouffifdited Interest Rules, a lending institution nge¢d stand in between PWEC assets and
APS.

The Order requires APS to refinance PWEC debtrimaaner that is in the best interest of the ratezayi® that end, it is my belief APS
should choose a guarantee. Since the Order all®&tA select a loan, | must dissent.
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Exhibit 99.4
RISK FACTORS

Set forth below and in other documents we file Wit Securities and Exchange Commission ("SEC"Jisks and uncertainties that could
affect our financial results.

WE ARE SUBJECT TO COMPLEX GOVERNMENT REGULATION WHI CH MAY HAVE A NEGATIVE IMPACT ON OUR
BUSINESS AND OUR RESULTS OF OPERATIONS.

We are, directly and through our subsidiaries, ettitio governmental regulation which may have atieg impact on our business and res
of operations. We are a "holding company" withia theaning of the Public Utility Holding Company AtPUHCA"); however, we are
exempt from the provisions of PUHCA by virtue ofrdiling of an annual exemption statement with 8§t&C.

Arizona Public Service Company ("APS") is subjectomprehensive regulation by several federale statl local regulatory agencies, which
significantly influence its operating environmendamay affect its ability to recover costs fronlityticustomers. APS is required to have
numerous permits, approvals and certificates fiognaigencies that regulate APS' business. The Hdtteregy Regulatory Commission
("FERC"), the Nuclear Regulatory Commission ("NRGHe Environmental Protection Agency ("EPA"), ahd Arizona Corporation
Commission ("ACC") regulate many aspects of oditytbperations, including siting and constructioifacilities, customer service and the
rates that APS can charge customers. We believeditessary permits, approvals and certificates baga obtained for APS' existing
operations. However, we are unable to predictripgaict on our business and operating results frenfufure regulatory activities of any of
these agencies. Changes in regulations or the itiposf additional regulations could have an adeeémpact on our results of operations.

WE CANNOT PREDICT THE OUTCOME OF THE GENERAL RATE C ASE THAT APS WILL FILE WITH THE ACC ON OR
BEFORE JUNE 30, 2003.

As required by a 1999 settlement agreement amor) &M various parties (the "1999 Settlement Agre¢fen or before June 30, 2003,
APS will file a general rate case with the ACCthrs rate case, APS will update its cost of seraicé rate design. In addition, APS expec!
seek:

* rate base treatment of certain power plants atiy@wned by Pinnacle West Energy Corporation tla@oone of our subsidiaries ("Pinnacle
West Energy") (specifically, Redhawk Units 1 and\&st Phoenix Units 4 and 5 and Saguaro Unit 3);

* recovery of the $234 million pretax asset wrifé+ecorded by APS as part of the 1999 SettlemegreAment ($140 million extraordinary
charge recorded on the 1999 Consolidated Stateofiémtome); and

* recovery of costs incurred by APS in preparafionthe previously required transfer of generatissets to Pinnacle West Energy.

The general rate case will also address the impi&tien of rate adjustment mechanisms that wersubgct of ACC hearings in April 20C
The rate adjustment mechanisms, which were autbaz a result of the 1999 Settlement Agreement|daadlow APS to recover several
types of costs, the most significant of which asever supply costs (fuel and purchased power casi$)costs associated with complying with
the ACC retail electric competition rules descritbetow. We assume that the ACC will make a decigiahis general rate case by the end of
2004. We cannot predict the outcome of the rate aas the resulting levels of regulated revenues.



IF WE ARE NOT ABLE TO ACCESS CAPITAL AT COMPETITIVE RATES, OUR ABILITY TO IMPLEMENT OUR
FINANCIAL STRATEGY WILL BE ADVERSELY AFFECTED.

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

* an economic downturn;

* capital market conditions generally;

* the bankruptcy of an unrelated energy company;

* market prices for electricity and gas;

* terrorist attacks or threatened attacks on odilifees or those of unrelated energy companies; or
* the overall health of the utility industry.

Changes in economic conditions could result in éighterest rates, which would increase our integgpense on our debt and reduce funds
available to us for our current plans. Additionaly increase in our leverage could adversely tifedy:

* increasing the cost of future debt financing;
* increasing our vulnerability to adverse econoama industry conditions;

* requiring us to dedicate a substantial portiomwif cash flow from operations to payments on alotdwhich would reduce funds available
to us for operations, future business opportuniiesther purposes; and

* placing us at a competitive disadvantage comp&renlir competitors that have less debt.
See the following Risk Factor for more informati@tating to this discussion.

A SIGNIFICANT REDUCTION IN OUR CREDIT RATINGS COULD MATERIALLY AND ADVERSELY AFFECT OUR
BUSINESS, FINANCIAL CONDITION AND RESULTS OF OPERAT IONS.

We cannot be sure that any of our current ratingjgemain in effect for any given period of time that a rating will not be lowered or
withdrawn entirely by a rating agency if, in itglgment, circumstances in the future so warrant. demwngrade could increase our borrowing
costs which would diminish our financial resultseWould likely be required to pay a higher interase in future financings, and our
potential pool of investors and funding sourcedaalecrease. A downgrade could require additionppsrt in the form of letters of credit or
cash or other collateral and otherwise have a maatatverse effect on our business, financial cimliand results of operations. If our short-
term ratings were to be lowered, it could limit @acess to the commercial paper market. We notehtbaatings from credit agencies are not
recommendations to buy, sell or hold our secur#igd that each rating should be evaluated indepelydsf any other rating.

DEREGULATION OR RESTRUCTURING OF THE ELECTRIC INDURY MAY RESULT IN INCREASED COMPETITION, WHICH
COULD HAVE A SIGNIFICANT ADVERSE IMPACT ON OUR BUSNESS AND OUR FINANCIAL RESULTS.

Retail competition could have a significant advdisancial impact on us due to an impairment ok#ssa loss of retail customers, lower
profit margins or increased costs of capital. 189.2he ACC approved rules that provide a
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framework for the introduction of retail electriorapetition in Arizona. Under the rules, as modifisdthe 1999 Settlement Agreement, APS
was required to transfer all of its competitivectlie assets and services to an unaffiliated parfyarties or to a separate corporate affiliate or
affiliates no later than December 31, 2002. Purstaan ACC order dated September 10, 2002, the Adifaterally modified the 1999
Settlement Agreement and directed APS to canceplams to divest interests in any of its generatiggets. The ACC has further established
a requirement that APS solicit bids for certainreated capacity and energy requirements for petedgnning July 1, 2003. These regulat
developments and legal challenges to the rules fzased considerable uncertainty about the statdgace of retail electric competition in
Arizona. Although some very limited retail compietit existed in APS' service area in 1999 and 28@90¢ are currently no active retail
competitors offering unbundled energy or otheiitytdervices to APS' customers. As a result, wasogapredict when, and the extent to
which, additional competitors will re-enter APShsee territory.

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

THE PROCUREMENT OF WHOLESALE POWER BY APS WITHOUT T HE ABILITY TO ADJUST RETAIL RATES COULD
HAVE AN ADVERSE IMPACT ON OUR BUSINESS AND FINANCIA L RESULTS.

The 1999 Settlement Agreement limits APS' abilitchange retail rates until at least July 1, 20@4ch could have a significant adverse
financial impact on us if wholesale power pricamgficantly exceed the amount included for generatiosts in APS' current bundled retail
rates. Under the ACC's rules, APS is the "proviafdast resort" for standard-offer, full-servicestomers under rates that have been approvec
by the ACC. These rates are established untilsst lduly 1, 2004. The 1999 Settlement AgreemeotvallAPS to seek adjustment of these
rates in the event of emergency conditions or argtances, such as the inability to secure finansingeasonable terms; material changes in
APS' cost of service for AC@gulated services resulting from federal, tristdte or local laws; regulatory requirements; digial decisions
actions or orders. Energy prices in the westernledabe market vary and, during the course of thetl@o years, have been volatile. At
various times, prices in the spot wholesale mahnket significantly exceeded the amount of generatasts per kilowatt hour included in
APS' current retail rates. In the event of shdefdlie to unforeseen increases in load demandnargion or transmission outages, APS may
need to purchase additional supplemental powdramiolesale spot market. The ACC has further Bskedal a requirement that APS solicit
bids for certain estimated capacity and energyirements for periods beginning July 1, 2003. Thimpetitive procurement process may
adversely affect the cost of APS' procurement ofledeale power. In sum, there can be no assurant@&HS would be able to fully recover
the costs of wholesale power under its presentstatieture. Although APS could seek to adjustates under the emergency provisions of
settlement agreement discussed above, ACC apprbgatch an adjustment also cannot be assured.

RECENT EVENTS IN THE ENERGY MARKETS THAT ARE BEYOND OUR CONTROL MAY HAVE NEGATIVE IMPACTS
ON OUR BUSINESS.

As a result of the energy crisis in California digrthe summer of 2001, the recent volatility ofunat gas prices in North America, the filing
of bankruptcy by the Enron Corporation, and ingzttons by governmental authorities into energglitrg activities, companies generally in
the regulated and unregulated utility businessge baen under an increased amount of public andategy scrutiny. The capital markets
and ratings agencies also have increased theirdégerutiny. We believe that we are complyingiwatl applicable laws, but it is difficult or
impossible to predict or control what effect theseelated issues may have on our business orooessa to the capital markets.
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OUR RESULTS OF OPERATIONS CAN BE ADVERSELY AFFECTED BY MILDER WEATHER.

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

THERE ARE INHERENT RISKS IN THE OPERATION OF NUCLEA R FACILITIES, SUCH AS ENVIRONMENTAL, HEALTH
AND FINANCIAL RISKS AND THE RISK OF TERRORIST ATTAC K.

Through APS, we have an ownership interest in guedtade the Palo Verde Nuclear Generating StatiBal@'Verde"). Palo Verde is subject
to environmental, health and financial risks sushhe ability to dispose of spent nuclear fuel,abdgity to maintain adequate reserves for
decommissioning, potential liabilities arising atfithe operation of these facilities, and the co$tsecuring the facilities against possible
terrorist attacks. We maintain nuclear decommisagtrust funds and external insurance coveragmgimimize our financial exposure to the
risks; however, it is possible that damages coxteted the amount of insurance coverage.

The NRC has broad authority under federal law tpdse licensing and safety-related requirementthfopperation of nuclear generation
facilities. In the event of noncompliance, the NR&S the authority to impose fines or shut downi anboth, depending upon its assessi

of the severity of the situation, until compliariseachieved. In addition, although we have no reds@nticipate a serious nuclear incident at
Palo Verde, if an incident did occur, it could mihy and adversely affect our results of 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.

The operation of Palo Verde requires licensesrthat to be periodically renewed and/or extendedd@vieot 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 cdss are difficult or impossible to predict.

THE USE OF DERIVATIVE CONTRACTS IN THE NORMAL COURS E OF OUR BUSINESS COULD RESULT IN FINANCIAL
LOSSES THAT NEGATIVELY IMPACT OUR RESULTS OF OPERAT IONS.

Our operations include managing market risks rdledecommodity prices, changes in interest rated,imvestments held by our pension plan
and nuclear decommissioning trust funds. We aresegbto the impact of market fluctuations in thegand transportation costs of
electricity, natural gas, coal, and emissions aloges and credits. We have established procedursartage risks associated with these
market fluctuations by utilizing various commodigrivatives, including exchange-traded futures @ptibns and over-the-counter forwards,
options, and swaps. As part of our overall risk agggment program, we enter into derivative transastto hedge purchases and sales of
electricity, fuels, and emissions allowances amdlits. The changes in market value of such corstteate a high correlation to price changes
in the hedged commaodity.

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

Changing interest rates will affect interest paidvariablerate debt and interest earned by our pension pldmaclear decommissioning tr
funds. Our policy is to manage interest rates thhathe use of a combination of fixed-rate and ftagtate debt. The pension plan and nuc
decommissioning trust funds also have risks astatiaith changing market values of equity investtaellost of the pension costs and al
the nuclear decommissioning costs are recoveresbuated electricity prices.
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THE UNCERTAIN OUTCOME REGARDING THE CREATION OF REGNAL TRANSMISSION ORGANIZATIONS, OR RTOS, MAY
MATERIALLY IMPACT OUR OPERATIONS, CASH FLOWS OR FIANCIAL POSITION.

In a December 1999 order, the FERC set minimumadieristics and functions that must be met bytie#lithat participate in regional
transmission organizations. The characteristicaufoacceptable RTO include independence from maditipants, operational control over
a region large enough to support efficient and msmninatory markets, and exclusive authority taimtain shortterm reliability. On Octob
16, 2001, APS and other owners of electric transimislines in the Southwest filed with the FER&guest for a declaratory order
confirming that their proposal to form WestConnediO, LLC would satisfy the FERC's requirementstfa formation of an RTO. On
October 10, 2002, the FERC issued an order finthiagjthe WestConnect proposal, if modified to addEpecified issues, could meet the
FERC's RTO requirements and provide the basic fnarlefor a standard market design for the Southw&esbf March 28, 2003, the FERC
was considering various aspects of its order asualtrof requests for clarification filed by the $¥#@onnect applicants.

WE ARE SUBJECT TO NUMEROUS ENVIRONMENTAL LAWS AND RGULATIONS WHICH MAY INCREASE OUR COST OF
OPERATIONS, IMPACT OUR BUSINESS PLANS, OR EXPOSE US ENVIRONMENTAL LIABILITIES.

We are subject to numerous environmental regulatdfecting many aspects of our present and fudpegations, including air emissions,
water quality, wastewater discharges, solid wastd,hazardous waste. These laws and regulationgsalt in increased capital, operating,
and other costs, particularly with regard to endonent efforts focused on power plant emissionggabbns. These laws and regulations
generally require us to obtain and comply with dewariety of environmental licenses, permits, étsipns and other approvals. Both public
officials and private individuals may seek to eafoapplicable environmental laws and regulations.ddhnot predict the outcome (financial
or operational) of any related litigation that naajse.

In addition, we may be a responsible party for emunental clean up at sites identified by a regmabody. We cannot predict with certainty
the amount and timing of all future expenditurdatesl to environmental matters because of thecditfy of estimating clean-up costs. There
is also uncertainty in quantifying liabilities urrdenvironmental laws that impose joint and seviadlility on all potentially responsible
parties.

We cannot be sure that existing environmental edguris will not be revised or that new regulatisasking to protect the environment will
not be adopted or become applicable to us. Redsadditional regulations that result in increasethpliance costs or additional operating
restrictions, particularly if those costs are ndlyfrecoverable from APS' customers, could havesdéerial adverse effect on our results of
operations.

THE MARKET PRICE OF OUR COMMON STOCK MAY BE VOLATIL E.

The market price of our common stock could be sliesignificant fluctuations in response to fastsuch as the following, some of which
are beyond our control:

* variations in our quarterly operating results;

* operating results that vary from the expectatiohmianagement, securities analysts and investors;

* changes in expectations as to our future findmm@aformance, including financial estimates byws#i®s analysts and investors;

* developments generally affecting industries iniahhwe operate, particularly the energy distributémd energy generation industries;

* announcements by us or our competitors of sigaift contracts, acquisitions, joint marketing ielaghips, joint ventures or capital
commitments;

* announcements by third parties of significanirakor proceedings against us;
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* favorable or adverse regulatory developments;

* our dividend policy;

* future sales of our equity or equity-linked sdtias; and
* general domestic and international economic ciorak.

In addition, the stock market in general has exgpeed extreme volatility that has often been utedlto the operating performance of a
particular company. These broad market fluctuatinay adversely affect the market price of our comrsimck.

OUR STOCK PRICE COULD BE AFFECTED BECAUSE A SUBSTANTIAL NUMBER OF SHARES OF OUR COMMON STOCK
COULD BE AVAILABLE FOR SALE IN THE FUTURE.

Sales in the public market of a substantial nundibehares of common stock could depress the marie of the common stock and could
impair our ability to raise capital through theesaf additional equity securities. Because of thmber of shares of our common stock that we
are authorized to issue under our articles of ipo@ation, a substantial number of shares of oumsomstock could be available for future
sale.

OUR CASH FLOW AND ABILITY TO PAY DIVIDENDS LARGELY DEPENDS ON THE PERFORMANCE OF OUR
SUBSIDIARIES.

We conduct our operations primarily through sulasiés. Substantially all of our consolidated asaetsheld by such subsidiaries.
Accordingly, our cash flow and our ability to payidends on our capital stock are largely dependeohn the earnings of these subsidiaries
and the distribution or other payment of such emsito us in the form of dividends, loans or adesnar repayment of loans and advances
from us. The subsidiaries are separate and didégat entities and have no obligation to pay divids or to make any funds available for
such payment.

The debt agreements of some of our subsidiariesrassict their ability to pay dividends, make distitions or otherwise transfer funds to
Section 39(Ill) of APS' mortgage requires APS teetreefinancial covenant before paying common stheklends. Under this covenant, APS
may pay dividends on its common stock if there ssifficient amount "available" from retained eagsrand the excess of cumulative book
depreciation (since the mortgage's inception) avertgage depreciation, which is the cumulative am@f additional property pledged each
year to address collateral depreciation. As of Ddmr 31, 2002, the amount "available" under thetgagie would have allowed APS to
approximately $3 billion of dividends compared tB& current annual common stock dividends of $1ifllom As part of the ACC's
approval of a $500 million financing arrangemertileen APS and Pinnacle West Energy, the ACC red ifeS to maintain a common
equity ratio of at least forty percent and prol@diAPS from paying common stock dividends if suaiarpent would reduce its common
equity below that threshold.

WE HAVE AND MAY ENTER INTO CREDIT AND OTHER AGREEME NTS FROM TIME TO TIME THAT RESTRICT OUR
ABILITY TO PAY DIVIDENDS.

Payment of dividends on the common stock may keictexd by loan agreements, indentures and othes#ctions entered into by us from
time to time.



