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FORM 10-Q

SECURITIES AND EXCHANGE COMMISSION
WASHINGTON, D.C. 20549

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

For the quarterly period ended March 31, 200t
OR

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

For the transition period from to
Exact Name of Each Registrant as specified in
Commission its charter; State of Incorporation; Address; IRS Employer
File Number and Telephone Number Identification No.
1-8962 PINNACLE WEST CAPITAL CORPORATION 86-0512431

(an Arizona corporatior

400 North Fifth Street, P.O. Box 539
Phoenix, Arizona 850°-3999

(602) 25(-1000

Lraars ARIZONA PUBLIC SERVICE COMPANY B6-00LL170

(an Arizona corporatior

400 North Fifth Street, P.O. Box 539
Phoenix, Arizona 850°-3999

(602) 25(-1000

Indicate by check mark whether each registfBnhas filed all reports required to be filed®gction 13 or 15(d) of the Securities
Exchange Act of 1934 during the preceding 12 mofah$or such shorter period that the registrans wemjuired to file such reports), and
(2) has been subject to such filing requirementsHe past 90 days. Y& No O

Indicate by check mark whether each registisaah accelerated filer (as defined in ExchangeRde 12b-2).

PINNACLE WEST CAPITAL CORPORATIORM Yes NoO
ARIZONA PUBLIC SERVICE COMPANY YesO NoM

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

PINNACLE WEST CAPITAL CORPORATIOMN Number of shares of common stock, no par ve
outstanding as of May 5, 20098,350,04+

ARIZONA PUBLIC SERVICE COMPANY Number of shares of common stock, $2.50 par vi
outstanding as of May 5, 2005: 71,264!

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

This combined Form 1Q-is separately filed by Pinnacle West Capital ©@oaion and Arizona Public Service Company. Eagisteant is
filing on its own behalf all of the information ctained in this Form 10-Q that relates to such teayis. Neither registrant is filing any
information that does not relate to such registrantl therefore makes no representation as towatyisformation.
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GLOSSARY
ACC — Arizona Corporation Commission
ADEQ — Arizona Department of Environmental Quality
AFUDC — allowance for funds used during construttio
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
Clean Air Act — Clean Air Act, as amended
Company — Pinnacle West Capital Corporation
DOE — United States Department of Energy
EITF — FASB’s Emerging Issues Task Force
El Dorado — El Dorado Investment Company, a subsydof the Company
EPA — United States Environmental Protection Agency
ERMC — Energy Risk Management Committee
FASB — Financial Accounting Standards Board
FERC — United States Federal Energy Regulatory Cission
FIN — FASB Interpretation
Financing Order — ACC Order that authorized APD&Hnillion loan to Pinnacle West Energy in May 2003
FSP — FASB Staff Position
GAAP — accounting principles generally acceptethaUnited States of America
IRS — United States Internal Revenue Service
Moody’'s — Moody'’s Investors Service
MW — megawatt, one million watts

MWh — megawatt-hours, one million watts per hour

NAC — collectively, NAC Holding Inc. and NAC Internatial Inc., subsidiaries of El Dorado that were soltlovember 2004

Native Load— retail and wholesale sales supplied under ti@uti cost-based rate regulation

1999 Settlement Agreement — comprehensive settleaggrement related to the implementation of refeittric competition

NRC — United States Nuclear Regulatory Commiss



Nuclear Waste Ac— Nuclear Waste Policy Act of 1982, as amended

OCI — other comprehensive income
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Palo Verde — Palo Verde Nuclear Generating Statitsg known as ANPP

Pinnacle West — Pinnacle West Capital Corporatio@,Company

Pinnacle West Energy — Pinnacle West Energy Cotjmoraa subsidiary of the Company
PPL Sundance — PPL Sundance Energy, LLC

PRP — potentially responsible party

PSA — power supply adjuster

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

PX — California Power Exchange

RFP — request for proposals

Salt River Project — Salt River Project Agricultuhaprovement and Power District

SEC — United States Securities and Exchange Corianiss

SFAS — Statement of Financial Accounting Standards

SNWA — Southern Nevada Water Authority

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

SunCor — SunCor Development Company, a subsidifttyyoCompany

Sundance Plant — PPL Sundance’s 450-megawatt gamefacility located approximately 55 miles sowkeof Phoenix, Arizona
Superfund — Comprehensive Environmental Responsp@nsation and Liability Act

T&D — transmission and distribution

Track A Order — ACC order dated September 10, 2@92rding generation asset transfers and reladedss

Track B Order — ACC order dated March 14, 2003 reigg competitive solicitation requirements for pawpurchases by Arizona’s
investor-owned electric utilities

Trading — energy-related activities entered intthwie objective of generating profits on changesarket prices
2004 Settlement Agreement — an agreement proptsings under which APS’ general rate case wouldekited
2004 Form 10-K — Pinnacle West/APS Annual ReporEForm 10-K for the fiscal year ended December 8042

VIE — variable interest entity
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INTRODUCTION
Filing Format

This Quarterly Report on Form 10-Q is a coralineport being filed by two separate registraBisnacle West and APS. The information
required with respect to each company is set fwithin the applicable items.

The Management’s Discussion and Analysis naRcial Condition and Results of Operations inctlideder Item 2 of this report is
divided into the following two sections:

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

. APS—This section includes a detailed description ofrdwmults of operations and contractual obligatioh&PS.

Item 1 of this report includes Condensed Chdated Financial Statements of Pinnacle West amidénsed Financial Statements of APS.
Item 1 also includes Notes to Pinnacle West's Coedéd Consolidated Financial Statements, the mgjofriivhich also relate to APS, and
Supplemental Notes to APS’ Condensed FinanciaéStants.

Certain Notes to APS’ Condensed FinancialeBtants are combined with the Notes to Pinnacle ¥/€sindensed Consolidated Financial
Statements. See page 34 of this Report for aflisteoNotes to Pinnacle West's Condensed Conselilinancial Statements, the majority of
which also relate to APS’ Condensed Financial &tategs, as well as the Supplemental Notes, whicheapgired disclosures for APS and
should be read in conjunction with Pinnacle WeStsdensed Consolidated Notes.

4
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PART I. FINANCIAL INFORMATION

ITEM 1. FINANCIAL STATEMENTS

PINNACLE WEST CAPITAL CORPORATION
CONDENSED CONSOLIDATED STATEMENTS OF INCOME

(unaudited)

(dollars and shares in thousands, except per shaoents)

OPERATING REVENUES
Regulated electricity segme
Marketing and trading segme
Real estate segme
Other revenue
Total
OPERATING EXPENSE:!
Regulated electricity segment purchased power aek
Marketing and trading segment purchased power @aeic
Operations and maintenar
Real estate operations segm
Depreciation and amortizatic
Taxes other than income tax
Other expense
Total
OPERATING INCOME
OTHER
Allowance for equity funds used during construct
Other income (Note 1¢
Other expense (Note 1
Total
INTEREST EXPENSE
Interest charge
Capitalized interes
Total
INCOME FROM CONTINUING OPERATIONS BEFORE INCOME TASS
INCOME TAXES
INCOME FROM CONTINUING OPERATION¢
Income from discontinued operatic— net of income tax expense of $518 and $
NET INCOME

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

EARNINGS PER WEIGHTE[— AVERAGE COMMON SHARES OUTSTANDINC
Income from continuing operatio— basic
Net income— basic
Income from continuing operatio— diluted
Net income— diluted
DIVIDENDS DECLARED PER SHARE

See Notes to Pinnacle West's Condensed Consolifiatcial Statements.

5

Three Months Ende

March 31,

2005 2004
$416,03( $415,46-
116,86t 88,38:
72,05¢ 51,59:
10,13¢ 10,90¢
615,08 566,34!
78,42 88,61
100,64: 67,76¢
156,49¢ 137,38t
56,47¢ 47,69(
94,23: 101,61¢
35,19( 30,33(
8,37¢ 8,75(
529,83: 482,14
85,25¢ 84,19¢
2,60: 2,00z
1,74¢ 11,41
(5,309) (5,94
(962) 7,46¢
49,19¢ 50,31¢
(3,289 (4,91))
45,90¢ 45,40¢
38,38¢ 46,25¢
14,73: 15,46¢
23,65¢ 30,79:
792 63t
$ 24,44¢ $ 31,42¢
91,96: 91,29
92,04¢ 91,37¢
$ 0.2¢ $ 0.3
0.27 0.34
0.2¢€ 0.3
0.27 0.3
$ 0.9t $ 0.9
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PINNACLE WEST CAPITAL CORPORATION
CONDENSED CONSOLIDATED BALANCE SHEETS
(unaudited)
(dollars in thousands)

ASSETS

CURRENT ASSET¢
Cash and cash equivalel
Investment in debt securiti
Customer and other receivab
Allowance for doubtful accoun
Accrued utility revenue
Materials and supplies (at average ¢
Fossil fuel (at average co:
Assets from risk management and trading activ{ineste 10)
Assets held for sale (Note 1
Other current asse

Total current asse

INVESTMENTS AND OTHER ASSET!
Real estate investmer— net
Assets from risk management and trading activ-long term (Note 10
Decommissioning trust accour
Other asset

Total investments and other ass

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

Net property, plant and equipme
DEFERRED DEBITS
Regulatory asse
Other deferred debi
Total deferred debit

TOTAL ASSETS

See Notes to Pinnacle West's Condensed Consolidfiatcial Statements.

6

March 31,
2005

December 31

2004

$ 172,11¢ $ 163,36t

100,00( 181,17
265,53( 367,86
(4,632) (4,896)
78,15¢ 93,22;
109,56¢ 101,33:
22,24 20,51
300,44( 166,89¢
34,39: —
57,91¢ 47,65
1,135,74;  1,137,13
345.80¢ 382,39
358,02 224,34
266,49 267,70
101,85° 107,21
1,072,18 98165
10,544,62  10,486,64
3,437,73.  3,365,95
7,106,88/  7,120,69.
269,01( 258,11¢
127,53 105,48(
58,09: 51,18¢
756152 _ 7,53548
138,37: 135,05:
109,38« 107,42t
247,75( 242 A7

$10,017,21 $ 9,896,74
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PINNACLE WEST CAPITAL CORPORATION
CONDENSED CONSOLIDATED BALANCE SHEETS

(unaudited)

(dollars in thousands)

LIABILITIES AND EQUITY

CURRENT LIABILITIES
Accounts payabl
Accrued taxe!
Accrued interes
Dividends payabli
Shor-term borrowings
Current maturities of lor-term debt
Customer deposit
Deferred income taxe
Liabilities from risk management and trading adtdés (Note 10
Liabilities held for sale (Note 1¢
Other current liabilitie:

Total current liabilities
LONG-TERM DEBT LESS CURRENT MATURITIES

DEFERRED CREDITS AND OTHEI
Deferred income taxe
Regulatory liabilities
Liability for asset retirement
Pension liability
Liabilities from risk management and trading adtég-long term (Note 10
Unamortized gai— sale of utility plant
Other

Total deferred credits and otl

COMMITMENTS AND CONTINGENCIES (Notes 5, 12 and 1

COMMON STOCK EQUITY
Common stock, no par vali
Treasury stocl

Total common stoc

Accumulated other comprehensive income (Ic
Minimum pension liability adjustmel
Derivative instrument

Total accumulated other comprehensive income (
Retained earning
Total common stock equit

TOTAL LIABILITIES AND EQUITY

See Notes to Pinnacle West’s Condensed Consoliffatedicial Statements.

7

March 31, December 3:
2005 2004
$ 19454( $ 373,52¢
277,37¢ 245,61
48,68: 38,79t
43,751
63,252 71,03(
517,80" 617,16
56,69: 55,55¢
9,057 9,057
201,47¢ 113,40t
28,94, —
145,78 101,74¢
1,587,36° 1,625,89
2,576,361 2,584,98!
1,283,471 1,227,55:
513,79¢ 506,64¢
252,92¢ 251,61:
250,32¢ 234,44!
199,64¢ 156,26:
49,18¢ 50,33¢
311,08( 308,81¢
2,860,44! 2,735,67!
1,781,05( 1,769,04
(35) (42¢)
1,781,01! 1,768,61!
(81,789 (81,789
152,66: 59,24
70,87 (22,545
1,141,15. 1,204,12:
2,993,04; 2,950,19
$10,017,21.  $9,896,74
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PINNACLE WEST CAPITAL CORPORATION
CONDENSED CONSOLIDATED STATEMENTS OF CASH FLOWS
(unaudited)
(dollars in thousands)

CASH FLOWS FROM OPERATING ACTIVITIES
Net Income

Adjustment to reconcile net income to net cash iglext by operating activitie:

Income from discontinued operations, net of
Depreciation and amortizatic
Nuclear fuel amortizatio
Allowance for equity funds used during construct
Deferred income taxe
Change in mal-to-market valuation
Changes in current assets and liabilit
Customer and other receivab
Accrued utility revenue
Materials, supplies and fossil fu
Other current asse
Accounts payabl
Accrued taxe:
Accrued interes
Other current liabilitie:
Proceeds from the sale of real estate a:
Real estate investmer
Increase in regulatory ass:
Change in risk management and trading activ— asset:
Change in risk management and trading activ— liabilities
Change in customer advanc
Change in pension liabilit
Change in other lor-term asset
Change in other lor-term liabilities

Net cash flow provided by operating activit

CASH FLOWS FROM INVESTING ACTIVITIES
Capital expenditure

Capitalized interes

Discontinued operatior— Real Estatt
Discontinued operatior— NAC

Purchases of investment securi

Proceeds from sale of investment secur

Other

Net cash flow used for investing activiti

CASH FLOWS FROM FINANCING ACTIVITIES
Issuance of lor-term debi

Shor-term borrowings and paymer— net
Dividends paid on common sto

Repayment of lor-term debt

Common stock equity issuan

Other

Net cash flow used for financing activiti

NET INCREASE (DECREASE) IN CASH AND CASH EQUIVALENT

CASH AND CASH EQUIVALENTS AT BEGINNING OF PERIOI

CASH AND CASH EQUIVALENTS AT END OF PERIOI

Supplemental disclosure of cash flow informal
Cash paid during the period f

Income taxes pai

Interest paid, net of amounts capitali

Three Months Ende

March 31,

2005 2004
$ 24,44¢ $ 31,42¢
(792) (635)
94,23! 101,61¢
2,101 7,59¢
(2,609 (2,007
(4,28)) 9,06(
(18,557 (22,920
102,06: 70,85
15,07: (71€)
(9,967 3,66¢
(10,265 (505)
(179,46) (52,208
31,76¢ 33,89!
9,88¢ (4,748
42,98: 21,55:
53,82( 9,80(
(13,79) (10,639
(3,329 (847)
(1,199 5,87¢
37,701 19,42
2,18¢ 3,07(
15,88: 14,70«
4,871 (11,106
3,181 (994)
195,95: 225,22¢
(121,120 (116,123
(3,289 (4,91))
(2,785 132
— 3,55¢
(343,52)  (193,34)
424,70( 285,19}
6,13¢ (4,199
(39,887 (29,689
163,99¢ 179,00(
(7,779 149,00"
(43,666 (41,080
(264,80)  (601,42)
12,64¢ —
(7,719 2,75¢
(147,320 (311,750
8,75( (116,212
163,36¢ 131,06:
$172,11¢ $ 14,85:
$ 15,23( $ 6,767
$ 71,327 $ 72,367



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

1. Consolidation and Nature of Operations

The condensed consolidated financial statesriantude the accounts of Pinnacle West and outly#aned subsidiaries: APS, Pinnacle
West Energy, APS Energy Services, SunCor and EA@mrAll significant intercompany accounts and setions between the consolidated
companies have been eliminated. Our accountingdeare maintained in accordance with GAAP. Th@gration of financial statements in
accordance with GAAP requires management to makaaes and assumptions that affect the reportezbiata of assets and liabilities,
disclosure of contingent assets and liabilitiethatdate of the financial statements and reponteoluats of revenues and expenses during the
reporting period. Actual results could differ fraghose estimates. We have reclassified certain paar amounts to conform to the current
year presentatior

2. Condensed Consolidated Financial Statements

Our unaudited condensed consolidated finastééments reflect all adjustments which we beli@ie necessary for the fair presentation
of our financial position and results of operatiémsthe periods presented. These adjustmentsfar@@rmal recurring nature. We suggest
that these condensed consolidated financial statsnasd notes to condensed consolidated finarteitdments be read along with the
consolidated financial statements and notes toatiolaged financial statements included in our 2604m 10-K.

3. Quarterly Fluctuations

Weather conditions cause significant seasiunalations in our revenues. In addition, reahesttrading and wholesale marketing
activities can have significant impacts on our hssfor interim periods. For these reasons as asbhthers, results for interim periods do not
necessarily represent results to be expected éoydhr.

4. Changes in Liquidity
On January 15, 2005, APS repaid its $100 onil6.25% Notes due 2005. APS used cash on hardiéem these notes.

On March 1, 2005, Maricopa County, Arizonal@®an Control Corporation issued $164 million afnable interest rate pollution control
bonds, 2005 Series A-E, due 2029. The bonds wsuedsto refinance $164 million of outstanding ptdin control bonds. The Series A-E
bonds are payable solely from revenues obtained ABS pursuant to a loan agreement between AP#aridopa County, Arizona
Pollution Control Corporation. These bonds aresifaesi as long-term debt on our Condensed CongeliiBalance Sheets.

On April 11, 2005 Pinnacle West Energy iss§&@0 million of Floating Rate Senior Notes due Apri2007. Pinnacle West has
unconditionally guaranteed these notes. Pinnaclst\&ieergy used the proceeds of this issuance &y @$500 million loan from APS. See
“ACC Financing Order” in Note 5. APS intends to tise proceeds to pay a portion of the purchase pfithe PWEC Dedicated Assets. In
the interim, APS intends to invest the proceedsserthem for general corporate purposes. In thetékiat the FERC does not approve the
transfer of the PWEC Dedicated Assets, APS willtheeproceeds for general corporate purposes.

9
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PINNACLE WEST CAPITAL CORPORATION
NOTES TO CONDENSED CONSOLIDATED FINANCIAL STATEMENT S

On May 2, 2005, Pinnacle West redeemed aalpaf its $165 million Floating Rate Senior Nothse November 1, 2005. We used casl!
hand to redeem the notes.

On May 2, 2005, Pinnacle West issued 6,095¢b@0es of its common stock at an offering pric84# per share, resulting in net proceeds
of approximately $248 million. Pinnacle West angaties using the net proceeds of the offering foegd corporate purposes, including
making capital contributions to APS, which will, tirn, use such funds to pay a portion of the apprately $190 million purchase price of
its pending acquisition of the Sundance Plant ahdracapital expenditures expected to be incuilwaddet the growing needs of APS’ service
territory. See “Request for Proposals and Assettiise Agreement” in Note 5 for information regagdikPS’ pending acquisition of the
Sundance Plant.

APS had $566 million of pollution control bandutstanding under which interest rates are msatdaily, weekly or annual basis as of
March 31, 2005. The holders of $223 million of thé®nds have the right to cause APS to purchagebibieds on the applicable reset date if
the bonds are not remarketed. Of these bonds, #86mof such bonds are classified as current miti¢s of long-term debt. The remaining
$173 million of bonds are classified as long-tembtthecause APS has the intent and ability, as dsirated by credit agreements in place
that extend for more than one year, to refinangebmmds that APS is required to purchase.

The following is a list of principal paymerdge on Pinnacle West's consolidated long-term dabtcapitalized lease requirements as of
March 31, 2005:

e $517 million in 2005

e $395 million in 2006

*  $174 million in 2007

*  $7 million in 2008;

. $1 million in 2009; anc

. $2.013 billion thereaftel

We have investments in auction rate secuiii@ghich interest rates are reset on a short-teasis; however, the underlying contract
maturity dates extend beyond three months. Weifjab® investments in auction rate securitiesrag$tments in debt securities on our
Condensed Consolidated Balance Sheets. The purahdssale activities related to these investmeang lbeen reclassified on the
Consolidated Statement of Cash Flows for the préar period.

5. Regulatory Matters
Electric Industry Restructuring
State

APS General Rate Case

On April 7, 2005, the ACC issued an ordethia tjeneral rate case that APS filed on June 23.20tk order became final and non-
appealable on April 28, 2005. In its order, the Agiiproved the 2004 Settlement Agreement, with iterévisions. Certain key financial
components of the order include:

. APS received an annual retail rate incredsmproximately $75.5 million, or 4.21%, which weféective as of April 1, 2005. This
increase does not include the impac

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

the PSA (discussed below), which is estimédduke 5% in 2006. These increases could be fuitihygacted if the ACC approves
additional surcharge

The PSA provides for the annual adjustmemttes to reflect variations in fuel and purchaseder costs, subject to specified
parameters and procedures, including the follow

APS will record deferrals for recovery orueél to the extent actual fuel and purchased poesiswary from $0.020743 per
kWh;

amounts to be recovered or refunded through the &8Aimited to plus or minus $0.004 per kWh oVer life of the PSA

in addition, the ACC order provides for a surchargechanism as follow:

. each time the accumulated pretax net deferral1®a@ million, APS must notify the ACC, but priar the deferral balan
exceeding $100 million, APS must file with the A@LCrecover or refund such deferral balance thraughrcharge

. amounts recovered or refunded through any surctaegpot included in the $0.004 per kWh PSA lir

the recoverable amount of net fuel and pusetigpower costs is capped at $776.2 million per (RS does not expect such
costs to exceed $776.2 million in 2005 or 20(

the PSA will remain in effect for a minimuiwd-year period, but the ACC may eliminate the RBAny time, if appropriate, in
the event APS files a rate case before the expiratf the fiveyear period or if APS does not comply with the temwhthe PSA

and

the first adjustment of rates under the PSAulk occur on April 1, 2006, unless the ACC appmoaespecial surcharge prior to
that date

The 2004 Settlement Agreement included ataglfi moratorium for generating plants to be invéee prior to January 1, 2015. The
ACC order modified that moratorium to include thugaisition of a generating unit, or an interesaigenerating unit, from any
utility or merchant generator without prior ACC apyal.

APS was authorized to acquire Redhawk Unasd 2, West Phoenix Units 4 and 5, and Saguarb3/)mihich are dedicated to
serving APS’ customers (the “PWEC Dedicated As3ditetn PWEC, with a net carrying value of approxieia $850 million, and

to rate base the PWEC Dedicated Assets at a rageMadue of $700 million, which will result in a n@atory rate base disallowance
of approximately $150 million. As a result, for dincial reporting purposes, APS will recognize a-time, after-tax net plant write-
off of approximately $90 million in the period whére assets are recorded on APS’ books. This g#ansmains subject to approval

of the FERC

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

To bridge the time between the effective ddtthe rate increase and the actual date the PIédicated Assets transfer, effective
April 1, 2005, APS and PWEC entered into a cosedamirchase power agreement (the “Bridge PPA")clvig based on the value
of the PWEC Dedicated Assets. When the Bridge P&aime effective, prior power purchase agreemenmdsezhinto between AF
and PWEC were terminated. The Bridge PPA will remiaieffect until the FERC approves the transfethefPWEC Dedicated

Assets to APS and the transfer is comple

If the FERC were to issue an order denying@Aiéquest to acquire the PWEC Dedicated Assets, tidg&PPA would becon
a 30-year purchase power agreement, with pricésctifg cost-of-service as if APS had acquired matd-based the PWEC

Dedicated Assets at the value described at
If the FERC were to issue an order (a) apipgpAPS’ request to transfer the PWEC Dedicatedefssat a value materially less
than $700 million, (b) approving the transfer ofvé than all of the PWEC Dedicated Assets, orl{a) tvas materially

inconsistent with the ACC order, APS would fileappropriate application with the ACC so that ratesld be adjusted. In
these circumstances, the Bridge PPA would contatdeast until the conclusion of the subsequentgeding to consider any

appropriate adjustment to A’ rates.

ACC Financing Order

On May 12, 2003, APS issued $500 million dbtdeursuant to the Financing Order and made a $5@n loan to Pinnacle West Ener¢
Pinnacle West Energy distributed the net proceétisab loan to us to fund the repayment of a portdthe debt we incurred to finance the
construction of the PWEC Dedicated Assets. On Akkjl2005, this loan was repaid with the proceddsreew debt issuance. See “Capital

Needs and Resourc— By Company — Pinnacle West Energy” in Part Ipit2 below.

The ACC granted the Financing Order subjeeftious conditions. One of these conditions i$ &RS must maintain a common equity
ratio of at least 40% and may not pay common diuidef such payment would reduce its common eqatiyp below that threshold, unless
otherwise waived by the ACC. This condition is agoing requirement and was not affected by Pinnétdst Energy’s repayment of APS’

$500 million loan.

In addition, the Financing Order required A@C staff to conduct an inquiry into our and odil@ftes’ compliance with the retail electric
competition and related rules and decisions. Or X3 2003, APS submitted its report on these msatidethe ACC staff. As part of the ACC

order in APS’ general rate case discussed aboigeintuiry was concluded with no further actionthg ACC.

Retail Electric Competition Rules

In 1999, the ACC approved rules for the intrciibn of retail electric competition in Arizonah@ rules include the following major
provisions:
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. They apply to virtually all Arizona electric utiks regulated by the ACC, including AF
. Effective January 1, 2001, retail access becamitablato all APS retail electricity custome

. Electric service providers that get CC&Niom the ACC can supply only competitive servjéasluding electric generation, but |
electric transmission and distributic

. Affected utilities must file ACC tariffs that unbdle rates for noncompetitive servic

. The ACC shall allow a reasonable opportunity faoreery of unmitigated stranded cos

On November 27, 2000, a Maricopa County, ArgdSuperior Court judge issued a final judgmeidihg that the rules are
unconstitutional and unlawful in their entirety diefailure to establish a fair value rate basecfumpetitive electric service providers and
because certain of the rules were not submittélde@d\rizona Attorney General for certification. Tjuelgment also invalidates all ACC orders
authorizing competitive electric service providengluding APS Energy Services, to operate in AmazoThe ACC and other parties aligned
with the ACC appealed the ruling to the Arizona @aifi Appeals, and in January 2004, the Court iifedibd some, but not all, of the rules as
either violative of Arizona’s constitutional regeiment that the ACC consider the “fair value” oftdity’s property in setting rates or as being
beyond the ACG constitutional and statutory powers. Other rutese set aside for failure to submit such regufetito the Arizona Attorne
General for certification as required by statuteeguest for the Arizona Supreme Court to reviesv@ourt of Appeals decision was denied
on January 4, 2005. To date, the ACC has takerctionaon either the rules or the orders authoriziagpetitive electric service providers in
response to the now final Court of Appeals decisfma result, at present only limited electri@iletompetition exists in Arizona and only
with certain entities not regulated by the ACC.

Track A Order
On September 10, 2002, the ACC issued thekTAaOrder, in which the ACC, among other things:

. reversed its decision, as reflected in thes;uo require APS to transfer its generationtassieher to an unrelated third party or to a
separate corporate affiliate; a

. unilaterally modified the 1999 Settlement égment, which authorized APS’ transfer of its gatieg assets, and directed APS to
cancel its activities to transfer its generatiogets to Pinnacle West Ener;

On November 15, 2002, APS filed appeals ofTttaek A Order in the Maricopa County, Arizona StpeCourt and in the Arizona Court
of Appeals. Arizona Public Service Company vs. 8nia Corporation CommissiqrCV 2002-0222 32; Arizona Public Service Compasy v
Arizona
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Corporation Commission1CA CC 02-0002. On December 13, 2002, APS and\@€ staff agreed to principles for resolving cariasues
raised by APS in its appeals of the Track A Ord&e major provisions of the principles include, amm@ther things, the following:

. APS and the ACC staff agreed that it would be apypate for the ACC to consider the following mastém APS general rate cas

. the generating assets to be included in AR®' base, including the question of whether theeRVIDedicated Assets should be
included in AP rate base

. the appropriate treatment of the $234 millwatax asset write-off agreed to by APS as path®fl999 Settlement Agreement;
and

. the appropriate treatment of costs incurne@BS in preparation for the previously anticipatexhsfer of generation assets to
Pinnacle West Energ

. As a result of the ACC'’s issuance of the Ritiag Order, APS’ appeals of the Track A Orderlanéted to the issues described in
the preceding bullet point

On August 27, 2003, APS, Pinnacle West and&ile West Energy filed a lawsuit asserting danwda@jens relating to the Track A Order.
Arizona Public Service Company et al. v. The StdtArizona ex rel, Superior Court of the State of Arizona, CountWaricopa, No.

CV2003-016372.

As a result of the ACC'’s order in APS’ genardk case discussed above, APS, Pinnacle WesBiandcle West Energy are presently in
the process of seeking dismissal of the aboveatitig.

Track B Order

On March 14, 2003, the ACC issued the TradcBrBer, which required APS to solicit bids for certastimated amounts of capacity and
energy for periods beginning July 1, 2003. For 206BS was required to solicit competitive bids &wout 2,500 MW of capacity and about
4,600 gigawatt-hours of energy, or approximatel$o28f APS’ total retail energy requirements.

APS issued requests for proposals in Marct8 20, by May 6, 2003, APS entered into contractadet all or a portion of its
requirements for the years 2003 through 2006 d&wWsl!

(1) Pinnacle West Energy agreed to provide 1,700 M\uig through September of 2003 and in June thr@eptember of 2004, 20
and 2006, by means of a unit contingent cont

(2) PPL EnergyPlus, LLC agreed to provide 11/ ki July through September of 2003 and 150 MWunelthrough September of
2004 and 2005, by means of a unit contingent cont
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(3) Panda Gila River LP agreed to provide 430 i October of 2003 and 2004 and May of 2004 a®@b2 and 225 MW from
November 2003 through April 2004 and from Novem@d4 through April 2005, by means of firm call apts.

With final ACC approval of the 2004 Settlemégfreement, the Track B contract with Pinnacle Wesrgy was cancelled, effective
April 1, 2005 and replaced by the Bridge PPA. Thack B contract with PPL will be cancelled uponsihg of the purchase of the Sundance
Plant (see below).

Request for Proposals and Asset Purchase Agreement

In early December 2003, APS issued a reqoegirbposals for long-term power supply resour@sJune 1, 2004, APS and PPL
Sundance, a wholly-owned subsidiary of PPL Corponaentered into an asset purchase agreement ioh WPS agreed to purchase the
Sundance Plant. The Sundance Plant, which begameasial operation in July 2002, would provide peakgeneration support for APS’
system and reduce APS’ growing needs for new génereesources. The purchase price for the SundBfzoe is approximately
$190 million.

On June 1, 2004, APS and PPL Sundance fijethbapplication with the ACC with respect to ARfBoposed acquisition of the Sundance
Plant. On January 20, 2005, the ACC issued an aaldirming APS’ authority to “self-build or buy megeneration assets for native load”
and stated that APS’ acquisition of the SundanaatRlould be a proper purpose under APS’ existi@gAinancing authorizations. APS’
filings with the ACC also requested that the ACIRW®IAPS to defer for future recovery certain calpgiad operating costs (net of fuel and
purchased power savings) associated with the Sged@lant acquisition until rate treatment for thm@ance Plant could be considered in
APS’ next general rate case. APS’ filings estimabed the deferrals would be approximately $10iomllto $15 million before income taxes
on an annualized basis. The order issued by the allo@s APS to record the deferrals for up to 36iths, subject to a number of conditic
However, if APS has a general rate case penditigeagnd of the 3@ionth period, the deferral period could extendldhé rate case had be
decided. The conditions imposed by the order apeeted to substantially limit the amount of defisrthat APS will be able to record.

APS’acquisition of the Sundance Plant, which was aputdyy the FERC on May 6, 2005, is subject to cuatgralosing conditions. Tt
transaction is targeted to close in the springdffR2 Pursuant to the asset purchase agreememessiad, either party may terminate the
agreement if the transaction does not close by B¥ay2005, subject to PPL Sundance’s right to extaadtlosing date by 60 days. In
connection with the FERC proceeding, APS commititeain independent market monitoring plan that gtesifor an independent expert to
monitor APS’ generation dispatch and operationofransmission system and report to the FERC atgnfially anti-competitive conduct.
The plan will be effective upon closing of the santion and will continue in effect until the FER@proves a regional market monitoring
plan or five years, whichever is earlier.

General

The regulatory developments and legal cha#lerig the ACC'’s retail electric competition ruléscdssed in this Note have raised
considerable uncertainty about the status and giaegail electric competition and of electric mesturing in Arizona. Although some very
limited retail competition existed in APS’ serviaeea in 1999 and 2000, there are currently no@cétail competitors providing unbundled
energy or other utility services to APS’ customéys.a result, we cannot predict when, and the ¢xtewhich, additional competitors will re-
enter APS’ service territory. As competition in #lectric industry continues to evolve, we will tone to evaluate strategies and alternatives
that will position us to compete in the new regoifgtenvironment.
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Federal

In July 2002, the FERC adopted a price mitigaplan that constrains the price of electricitythie wholesale spot electricity market in the
western United States. The FERC adopted a pricefchp50 per MWh for the period subsequent to Cetdi, 2002. Sales at prices above
the cap must be justified and are subject to ptergfund.

On July 31, 2002, the FERC issued a Notideroposed Rulemaking for Standard Market Desigmfuolesale electric markets.
Voluminous comments and reply comments were filedictually every aspect of the proposed rule. Qmil®28, 2003, the FERC Staff isst
an additional white paper on the proposed Stanili@mtet Design. The white paper discusses sevefiayprthanges to the proposed Standard
Market Design, including a greater emphasis ornilfiéty for regional needs. We cannot currently ¢ice what, if any, impact there may be to
the Company if the FERC adopts the proposed rudmpmodifications proposed in the comments.

On August 11, 2004, Pinnacle West, APS, Rilen&/est Energy, and APS Energy Services (colleltjthe “Pinnacle West Companies”)
submitted to the FERC an update to its three-yeaket-based rate review, pursuant to the FERC’srardplementing a new generation
market power analysis. On December 20, 2004, tHiRG-Esued an order approving market-based rateofdrol areas other than those of
APS, Public Service Company of New Mexico and Tacstectric Company. The order required the Pinnsi¢ést Companies to submit
additional data with respect to these control araas on February 18, 2005, the Pinnacle West Coiepaubmitted such data. On April 11,
2005, APS and a group of APS wholesale electritooners, the Arizona Districts, submitted a settlehibat resolved concerns raised by the
Arizona Districts in the proceeding. On May 2, 208@%rotest and a motion to intervene were filedheyYavapaiApache Energy Office wit
respect to the settlement between APS and the daifistricts. On April 5, 2005, the FERC issueckéigiency letter seeking further
information from the Pinnacle West Companies retatd the APS control area and the Pinnacle Westp@oies filed a response on April
2005. The notice period for filing comments on thilaig expired on May 5, 2005, and no additionafranents were filed. We cannot
currently predict the outcome of this proceeding,Wwe do not believe that the outcome will haveaerial adverse effect on our financial
position, results of operations or liquidity.

6. Retirement Plans and Other Benefits

Pinnacle West sponsors a qualified definecfieand account balance pension plan, a nongedlgupplemental excess benefit retirement
plan, and other postretirement benefit plans feraimployees of Pinnacle West and our subsidiaries.

The following table provides details of theams’ benefit costs for the three months ended Maict2005 and 2004. Also included is the
portion of these costs charged to expense, inajuaiministrative costs and excluding amounts bigedlectric plant participants or amounts
capitalized as overhead construction (dollars iltions):
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Pension Benefit

Other Benefits

Three Months Ende

Three Months Ende

March 31, March 31,
2005 2004 2005 2004

Service co-benefits earned during the peri $ 12 $ 10 $ 6 $ 3
Interest cost on benefit obligatis 23 21 9 6
Expected return on plan ass (24 (20 (8) 4)
Amortization of:

Transition (asset) obligatic @ @ 1 1

Prior service cos 1 1 — —

Net actuarial los 5 4 2 2
Net periodic benefit cot $ 16 $ 15 $ 10 $ 8
Portion of cost charged to expel $ 7 $ 7 $ 4 $ 3
APS share of costs charged to expe $ 6 $ 6 $ 4 $ 3

Contributions

The minimum required contribution to be maal@dr pension plan in 2005 is estimated to be apprately $50 million, $13 million of
which was contributed on April 15, 2005. The cdmition to be made to other postretirement bené&fitgin 2005 is estimated to be

approximately $40 million. APS’ share is approxiglgt92% of both plans.
7. Business Segments

We have three principal business segmentstfdéted by products, services and the regulatoviremment):

. our regulated electricity segment, which éstssof traditional regulated retail and wholesglkctricity businesses (primarily
electricity service to Native Load customers) agldted activities and includes electricity genemtiransmission and distributic

. our marketing and trading segment, which =te®f our competitive energy business activitiesluding wholesale marketing and

trading and APS Energy Servi’ commodity-related energy services; a

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

Financial data for the three months ended kl&d; 2005 and 2004 and at March 31, 2005 and Dieee81, 2004 by business segment is

provided as follows (dollars in millions):
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Three Months Ende

March 31,
2005 2004
Operating Revenue
Regulated electricit $ 41¢€ $ 41F
Marketing and tradin 117 88
Real estat 72 52
Other 10 11
Total $ 61E $ 56€
Net Income
Regulated electricit $ 13 $ 18
Marketing and tradin 1 10
Real estat 9 2
Other 1 1
Total $ 24 $ 31
As of As of
March 31, 200 December 31, 20(
Assets:
Regulated electricit $ 8,67( $ 8,67¢
Marketing and tradin 871 74€
Real estat 452 454
Other 24 23
Total $ 10,017 $ 9,89i

8. New Accounting Standards

In December 2004, the FASB issued SFAS No(RR3Share-Based Payment.” The standard estalsliabeounting for transactions in
which an entity exchanges its equity instrumentgfmds or services. It also addresses transadtiomkich an entity incurs liabilities in
exchange for goods or services that are basedediaithvalue of the entity’s equity instrumentstioait may be settled by the issuance of those
equity instruments. SFAS No. 123(R) is effectiveds as of January 1, 2006. We are currently etialyghe impacts of this new guidance,
but we do not believe it will have a material impao our financial statements.

In March 2005, the FASB issued FIN No. 47, taanting for Conditional Asset Retirement Obligasd FIN No. 47 clarifies that an
entity must record a liability for the fair valuéan asset retirement obligation for which the tignand (or) method of settlement are
conditional on a future event if the liabilig/fair value can be reasonably estimated. FIN Nads £«ffective no later than the end of fiscal @
ending after December 15, 2005. We are currenéyuating the new guidance, but do not expect tlogtiah of this interpretation to have a
material impact on our financial statements.
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9. Variable Interest Entities

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

APS is exposed to losses under the Palo \Eatdeleaseback agreements upon the occurrencetaincevents that APS does not consider
to be reasonably likely to occur. Under certaicuinstances (for example, the NRC issuing specifieldtion orders with respect to Palo
Verde or the occurrence of specified nuclear eyeARS would be required to assume the debt agedcwth the transactions, make
specified payments to the equity participants, take title to the leased Unit 2 interests, whi€lapipropriate, may be required to be written
down in value. If such an event had occurred ddath 31, 2005, APS would have been required torassapproximately $250 million of
debt and pay the equity participants approxima$&§2 million.

10. Derivative and Energy Trading Accounting

We are exposed to the impact of market flucdaa in the commodity price of electricity, natugas, coal and emissions allowances ar
interest rates. We manage risks associated witliethmarket fluctuations by utilizing various instremts that qualify as derivatives, including
exchange-traded futures and options and over-thateoforwards, options and swaps. As part of aarall risk management program, we
use such instruments to hedge our exposure to eBangnterest rates and to hedge purchases aslafadlectricity, fuels, and emissions
allowances and credits. As of March 31, 2005, wagkd exposures to the price variability of the cardities for a maximum of eight years.
The changes in market value of such contracts haigh correlation to price changes in the hedgmusactions. In addition, subject to
specified risk parameters monitored by the ERMCewgage in marketing and trading activities intehideprofit from market price
movements.

Cash Flow Hedges

The changes in the fair value of our hedgegitipms included in the Condensed Consolidatece8tants of Income for the three months
ended March 31, 2005 and 2004 were comprised dbtloeving (dollars in thousands):

Three Months Ende

March 31,
2005 2004
Gains on the ineffective portion of derivatives lifyang for hedge accountin $ 7,324 $ 1,384
Gains from the change in optic time value excluded from measurement of effectigs 85¢ 80
Gains from the discontinuance of cash flow hec 38t 1,137
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During the twelve months ending March 31, 2006 estimate that a net gain of $136 million befiocome taxes will be reclassified from
accumulated other comprehensive income as an ¢ffske effect on earnings of market price charigethe related hedged transactions.

Our assets and liabilities from risk managenae trading activities are presented in two catieg, consistent with our business
segments:

. Regulated Electricity — non-trading derivatimstruments that hedge our purchases and saddsabficity and fuel for APS’
Native Load requirements of our regulated eledtribusiness segment; a

. Marketing and Tradin— both noi-trading and trading derivative instruments of competitive business segme

The following table summarizes our assetslafdities from risk management and trading ac¢ias at March 31, 2005 and December 31,
2004 (dollars in thousands):

March 31, 2005

Current Current Other Net Assel
Assets Investment Liabilities Liabilities (Liability)
Regulated electricity
Mark-to-market $132,81( $ 49,15¢ $ (2497 $ (4,179 $152,81:
Options and future- at cost 19,33 — (44,9079 — (25,569
Marketing and trading
Mark-to-market 148,29¢ 307,77 (101,010 (195,46 159,59(
Options and futures and emission allowar— at cosl — 1,09t (30,589 — (29,499
Total $300,44( $358,02: $(201,47¢  $(199,64)  $257,34(
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December 31, 2004

Current Current Other Net Assel
Assets Investment Liabilities Liabilities (Liability)
Regulated electricity
Mark-to-market $ 45,22( $ 19,417 $ (19,197 $ (12,000 $ 33,44¢
Options and margin accou 18,82: 11¢€ (8,879 — 10,06(
Marketing and trading
Mark-to-market 102,85! 204,51: (68,009 (132,68 106,67t
Emission allowance- at cost and margin accot — 294 (17,32%) (11,579 (28,617)
Total $166,89¢ $224,34: $(113,400) $(156,267) $121,56¢

Cash or other assets may be required to sercellateral against our open positions on cednergyrelated contracts. Collateral provic
to counterparties was $3 million at March 31, 2688 $1 million at December 31, 2004, and is inatlitkeother current assets on the
Condensed Consolidated Balance Sheets. Collaterated to us by counterparties was $57 millioMarch 31, 2005 and $24 million at
December 31, 2004, and is included in other culliabilities on the Condensed Consolidated BaldBioeets.

Fair Value Hedges

On January 29, 2004, we entered into two fifaefloating interest rate swap transactions on®200 million 6.4% Senior Notes. The
purpose of these hedges is to protect againsffisigmi fluctuations in the fair value of our deBir interest rate swaps are considered to be
fully effective with any resulting gains or loss@s the derivative offset by a similar loss or gamount on the underlying fair value of debt.
The fair value of the interest rate swaps was sddapproximately $5 million at March 31, 2005 asiéhcluded in deferred credits and other
with the corresponding offset in long-term debslearrent maturities on the Condensed Consolidaééaince Sheets.

Credit Risk

We are exposed to losses in the event of mfopeance or nonpayment by counterparties. We hiakenanagement and trading contracts
with many counterparties, including two counterjgarfor which a worst case exposure representogippately 30% of Pinnacle West's
$658 million of risk management and trading asastsf March 31, 2005. Our risk management processsaes and monitors the financial
exposure of these and all other counterpartiespiféethe fact that the great majority of tradingicterparties are rated as investment grade by
the credit rating agencies, including the counteigsmnoted above, there is still a possibilitytthiae or more of these companies could def
resulting in a material impact on consolidated e for a given period. Counterparties in the fotid consist principally of major energy
companies, municipalities, local distribution comigs and financial institutions. We maintain cremtiticies that we believe minimize overall
credit risk to within acceptable limits. Determiiogit of the credit quality of our counterpartiebased upon a number of factors, including
credit ratings and our evaluation of their finahciandition. In many contracts, we employ collateemuirements and standardized
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agreements that allow for the netting of positime aegative exposures associated with a singletemparty. Valuation adjustments are
established representing our estimated credit $oss@ur overall exposure to counterparties.

11. Comprehensive Income

Components of comprehensive income for theetimonths ended March 31, 2005 and 2004, arelas$o{dollars in thousands):

Three Months
Ended March 31

2005 2004
Net income $ 24,44¢ $31,42¢
Other comprehensive incorr
Unrealized gain on derivative instruments, netaf (@) 97,01¢ 28,88t
Reclassification of realized gain to income, netaof (b) (3,599 (98)
Total other comprehensive incor 93,41¢ 28,78¢
Comprehensive incon $117,86° $60,21¢

(@ These amounts primarily include unrealized gaim$ losses on contracts used to hedge our forelcalstetricity and gas requirements
to serve Native Loac

(b) These amounts primarily include the reclassificabf unrealized gains and losses to realizeddotracted commodities delivered
during the period

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

Nuclear power plant operators are requireghter into spent fuel disposal contracts with tli#H)and the DOE is required to accept and
dispose of all spent nuclear fuel and other higielleadioactive wastes generated by domestic posaators. Although the Nuclear Waste
Act required the DOE to develop a permanent repnsfor the storage and disposal of spent nuclealrlfy 1998, the DOE has announced
that the repository cannot be completed before 20iDit does not intend to begin accepting speciean fuel prior to that date. In
November 1997, the United States Court of Appeaishie District of Columbia Circuit (D.C. Circuigsued a decision preventing the D
from excusing its own delay, but refused to ortherDOE to begin accepting spent nuclear fuel. Basetthis decision and the DGEdelay,
number of utilities, including APS (on behalf cfetf and the other Palo Verde owners), filed darmagptions against the DOE in the Court of
Federal Claims. Arizona Public Service Company mitédl States of AmericaUnited States Court of Federal Claims, 03-2832C.
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APS currently estimates it will incur $115 hioih (in 2004 dollars) over the life of Palo Verfi its share of the costs related to the on-site
interim storage of spent nuclear fuel. As of Magdh 2005, APS had spent $12 million for on-siteiimh spent nuclear fuel storage. APS has
recorded a regulatory asset of $12 million for¢bsts.

California Energy Market Issues and Refunds in thePacific Northwest
FERC

In July 2001, the FERC ordered an expeditetffading hearing to calculate refunds for spotkea transactions in California during a
specified time frame. APS was a seller and a pwehia the California markets at issue, and toetttent that refunds are ordered, APS
should be a recipient as well as a payor of suabuauts. The FERC is still considering the evidenu# refund amounts have not yet been
finalized. APS does not anticipate material charnigés exposure and still believes, subject tofthalization of the revised proxy prices, that
it will be entitled to a net refund.

On March 19, 2002, the State of Californiadila complaint with the FERC alleging that wholesallers of power and energy, including
the Company, failed to properly file rate infornaaitiat the FERC in connection with sales to Califofrom 2000 to the present under market-
based rates. State of California v. British ColuanBower Exchange et alDocket No. EL02-71-000. The complaint requestsRERC to
require the wholesale sellers to refund any rdtasare “found to exceed just and reasonable I€vEés complaint was dismissed by the
FERC and the State of California appealed the mgtttdhe Ninth Circuit Court of Appeals. In an ordgsued September 9, 2004, the Ninth
Circuit upheld the FERC's authority to permit markased rates, but rejected the FERC's claim thaas without authority to consider
retroactive refunds when a utility has not striethhered to the quarterly reporting requirementb@imarket-based rate system. On
September 9, 2004, the Ninth Circuit remanded #se ¢o the FERC for further proceedings. Stateatif@nia ex rel. Bill Lockyer, Attorney
General v. FERC No. 02-73093. Several of the intervenors in #ppeal filed a petition for rehearing of this dawison October 25, 2004.

The petition for rehearing has not been acted uaod the outcome of the further proceedings cabegtredicted at this time.

The FERC also ordered an evidentiary procegttirdiscuss and evaluate possible refunds foP#uific Northwest. The FERC affirmed
the ALJ’s conclusion that the prices in the Padifarthwest were not unreasonable or unjust anchosfishould not be ordered in this
proceeding. This decision has now been appealtkthiinth Circuit Court of Appeals. Although the RE ruling in the Pacific Northwest
matter is being appealed and the FERC has noyatlated the specific refund amounts due in Calitg we do not expect that the
resolution of these issues, as to the amountseallegthe proceedings, will have a material advargact on our financial position, results of
operations or liquidity.

On March 26, 2003, FERC made public a FingddrReon Price Manipulation in Western Markets, jamegl by its staff and covering spot
markets in the West in 2000 and 2001. The repatedtthat a significant number of entities whoipgrated in the California markets during
the 2000-2001 time period, including APS, may ptédly have been involved in arbitrage transactitiret allegedly violated certain
provisions of the ISO tariff. After reviewing theatter, along with the data supplied by APS, the EERaff moved to dismiss the claims
against APS and to dismiss the
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proceeding. The motion to dismiss was granted ByFEERC on January 22, 2004. Certain parties havgh$oehearing of this order, and that
request is pending.

California Civil Energy Market Litigation

The State of California and others have fitadous claims, which have now been consolidatgdirest several power suppliers to
California alleging antitrust violations. Wholes&ltectricity Antitrust Cases | and JISuperior Court in and for the County of San Diego
Proceedings Nos. 4204-00005 and 420806. Two of the suppliers who were named as defes in those matters, Reliant Energy Servi
Inc. (and other Reliant entities) and Duke Enengy @&rading, LLP (and other Duke entities), filedgs-claims against various other
participants in the PX and California independestam operator markets, including APS, attemptingxdpand those 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 edade contracts in California, which, after moviogstate court, has been removed to the
federal court for a second time. James Millar | .et.8Allegheny Energy Supply, et alSan Francisco Superior Court, Case No. 407865, U.
District Court (Northern District) C-04-0519 SBAh& First Amended Complaint alleges basically thatdontracts entered into were the
result of an unfair and unreasonable market, itatimn of California unfair competition laws. Th&mas filed a lawsuit against the State of
California regarding the seizure of forward contsaand the State has filed a cross complaint agARS and numerous other PX participa
Cal PX v. The State of CalifornigSuperior Court in and for the County of SacraredCCP No. 4203. Various motions continue to leelfi
and we currently believe these claims will havewaderial adverse impact on our financial positi@sults of operations or liquidity.

Natural Gas Supply

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

On July 9, 2003 the FERC issued an orderatated the capacity rights of parties to the 18&lement but maintained the cost
responsibility provisions agreed to by partieshat settlement. On December 28, 2004, the D.C.t@buxppeals upheld the FERC'’s
authority to alter the capacity rights of partieghe settlement. With respect to the FERC'’s aiitthto maintain the cost responsibility
provisions of the settlement, a party has sougheblete review and is seeking to reallocate théso@sponsibility associated with the
changed contractual obligations in a way that wdadldess favorable to APS and Pinnacle West Ertbiayy under the FERC’s July 9, 2003
order. Should this party prevail on this point, A&l Pinnacle West Energy’s annual capacity cadtldee increased by approximately
$3 million per year, from September 2003 througleéeber 2005.

El Paso is required under the terms of thesX@3tlement to file a new rate case by July 15200th new rates to become effective on
January 1, 2006. APS cannot currently assessrtbadial impact that El Paso’s filing could haverates.
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Navajo Nation Litigation

In June 1999, the Navajo Nation served SaleRProject with a lawsuit naming Salt River Projeseveral Peabody Coal Company enti
(collectively, “Peabody™), Southern California EdisCompany and other defendants, and citing vagtaisis in connection with the
renegotiations of the coal royalty and lease agesgsnunder which Peabody mines coal for the Na@&oerating Station and the Mohave
Generating Station. The Navajo Nation v. Peabodiidg Company, Inc., et al.United States District Court for the District@blumbia,
CA-99-0469-EGS (the “D.C. Lawsuit”). APS is a 14%reer of the Navajo Generating Station, which SaleRProject operates. The D.C.
Lawsuit alleges, among other things, that the dixats obtained a favorable coal royalty rate byropprly influencing the outcome of a
federal administrative process under which the ltpyate was to be adjusted. The suit seeks $6dmin damages, treble damages,
punitive damages of not less than $1 billion, drelejection of defendantfrém all possessory interests and Navajo Tribal$aarising out ¢
the [primary coal lease]". In July 2001, the cadigmissed all claims against Salt River Project.

In January, 2005, Peabody served APS withivadd naming APS and the other Navajo Generatiagj@t participants and seeking, am
other things, a declaration that the participaate ‘Obligated to reimburse Peabody for any royé#ty, or other obligation arising out of the
D.C. Lawsuit”. Peabody Western Coal Company v. Raler Project Agricultural Improvement and Powesthict, et al., Circuit Court for
the City of St. Louis, Division No. 1, Cause No20d8561. Based on AP$&wnership interest in the Navajo Generating Stat#hd?S could b
liable for up to 14% of any such obligation. Beaatlse litigation is in preliminary stages, APS aaincurrently predict the outcome of this
matter.

Environmental Matters

Superfund Superfund establishes liability for the cleanufatardous substances found contaminating thevstiér or air. Those who
generated, transported or disposed of hazardowssasudes at a contaminated site are among thosameHeRPs. PRPs may be strictly, and
often jointly and severally, liable for clean-upn Geptember 3, 2003, the EPA advised APS thatBfeddnsiders APS to be a PRP in the
Motorola 52nd Street Superfund Site, Operable Unit 3 (OU3) ind?tixy Arizona. APS has facilities that are withistSuperfund site. APS
and Pinnacle West have agreed with the EPA to paréertain investigative activities of the APS faigis within OU3. Because the
investigation has not yet been completed and ulémamediation requirements are not yet finalizegither APS nor Pinnacle West can
currently estimate the expenditures which may leired.

Litigation

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

13. Nuclear Insurance

The Palo Verde participants have insuranceddic liability resulting from nuclear energy laads to the full limit of liability under
federal law. This potential liability is covered pyimary liability insurance provided by commerdiadurance carriers in the amount of
$300 million and the balance by an industry-wideagpective assessment program. If losses at atigaryower plant covered by the
programs exceed the accumulated funds, APS coudddrssed retrospective premium adjustments. Tkhienma assessment per reactor
under the program for each nuclear incident is @pprately $101 million, subject to an annual limit$10 million per incident. Based on
APS'’ interest in the three Palo Verde units, AP&ximum potential assessment per incident for adlehunits is approximately $88 million,
with an annual payment limitation of approximat®8/million.

The Palo Verde participants maintain “all fi§ikkcluding nuclear hazards) insurance for propeidmage to, and decontamination of,
property at Palo Verde in the aggregate amounafbillion, a substantial portion of which muisstf be applied to stabilization and
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decontamination. APS has also secured insuranéesagartions of any increased cost of generatiopuschased power and business
interruption resulting from a sudden and unforesmgtage of any of the three units. The insuraneem@mge discussed in this and the previous
paragraph is subject to certain policy conditiongd axclusions.

14. Stock-Based Compensatior

Pinnacle West offers stock-based compensatams for officers and key employees of the Compamy our subsidiaries. Beginning with
our 2002 stock option grants we began applyindaheralue method of accounting for stock-based pensation as provided for in SFAS
No. 123,“Accounting for Stock-Based Compensation.” In pryears, we recognized stock compensation expersesl lwm the intrinsic value
method allowed in Accounting Principles Board Opim{APB) No. 25, “Accounting for Stock Issued to foyees.” For the three months
ended March 31, 2005 and 2004, the reported corafienexpense, net income and earnings per shaseneé materially different from pro
forma amounts for both Pinnacle West and APS.

15. Other Income and Other Expense

The following table provides detail of othacome and other expense for the three months évidech 31, 2005 and 2004 (dollars in
thousands):

Three Months Ende

March 31,
2005 2004

Other income

Investment gain- net $ — $ 2,21¢

Interest incom 1,33¢ 3,80z

SunCor joint venture earnings (lo (28) 1,18¢

Asset sale 241 3,651

Miscellaneou:s 193 55€
Total other incom: $ 1,744 $11,41:
Other expense

Non-operating costs (& $ (3,09¢) $ (2,809

Asset sale (64) (2,139

Investment losse- net (1,249 —

Miscellaneous (89¢) (1,009
Total other expens $ (5,309 $ (5,945

(@) As defined by the FERC, includes below-the-lioa+operating utility costs (primarily community abns and other costs excluded
from utility rate recovery)

16. Guarantees

We have issued parental guarantees and lefteredit and obtained surety bonds on behalfusfumregulated subsidiaries. Our parental
guarantees related to Pinnacle West Energy carfsestuipment and performance guarantees relatedrtgeneration construction program,
and long-
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term service agreement guarantees for new powetspl@ur credit support instruments enable APS d@n8ervices to offer commodity
energy and energy-related products. Non-performanpgayment under the original contract by our gofated subsidiaries would require us
to perform under the guarantee or surety bond.idility is currently recorded on the Condensed stidated Balance Sheets related to
Pinnacle West's guarantees on behalf of its sudasedi. Our guarantees have no recourse or collergisions to allow us to recover
amounts paid under the guarantee. The amountspgmdxamate terms of our guarantees and surety bfamdsach subsidiary at March 31,
2005 are as follows (dollars in millions):

Guarantee Surety Bond:
Term Term
Amount (in years) Amount (in years)
Parental
Pinnacle West Enerc $ 17 1 $ — —
APS Energy Service 26 1 61 1
Total $ 43 $ 61

At March 31, 2005, we had entered into appnately $41 million of letters of credit which suppwarious transmission and construction
agreements. These letters of credit expire in 20@562006. We intend to provide from either existingnew facilities for the extension,
renewal or substitution of the letters of credittie extent required. At March 31, 2005, Pinnacksthad approximately $4 million of letters
of credit related to workers’ compensation expirim@006.

APS has entered into various agreements ¢laaine letters of credit for financial assuranceppses. At March 31, 2005, approximately
$200 million of letters of credit were outstandiagsupport existing pollution control bonds of appmately $200 million. The letters of
credit are available to fund the payment of priatgnd interest of such debt obligations. In JW@£ $150 million of these letters of credit
were renewed for a thrggar term and expire in 2007. The remainder expi@005. APS has also entered into approximate@03$illion of
letters of credit to support certain equity lessorthe Palo Verde sale leaseback transactiondNe&e9 for further details on the Palo Verde
sale leaseback transactions). These letters oit exguire in 2005. Additionally, APS has approxiegt$5 million of letters of credit related
counterparty collateral requirements expiring iIO&0APS intends to provide from either existinghew facilities for the extension, renewal
or substitution of the letters of credit to theeaxtrequired.

We enter into agreements that include indeatibn provisions relating to liabilities arisifigpm or related to certain of our agreements.
APS has agreed to indemnify the equity participant$ other parties in the Palo Verde sale leasefpan&actions with respect to certain tax
matters. Generally, a maximum obligation is notliextty stated in the indemnification provisionsdtherefore, the overall maximum amount
of the obligation under such indemnification promis cannot be reasonably estimated. Based orrib@texperience and evaluation of the
specific indemnities, we do not believe that anyarial loss related to such indemnification promis is likely.

See Note 4 for information regarding Pinnablest’s guarantee of $500 million of Pinnacle Weseigy's debt obligations.
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17. Earnings Per Share

The following table presents earnings per Wid average common share outstanding for the thogghs ended March 31, 2005 and
2004

Three Months Ende

March 31,
2005 2004

Basic earnings per shal

Income from continuing operatiol $ 0.2¢€ $ 0.34

Income from discontinued operatic 0.01 —
Earnings per sha~ basic $ 0.27 $ 0.34
Diluted earnings per shar

Income from continuing operatiol $ 0.2¢€ $ 0.34

Income from discontinued operatia 0.01 —
Earnings per shar diluted $ 0.27 $ 0.34

Dilutive stock options increased average comsitares outstanding by approximately 83,000 stiaréle three months ended March 31,
2005 and 82,000 shares for the three months endedi\81, 2004.

Options to purchase 868,934 shares for tleethronth period ended March 31, 2005 were outsigrialit were not included in the
computation of earnings per share because thenspaercise prices were greater than the averagkanprice of the common shares.
Options to purchase shares of common stock that n@rincluded in the computation of diluted eagsiper share for that same reason were
2,381,699 shares for the three-month period endadh31, 2004.

18. Discontinued Operations

Due to pending sales of certain SunCor comialgpooperties in 2005, the related assets anditiab have been reclassified to assets and
liabilities held for sale on the Condensed Constéd Balance Sheets at March 31, 2005. The asdletéon sale at March 31, 2005 relate to
property in the amount of $34 million, and the lizies held for sale relate to current maturitddong-term debt in the amount of
$29 million. Operating revenues and expenses cktatéhese commercial properties for the prior-ygaiods are immaterial and therefore
have not been reclassified on the Condensed Cdasedi Statements of Income.

19. Silverhawk Power Station

Pinnacle West Energy has a 75% ownershiparsitverhawk Power Station. As of March 31, 2005cercluded that there was no
impairment of this asset under SFAS No. 144, “Acttimg for the Impairment or Disposal of Long-LivAdsets,” (“SFAS 144").

Recently, we have received proposals from seveurdigs that have expressed interest in purchakiagwnership interest. If an agreen
is reached with a party and approved by the BoaRirectors, we anticipate that the asset at tloattpvould be classified as held for sale
and, accordingly, an impairment loss would be raecogd using the fair value method required by SEA8. Management’s best estimate of
this impairment would result in a loss in the ran§&50 million to $60 million after income taxdésuch a transaction were to occur, we
would plan to invest the net sale proceeds, estidht be in the range of $200 million to $215 roillj into APS. No assurance can be given
that a transaction will occur.
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ELECTRIC OPERATING REVENUE!
Regulated electricit
Marketing and tradin
Total

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

OPERATING INCOME

OTHER INCOME (DEDUCTIONS
Income taxe:
Allowance for equity funds used during construct
Other income (Note-4)
Other expense (Note-4)

Total

INTEREST DEDUCTIONS
Interest on lon-term debt
Interest on shc-term borrowings
Debt discount, premium and expel
Capitalized interes
Total

NET INCOME

(unaudited)
(dollars in thousands)

Three Months Ende

March 31,

2005 2004
$418,43- $420,29¢
22,85¢ 20,80:
441,29 441,10:
81,91« 88,59:
28,30: 25,75¢
142,29: 125,91
82,21 88,84¢
16,38( 17,36:
31,44 27,58(
382,54 374,05:
58,74 67,05(
(837) (2,469)
2,60: 2,00z
6,161 11,23¢
(3,860 (4,909
4,067 5,86/
35,51 35,64¢
1,191 2,501
1,00 1,19t
(1,947 (857)
35,76¢ 38,48¢
$ 27,04: $ 34,42¢

See Notes to Pinnacle West's Condensed Consolitéteticial Statements and Supplemental Notes woA& Public Service

Company’s Condensed Financial Statements.
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(unaudited)
(dollars in thousands)

ASSETS

UTILITY PLANT
Electric plant in service and held for future |
Less accumulated depreciation and amortize
Total
Construction work in progre:
Intangible assets, net of accumulated amortiz:
Nuclear fuel, net of accumulated amortizat

Utility plant-net

INVESTMENTS AND OTHER ASSET!
Note receivable from Pinnacle West Energy (Notasd $-5)
Decommissioning trust accour
Assets from risk management and trading activiteg term (Note -2)
Other asset

Total investments and other ass

CURRENT ASSET¢

Cash and cash equivalel
Investment in debt securiti
Accounts receivable

Service customel

Other

Allowance for doubtful accoun
Accrued utility revenue
Materials and supplies (at average ¢
Fossil fuel (at average co:
Assets from risk management and trading activ{fizste <-2)
Other current asse

Total current asse

DEFERRED DEBITS
Regulatory asse
Unamortized debt issue co:
Other deferred debi

Total deferred debit

TOTAL ASSETS

March 31, December 3:
2005 2004
$9,203,57' $9,120,40
3,328,89: 3,266,18:
5,874,68 5,854,22i
262,09° 249,24
102,21¢ 103,70:
58,09: 51,18¢
6,297,09: 6,258,35i
498,64t 498,48
266,49° 267,70
57,99( 20,12
60,30: 61,36
883,43 847,67t
101,81¢ 49,57t
— 181,17¢
124,52 214,48
89,39! 63,13!
(3,107 (3,444)
69,03( 76,15¢
87,47( 83,89:
22,23¢ 20,50¢
173,78° 70,43(
8,06¢ 10,18’
673,21« 766,09
138,37+ 135,05:
24,40: 21,83:
72,88 69,54
235,65¢ 226,42¢
$8,089,40. $8,098,55;

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

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

March 31, December 3:

2005 2004
CAPITALIZATION AND LIABILITIES
CAPITALIZATION
Common stocl $ 178,16: $ 178,16:
Additional paic-in capital 1,246,80 1,246,80.
Retained earning 844,74( 860,19¢
Accumulated other comprehensive income (Ic
Minimum pension liability adjustmel (71,087 (71,087
Derivative instrument 83,10: 18,32
Common stock equit 2,281,72.  2,232,40:
Long-term debt less current maturiti 2,266,70I 2,267,09
Total capitalizatior 4,548,42.  4,499,49
CURRENT LIABILITIES
Current maturities of lor-term debt 351,39 451.24°
Accounts payabl 92,09° 215,07¢
Accrued taxe: 340,36( 292,52:
Accrued interes 37,94 33,33:
Customer deposit 52,82¢ 51,80¢
Deferred income taxe 9,057 9,057
Liabilities from risk management and trading adtdés (Note -2) 90,89( 34,29:
Other current liabilitie: 87,31¢ 91,44:
Total current liabilities 1,061,88: 1,178,77!
DEFERRED CREDITS AND OTHEI
Deferred income taxe 1,149,52: 1,108,57.
Regulatory liabilities 513,79¢ 506,64t
Liability for asset retirement 252,92¢ 251,61:
Pension liability 217,96: 203,66¢
Customer advances for construct 61,37 59,18¢
Unamortized gai— sale of utility plant 49,18¢ 50,33:
Liabilities from risk management and trading adtés- long term (Note -2) 18,49( 13,12¢
Other 215,84( 227,14°
Total deferred credits and ott 2,479,10I 2,420,28!
COMMITMENTS AND CONTINGENCIES (Notes 5, 12, 13 aB8-5)
TOTAL LIABILITIES AND EQUITY $8,089,40: $8,098,55:

See Notes to Pinnacle West's Condensed Consoliffé@eacial Statements and Supplemental Notes woAa Public Service Company’s
Condensed Financial Statements.
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(unaudited)

(dollars in thousands)

CASH FLOWS FROM OPERATING ACTIVITIES
Net income
Items not requiring casl
Depreciation and amortizatic
Nuclear fuel amortizatio
Allowance for equity funds used during construct
Deferred income taxe
Change in mar-to-market valuation
Changes in current assets and liabilit
Accounts receivabl
Accrued utility revenue
Materials, supplies and fossil fu
Other current asse
Accounts payabl
Accrued taxe!
Accrued interes
Other current liabilitie:
Increase in regulatory ass:

Change in risk management and trading activ— asset:
Change in risk management and trading activ- liabilities

Change in customer advanc
Change in pension liabilit
Change in other lor-term asset
Change in other lor-term liabilities

Net cash flow provided by operating activit

CASH FLOWS FROM INVESTING ACTIVITIES
Capital expenditure
Capitalized interes
Purchases of investment securi
Proceeds from sale of investment secur
Other

Net cash flow provided by (used for) investing witigs

CASH FLOWS FROM FINANCING ACTIVITIES
Issuance of lor-term debr
Shor-term borrowings
Dividends paid on common sto
Repayment and reacquisition of l-term debt

Net cash flow used for financing activiti

NET INCREASE (DECREASE) IN CASH AND CASH EQUIVALENT
CASH AND CASH EQUIVALENTS AT BEGINNING OF PERIOI

CASH AND CASH EQUIVALENTS AT END OF PERIOI

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

Three Months Ende

March 31,

2005 2004
$ 27,04t $ 34,42¢
82,21« 88,84¢
2,101 7,59¢
(2,609 (2,007
(1,009 2,714
(8,239 (19,582
63,36¢ 34,88(
7,12¢ (2,119
(5,309 3,751
3,08¢ 1,557
(123,46() (6,339
47,83¢ 49,10¢
4,61z (5,950)
(3,105 11,20¢
(3,329 (1,249
(395) 2,56:
36,20 18,85¢
2,18¢ 3,07(
14,29: 13,07¢
(4,879 (5,387
(10,314 (12,23)
127,44¢ 216,81:
(117,50) (99,684
(1,947 (857)
(67,450 (24,200
248,62¢ 94,05(
6,07¢ (5,417)
67,80( (36,109
163,97! 179,00(
— 25,20(
(42,500 (42,500
(264,48)  (384,56)
(143,00)  (222,86)
52,24: (42,157
49 57¢ 42,15;
$101,81¢ $ —
$ 9 $ —
$ 30,14¢ $ 42,22¢

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

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

Condensel APS'
Consolidatec Supplementa

Footnote Footnote

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

S-1. Changes in Liquidity
The following is a list of principal paymerdse on APS’ total long-term debt and capitalizexséerequirements:

»  $351 million in 2005

»  $86 million in 2006;

e $174 million in 2007

*  $1 million in 2008;

* %1 million in 2009; anc

e $2.013 billion, thereafte
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S-2. Derivative and Energy Trading Accounting

APS is exposed to the impact of market fluttunes in the commodity price of electricity, natugas and coal. As part of its overall risk
management program, APS uses various commoditumsnts that qualify as derivatives to hedge pwseband sales of electricity and
fuels. As of March 31, 2005, APS hedged exposurdisese risks for a maximum of three years.

Cash Flow Hedges

The changes in the fair value of APS’ hedgesitipns included in the APS Condensed Statemdrteome for the three months ended
March 31, 2005 and 2004 were comprised of thevioitg (dollars in thousands):

Three Months Ende

March 31,
2005 2004
Gains on the ineffective portion of derivatives lifyang for hedge accountin $ 7,415 $ 1,411
Gains from the change in optic time value excluded from measurement of effectige 85¢ 80
Gains from the discontinuance of cash flow hec 302 57&

During the twelve months ending March 31, 2006 estimate that a net gain of $95 million befomme taxes will be reclassified from
accumulated other comprehensive income as an offské effect on earnings of market price charigethe related hedged transactions.

APS’ assets and liabilities from risk manageh@nd trading activities are presented in twogates, consistent with our business
segments:

* Regulated Electricity — non-trading derivatinstruments that hedge APS’ purchases and shédsotricity and fuel for its Native
Load requirements; ar

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

The following table summarizes APS’ assetslaiiilities from risk management and trading aitiéég at March 31, 2005 and
December 31, 2004 (dollars in thousands):

34




Table of Contents

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

March 31, 200¢

Current Current Other Net Assel
Assets Investment Liabilities Liabilities (Liability)
Regulated Electricity
Mark-to-market $132,80¢ $ 49,157 $(24,979)  $ (4,179  $152,81:
Options and future-at cost 19,33 — (44,907 — (25,569
Marketing and Trading
Mark-to-market 21,64« 8,82¢ (20,83¢) (14,31) (4,677
Options and futures and otl-at cosl — 5 (179 — (174
Total $173,78 $ 57,99( $(90,89()  $(18,490)  $122,39°
December 31, 20C
Current Current Other Net Asse
Assets Investment Liabilities Liabilities (Liability)
Regulated Electricity
Mark-to-market $45,22( $ 19,41° $(19,19)) $(12,000) $33,44¢
Options and future-at cost 18,82 11¢€ (8,879 — 10,06(
Marketing and Trading
Mark-to-market 6,38¢ 581 (6,227) (1,129 (37€)
Other-at cosl — 7 — — 7
Total $70,43( $ 20,12: $(34,29:) $(13,129) $43,13]

Cash or other assets may be required to sarcellateral against APS’ open positions on certaiergyrelated contracts. No collateral v
provided to counterparties at March 31, 2005 ordbawer 31, 2004. Collateral provided to us by caysiies was $37 million at March 31,
2005 and $6 million at December 31, 2004, anddkigted in other current liabilities on the CondehBalance Sheets.

S-3. Comprehensive Income
Components of APS’ comprehensive income fertkiniee months ended March 31, 2005 and 2004 sd@laws (dollars in thousands):
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Three Months Ende

March 31,
2005 2004

Net income $27,04¢ $34,42¢
Other comprehensive incorr

Unrealized gains on derivative instruments, netrf(a) 65,61: 18,31¢

Reclassification of realized gain to income, netaof (b) (837 (1,130
Total other comprehensive incor 64,77¢ 17,18¢
Comprehensive incon $91,82( $51,61¢

€)) These amounts primarily include unrealized gairtslaases on contracts used to hedge our forecaktetlicity and gas requiremel
to serve Native Loac

(b) These amounts primarily include the reclassiion of unrealized gains and losses to realfeedontracted commodities delivered
during the period

S-4. Other Income and Other Expense

The following table provides detail of APShet income and other expense for the three momidhsceMarch 31, 2005 and 2004 (dollars
in thousands):

Three Months Ende

March 31,
2005 2004

Other income

Interest incomi $ 5,42¢ $ 5,03¢

Asset sale 241 3,651

Investment gair-net — 2,047

Miscellaneous 497 49¢
Total other incom: $ 6,161 $11,23¢
Other expense

Non-operating costs(z $ (2,62¢) $ (2,239

Asset sale (64) (2,139

Investment loss+net (502 —

Miscellaneous (66€) (539
Total other expens $ (3,860 $ (4,909

€)) As defined by the FERC, includes be-the-line nor-operating utility costs (primarily community rekatis and other
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S-5. Related Party Transactions

From time to time, APS enters into transaciaiith Pinnacle West or Pinnacle West’'s subsidsaride following table summarizes the
amounts included in the APS Condensed Statememtsafe and Condensed Balance Sheets relatechgatitions with affiliated compani
(dollars in millions):

Three Months Ende

March 31,
2005 2004

Electric operating revenue

Pinnacle Wes— marketing and tradin $ 1 $ 4

Pinnacle West Enerc 1 1
Total $ 2 $ 5
Purchased power and fuel cos

Pinnacle West Enerc $ 8 $ 10
Total $ 8 $ 10
Other:

Pinnacle West Energy interest inco $ 5 $ 5
Total $ 5 $ 5

As of As of

March 31, 200 December 31, 20(

Net intercompany receivables (payablt

Pinnacle West Enerc $ 484 $ 467
Pinnacle Wes— marketing and tradin 17 19
APS Energy Service 7 9
Pinnacle Wes 23 (5)
Total $ 531 % 49(

Electric revenues include sales of electritityffiliated companies at contract prices. Puseldgpower includes purchases of electricity
from affiliated companies at contract prices. Thmrpany purchases electricity from and sells eleityrto APS Energy Services; however,
these transactions are settled net and reported aetordance with EITF 03-11, “Reporting Realifgains and Losses on Derivative
Instruments That Are Subject to FASB Statement188. and Not ‘Held for Trading Purposes’ As Definedssue No. 2-3.” Intercompany
receivables primarily include the amounts relatethe loan APS made to Pinnacle West Energy aedcoinpany sales of electricity.
Intercompany payables primarily include amountateal to the intercompany purchases of electritritercompany receivables and payables
are generally settled on a current basis in cash.
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ITEM 2. MANAGEMENT’S DISCUSSION AND ANALYSIS
OF FINANCIAL CONDITION AND RESULTS OF OPERATIONS

INTRODUCTION

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

OVERVIEW

Pinnacle West owns all of the outstanding camistock of APS. APS is a vertically-integratedcéie utility that provides retail and
wholesale electric service to most of the statArifona, with the major exceptions of about one-bathe Phoenix metropolitan area, the
Tucson metropolitan area and Mohave County in meestern Arizona. Through its marketing and tradingsion, APS also generates, sells
and delivers electricity to wholesale customerthawestern United States. APS has historicallpacted for a substantial part of our
revenues and earnings. Customer growth in Afe8lice territory is about three times the nati@adrage and remains a fundamental driv
our revenues and earnings.

Pinnacle West Energy is our unregulated geioeraubsidiary. The ACC’s order in APS’ generdérease authorized Pinnacle West
Energy to transfer the PWEC Dedicated Assets to. AR transfer remains subject to FERC approved ‘B\PS General Rate Casa’Note
5. Following the transfer, Pinnacle West Enesggmaining generating plant will be the Silverhd®dwer Station, a 570 MW combined cy
plant located north of Las Vegas, Nevada. See Motf Notes to Condensed Consolidated Financiaét@nts for a discussion of proposals
to purchase our 75% ownership interest in the 8Biewk Power Station.

SunCor, our real estate development subsidiey been and is expected to be an importantesaofiearnings and cash flow, particularly
during the years 2003 through 2005 due to acceléradset sales activity.

Our subsidiary, APS Energy Services, providmapetitive commodity-related energy services aret@y-related products and services to
commercial and industrial retail customers in trest@rn United States.

El Dorado, our investment subsidiary, ownsarity interests in several energy-related investimand Arizona community-based
ventures.

We continue to focus on solid operational penfance in our electricity generation and delivaetivities. In the generation area, 2004
represented the thirteenth consecutive year Paldevigas the largest power producer in the UnitedieSt In the delivery area, we focus on
superior reliability and customer satisfaction wtakpanding our transmission and distribution syste

meet growth and sustain reliability. We plarekpand long-term resources to meet our retaibowsrs’ growing electricity needs.

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

38




Table of Contents
EARNINGS CONTRIBUTION BY BUSINESS SEGMENT
We have three principal business segmentsrfdéted by products, services and the regulatoviremment):

e our regulated electricity segment, which déstssof traditional regulated retail and wholesglkctricity businesses (primarily electric
service tc*Native Loa(” customers) and related activities and includedrt#ty generation, transmission and distributi

» our marketing and trading segment, which stea®f our competitive energy business activitiesluding wholesale marketing and
trading and APS Energy Servi’ commodity-related energy services; a

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

The following table summarizes net incometfa three months ended March 31, 2005 and 200(dah millions):

Three Months Ende

March 31

2005 2004
Regulated electricit $ 13 $ 18
Marketing and tradini 1 10
Real estat 9 2
Other 1 1
Net income $ 24 $ 31
General

Throughout the following explanations of oasults of operations, we refer to “gross marginiti/espect to our regulated electricity
segment and our marketing and trading segments gnasgin refers to electric operating revenuespesshased power and fuel costSross
margin” is a “non-GAAP financial measure,” as definn accordance with SEC rules. Exhibit 99.3 redea this non-GAAP financial
measure to operating income, which is the mosttlreomparable financial measure calculated aedgmted in accordance with GAAP. !
view gross margin as an important performance nreasfithe core profitability of our operations. $measure is a key component of our
internal financial reporting and is used by our agament in analyzing our business segments. Wevedihat investors benefit from having
access to the same financial measures that ourgearent uses. In addition, we have reclassifieciteprior period amounts to conform to
our current period presentation.
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Operating Results — Three-month period ended Marct81, 2005 compared with the three-month period endelarch 31, 2004

Our consolidated net income for the three meeinded March 31, 2005 was $24 million compared $81 million for the prior-year
period. The $7 million decrease in the period-tageecomparison reflected the following changesamnings by segment:

Regulated Electricity Segment — Net incomerdased approximately $5 million primarily due tghter operations and maintenance
costs primarily related to customer service, geimrand benefit costs; lower other income, neattber expense, primarily due to
gains on asset sales in the prior year periodeassd property taxes due to increased plant ificeeand the effects of milder
weather on retail sales. These negative factore partially offset by the absence of regulatoryeaamortization; higher retail sales
volumes due to customer growth and usage; decrgmseblased power and fuel costs due to lower hedgs@nd power prices; and

lower replacement power costs due to fewer unplduongages

Marketing and Trading Segment — Net incomerélased approximately $9 million primarily dueniereased costs related to the
Silverhawk Power Station, which was placed in sgrw mid-2004 and lower margins on competitivaitedales in California by

APS Energy Service

Real Estate Segme— Net income increased approximately $7 million priigadue to increased land sals
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Additional details on the major factors that incea (decreased) net income are contained in tleavioly table (dollars in millions).

Increase (Decreas

Pretax After Tax
Regulated electricity segment gross mar
Higher retail sales volumes due to customer groexbluding weather effec $ 7 $ 4
Decreased purchased power and fuel costs due & lesdged gas and power pri 5 3
Lower replacement power costs due to fewer unplhuougage: 4 3
Effects of weather on retail sal (5) 3
Net increase in regulated electricity segment gnoasgin 11 7
Marketing and trading segment gross mar
Lower competitive retail unit margins in Califorrig APS Energy Service (6) (4)
Lower realized margins on wholesale sales primaitig to lower unit margir (@D} (@D}
Increase in generation sales other than Native ldo@dto higher sales volum 3 2
Net decrease in marketing and trading segment gnasgin (4) 3
Net increase in gross margin for regulated elettrand marketing and trading segme 7 4
Higher real estate segment contribution primasiated to increased land sa 12 7
Higher operations and maintenance expense printatdyed to customer service, generation and heceesfts (19 (11)
Depreciation and amortization decreases (increzs
Absence of regulatory asset amortizal 9 5
Increased delivery and other ass 2 (@D}
Higher property taxes due to increased plant ivice (5) 3
Lower other income net of other expense primarilg tb gain on asset sales and higher interest ia¢omrior-
year perioc (9 (5)
Miscellaneous items, n (1) (3)
Net decrease in net incor $ (8) $ (7)

The increase in net costs (primarily deprémigtinterest expense, property taxes and opersatiod maintenance expense, net of gross
margin contributions) related to the Silverhawk BoBtation, which was placed in service in mid-209£innacle West Energy totaled
approximately $4 million after income taxes in theee months ended March 31, 2005 compared witpribe-year period.
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Regulated Electricity Segment Revenues

Regulated electricity segment revenues wenmaifiibn higher for the three months ended March Z105 compared with the prior-year
period primarily as a result of:

* a$13 million increase in retail revenues relatedustomer growth, excluding weather effe
* a$13 million decrease in retail revenues relaveditder weather; an

* a$1 million increase due to miscellaneous fac
Marketing and Trading Segment Revenues

Marketing and trading segment revenues we®en§iftion higher for the three months ended Margh 3005 compared with the prior-year
period primarily as a result of:

+ a$36 million increase from generation salier than Native Load primarily due to higher salelumes, including sales from the
Silverhawk Power Station, and higher wholesale migpkices:

»  $1 million of higher energy trading revenues onimeal sales of electricity primarily due to high&aricity prices; ant

* an $8 million decrease from lower competitive fetales and prices in California by APS Energy $ew.
Real Estate Revenues

Real estate revenues were $20 million higbettfe three months ended March 31, 2005 compaithdhe prior-year period primarily due
to higher land and home sales.

LIQUIDITY AND CAPITAL RESOURCES
Capital Needs and Resources — Pinnacle West Constated
Capital Expenditure Requirements

The following table summarizes the actual tdgixpenditures for the three months ended Matcti?305 and estimated capital
expenditures for the next three years.

42




Table of Contents

CAPITAL EXPENDITURES
(dollars in millions)

Three Months Ende

Estimated for the Year End:

March 31, December 31
2005 2005 2006 2007

APS
Delivery $ 84 39C $ 395 $ 44cC
Generation (a) (k 26 352 15¢ 19t
Other (c) 9 30 7 6
Subtotal 11¢ 77z 56C 641
Pinnacle West Energy ( — 7 5 2
SunCor (d; 19 114 61 63
Other 1 8 7 4
Total $ 13¢ 901 $ 638 $ 7iC

€)) As discussed in Note 5 under “APS Generat Ratse,” as part of the ACC’s order in APS’ geneatd case, APS received rate base
treatment of the PWEC Dedicated Assets. The esinedpital expenditures related to the PWEC DeglitAssets are reflected in

APS for the years 2005, 2006 and 2C

(b) The estimate for 2005 includes about $190ianilfor acquisition of the Sundance Plant. SeediRest for Proposals and Asset
Purchase Agreeme” in Note 5 for a discussion of the asset purchaseeagent between APS and PPL Sunda

(©) Primarily information systems and facilities prdge:

(d) Consists primarily of capital expenditureslind development and retail and office buildimgstruction reflected in “Real estate

investment” on the Condensed Consolidated Statements of Casls!

Delivery capital expenditures are comprised&D infrastructure additions and upgrades, capi@placements, new customer construc
and related information systems and facility costeamples of the types of projects included infirecast include T&D lines and
substations, line extensions to new residentialcamdmercial developments and upgrades to custarf@mation systems. Major
transmission projects are driven by strong regionatomer growth. APS will begin major projectstegear for the next several years, and
expects to spend about $200 million on major trassion projects during the 2005 to 2007 time fraffeese amounts are included in “APS-

Delivery” in the table above. Completion of thesejgcts is expected by at least 2008.

Generation capital expenditures are comprgegrious improvements to APS’ existing fossil angtlear plants, the acquisition of the
Sundance Plant and the replacement of Palo Veedenstjenerators (see below). Examples of the tyjpgojects included in this category
are additions, upgrades and capital replacementarafus power plant equipment such as turbinei#gtscand environmental equipment.
Generation also includes nuclear fuel expenditafegpproximately $30 million annually for 2005 thugh 2007.

Replacement of the steam generators in Palde/dnit 2 was completed during the fall outag@@®3 at a cost to APS of approximately
$70 million. The Palo Verde owners have approvediianufacture of two additional sets of steam geoes. These generators will be
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installed in Unit 1 (scheduled completion in thék & 2005) and Unit 3 (scheduled completion in fak of 2007). Our portion of steam
generator expenditures for Units 1 and 3 is appnattly $140 million, which will be spent throughQ0 In 2005 through 2007,
approximately $95 million of the costs for steamemtor replacements at Units 1 and 3 are inclinéte generation capital expenditures
table above and will be funded with internally-gexied cash or external financings.

Contractual Obligations

Our future contractual obligations have narged materially from the amounts disclosed in Paltem 7 of the 2004 Form 10-K, with
the exception of our aggregate purchased powefimidommitments, which increased approximately fdiion for the years 2005 through
2007 to $901 million.

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

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

APS is exposed to losses under the Palo \Eatdeleaseback agreements upon the occurrencetaincevents that APS does not consider
to be reasonably likely to occur. Under certaicwinstances (for example, the NRC issuing specifigldtion orders with respect to Palo
Verde or the occurrence of specified nuclear eyeARS would be required to assume the debt agedcwth the transactions, make
specified payments to the equity participants, take title to the leased Unit 2 interests, whi€lapipropriate, may be required to be written
down in value. If such an event had occurred adath 31, 2005, APS would have been required torassapproximately $250 million of
debt and pay the equity participants approxima$&é§2 million.

Guarantees and Letters of Credit

We and certain of our subsidiaries have isguedantees and letters of credit in support ofuswiegulated businesses. We have also
obtained surety bonds on behalf of APS Energy 8esviwe have not recorded any liability on our Gorseéd Consolidated Balance Sheets
with respect to these obligations. We generallyado indemnification provisions related to liaié arising from or related to certain of our
agreements, with limited exceptions depending erptrticular agreement. See Note 16 for additiorfatmation regarding guarantees and
letters of credit.

See “Pinnacle West Energy” below for inforroatregarding Pinnacle West's guarantee of $500anithf Pinnacle West Energy’s debt
obligations.

Credit Ratings

The ratings of securities of Pinnacle West ARG as of May 9, 2005 are shown below and areideresl to be “investment-gradedtings
The ratings reflect the respective views of thengat
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agencies, from which an explanation of the sigaifime of their ratings may be obtained. There iagsurance that these ratings will continue
for any given period of time. The ratings may bagsed or withdrawn entirely by the rating agencigsn their respective judgments,
circumstances so warrant. Any downward revisiowitihdrawal may adversely affect the market pric€iacle West's or APS’ securities
and serve to increase those companies’ cost ohereks to capital. It may also require additiondhteral related to certain derivative
instruments (see Note 10).

Moody's Standard & Po('s

Pinnacle West

Senior unsecured Baa2 BBB-

Commercial paper P-2 A-2

Outlook Stable Stable
APS

Senior unsecured Baal BBB

Secured lease obligation bonds Baal BBB

Commercial paper P-2 A-2

Outlook Stable Stable

Debt Provisions

Pinnacle West's and APS’ debt covenants reltigheir respective bank financing arrangemertiide a debt-to-total-capitalization ratio
and an interest coverage test. Pinnacle West aiglcdkhply with these covenants and each anticipiatél continue to meet these and other
significant covenant requirements. These covenaqjsire that the ratio of debt to total capitali@gatcannot exceed 65% for the Company
for APS. At March 31, 2005, the ratio was approxieha52% for Pinnacle West and 53% for APS. Thevj@ions regarding interest covere
require a minimum cash coverage of two times ther@st requirements for each of the Company and ARSinterest coverage is
approximately 4 times under the Company’s and AR®k financing agreements. Failure to comply witbhscovenant levels would result in
an event of default which, generally speaking, wiaeluire the immediate repayment of the debt stilbjethe covenants.

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

All of Pinnacle West's bank agreements containss-default” provisions that would result infalelts and the potential acceleration of
payment under these loan agreements if Pinnacle &¥éd”S were to default under other agreemeniofMPS’ bank agreements contain
cross-default provisions that would result in déaand the potential acceleration of payment utlidese bank agreements if APS were to
default under other agreements. Pinnacle West'sA&®l credit agreements generally contain provisions undéch the lenders could refu
to advance loans in the event of a material adweraage in financial condition or financial prosigeexcept that Pinnacle
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West and APS do not have a material adverse chastyéction for revolver borrowings equal to outstang commercial paper amounts.
See Note 4 for further discussions.

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

Our primary cash needs are for dividends tosbareholders; interest payments and optionah@arttatory repayments of principal on our
long-term debt. The level of our common dividendd &uture dividend growth will be dependent on aber of factors including, but not
limited to, payout ratio trends, free cash flow dinéncial market conditions.

Our primary sources of cash are dividends fAd"S$, external financings and cash distributionsifliour other subsidiaries, primarily
SunCor. We expect SunCor to make cash distributimtise parent company of approximately $80 to &h@lon in 2005 based on
anticipated asset sales activities. As discussé&bte 5 under “ACC Financing Order,” APS must maimta common equity ratio of at least
40% and may not pay common dividends if the paymentld reduce its common equity below that thredhAk defined in the Financing
Order, common equity ratio is common equity divitlydcommon equity plus long-term debt, includingreat maturities of long-term debt.
At March 31, 2005, APS’ common equity ratio as dedi was approximately 47%.

Pinnacle West sponsors a qualified pension faathe employees of Pinnacle West and our sidrgd. We contribute at least the
minimum amount required under IRS regulations,fmumore than the maximum taleductible amount. The minimum required fundinget
into consideration the value of the fund assetsamgension obligation. We contributed $35 milliar2004. APS and other subsidiaries f
their share of the pension contribution, of whidAS\represents approximately 92% of the total fupdimounts described above. The assets
in the plan are comprised of common stocks, bonds@al estate. Future year contribution amour@slapendent on fund performance and
fund valuation assumptions. The minimum requiredtitoution to be made to our pension plan in 2@08&stimated to be approximately
$50 million, $13 million of which was contributea é\pril 15, 2005. The expected contribution to othrer postretirement benefit plans in
2005 is estimated to be approximately $40 millMfe have not yet made any 2005 contributions toottuer postretirement benefit plans.

On May 2, 2005, Pinnacle West redeemed aalpaf its $165 million Floating Rate Senior Nothse November 1, 2005. The Company
used cash on hand to redeem the notes.

On May 2, 2005, Pinnacle West issued 6,095¢b@0es of its common stock at an offering pric84# per share, resulting in net proceeds
of approximately $248 million. Pinnacle West angaties using the net proceeds of the offering foegd corporate purposes, including
making capital contributions to APS, which will, tirn, use such funds to pay a portion of the apprately $190 million purchase price of
its pending acquisition of the Sundance Plant ahdracapital expenditures expected to be incuilwaddet the growing needs of APS’ service
territory. See “Request for Proposals and Assetiiige Agreement” in Note 5 for information regagdikPS’ pending acquisition of the
Sundance Plant.
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APS

APS’ capital requirements consist primarilycapital expenditures and optional and mandatatgmetions of long-term debt. See “ACC
Financing Orderin Note 5 for a discussion of the $500 million Idemm APS to Pinnacle West Energy authorized byAB€ pursuant to tt
Financing Order. This loan was repaid on April 2005.

APS pays for its capital requirements withhcetem operations and, to the extent necessargreat financings. APS has historically paid
for its dividends to Pinnacle West with cash fropgeiations. See “Pinnacle West (Parent Company)Valar a discussion of the common
equity ratio that APS must maintain in order to paydends to Pinnacle West.

On January 15, 2005, APS repaid its $100 onil6.25% Notes due 2005. APS used cash on hawrdiéem these notes.

On March 1, 2005, Maricopa County, Arizonal@®an Control Corporation issued $164 million afnable interest rate pollution control
bonds, 2005 Series A-E, due 2029. The bonds wsuedsto refinance $164 million of outstanding pidio control bonds. The Series A-E
bonds are payable solely from revenues obtained &BS pursuant to a loan agreement between AP$arnidopa County, Arizona
Pollution Control Corporation. These bonds aresifaesi as long-term debt on our Condensed CongeliiBalance Sheets.

Although provisions in APS’ articles of incamation and ACC financing orders establish maximamounts of preferred stock and debt
that APS may issue, APS does not expect any oé thesvisions to limit its ability to meet its caglirequirements.

Pinnacle West Energy

Pinnacle West Energy’s capital requirementssist primarily of capital expenditures. See theiteh expenditures table above for actual
capital expenditures during the three months emdieth 31, 2005 and projected capital expendituresife next three years (the estimated
capital expenditures related to the PWEC DedicAtesbts are reflected in APS). Pinnacle West Energgurces of cash will be cash
infusions from the parent and cash from operations.

See “ACC Financing Order” in Note 5 for a dission of the $500 million loan from APS to Pinma@est Energy authorized by the ACC
pursuant to the Financing Order. On April 11, 2G03nacle West Energy issued $500 million FloatirsgeRSenior Notes due April 1, 2007.
Pinnacle West has unconditionally guaranteed thetes. Pinnacle West Energy used the proceedssatiuance to repay the APS loan.

See Note 19 of Notes to Condensed Consolidétexhcial Statements above for a discussion gigsals to purchase our 75% ownership
interest in the Silverhawk Power Station.

Other Subsidiaries

During the past three years, SunCor fundeckish requirements with cash from operations anowvin external financings. SunCor’s
capital needs consist primarily of capital expemdis for land development and retail and officdding construction. See the capital
expenditures table above for actual capital exgeres during the three months ended March 31, 200@5orojected
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capital expenditures for the next three years. Sum&pects to fund its capital requirements witbhcliom operations and external financir

We expect SunCor to make cash distributiorteégarent company of approximately $80 to $100aniin 2005 based on anticipated
asset sales activities.

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

APS Energy Services expects minimal capitpkeexlitures over the next three years.
CRITICAL ACCOUNTING POLICIES

In preparing the financial statements in adaoce with GAAP, management must often make estsratd assumptions that affect the
reported amounts of assets, liabilities, revenegenses and related disclosures at the date &iftreial statements and during the repor
period. Some of those judgments can be subjectidecamplex, and actual results could differ fromsi estimates. Our most critical
accounting policies include the impacts of regulaticcounting and the determination of the appeapraccounting for our pension and other
postretirement benefits and derivatives accountfiingre have been no changes to our critical acoayupblicies since our 2004 Form 10-K
except for the impact of recent accounting proneuments as discussed in Note 8. See “Critical ActiogrPolicies” in Item 7 of the 2004
Form 10-K for further details about our criticakaanting policies.

PINNACLE WEST CONSOLIDATED — FACTORS AFFECTING
OUR FINANCIAL OUTLOOK

Factors Affecting Operating Revenues, Purchased P@awand Fuel Costs

General Electric operating revenues are derived from safledectricity in regulated retail markets in Arimand from competitive retail
and wholesale power markets in the western UnitateS These revenues are affected by electriaigssolumes related to customer mix,
customer growth and average usage per customeelbasielectricity prices and variations in weatfiem period to period. Competitive s
of energy and energy-related products and sergicmade by APS Energy Services in western stag¢have opened to competition.

Customer and Sales Growthlrhe customer and sales growth referred to in thiagraph applies to Native Load customers and sales
them. Customer growth in APS’ service territory rageed about 3.4% a year for the three years 2002gh 2004; we currently expect
customer growth to average about 3.8% per year #0805 to 2007. We currently estimate that totaditefiectricity sales in kilowatt-hours
will grow 5.0% on average, from 2005 through 20@&fore the effects of weather variations. Custognewth for the three-month period
ended March 31, 2005 compared with the prior yeaiod was 4.0%.

Actual sales growth, excluding weathelated variations, may differ from our projecticaasa result of numerous factors, such as ecor
conditions, customer growth and usage patternse®perience indicates that a reasonable rangeriattiosm in our kilowatt-hour sales
projection
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attributable to such economic factors can resuidneases or decreases in annual net income tf $p0 million.

Retail Rate ChangesSee “APS General Rate Case” in Note 5 for a disonss the ACC’s order in APS’ general rate casBSAexpects
to file another general rate case in late 2005.

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

Purchased Power and Fuel CostBurchased power and fuel costs are impacted bglectricity sales volumes, existing contracts for
purchased power and generation fuel, our powet plariormance, transmission availability or consti prevailing market prices, new
generating plants being placed in service and edgimg program for managing such costs. See “Na@aa Supply” in Note 12 for more
information on fuel costs. See “APS General RatgeCa Note 5 for information regarding the PSA aped by the ACC in APS’ general
rate case.

Wholesale Power Market ConditionsThe marketing and trading division focuses prinyavih managing APS’ purchased power and fuel
risks in connection with its costs of serving retaistomer demand. The marketing and trading dimissubject to specified parameters,
markets, hedges and trades in electricity, fuetbeamission allowances and credits. Our future egswill be affected by the strength or
weakness of the wholesale power market.

Other Factors Affecting Financial Results

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

Depreciation and Amortization Expense®epreciation and amortization expenses are impdntetet additions to utility plant and other
property, which includes generation constructioma@yuisition, and changes in regulatory asset amatiin. See Note 19 for information on
the potential sale of the Silverhawk Power StatAiRS plans to acquire the Sundance Plant in 2083a@issue requests for proposals to
acquire additional long-term resources in 2006 201/ .

Property TaxesTaxes other than income taxes consist primarilgroperty taxes, which are affected by tax ratesthad/alue of proper
in-service and under construction. The averagegtppax rate for APS, which currently owns the ongy of our property, was 9.2% of
assessed value for 2004 and 9.3% for 2003. We eppagerty taxes to increase as new power plamsplanned acquisition of the Sundance
Plant and our additions to transmission and digtidim facilities phase-in to the property tax base.

Interest Expenselnterest expense is affected by the amount of detstanding and the interest rates on that delgt.pfimary factors
affecting borrowing levels in the next several yeare expected to be our capital requirements anthternally generated cash flow.
Capitalized interest offsets a portion of intergtense while capital projects are under constmciVe stop accruing capitalized interest «
project when it is placed in commercial operatidfe placed new power plants in commercial oper&tid?001, 2002, 2003 and 2004. Inte
expense is also
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affected by interest rates on variable-rate debitiarerest rates on the refinancing of the Compaifyture liquidity needs.

Retail Competition The regulatory developments and legal challengéiset®CC'’s retail electric competition rules dissed in Note 5
have raised considerable uncertainty about thasstatd pace of retail electric competition andle€tic restructuring in Arizona. Although
some very limited retail competition existed in ARBrvice area in 1999 and 2000, there are cugr@mtlactive retail competitors providing
unbundled energy or other utility services to AB&Stomers. As a result, we cannot predict when tflam@xtent to which, additional
competitors will re-enter APS’ service territory.

SubsidiariesIn the case of SunCor, efforts to accelerate asde$ activities in 2004 were successful. A portibthese sales have been,
and additional amounts may be required to be, tegdas discontinued operations on our Condenseddlidated Statements of Income.
SunCor’s net income was $45 million in 2004. Se¢eN® for further discussion. We anticipate Sun€egrnings contributions in 2005 to be
approximately $50 million after income taxes.

El Dorado’s historical results are not indieatof future performance.

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

Market Risks

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

Interest Rate and Equity Risk

Our major financial market risk exposure i€hanging interest rates. Changing interest ratksiffiect interest paid on variable-rate debt
and interest earned by our nuclear decommissianisg fund. Our policy is to manage interest raitesugh the use of a combination of
fixed-rate and floating-rate debt.

Commaodity Price Risk

We are exposed to the impact of market flutdna in the commodity price and transportationtsa$ electricity, natural gas, coal and
emissions allowances. We manage risks associatbdiveise market fluctuations by utilizing variowsenodity instruments that qualify as
derivatives, including exchange-traded futures @ptibns and over-the-counter forwards, options @maps. Our ERMC, consisting of
officers and key management personnel, overseepamyrwide energy risk management activities anditamthe results of marketing and
trading activities to ensure compliance with oatet energy risk management and trading policispat of our risk management program,
we use such instruments to hedge purchases arsda$akectricity, fuels and emissions allowances eredits. The changes in market valu
such contracts have a high correlation to pricexgha in the hedged commodities. In addition, sulifespecified risk parameters monitored
by the ERMC, we engage in marketing and tradiniyiéiets intended to profit from market price movems
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The mark-to-market value of derivative instants related to our risk management and tradingitees are presented in two categories
consistent with our business segments:

* Regulated Electricity — non-trading derivatinstruments that hedge our purchases and sadsatficity and fuel for APS’ Native
Load requirements of our regulated electricity hass segment; ai

e Marketing and Tradin— nor-trading and trading derivative instruments of competitive business segme

The following tables show the pretax changesark-to-market of our non-trading and trading\deive positions for the three months
ended March 31, 2005 and 2004 (dollars in millions)

Three Months Ende Three Months Ende
March 31, 200! March 31, 200«

Regulate: Marketing Regulate: Marketing

Electricity and Tradin Electricity and Tradini
Mark-to-market of net positions at beginning of per $ A $ 107 $ — $ 69
Change in mar-to-market gains (losses) for future period delive 4 8 10 8
Changes in cash flow hedges recorded in 10¢ 4 30 17
Ineffective portion of changes in fair value recaildn earning: 8 — 1 1
Mark-to-market losses (gains) realized during the pe (1) 49 6 (2
Mark-to-market of net positions at end of per $ 15: $ 16C $ 47 $ 93

The tables below show the fair value of maiesiof our nortrading and trading derivative contracts (dollarsnillions) at March 31, 20(
by maturities and by the type of valuation thatésformed to calculate the fair values. See Not®érivative Accounting,” in Item 8 of our
2004 Form 10-K for more discussion of our valuatiogthods.
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Regulated Electricity

Total
fair
Source of Fair Valu 2005 2006 2007 value
Prices actively quote $ 93 $ 42 $ 13 $ 14¢
Prices provided by other external sour — 5 1 6
Prices based on models and other valuation mef D — — (1)
Total by maturity $ 92 $ 47 $ 14 $ 15¢
Marketing and Trading
Total
Years fair
Source of Fair Valu 2005 2006 2007 2008 2009 thereaftel value
Prices actively quote $ 55 $ — $ — $ — $ — $ — $ 55
Prices provided by other external sour — 64 74 33 (@D} (€D} 16¢
Prices based on models and other
valuation method (8) (21 27 ) — — (64)
Total by maturity $ 47 $ 43 $ 47 $ 25 $ (1) $ (1) $ 16C

The table below shows the impact that hypathkprice movements of 10% would have on the mar&tie of our risk management and
trading assets and liabilities included on Pinn&tkst's Condensed Consolidated Balance Sheetsrahhga, 2005 and December 31, 2004
(dollars in millions).

March 31, 200t December 31, 20C
Gain (Loss! Gain (Loss)
Price Up Price Dowt Price Up Price Dowt
Commaodity 10% 10% 10% 10%
Mark-to-market changes reported in earnings
Electricity $ @ 3 4 $ @ 3 4
Natural gas 2 2 2 2
Other 1 (@D} 1 (@D}
Mark-to-market changes reported in OCI (
Electricity 47 (45) 35 (35
Natural gas 62 (62 43 (43)
Total $ 10¢ $ (106) $ 77 $ (77)

(&) These contracts are primarily structured salésiges hedged with a portfolio of forward purcleashat protects the economic value of
the sales transactior

(b) These contracts are hedges of our forecastethasgs of natural gas and electricity. The impathese hypothetical price movements
would substantially offset tt
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impact that these same price movements would havkeophysical exposures being hed
Credit Risk

We are exposed to losses in the event of nfonpeance or nonpayment by counterparties. We hiakenanagement and trading contracts
with many counterparties, including two counterijgarfor which a worst case exposure representoajppately 30% of Pinnacle West's
$658 million of risk management and trading asastsf March 31, 2005. See Note 1, “Derivative Agtmg” in Item 8 of our 2004 Form
10-K for a discussion of our credit valuation adijusnt policy. See Note 10 for further discussiomrefit risk.

ARIZONA PUBLIC SERVICE COMPANY — RESULTS OF OPERATI ONS
General

Throughout the following explanations of AR8Sults of operations, we refer to “gross marg@rdss margin refers to electric operating
revenues less purchased power and fuel costs. $@nasgin” is a “non-GAAP financial measure,” asidedfl in accordance with SEC rules.
Exhibit 99.4 reconciles this non-GAAP financial maee to operating income, which is the most diyectimparable financial measure
calculated and presented in accordance with GAA® vi&w gross margin as an important performancesoreaf the core profitability of
our operations. This measure is a key componeatiointernal financial reporting and is used by management in analyzing our business
segments. We believe that investors benefit fromingeaccess to the same financial measures thahanagement uses. In addition, we have
reclassified certain prior period amounts to comféo our current period presentation.

Operating Results — Three-month period ended Marct81, 2005 compared with the three-month period endelllarch 31, 2004

APS’ net income for the three months endeddW &1, 2005 was $27 million compared with $34 millfor the prior-year period. The
$7 million decrease in the period-to-period comgrarireflects higher operations and maintenance posharily related to customer service,
generation and benefit costs; the effects of mideather on retail sales; lower other income, hetloer expense, primarily due to gains on
asset sales in the prior year period; and increpgathased power and fuel costs due to higherdiuglpower prices. These negative factors
were partially offset by the absence of regulatsyet amortization; higher retail sales volumestduweistomer growth and usage; and lower
replacement power costs due to fewer unplannedjesta

Additional details on the major factors thatreased (decreased) net income are contained foltbwing table (dollars in millions).
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Increase (Decreas

Pretax After Tax
Gross margin

Higher retail sales volumes due to customer groexhluding weather effec $ 7 $ 4
Lower replacement power costs due to fewer unplduoutage: 4 2
Effects of weather on retail sal (5) (©)]
Increased purchased power and fuel costs due hehfgel and power price (2) (1)
Net increase in gross marg 4 2
Higher operations and maintenance expense prinratdyed to customer service, generation and heceefts (16) (20

Depreciation and amortization decreases (increzs
Absence of regulatory asset amortizai 9 5
Increased delivery and other ass (2 Q)
Lower other income net of other expense primarilg tb gain on asset sales in the |-year perioc 4) 2
Miscellaneous items, n (1) (1)
Net decrease in net incor $ (10 $ (7)

Regulated Electricity Revenues

Regulated electricity revenues were $2 millimner for the three months ended March 31, 200Bpared with the prior-year period
primarily as a result of:

* a $13 million increase in retail revenues relatedustomer growth, excluding weather effe
+ a$13 million decrease in retail revenues relaveditder weather; an

* a$2 million decrease due to miscellaneous fac
Marketing and Trading Revenues

Marketing and trading revenues were $2 milligher for the three months ended March 31, 2@dbpared with the prior-year period
primarily as a result of:

* a$7 million increase from generation salgenpthan Native Load primarily due to higher wisale market prices and higher sales
volumes; anc

»  $5 million of lower markto-market gains for future delivery due to higher esi
LIQUIDITY AND CAPITAL RESOURCES — ARIZONA PUBLIC SE RVICE COMPANY
Contractual Obligations

APS'’ future contractual obligations have rnodieged materially from the amounts disclosed i Pdtem 7 of the 2004 Form 10-K. See
Note ¢-1 for a list of APS’ payments due on total longatedebt and capitalized lease requirements.
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RISK FACTORS

Exhibit 99.1 and Exhibit 99.2, which are herélcorporated by reference, contain a discussfoisk factors affecting Pinnacle West and
APS, respectively.

FORWARD-LOOKING STATEMENTS

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

“expect,” “require,” “intend,” “assume” and similarords. Because actual results may differ matgrfatim expectations, we caution readers
not to place undue reliance on these statemenisiber of factors could cause future results tiedihaterially from historical results, or
from results or outcomes currently expected or bbby Pinnacle West or APS. In addition to the #Rfactors” described in Exhibits 99.1
and 99.2 to this report, these factors include goaitnot limited to:

”ou ” o« ”

» state and federal regulatory and legislative dessand actions, including by the FEF

» the ongoing restructuring of the electricustty, including the introduction of retail electdompetition in Arizona and decisions
impacting wholesale competitio

» the outcome of regulatory, legislative and judigiedceedings relating to the restructuri

» market prices for electricity and natural g

» power plant performance and outac

» transmission outages and constrai

» weather variations affecting local and regionaltcoer energy usag

» customer growth and energy usa

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

» the cost of debt and equity capital and accesapiat markets

» the uncertainty that current credit ratings wilinan in effect for any given period of tirr

» our ability to compete successfully outside traditil regulated markets (including the wholesalekeiyr

« the performance of our marketing and tradiotjvities due to volatile market liquidity and adgteriorating counterparty credit and
the use of derivative contracts in our businesd(iting the interpretation of the subjective anthpéex accounting rules related to
these contracts

» changes in accounting principles generally accejpidide United States of America and the intergieteof those principles

« the performance of the stock market and ttanging interest rate environment, which affectaimount of required contributions to

Pinnacle West's pension plan and APS’ nuclear deeissioning trust funds, as well as the reportedscosproviding pension and
other postretirement benefi
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» technological developments in the electric indus
» the strength of the real estate market in Su’s market areas, which include Arizona, Idaho, Negxido and Utah; an

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

See “Pinnacle West Consolidated — Factorsciifig Our Financial Outlook” in Item 2 above fodscussion of quantitative and
qualitative disclosures about market risks.
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ITEM 4. CONTROLS AND PROCEDURES

(a) Disclosure Controls and Procedures

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

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

Pinnacle West's management, with the partimpaof Pinnacle West' Chief Executive Officer and Chief Financial O#fichave evaluate
the effectiveness of Pinnacle West's disclosurdérotsrand procedures as of March 31, 2005. Basdtairevaluation, Pinnacle West's Chief

Executive Officer and Chief Financial Officer has@ncluded that, as of that date, Pinnacle Wessslaure controls and procedures were
effective.

APS’ management, with the participation of ARBief Executive Officer and Chief Financial Oféic have evaluated the effectiveness of
APS’ disclosure controls and procedures as of M8d¢2005. Based on that evaluation, APS’ Chiefdaxige Officer and Chief Financial
Officer have concluded that, as of that date, AdiSclosure controls and procedures were effective.

(b) Changes In Internal Control Over Finan&aporting

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

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

No change in Pinnacle West's or AR8ernal control over financial reporting occurmaring the fiscal quarter ended March 31, 2005
materially affected, or is reasonably likely to erédlly affect, Pinnacle West's or APS’ internahtw| over financial reporting.
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Part I — OTHER INFORMATION
Item 1. LEGAL PROCEEDINGS
See Note 12 of Notes to Condensed Consolidatethcial Statements in regard to pending or teread litigation or other disputes.
Item 5. OTHER INFORMATION
Construction and Financing Programs

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

Regulatory Matters

See Note 5 of Notes to Condensed Consolidateahcial Statements in Part I, Item 1 of this refpar a discussion of regulatory
developments.

Environmental Matters

See “Environmental Matters — Superfund” in 8@ of Notes to Condensed Consolidated Finantié®ents for a discussion of a
Superfund site.

59




Table of Contents

Item 6. EXHIBITS

(a) Exhibits
Exhibit No. Registrant(s) Description

12.1 Pinnacle Wes Ratio of Earnings to Fixed Charg

12.2 APS Ratio of Earnings to Fixed Charg

31.1 Pinnacle West Certificate of William J. Post, Chief Executive @#r, pursuant to Rule 13a-
14(a) and Rule 1:-14(a) of the Securities Exchange Act, as amel

31.2 Pinnacle West Certificate of Donald E. Brandt, Chief Financialfioér, pursuant to Rule 13a-
14(a) and Rule 1:-14(a) of the Securities Exchange Act, as amel

31.3 APS Certificate of Jack E. Davis, Chief Executive Oficpursuant to Rule 13a-14
(a) and Rule 15-14(a) of the Securities Exchange Act, as amel

31.4 APS Certificate of Donald E. Brandt, Chief Financiaffioér, pursuant to Rule 13a-
14(a) and Rule 1:-14(a) of the Securities Exchange Act, as amel

32.1 Pinnacle West Certification of Chief Executive Officer and Chieinancial Officer, pursuant
to 18 U.S.C. Section 1850, as adopted pursuaréd¢tidn 906 of the
Sarbane-Oxley Act of 200z

32.2 APS Certification of Chief Executive Officer and Chiginancial Officer, pursuant
to 18 U.S.C. Section 1850, as adopted pursuargt¢td® 906 of the
Sarbane-Oxley Act of 200z

99.1 Pinnacle Wes Pinnacle West Risk Factc

99.2 APS APS Risk Factor

99.3 Pinnacle Wes Reconciliation of Operating Income to Gross Mal
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Exhibit No. Registrant(s) Description
99.4 APS Reconciliation of Operating Income to Gross Mal
99.5 Pinnacle West/APS Opinion and Order, ACC Decision No. 67744 datedilAfr2005 (see Exhib

In addition, the Company hereby incorporalesfollowing Exhibits pursuant to Exchange Act RURb-32 and Regulation §229.10(d) by

No. 99.6 below for Attachment A to the Opinion a@rter, the 200
Settlement Agreemen

reference to the filings set forth below:

Exhibit Date
No. Registrant(s) Description Previously Filed as Exhibit 1 Effective
3.1 Pinnacle West  Articles of Incorporation, 19.1 to Pinnacle West’'s September 1988 Form 10-Q 11-14-88
restated as of July 29, 19 Report, File No. -8962
3.2 Pinnacle West  Pinnacle West Capital 3.1 to Pinnacle West's June 30, 2004 Form 10-Q Repo 8-9-04
Corporation Bylaws, File No. 1-8962
amended as of June 23,
2004
3.3 APS Articles of Incorporation, 4.2 to APS’ Form S-3 Registration Nos. 33-3391038d  9-29-93
restated as of May 25, 1988 55248 by means of September 24, 1993 Form 8-K Repor
File No. 1-4473
3.4 APS Arizona Public Service 3.1to APS’ June 30, 2004 Form 10-Q Report, FileNo  8-9-04
Company Bylaws, amended 4473
as of June 23, 20(
99.6 Pinnacle West 2004 Settlement Agreement 99.1 to Pinnacle West's August 18, 2004 Form 8-K 8-18-04

APS dated August 18, 20(

Report, File No. -8962

1 Reports filed under File Nos. 1-4473 and 6B@ere filed in the office of the Securities andcEange Commission located in
Washington, D.C.

61




Table of Contents

SIGNATURES

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

PINNACLE WEST CAPITAL CORPORATION
(Registrant

Dated: May 9, 200 By: /s/ Donald E. Branc
Donald E. Branc
Executive Vice President and Ct
Financial Office
(Principal Financial Office
and Officer Duly Authorized to sign tiiReport)

ARIZONA PUBLIC SERVICE COMPANY
(Registrant

Dated: May 9, 200 By: /s/ Donald E. Branc
Donald E. Brant
Executive Vice President and Ct
Financial Office
(Principal Financial Office
and Officer Duly Authorized to sign tiiReport)
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Exhibit No.
12.1

12.2

31.1

31.2

31.3

31.4

32.1

32.2

99.1
99.2
99.3
99.4

99.5

Registrant(s)

Exhibit Index

Description

Pinnacle Wes
APS

Pinnacle West

Pinnacle West

APS

APS

Pinnacle West

APS

Pinnacle Wes
APS
Pinnacle Wes

APS

Pinnacle West/AP:

Ratio of Earnings to Fixed Charg
Ratio of Earnings to Fixed Charg

Certificate of William J. Post, Chief Executive @#r, pursuant to Rule 13a-14(a) and
Rule 15+-14(a) of the Securities Exchange Act, as amel

Certificate of Donald E. Brandt, Chief Financialfioér, pursuant to Rule 13a-14(a) and
Rule 15-14(a) of the Securities Exchange Act, as amel

Certificate of Jack E. Davis, Chief Executive Officpursuant to Rule 13a-14(a) and
Rule 15¢-14(a) of the Securities Exchange Act, as amel

Certificate of Donald E. Brandt, Chief Financialfioér, pursuant to Rule 13a-14(a) and
Rule 15-14(a) of the Securities Exchange Act, as amel

Certification of Chief Executive Officer and Chieinancial Officer, pursuant to 18
U.S.C. Section 1850, as adopted pursuant to Se@fi6rof the Sarbanes-Oxley Act of
2002

Certification of Chief Executive Officer and Chieinancial Officer, pursuant to 18
U.S.C. Section 1850, as adopted pursuant to Segfi6rof the Sarbanes-Oxley Act of
2002

Pinnacle West Risk Factc

APS Risk Factor

Reconciliation of Operating Income to Gross Mal

Reconciliation of Operating Income to Gross Mal

Opinion and Order, ACC Decision No. 67744 datedilApr2005
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Exhibit 12.1

PINNACLE WEST CAPITAL CORPORATION
COMPUTATION OF EARNINGS TO FIXED CHARGES
(Thousands of Dollars)

Three
Months

Ended Twelve Months Ende
March 31 December 31
2005 2004 2003 2002 2001 2000
Earnings:
Income from continuing Operatiol $23,65¢ $235,21¢ $225,80: $241,99¢ $327,36° $302,33.
Income Taxe! 14,73 128,85’ 102,47: 155,71( 213,53 194,20(
Fixed Charge 56,74 227,13! 235,40° 219,17¢ 211,95! 202,80«
Total Earnings $95,13¢ $591,21( $563,68: $616,88¢ $752,86( $699,33!
Fixed Charges
Interest Expens $49,19¢ $195,85¢ $204,33¢ $187,03¢ $175,82. $166,44°
Estimated Interest Portion of Annual Re 7,552 31,27¢ 31,06¢ 32,13¢ 36,13¢ 36,35’
Total Fixed Charge $56,74° $227,13! $235,40° $219,17¢ $211,95¢ $202,80:«

Ratio of Earnings to Fixed Charges (rounded dc 1.67 2.6( 2.3¢ 2.81 3.5 3.44




Exhibit 12.2

ARIZONA PUBLIC SERVICE COMPANY
COMPUTATION OF EARNINGS TO FIXED CHARGES

($000's)
Three Month
Ended Twelve Months
March 31, Ended December 3
2005 2004 2003 2002 2001 2000
Earnings:
Income from continuing operatiol $ 27,04 $199,62°  $180,93°  $199,34!  $280,68(  $306,59:
Income taxe: 17,217 120,03( 86,85¢ 126,80! 183,13¢ 195,66!
Fixed charge: 45,04« 181,37. 181,79: 168,98! 166,93¢ 179,38:
Total earning $ 89,30¢ $501,02¢  $449,58:  $495,13!  $630,76:  $681,64(
Fixed Charges
Interest charge $ 36,70¢ $146,98.  $147,61(  $133,87¢ $130,52!  $141,88t
Amortization of debt discour 1,004 4,854 3,331 2,88¢ 2,65( 2,10¢
Estimated interest portion of annual re 7,332 29,53¢ 30,84¢ 32,21¢ 33,76¢ 35,39(
Total fixed charges $ 45,04 $181,37.  $181,79.  $168,98!  $166,93¢  $179,38:

Ratio of Earnings to Fixed Charges (rounded dc 1.9¢ 2.7¢€ 2.417 2.9: 3.717 3.7¢




EXHIBIT 31.1
CERTIFICATION
I, William J. Post, certify that:
1. I have reviewed this Quarterly Report on Forr-Q of Pinnacle West Capital Corporatic

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

3. Based on my knowledge, the financial statement$ atimer financial information included in this refdairly present in all material
respects the financial condition, results of operatand cash flows of the registrant as of, amdtfe periods presented in this rep

4. The registrans other certifying officer and | are responsibledstablishing and maintaining disclosure contamid procedures (as defin
in Exchange Act Rules 13a-15(e) and 15d-15(e))ilatednal control over financial reporting (as definin Exchange Act Rules 13a-15(f)
and 15«~15(f)) for the registrant and hay

a) designed such disclosure controls and proceduresiused such disclosure controls and procedures tlesigned under our
supervision, to ensure that material informatidatieg to the registrant, including its consolidhgibsidiaries, is made known to us by
others within those entities, particularly durihg tperiod in which this report is being prepal

b) designed such internal control over financial répgr or caused such internal control over finah@gorting to be designed under our
supervision, to provide reasonable assurance rieggttie reliability of financial reporting and tipeeparation of financial statements
for external purposes in accordance with geneealbepted accounting principle

c) evaluated the effectiveness of the registrant’sloésire controls and procedures and presentedsimaport our conclusions about the
effectiveness of the disclosure controls and proees] as of the end of the period covered by #psnt based on such evaluation;

d) disclosed in this report any change in the regissanternal control over financial reporting thatcurred during the registrant’s most
recent fiscal quarter that has materially affecteds reasonably likely to materially affect, tregyistrants internal control over financi
reporting; anc




5. The registrant’s other certifying officer and | leadisclosed, based on our most recent evaluatiorterhal control over financial
reporting, to the registrant’s auditors and theitac@mmmittee of the registrant’s board of direct@spersons performing the equivalent
functions):

a) all significant deficiencies and material weaknsdsehe design or operation of internal contraéofinancial reporting which are
reasonably likely to adversely affect the regid’s ability to record, process, summarize and refpmancial information; an

b) any fraud, whether or not material, that involvemnagement or other employees who have a significémin the registrant’s internal
control over financial reporting

Date: May 9, 2005.

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




EXHIBIT 31.2
CERTIFICATION
I, Donald E. Brandt, certify that:
1. | have reviewed this Quarterly Report on Forr-Q of Pinnacle West Capital Corporatic

2. Based on my knowledge, this report does not comtaynuntrue statement of a material fact or om#téde a material fact necessary to
make the statements made, in light of the circuntgts.under which such statements were made, nistadisg with respect to the period
covered by this repor

3. Based on my knowledge, the financial statements$ atimer financial information included in this repdairly present in all material
respects the financial condition, results of operatand cash flows of the registrant as of, amgdtfe periods presented in this rep

4. The registrans other certifying officer and | are responsibledstablishing and maintaining disclosure contasld procedures (as defin
in Exchange Act Rules 13a-15(e) and 15d-15(e))iatednal control over financial reporting (as definin Exchange Act Rules 13a-15(f)
and 15«15(f)) for the registrant and hav

a) designed such disclosure controls and proceduresused such disclosure controls and procedutes tesigned under our
supervision, to ensure that material informatidatmeg to the registrant, including its consolidhsibsidiaries, is made known to us by
others within those entities, particularly durihg tperiod in which this report is being prepal

b) designed such internal control over financial réipgr or caused such internal control over finaheaorting to be designed under our
supervision, to provide reasonable assurance rieggttie reliability of financial reporting and tipeeparation of financial statements
for external purposes in accordance with geneealbepted accounting principle

c) evaluated the effectiveness of the registrant'sloésire controls and procedures and presentedsimeport our conclusions about the
effectiveness of the disclosure controls and proes] as of the end of the period covered by #psnt based on such evaluation;

d) disclosed in this report any change in the regitsanternal control over financial reporting ttedcurred during the registrant’s most
recent fiscal quarter that has materially affecteds reasonably likely to materially affect, ttegistrants internal control over financi
reporting; anc




5. The registrant’s other certifying officer and | leadisclosed, based on our most recent evaluationterhal control over financial

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

a) all significant deficiencies and material weaknessehe design or operation of internal contra¢iofinancial reporting which are
reasonably likely to adversely affect the regid’s ability to record, process, summarize and refprancial information; an

b) any fraud, whether or not material, that involvesnagement or other employees who have a significémin the registrant’s internal
control over financial reporting

Date: May 9, 2005.

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




EXHIBIT 31.3
CERTIFICATION
I, Jack E. Davis, certify that:
1. I have reviewed this Quarterly Report on Forr-Q of Arizona Public Service Compar

2. Based on my knowledge, this report does not comtaynuntrue statement of a material fact or om#téde a material fact necessary to
make the statements made, in light of the circuntgts.under which such statements were made, nistadisg with respect to the period
covered by this repor

3. Based on my knowledge, the financial statements$ atimer financial information included in this repdairly present in all material
respects the financial condition, results of operatand cash flows of the registrant as of, amgdtfe periods presented in this rep

4. The registrans other certifying officer and | are responsibledstablishing and maintaining disclosure contasld procedures (as defin
in Exchange Act Rules 13a-15(e) and 15d-15(e))iatednal control over financial reporting (as definin Exchange Act Rules 13a-15(f)
and 15«15(f)) for the registrant and hav

a) designed such disclosure controls and proceduresused such disclosure controls and procedutes tesigned under our
supervision, to ensure that material informatidatmeg to the registrant, including its consolidhsibsidiaries, is made known to us by
others within those entities, particularly durihg tperiod in which this report is being prepal

b) designed such internal control over financial réipgr or caused such internal control over finaheaorting to be designed under our
supervision, to provide reasonable assurance rieggttie reliability of financial reporting and tipeeparation of financial statements
for external purposes in accordance with geneealbepted accounting principle

c) evaluated the effectiveness of the registrant'sloésire controls and procedures and presentedsimeport our conclusions about the
effectiveness of the disclosure controls and proes] as of the end of the period covered by #psnt based on such evaluation;

d) disclosed in this report any change in the regitsanternal control over financial reporting ttedcurred during the registrant’s most
recent fiscal quarter that has materially affecteds reasonably likely to materially affect, ttegistrants internal control over financi
reporting; anc




5. The registrant’s other certifying officer and | leadisclosed, based on our most recent evaluationterhal control over financial

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

a) all significant deficiencies and material weaknessehe design or operation of internal contra¢iofinancial reporting which are
reasonably likely to adversely affect the regid’s ability to record, process, summarize and refprancial information; an

b) any fraud, whether or not material, that involvesnagement or other employees who have a significémin the registrant’s internal
control over financial reporting

Date: May 9, 2005.

/s/ Jack E. Davi
Jack E. Davis
President and Chief Executive Offic




EXHIBIT 31.4
CERTIFICATION
I, Donald E. Brandt, certify that:
1. | have reviewed this Quarterly Report on Forr-Q of Arizona Public Service Compar

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

3. Based on my knowledge, the financial statement$ atimer financial information included in this refdairly present in all material
respects the financial condition, results of operatand cash flows of the registrant as of, amdtfe periods presented in this rep

4. The registrans other certifying officer and | are responsibledstablishing and maintaining disclosure contamid procedures (as defin
in Exchange Act Rules 13a-15(e) and 15d-15(e))ilatednal control over financial reporting (as definin Exchange Act Rules 13a-15(f)
and 15«~15(f)) for the registrant and hay

a) designed such disclosure controls and proceduresiused such disclosure controls and procedures tlesigned under our
supervision, to ensure that material informatidatieg to the registrant, including its consolidhgibsidiaries, is made known to us by
others within those entities, particularly durihg tperiod in which this report is being prepal

b) designed such internal control over financial répgr or caused such internal control over finah@gorting to be designed under our
supervision, to provide reasonable assurance rieggttie reliability of financial reporting and tipeeparation of financial statements
for external purposes in accordance with geneealbepted accounting principle

c) evaluated the effectiveness of the registrant’sloésire controls and procedures and presentedsimaport our conclusions about the
effectiveness of the disclosure controls and proees] as of the end of the period covered by #psnt based on such evaluation;

d) disclosed in this report any change in the regissanternal control over financial reporting thatcurred during the registrant’s most
recent fiscal quarter that has materially affecteds reasonably likely to materially affect, tregyistrants internal control over financi
reporting; anc




5. The registrant’s other certifying officer and | leadisclosed, based on our most recent evaluationterhal control over financial

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

a) all significant deficiencies and material weaknessehe design or operation of internal contra¢iofinancial reporting which are
reasonably likely to adversely affect the regid’s ability to record, process, summarize and refprancial information; an

b) any fraud, whether or not material, that involvesnagement or other employees who have a significémin the registrant’s internal
control over financial reporting

Date: May 9, 2005.

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




EXHIBIT 32.1

CERTIFICATION
OF

CHIEF EXECUTIVE OFFICER

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

SECTION 906 OF THE SARBANES-OXLEY ACT OF 2002

[, William J. Post, certify, pursuant to 183.C. 1350, as adopted pursuant to Section 906db#nbanes-Oxley Act of 2002, that the
Quarterly Report on Form 10-Q of Pinnacle West @h@orporation for the fiscal quarter ended Madah 2005, fully complies with the
requirements of Section 13(a) or 15(d) of the SdesrExchange Act of 1934 and that the informationtained in such Quarterly Report on
Form 10-Q fairly presents, in all material respetite financial condition and results of operatioh®innacle West Capital Corporation.

Date: May 9, 2005.
/s/ William J. Pos

William J. Post
Chairman and Chief Executive Offict

I, Donald E. Brandt, certify, pursuant to 18WC. 1350, as adopted pursuant to Section 90&edbarbanes-Oxley Act of 2002, that the
Quarterly Report on Form 10-Q of Pinnacle West @G&iorporation for the fiscal quarter ended Ma3ah 2005 fully complies with the
requirements of Section 13(a) or 15(d) of the SéearExchange Act of 1934 and that the informationtained in such Quarterly Report on
Form 10-Q fairly presents, in all material respgettte financial condition and results of operatioh®innacle West Capital Corporation.

Date: May 9, 2005.

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




EXHIBIT 32.2

CERTIFICATION
OF

CHIEF EXECUTIVE OFFICER

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

SECTION 906 OF THE SARBANES-OXLEY ACT OF 2002

I, Jack E. Davis, certify, pursuant to 18 @.S1350, as adopted pursuant to Section 906 dbéinbanes-Oxley Act of 2002, that the
Quarterly Report on Form 10-Q of Arizona Public\ee Company for the fiscal quarter ended March28D5 fully complies with the
requirements of Section 13(a) or 15(d) of the SdesrExchange Act of 1934 and that the informationtained in such Quarterly Report on
Form 10-Q fairly presents, in all material respetite financial condition and results of operatioh#rizona Public Service Company.

Date: May 9, 2005.
/s/ Jack E. Davi

Jack E. Davis
President and Chief Executive Offic

I, Donald E. Brandt, certify, pursuant to 18WC. 1350, as adopted pursuant to Section 90&edbarbanes-Oxley Act of 2002, that the
Quarterly Report on Form 10-Q of Arizona Public\ee Company for the fiscal quarter ended March28D5 fully complies with the
requirements of Section 13(a) or 15(d) of the SéearExchange Act of 1934 and that the informationtained in such Quarterly Report on
Form 10-Q fairly presents, in all material respgtts financial condition and results of operatiof#rizona Public Service Company.

Date: May 9, 2005.

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




Exhibit 99.1
PINNACLE WEST RISK FACTORS
(Report on Form 10-Q for the fiscal quarter ended March 31, 2005)

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

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

In 1999, the Arizona Corporation Commissidre(tACC”) approved rules for the introduction ofaié electric competition in Arizona.
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. Legjelllenges to the rules have raised consideraigertainty about the status and pace of r
electric competition and of electric restructuringirizona. Although some very limited retail contitien existed in the service area of
Arizona Public Service Company (“APSt) 1999 and 2000, there are currently no activailrebmpetitors offering unbundled energy or o
utility services to APS’ customers. As a result,camnot predict when, and the extent to which, taafthl competitors will re-enter APS’
service territory.

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

We are subject to complex government regulation thamay have a negative impact on our business and oresults of operations.

We are, directly and through our subsidiasesject to governmental regulation that may hamegative impact on our business and
results of operations. We are a “holding companighiw the meaning of the Public Utility Holding Caany Act of 1935 (“PUHCA");
however, we are exempt from the provisions of PUHE¥%cept Section 9(a)(2) thereof) by virtue of 6limg of an annual exemption
statement with the Securities and Exchange Comomgghe “SEC”).

APS is subject to comprehensive regulatiosdxeral federal, state and local regulatory ageneibich significantly influence its
operating environment and may affect its abilitygoover costs from utility customers. APS is reggiito have numerous permits, approvals
and certificates from the agencies that regulat&’Afsiness. The FERC, the Nuclear Regulatory Casion (“NRC”), the Environmental
Protection Agency (“EPA”), and the ACC regulate maspects of our utility operations, includingrsifiand construction of facilities,
customer service and the rates that APS can cltasiemers. We believe the necessary permits, aplsrand certificates have been obtained
for APS’ existing operations. However, changesigutations or the imposition of additional regudas could have an adverse impact on our
results of operations. We are also unable to préaécimpact on our business and operating refwolis pending or future regulatory activiti
of any of these agencies.

We are subject to numerous environmental laws andegulations that may increase our cost of operationgmpact our business
plans, or expose us to environmental liabilities.

We are subject to numerous environmental Ewesregulations affecting many aspects of our ptessed future operations, including air
emissions, water quality, wastewater dischargdsl e@ste, and hazardous waste. These laws anthtEms can result in increased capital,
operating, and other costs, particularly with relgarenforcement efforts focused on power planssiains obligations. These laws and
regulations generally require us to obtain and dgmith a wide variety of environmental licensesymits, inspections and other approvals.
Both public officials and private individuals magek to enforce applicable environmental laws agdlegions. We cannot predict the
outcome (financial or operational) of any relatéigation that may arise.

In addition, we may be a responsible partyefovironmental clean up at sites identified bygutatory body. We cannot predict with
certainty the amount and timing of all future exgi¢ures related to environmental matters




because of the difficulty of estimating clean-ugtsoThere is also uncertainty in quantifying lidieis under environmental laws that impose
joint and several liability on all potentially rempsible parties

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

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

Through APS, we have an ownership intereanuh operate, on behalf of a group of owners, the Yarde Nuclear Generating Station
(“Palo Verde”), which is the largest nuclear electyenerating facility in the United States. Pakerdie is subject to environmental, health and
financial risks such as the ability to disposepdrg nuclear fuel, the ability to maintain adequaterves for decommissioning, potential
liabilities arising out of the operation of theseifities, and the costs of securing the faciliagainst possible terrorist attacks and unschet
outages due to equipment and other problems. Wiataimainuclear decommissioning trust funds and esfénsurance coverage to minimize
our financial exposure to some of these risks; h@awét is possible that damages could exceedrimuat of insurance coverage.

The NRC has broad authority under federalt@mimpose licensing and safety-related requiremfemtthe operation of nuclear generation
facilities. In the event of noncompliance, the NR&3 the authority to impose fines or shut downig anboth, depending upon its assesst
of the severity of the situation, until compliariseachieved. In addition, although we have no reds@nticipate a serious nuclear incident at
Palo Verde, if an incident did occur, it could miahy 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 uncertain outcome regarding the creation of reignal transmission organizations, or RTOs, and immmentation of the FERCS
standard market design may materially impact our ogrations, cash flows or financial position.

In a December 1999 order, the FERC establishathcteristics and functions that must be mettijies in forming and operating RTOs.
The characteristics for an acceptable RTO incladependence from market participants, operatiooatirol over a region large enough to
support efficient and nondiscriminatory markets erdlusive authority to maintain short-term rellapi Additionally, in a pending notice of
proposed rulemaking, the FERC is considering implating a standard market design for wholesale nsrikin October 16, 2001, APS and
other owners of electric transmission lines ingbhathwestern U.S. filed with the FERC a requestfdeclaratory order confirming that their
proposal to form WestConnect RTO, LLC would sati$fy FERC's requirements for the formation of arCRDn October 10, 2002, the
FERC issued an order finding that the WestConnexgigsal, if modified to address specified issuesjd meet the FERC’'s RTO
requirements and provide the basic framework fetaadard market design for the southwestern UrgeShat time, APS has been evalua
a phased approach to RTO implementation in therd8sathwest. APS is currently participating wither entities in the southwestern U.S.
in a cost/benefit analysis of implementing the VZesinect RTO, the results of which are expectedttodmpleted in 2005.

If APS ultimately joins an RTO, APS could iméaucreased transmission-related costs and recedugced transmission service revenues;
APS may be required to expand its transmissioresysiccording to decisions made by the RTO ratlaer itis internal planning process; and
APS may experience other impacts on its operatizas) flows or financial position that will not geantifiable until the final tariffs and ott
material terms of the RTO are known.

Recent events in the energy markets that are beyoralir control may have negative impacts on our busess.

As a result of the energy crisis in Califordi&ing the summer of 2001, the recent volatilityyatural gas prices in North America, the
filing of bankruptcy by the Enron Corporation, d@ndestigations by governmental




authorities into energy trading activities, comganjienerally in the regulated and unregulatedyublisinesses have been under an increased
amount of public and regulatory scrutiny. The calpitarkets and rating agencies also have incraas@devel of scrutiny. We believe that

we are in material compliance with all applicaldes$, but it is difficult or impossible to prediat control what effect these or related issues
may have on our business or our access to theatamtrkets.

Our results of operations can be adversely affecteoy milder weather.

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

Our cash flow largely depends on the performance afur subsidiaries.

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

The debt agreements of some of our subsigdianiy restrict their ability to pay dividends, malkstributions or otherwise transfer funds to
us. As part of the ACC’s approval of a $500 milliamancing arrangement between APS and Pinnacld Bfergy, an ACC order requires
APS to indefinitely maintain a common equity ratioat least 40% and does not allow APS to pay comdigidends if the payment would
reduce its common equity below that threshold. éfned in the ACC financing order approving theaagement, common equity ratio is
common equity divided by common equity plus longrtelebt, including current maturities of long-tedebt. At March 31, 2005, APS’
common equity ratio, as defined, was approximad&Bp.

Our debt securities will be structurally subordinated to the debt securities and other obligations afur subsidiaries.

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

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

We rely on access to short-term money markamtgerterm capital markets and the bank markets as disamt source of liquidity and fi
capital requirements not satisfied by the cash fimm our operations. We believe that we will maintsufficient access to these financial
markets based upon current credit ratings. Howeestain market disruptions or a downgrade of oadit ratings may increase our cost of
borrowing or adversely affect our ability to accesg or more financial markets. Such disruptionddclude:

* an economic downturi

capital market conditions general

the bankruptcy of an unrelated energy comp.

« increased market prices for electricity and ¢

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




« the overall health of the utility industr

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

« increasing the cost of future debt financi
« increasing our vulnerability to adverse economid aalustry conditions

« requiring us to dedicate a substantial portionwfaash flow from operations to payments on out,debich would reduce funds
available to us for operations, future businesodppities or other purposes; a

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

A significant reduction in our credit ratings could materially and adversely affect our business, fingcial condition and results of
operations.

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

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

Our operations include managing market rigksted to commodity prices and, subject to spetifigk parameters, engaging in marketing
and trading activities intended to profit from metrbrice movements. We are exposed to the impauiadket fluctuations in the price and
transportation costs of electricity, natural gamlcand emissions allowances and credits. We astablished procedures to manage risks
associated with these market fluctuations by unigjzzarious commodity derivatives, including excbestraded futures and options and over-
the-counter forwards, options, and swaps. As dastiooverall risk management program, we enter derivative transactions to hedge
purchases and sales of electricity, fuels, and €aris allowances and credits. The changes in maake¢ of such contracts have a high
correlation to price changes in the hedged commodit

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

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

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




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

Regulatory Accounting — Regulatory accounting abidiar the actions of regulators, such as the ACe&tha FERC, to be reflected in
our financial statements. Their actions may casst® wapitalize costs that would otherwise be idetlas an expense in the current
period by unregulated companies. If future recowdrgosts ceases to be probable, the assets weudditien off as a charge in current
period earnings. We had $138 million of regulatasgets on the Consolidated Balance Sheets at NMar@005.

Pensions and Other Postretirement Benefit AccognrtinChanges in our actuarial assumptions used in @longlour pension and ott
postretirement benefit liability and expense caveha significant impact on our earnings and finahgosition. The most relevant
actuarial assumptions are the discount rate useteésure our liability and net periodic cost, tkpeeted long-term rate of return on
plan assets used to estimate earnings on invasteld bver the long-term, and the assumed healtlcoatdrend rates. We review these
assumptions on an annual basis and adjust thercassary

Derivative Accounting — Derivative accounting reps evaluation of rules that are complex and stibjeearying interpretations. Our
evaluation of these rules, as they apply to outrects, will determine whether we use accrual anting (for contracts designated as
normal) or fair value (mark-to-market) accountiMark-to-market accounting requires that changedherfair value are recognized
periodically in income unless certain hedge criteie met. For fair value hedges, the gain ordosthe derivative as well as the
offsetting loss or gain on the hedged item assediaftith the hedged risk are recognized in earnifgscash flow hedges, changes in
the fair value of the derivative are recognizedommon stock equity (as a component of other cohgmgive income (loss)

The market price of our common stock may be volatd.

The market price of our common stock could be stisignificant fluctuations in response to fastsuch as the following, some
which are beyond our contrc

variations in our quarterly operating resu

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

changes in expectations as to our future finamp@dlormance, including financial estimates by siiegranalysts and investo
developments generally affecting industries in \Wwhie operate, particularly the energy distributiond energy generation industri

announcements by us or our competitors of signmificantracts, acquisitions, joint marketing relasibips, joint ventures or capital
commitments

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

our dividend policy




« future sales of our equity or eqt-linked securities; an

 general domestic and international economic coorust

In addition, the stock market in general hgseeienced volatility that has often been unrelatethe operating performance of a particular
company. These broad market fluctuations may adlyeasfect the market price of our common stock.

Our common stock price could be affected becausesabstantial number of our shares could be availabléor sale in the future.

Sales in the public market of a substantiahber of shares of common stock could depress thkathparice of the common stock and cc
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@tion, a substantial number of shares of oumsomstock could be available for future
sale.

We may enter into credit and other agreements frontime to time that restrict our ability to pay divid ends.

Payment of dividends on our common stock nmeyeistricted by credit and other agreements entetedby us from time to time. At
March 31, 2005, there were no material restrictiom®ur ability to pay dividends under any sucheagrent.

Certain provisions of our articles of incorporation and bylaws and of Arizona law make it more difficdt for shareholders to change
the composition of our board and may discourage tadover attempts that could be beneficial to us anduo shareholders.

Certain provisions of our articles of incorgtion and bylaws and of Arizona law make it moiféiailt for shareholders to change the
composition of our board and may discourage unsati@ttempts to acquire us, which could preclugeshareholders from receiving a
change of control premium. These provisions inclingefollowing:

« provisions of our bylaws and Arizona law that riestour ability to engage in a wide range of “buesia combination” transactions with
an “interested shareholder” (generally, any persba owns 10% or more of our outstanding voting poareany of our affiliates or
associates) or any affiliate or associate of agr@sted shareholder, unless specific conditionsate

« anti-greenmail provisions of Arizona law and outawys that prohibit us from purchasing shares ofuamting stock from beneficial
owners of more than 5% of our outstanding sharéssarspecified conditions are satisfi

« provisions of our bylaws and Arizona law that pdw/that shareholder action may be taken only ananal or special meeting or by
unanimous written consent, and provisions of olawyg that provide that a special meeting of shddsie may only be called by a
majority of our Board of Directors, the Chairmanoofr Board of Directors, or our Preside

« advance notice procedures for nominating candidatesr Board of Directors or presenting mattershatreholder meeting

* provisions of our articles and bylaws that providea staggered Board of Directo

« provisions of our bylaws that provide that shardbod may only remove a director with or withoutsaif the votes cast in favor of
such removal exceed the votes cast against sudveditwith special requirements, based on cumudatisting rights, if less than the
entire board is to be removed); ¢

« the ability of our Board of Directors to issue aaial shares of common stock and shares of peefestock and to determine the price

and, with respect to preferred stock, the othens$eincluding preferences and voting rights, osthehares without shareholder
approval.




In addition, we have adopted a shareholdétsiglan that may have the effect of discouragimgplicited takeover proposals, including
takeover proposals that could result in a premiwar the market price of our common stock.

While these provisions have the effect of emaging persons seeking to acquire control of usefgptiate with our Board of Directors, tt
could enable the board to hinder or frustrate astation that some, or a majority, of our sharedslanight believe to be in their best inter
and, in that case, may prevent or discourage atsetopemove and replace incumbent directors.



Exhibit 99.2
APS RISK FACTORS
(Report on Form 10-Q for the fiscal quarter ended March 31, 2005)

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

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

In 1999, the Arizona Corporation Commissidre(tACC”) approved rules for the introduction ofai¢ electric competition in Arizona.
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. Ledlllenges to the rules have raised consideratdertainty about the status and pace of r
electric competition and of electric restructuringirizona. Although some very limited retail contiien existed in our service area in 1999
and 2000, there are currently no active retail ostitgrs offering unbundled energy or other utibgrvices to our customers. As a result, we
cannot predict when, and the extent to which, &l competitors will re-enter our service tenyto

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

We are subject to complex government regulation thiamay have a negative impact on our business and oresults of operations.

We are subject to governmental regulation @y have a negative impact on our business amntised operations. We are a “subsidiary
company” of a “holding company” within the meaniofgthe Public Utility Holding Company Act of 1935UHCA”); however, we are
exempt from the provisions of PUHCA (except SecB@m)(2) thereof) by virtue of the filing of an aral exemption statement with the
Securities and Exchange Commission (the “SEC”)dnyparent company, Pinnacle West Capital CorpargtiBinnacle West”).

We are subject to comprehensive regulatiosdweral federal, state and local regulatory agenebich significantly influence our
operating environment and may affect our abilitydocover costs from utility customers. We are regfito have numerous permits, approvals
and certificates from the agencies that regulatébasiness. The FERC, the Nuclear Regulatory Cosiong“NRC"), the Environmental
Protection Agency (“EPA”), and the ACC regulate maspects of our utility operations, includingrsifiand construction of facilities,
customer service and the rates that we can chagjerners. We believe the necessary permits, apigraud certificates have been obtained
for our existing operations. However, changes gulations or the imposition of additional regulasocould have an adverse impact on our
results of operations. We are also unable to préaécimpact on our business and operating refwolis pending or future regulatory activiti
of any of these agencies.

We are subject to numerous environmental laws andegulations that may increase our cost of operationgmpact our business
plans, or expose us to environmental liabilities.

We are subject to numerous environmental Ewesregulations affecting many aspects of our ptessed future operations, including air
emissions, water quality, wastewater dischargdsl e@ste, and hazardous waste. These laws anthtEgs can result in increased capital,
operating, and other costs, particularly with relgarenforcement efforts focused on power planssiins obligations. These laws and
regulations generally require us to obtain and dgmyith a wide variety of environmental licensesymits, inspections and other approvals.
Both public officials and private individuals magek to enforce applicable environmental laws agdlegions. We cannot predict the
outcome (financial or operational) of any relatéigation that may arise.

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




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

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

We have an ownership interest in and opecstdehalf of a group of owners, the Palo Verde BaicGenerating Station (“Palo Verde”),
which is the largest nuclear electric generatirgjifg in the United States. Palo Verde is subjecenvironmental, health and financial risks
such as the ability to dispose of spent nucledr fhe ability to maintain adequate reserves faodemissioning, potential liabilities arising
out of the operation of these facilities, and thsts of securing the facilities against possibimtést attacks and unscheduled outages due to
equipment and other problems. We maintain nucleaochmissioning trust funds and external insuraeemge to minimize our financial
exposure to some of these risks; however, it isiptesthat damages could exceed the amount ofansercoverage.

The NRC has broad authority under federalt@mimpose licensing and safety-related requiremfmtthe operation 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 uncertain outcome regarding the creation of reignal transmission organizations, or RTOs, and impmentation of the FERCS
standard market design may materially impact our ogrations, cash flows or financial position.

In a December 1999 order, the FERC establishathcteristics and functions that must be mettijies in forming and operating RTOs.
The characteristics for an acceptable RTO incladependence from market participants, operatiomatrol over a region large enough to
support efficient and nondiscriminatory markets ardlusive authority to maintain short-term relldyi Additionally, in a pending notice of
proposed rulemaking, the FERC is considering implating a standard market design for wholesale ntsrkin October 16, 2001, we and
other owners of electric transmission lines ingbathwestern U.S. filed with the FERC a requestfdeclaratory order confirming that our
proposal to form WestConnect RTO, LLC would sati$fy FERC'’s requirements for the formation of arCRDn October 10, 2002, the
FERC issued an order finding that the WestConnexgigsal, if modified to address specified issuesadmeet the FERC’'s RTO
requirements and provide the basic framework fetaadard market design for the southwestern UrieShat time, we have been evaluating
a phased approach to RTO implementation in therd8saithwest. We are currently participating wither entities in the southwestern U.S.
in a cost/benefit analysis of implementing the \estnect RTO, the results of which are expectedtodmpleted in 2005.

If we ultimately join an RTO, we could incurcreased transmission-related costs and receiveeddransmission service revenues; we
may be required to expand our transmission systawording to decisions made by the RTO rather tharirdernal planning process; and we
may experience other impacts on our operation$, ta&s or financial position that will not be qudiable until the final tariffs and other
material terms of the RTO are known.

Recent events in the energy markets that are beyoralir control may have negative impacts on our bus#ss.

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




Our results of operations can be adversely affecteoy milder weather.

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

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

We rely on access to short-term money markatgerterm capital markets and the bank markets as #isaymt source of liquidity and ft
capital requirements not satisfied by the cash fimm our operations. We believe that we will maintsufficient access to these financial
markets based upon current credit ratings. Howestain market disruptions or a downgrade of oadit ratings may increase our cost of
borrowing or adversely affect our ability to accesg or more financial markets. Such disruptionscaclude:

* an economic downturi

capital market conditions general

the bankruptcy of an unrelated energy comp.

« increased market prices for electricity and ¢

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

the overall health of the utility industr

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

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

* requiring us to dedicate a substantial portionwfaash flow from operations to payments on out,debich would reduce funds
available to us for operations, future businesdppities or other purposes; a

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

A significant reduction in our credit ratings could materially and adversely affect our business, fingcial condition and results of
operations.

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

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




Our operations include managing market rigkated to commodity prices and, subject to speatifisk parameters, engaging in marketing
and trading activities intended to profit from metrrice movements. We are exposed to the impaotoket fluctuations in the price and
transportation costs of electricity, natural gamlcand emissions allowances and credits. We bastablished procedures to manage risks
associated with these market fluctuations by unifjazarious commaodity derivatives, including excbastraded futures and options and over-
the-counter forwards, options, and swaps. As dastipoverall risk management program, we enter ddrivative transactions to hedge
purchases and sales of electricity, fuels, and €aris allowances and credits. The changes in maake¢ of such contracts have a high
correlation to price changes in the hedged commaodit

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

Changing interest rates will affect interesidpon variable-rate debt and interest earned Ibyension plan and nuclear decommissioning
trust funds. Our policy is to manage interest rétesugh the use of a combination of fixed-rate Hodatingrate debt. The pension plan is a
impacted by the discount rate, which is the interate used to discount future pension obligati@@tinuation of recent decreases in the
discount rate would result in increases in pensists, cash contributions, and charges to othepoeimensive income. The pension plan and
nuclear decommissioning trust funds also have ask®ciated with changing market values of eqaigstments. A significant portion of the
pension costs and all of the nuclear decommissjpodasts are recovered in regulated electricitygsic

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

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

« Regulatory Accounting — Regulatory accounting alidar the actions of regulators, such as the ACe&tha FERC, to be reflected in
our financial statements. Their actions may cass® wapitalize costs that would otherwise be idetlas an expense in the current
period by unregulated companies. If future recowdrgosts ceases to be probable, the assets weulditien off as a charge in current
period earnings. We had $138 million of regulatasgets on our balance sheet at March 31, :

Pensions and Other Postretirement Benefit AccognrtinChanges in our actuarial assumptions used in @loglour pension and ott
postretirement benefit liability and expense caveha significant impact on our earnings and finahgosition. The most relevant
actuarial assumptions are the discount rate usetessure our liability and net periodic cost, tkpezted long-term rate of return on
plan assets used to estimate earnings on invasteld bver the long-term, and the assumed healtlcoatdrend rates. We review these
assumptions on an annual basis and adjust thercassary

Derivative Accounting — Derivative accounting re@s evaluation of rules that are complex and stibgeearying interpretations. Our
evaluation of these rules, as they apply to outrects, will determine whether we use accrual anting (for contracts designated as
normal) or fair value (mark-to-market) accountiMark-to-market accounting requires that changedherfair value are recognized
periodically in income unless certain hedge criteie met. For fair value hedges, the gain ordosthe derivative as well as the
offsetting loss or gain on the hedged item assediaftith the hedged risk are recognized in earnifgscash flow hedges, changes in
the fair value of the derivative are recognizedommon stock equity (as a component of other cohgmgive income (loss)



PINNACLE WEST CAPITAL CORPORATION
(GAAP MEASURE) TO GROSS MARGIN (NON-GAAP

NON-GAAP MEASURE RECONCILIATION — OPERATING INCOME

MEASURE)

(in thousands)

RECONCILIATION OF REGULATED ELECTRICITY SEGMENT GRO
MARGIN
Operating Income (closest GAAP meast
Plus:
Operations and maintenar
Real estate segment operati
Depreciation and amortizatic
Taxes other than income tax
Other expense
Marketing and trading segment purchased power @i
Less:
Real estate segment reven
Other revenue
Marketing and trading segment reven

Regulated electricity segment gross margi

RECONCILIATION OF MARKETING AND TRADING SEGMENT GRO
MARGIN
Operating Income (closest GAAP meast
Plus:
Operations and maintenar
Real estate segment operati
Depreciation and amortizatic
Taxes other than income tax
Other expense
Regulated electricity segment purchased power @k
Less:
Real estate segment reven
Other revenue
Regulated electricity segment reven

Marketing and trading segment gross margir

EXHIBIT 99.3

THREE MONTHS ENDEL Pretax After Tax
MARCH 31, Increase Increase
2005 2004 (Decrease (Decrease
SS
$ 85,25¢ $ 84,19¢ $ 1,05¢ $ 64:
156,49¢ 137,38t 19,11( 11,61
56,47¢ 47,69( 8,78¢ 5,33¢
94,23: 101,61¢ (7,38 (4,48¢)
35,19( 30,33( 4,86( 2,95:
8,37¢ 8,75( (376) (22¢€)
100,64 67,764 32,87 19,97¢
72,05¢ 51,59: 20,46: 12,43¢
10,13 10,90¢ (770 (46¢€)
116,86¢ 88,38 28,48: 17,30¢
$337,60° $326,85: $10,75¢ $ 6,53¢
SS
$ 85,25¢ $ 84,19¢ $ 1,05¢ $ 64:
156,49¢ 137,38t 19,11( 11,61
56,47¢ 47,69( 8,78¢ 5,33¢
94,23: 101,61¢ (7,385) (4,48%)
35,19( 30,33( 4,86( 2,95:%
8,37¢ 8,75( (376) (22€)
78,42: 88,61: (10,189 (6,197
72,05¢ 51,59 20,46: 12,43t
10,13 10,90¢ (770 (46¢€)
416,03( 415,46 56€ 344
$ 16,228  $20,61¢ $ (4,399 $(2,670




EXHIBIT 99.4

ARIZONA PUBLIC SERVICE COMPANY

NON-GAAP MEASURE RECONCILIATION — OPERATING INCOME

(GAAP MEASURE) TO GROSS MARGIN (NON-GAAP

MEASURE)
(in thousands)
THREE MONTHS ENDELC Pretax After Tax
MARCH 31, Increase Increase
2005 2004 (Decrease (Decrease
RECONCILIATION OF GROSS MARGIN
Operating Income (closest GAAP measlt $ 58,74: $ 67,06 $(8,307) $ (5,039
Plus:
Operations and maintenar 142,29: 125,91 16,38: 9,93
Depreciation and amortizatic 82,21 88,84¢ (6,639 (4,0272)
Income taxe: 16,38( 17,36: (982) (595
Other taxe: 31,44¢ 27,58( 3,86¢ 2,348
Gross margin $331,07¢ $326,75: $ 4,32¢ $ 2,621

EXHIBIT 99.5
BEFORE THE ARIZONA CORPORATION COMMISSION
COMMISSIONERS Arizona Corporation Commission
DOCKETED

JEFF HATCH- M LLER Chai r man

WLLIAM A MUNDELL APR - 7 2005
MARC SPI TZER DOCKETED BY NR
M KE GLEASON

KRI STIN K. MAYES

IN THE MATTER OF THE APPLI CATI ON OF ARI ZONA DOCKET NO. E-01345A-03-0437

PUBLIC SERVICE COMPANY FOR A HEARING TO DETERMINE
THE FAIR VALUE OF THE UTILITY PROPERTY OF THE
COMPANY FOR RATEMAKING PURPOSES, TO FIX A JUST ANDECISION NO. 67744
REASONABLE RATE OF RETURN THEREON, TO APPROVE RATE
SCHEDULES DESIGNED TO DEVELOP SUCH RETURN, AND FOR
APPROVAL OF PURCHASED POWER CONTRACT.

OPI Nl ON AND ORDER
August 13, 2003, January 6, February 18,
April 7, 15, 28 May 26, June 14, August 18,
and Cctober 27, 2004

DATES OF PROCEDURAL
CONFERENCES:

DATES OF HEARI NG Novenber 8, 9, 10, 29, 30, Decenber 1, 2,

and 3, 2004

PLACE OF HEARI NG Phoeni x, Arizona

ADM NI STRATI VE LAW JUDCE: Lyn Far mer

I N ATTENDANCE: Marc Spitzer, Chairnman

Wlliam A. Mundell, Conmm ssioner
Jeff Hatch-MI1ler, Conm ssioner
M ke d eason, Conm ssioner
Kristin K Myes, Conm ssioner
APPEARANCES: M. Thomas L. Mumaw and Ms. Karilee S.

Ramal ey, PI NNACLE WEST CAPI TAL CORPORATI ON;
M. Jeffrey B. Guldner and Ms. Kinberly
Grouse, SNELL & WLMER, L.L.P., on behalf of
Arizona Public Service Conpany;



M. C. Webb Crockett, FENNEMORE CRAIG, P.C.,
on behal f of AECC and Phel ps Dodge;

M. Patrick J. Black, FENNEMORE CRAIG P.C.,
on behal f of Panda G la River;

M. S. David Childers, LOW& CH LDERS, P.C.,
M. James M Van Nostrand, and Ms. Katherine
McDowel | STCEL RIVES, L.L.P., on behalf of
Arizona Conpetitive Power Alliance;

M. Lawrence V. Robertson, Jr., MJINGER
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CHADW CK, on behal f of Southwestern Power
Goup Il, Mesquite Power, and Bowi e Power
Station, LLC, and M. Theodore Roberts,
SEMPRA ENERGY RESOURCES, on behal f of
Mesqui te Power;

M. Scott S. Wakefield, Chief Counsel, and
M. Dani el Pozefsky, on behalf of the
Residential Uility Consuner Ofice;

M. Walter W Meek, President, on behal f of
the Arizona Utility Investors Association;

M. Raynond S. Heyman, Ms. Laura E.
Schoel er, and Ms. Laura Sixkiller, ROSHKA,
HEYMAN & DeWULF, on behal f of Uni Source
Ener gy Servi ces;

Major Allen G Erickson on behalf of the
Federal Executive Agenci es;

M. Jay |. Myes, MOYES STOREY, on behal f of
PPL Sundance and PPL Sout hwest Generation
Hol di ngs;

M. Nicolas J. Enoch, LUBIN & ENOCH, on
behal f of the International Brotherhood of
El ectrical Workers;

M. WIlliamP. Sullivan and M. M chael A
Curtis, MARTINEZ & CURTIS, P.C., on behalf
of the Town of Wckenburg, Arizona;

M. Bill Mrphy, MJRPHY CONSULTI NG and M.
Dougl as V. Fant, LAW OFFI CES OF DOUGLAS V.
FANT, on behal f of the Arizona Cogeneration
Associ ati on;

M. Mrvin S. Cohen, SACKS TIERNEY, P.A., on
behal f of Constellation NewEnergy and
Strategi c Energy;

M. Andrew W Bettwy and Ms. Karen S.
Hal l er, on behal f of Southwest Gas
Cor por ati on;

M. Tinmothy M Hogan, ARI ZONA CENTER FOR LAW
IN THE PUBLI C | NTEREST, and Ms. Anne C.
Ronan, on behal f of Western Resources
Advocat es and Sout hwest Energy Efficiency
Proj ect;

M. Jesse A Dillon, on behalf of PPL
Servi ces Corporation;

M. Brian Babiars and Ms. Cynthia Zw ck,
WESTERN ARI ZONA COUNCI L OF GOVERNMENTS, on
behal f of Arizona Comunity Action

Associ ati on;

M. Paul R M chaud, M CHAUD LAWFIRM on
behal f of Done Valley Energy Partners, LLC,
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M. Mchael L. Kurtz, BCEHM KURTZ & LOWRY,
on behal f of Kroger Conpany;

M. Christopher Kenpley, Chief Counsel, M.
Jason D. Gellman and Ms. Janet F. Wagner,
Attorneys, Legal Division, on behalf of the
Uilities Division of the Arizona

Cor porati on Comm ssi on.
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DOCKET NO. E-01345A-03-0437
BY THE COMMISSION:
I. DISCUSSION

On June 27, 2003, Arizona Public Service CompaAP8" or "Company") filed with the Arizona Corpom@ii Commission ("Commission")

an application for a rate increase and for approfal purchased power contract. The applicatiotesténat the $175.1 million rate increase is
needed to maintain the Company's credit ratingsattnact new capital on reasonable terms, recaseost of service, and permit APS to €

a fair rate of return on the fair value of its @ass#evoted to public service. The application retee that the Commission recognize the higher
fuel and purchased power expenses being incurréded@ompany; allow APS to include in rates at odservice certain generation asset
Pinnacle West Energy Corporation ("PWEC"); pernftSAto recover the $234 million write-off taken untlee 1999 Settlement Agreement;
and provide for the recovery of all prudently in@g costs to comply with the Commission's RetadicEic Competition Rules, A.A.C. R14-2-
1601, et seq. ("Electric Competition Rules"), irdithg the one-third of costs associated with thaemdal divestiture of generation from APS to
PWEC that was not previously deferred. APS alsaestpd approval of depreciation and amortizatitesrand a review of its long-term
purchased power contract with PWEC if the assetsiat rate based.

On July 25, 2003, the Utilities Division Staff (¢8t") of the Commission filed a letter stating thia¢ application was found sufficient and
classified the applicant as a Class A utility.

By Procedural Order issued August 6, 2003, a Praed€onference was scheduled for August 13, 2808,intervention was granted to the
Arizonans for Electric Choice and Competition ("AEQ, the Federal Executive Agencies ("FEA"), theo#er Company ("Kroger"), the
Residential Utility Consumer Office ("RUCQ"), thaiona Utility Investors Association, Inc., ("AUIA'and Phelps Dodge Corporation and
Phelps Dodge Mining Company ("Phelps Dodge").

By various Procedural Orders, intervention was tg@uo: the International Brotherhood of Electri¢gébrkers, AFLECIO, CLC, Local Union:
387, 640 and 769 (collectively, "IBEW"), the ArizmiCogeneration Association/Distributed Generatissokiation of Arizona ("ACA" or
"DEAA"), Panda Gila River, L.P. ("Panda"), Arizokdater Company ("AWC"), Southwest Gas Corporati@®WG"), Western Resource
Advocates ("WRA"), Constellation NewEnergy, Inc.

DECISION NO. 67744

5



DOCKET NO. E-01345A-03-0437

("CNE"), Strategic Energy, L.L.C. ("SEL"), Dome &y Energy Partners, LLC ("DVEP"), UniSource Ene&prvices ("UES"), Arizona
Community Action Association ("ACAA"), Arizona Conmafitive Power Alliance ("Alliance"), the Town of \8kenburg ("Wickenburg")(1),
the Arizona Solar Energy Industries Associationr{&&IA"), the Arizona Association of Retired PersqtAARP"), Southwest Energy
Efficiency Project ("SWEEP"), PPL Sundance, LLCR1PSundance"), PPL Southwest Generation Holding§ ((PPL Southwest"),
Southwestern Power Group II, LLC ("SWPG"), Mesgitaver, LLC ("Mesquite") and Bowie Power Statioh @ ("Bowie").

On November 5, 2003, Staff filed a Motion to Cordate ("Motion™) the preliminary inquiry created Byecision No. 65796 and by
Procedural Order the Motion was granted, authagi8taff to include its report in this docket.

II. PRE-SETTLEMENT POSITIONS OF PARTIES

APS St af f RUCO Settl ement Agreenent
Revenue requirenent +$175.1 M -$142.7 M -$53.6 M +$ 75.5 M
Return on Equity 11.5 % 9. 0% 9.5% 10. 25%
Debt cost 5.8 % 5.8% 5.8% 5.8%
Capital Structure 50/ 50 55/ 45 55/ 45 55/ 45
Cost of Capital 8.67 % 7.3% 7.43% 7.8%
PWEC assets $ 848 M - (2) $ 700 M

Ill. SETTLEMENT AGREEMENT
a. INTRODUCTION

On August 18, 2004, a Settlement Agreement sigge2Ptparties(3) was docketed with the CommissioW@ SWG, and UES do not
oppose the Settlement Agreement, and the AARP mpalléic comment supporting it. The only party opgbs®the Commission's adoption
the Settlement Agreement that presented testimondyegidence is the Arizona Cogeneration

(1) On August 18, 2004, Wickenburg moved to withdits intervention.
(2) Phase 1.

(3) APS, ACAA, Alliance, AECC, AriSEIA, AUIA, BowieCNE, DVEP, FEA, IBEW,
Kroger, Mesquite, Phelps Dodge, PPL Southwest, ®itfidance, RUCO, SWEEP, SWPG, Staff, SEL, and WRA.

DECISION NO. 67744
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Association/Distributed Generation Association of Aizona.(4)

APS' central objectives in settling were to presghe company's financial integrity;(5) resolve igsue of asset "bifurcation”; and to
determine the company's future public service aiims.

Staff believes that the Settlement Agreement thénpublic interest because: it is fair to ratepaycause it precludes inappropriate utility
profits and results in just and reasonable ratésfair to the utility because it provides reveswnecessary to provide reliable electric service
along with an opportunity for a reasonable prdfie proposal balances many diverse interests imgutiose of low-income customers, the
renewable energy sector, Demand Side ManagemeBi"Padvocates, merchant generators, and retaibjgmaarketers; it allows APS to
rate base the PWEC assets, which are the genepddints originally built by APS' affiliate, PWEC;, a value that is significantly below their
book value; potentially anti-competitive effectatimay be associated with rate basing the PWEGsaaseaddressed through a self-build
moratorium, a competitive solicitation in 2005,atgh workshops to address future resource plarandgacquisition issues, and by adopting
cost-based unbundling for generation and revenake egrvices in the rate design for general semstistomers, encouraging those customers
to shop for competitive services; the Settlemente&gent resolves long, complex litigation by res@\ssues associated with prior
Commission decisions that are on appeal; the Gettie Agreement facilitates the provision of elecggrvice at the lowest reasonable rate
provides additional discounts to low-income APStooeers, increases funding for advertising theseodists, and increases funding for APS'
low-income weatherization program; and becauseltides a comprehensive DSM proposal intendedsterféhe development of new DSM
programs while ensuring that the expendituresvélreasonable and subject to appropriate Commissiersight.(6)

RUCO noted that this rate case allowed sufficigatastunity for it to fully audit the Company's cadtservice study and allowed all partie:
be included in the negotiations. RUCO points towlly substantial, nearly universal consensus ezhththe Settlement Agreement as

(4) New Harguahala Generating Company, LLC and Banade statements objecting to the rate basingedPWEC assets.
(5) Defined as the ability to attract capital oagenable terms and earn a reasonable return. Z20p.
(6) Summary of settlement testimony of Ernest Johns
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indicating that the public interest has been seredording to RUCO, the "ultimate expression af Hgreement having met the Public
Interest is the degree to which rate increases haga minimized without jeopardizing the finandraegrity of the applicant."(7)

The Alliance's central objective is to continue &ds a viable and effective wholesale market intactv Alliance members can sell their
power. According to the Alliance, there are sevkesl provisions in the Settlement Agreement thabawlish that goal: the restrictions on
self-build coupled with the high growth rate in ARS8rvice territory; and the 1,000 megawatt ReqgfsedProposal ("RFP") in 2005. The
Settlement Agreement also preserves the finanhllgy and creditworthiness of the Alliance'sgar customer - APS.(8)

b. REVENUE REQUIREMENTS

For ratemaking purposes and for purposes of thte8ant Agreement, the parties agree that APSredgkive a total increase of $75.5 milli
over its adjusted 2002 test year ("TY") revenu8&hb791,584,000. This represents an increase inratseof $67.6 million and a Competition
Rules Compliance Charge ("CRCC") surcharge colgc$i7.9 million. Pursuant to the Settlement Agreetfiied on August 18, 2004, as
corrected in the hearing, the Company's fair vadite base ("FVRB") is $5,054,426,000.(9) Accordioghe Settlement Agreement, this
revenue increase will allow the Company the opputyuto earn a fair value rate of return of 5.92qeat. According to the Company and
Staff, the revenue requirement contained in thde®eént Agreement provides sufficient revenuesABE to provide adequate and reliable
service.(10)

c. PWEC ASSET TREATMENT

The Settlement Agreement provides that APS willuiregand rate base generation units owned by PWELThose units include: West
Phoenix CC-4; West Phoenix CC-5; Saguaro CT-3; Be#iCC-1; and Redhawk CC-2 ("PWEC assets"). Putdoahe Settlement
Agreement, the

(7) Summary of settlement testimony of Stephen Amea
(8) Tr. p. 458.

(9) Paragraph 4 to the Settlement Agreement stlageSVRB is $6,281,885,000, however, during theihgathat amount was corrected to
$5,054,426,000. Tr. p. 692.

(10) Tr. p. 810.

(11) On November 10, 2004, PWEC filed a letter wiith Commission indicating that it would abide bg provisions of the Settlement
Agreement that require PWEC to take or refrain ftaking any action in order to carry out the intehthe Settlement Agreement.
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original cost rate base ("OCRB") of the PWEC asaétde $700 million which is $148 million lessah the original cost of the assets as of
December 31, 2004. According to the Settlement Agrent, this represents a reasonable estimate ghthe of the remaining term of the
Track B contract between APS and PWEC.(12) APSeagi@ forgo any present or future claims of stranoiests associated with these PW
assets. According to the Settlement Agreement, iBP&quired to seek approval of certain aspecteehsset transfer from the Federal
Energy Regulatory Commission ("FERC"). APS agreefilé a request for FERC approval within 30 dafthe Commission's approval of
the Settlement Agreement, and the parties haveedgret to oppose the FERC application. The Setthégreement provides for a bridge
purchased power agreement ("Bridge PPA") to beemphted once new rates are put in place, untd¢hgal date of the transfer of assets.
APS and PWEC will execute a cost-based PPA whidbeibased on the value of the PWEC assets, ald@sts and off-system sales
revenue will flow into the power supply adjustoP8A"). If FERC denies the asset transfer, therBtidge PPA will become a 30 year PPA,
with prices reflecting cost-of-service as if the P@/assets were rate-based at the $700 million amotine Settlement Agreement, and with
the associated fuel costs and off-system salesiuevgowing through the PSA. The basis point credttiblished in Decision No. 65796 will
continue as long as the debt between APS and PVBE@tiated with the PWEC assets is outstanding.ilGoedamounts deferred after
December 31, 2004 will be accounted for in APStmate case. The Settlement Agreement also protidgdNVest Phoenix CC-4 and West
Phoenix CC-5 will be deemed "local generation" dndng must-run conditions, generation from the WRisoenix facilities will be available
at FERC-approved cost-of-service prices to elestiwice providers ("ESPs") serving direct acceads in the Phoenix load pocket.

Treatment of the PWEC assets requires not onlgala®ory ratemaking type analysis, but also anyaisbf how rate basing these assets fits
with the Commission's overall plan for wholesald agtail electric competition in Arizona.

For the last ten years, the Commission has studiediyssed, and deliberated about electric

(12) Docket Nos. E-00000A-02-0051 et al.
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competition through workshops, rulemakings, heajrgnd open meetings. Several versions of elemrigpetition rules have been adopted,
and litigation concerning Commission decisions theesn conducted. Throughout this time, the Commisisas always maintained its intent
encourage competition in the electric industrythie wake of the California energy crisis the Consiois opened dockets to examine chan
industry and market conditions and introspectigiglyzed their impact on Arizona's existing ruldse Commission reacted in a measured
manner to flawed rules in other jurisdictions andected, but did not change, its course.

The Commission continues to support competitiopielsling economic and environmental benefits tazdna consumers. The $148,000,000
discount from book for the rate-based PWEC assdislicative of these benefits. Recent transactiefiscted in the record, including below-
cost sales, foreclosures and bankruptcies, edtablid the shareholders of the power plants' brsldbesorbed the costs and bore the brunt of
declining market, rather than Arizona ratepayelsge @iscounted conveyance of the PWEC assets tag\8her support for this propositic
APS' request and the Settlement Agreement's poovaiowing APS to acquire the PWEC assets andhgum in rate base raises the issue of
whether such action would undermine the Commissistated intent to encourage retail and wholesatgetition. The terms of the
Settlement Agreement taken as a whole indicate that the answer to that question is "no".

During the hearing on the Settlement Agreementp#rées presented evidence demonstrating tha&WEC acquisition was the most
beneficial option for ratepayers. Staff testifiddttthe responses to APS' last formal RFP didntitate to Staff that the market would
provide a superior alternative to the rate basinh® PWEC assets. The testimony indicates thattirin APS' service territory is a minimt
of 3 percent per year. APS argued that even wtthirasing the PWEC assets, APS' needs would noeheand it would have to procure
additional power to meet the needs of its custonidrs Settlement Agreement provides that APS wéllie an RFP for an additional 1000
megawatts, thereby giving other market participamt®pportunity to compete. The organization cbtderepresent the interests of the
merchant community, the Alliance, supports thedfanof assets, because it believes that resothi@dproader issues of overall market
structure, the self-build guidelines and future RRBgether with the reduction in
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litigation risk will further its overall goal of pmoting a viable and effective wholesale market Kby provision that the Alliance relies on is
the 1,000 megawatt RFP in 2005 that provides aegegf certainty regarding the timing of an initiatrement of APS' future needs to be met
from the wholesale market. Also, the Alliance batie that opportunities will exist for its membeeshuse of the self-build limitation and the
high growth rate in Arizona. The proponents of itetampetition also support the asset transfelaige part because APS agrees to forgo any
present or future claims of stranded costs assatiaith the PWEC assets, because rates are undyadié because of the treatment of the
West Phoenix facilities.

We believe that nothing in the Settlement Agreenpeatents the continued development of electricpetition. Any potential anti-
competitive effects of the asset transfer will ddrassed through the competitive solicitations seiébuild moratorium,(13) and Staff's
workshops to address future resource planning eqdisition issues. As discussed below, the evidémtieates that the asset transfer
captures the benefit of the competitive procurentieattook place as a result of the Track B protegd

The original cost of the PWEC assets at Decembge2@14 was $848 million. Traditionally, when a it§ilbuilds plant, unless there is a
finding of imprudency, that portion of the planaths used and useful is put into rate base andtility is allowed an opportunity to earn a
reasonable rate of return on that investment. 3ibistion is different from the traditional ratesea APS did not build the PWEC assets; they
were built by APS' affiliate during a time when temmission intended APS to divest itself of getiera During the proceeding on APS'
financing application, concern was raised that ARS8 its affiliates took actions that gave it anaimddvantage as compared to its potential
competitors. In Decision No. 65796, which grantdeiSAfinancing request, we directed Staff to conduateliminary inquiry into the issue of
APS and its affiliate's compliance with our electtompetition rules, Decision No. 61973, and aptlie law. The Settlement Agreement
provides that the preliminary inquiry will be conded with no further action by the

(13) Neither APS nor PWEC will build the Redhawkitdr8 & 4. PWEC's February 2003 self-certificatidimg with the Commission stated
that the two remaining units pursuant to its Ciedile of Environmental Compatibility ("CEC") wouttbt be built. Tr. pp. 594-5.
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Commission. Accordingly, we make no finding as toyver for whom the PWEC assets were built, and baseesolution of the rate basing
issue solely on the merits of the terms of acqoisitWe believe that if there were a serious thte@iompetition, we would hear from those
affected, loudly and strongly. Therefore, we wegedy interested in the position of the memberthefAlliance, as they are one type of er
that could be harmed. The Alliance supports thesigdgpn of the PWEC assets by APS. Every persoentity that will be affected by the r¢
basing of the PWEC assets had the opportunityticfate and present evidence and testimony anisiiie. Although two independent
power producers made comments objecting to theisitiqn without an RFP, neither presented any ewigethat demonstrated that
competition would be harmed, nor rebutted thernesty and evidence concerning APS' recent RFP.

Initially Staff recommended that the PWEC assetdeaate based, but after analyzing the Compaelisttal testimony and evidence, agr
that a reduction of $148 million in original coste base made the acquisition beneficial to ratgaif he evidence in the record is substa
that APS' analysis of other options versus ratinlgdBWEC assets showed that: using an "other baitdlysis, rate basing the PWEC assets
would cost $300-600 million less than cost to bwilder plants such as Combustion Turbines ("CT8ha a comparable sales analysis
showed that other recent sales had a per kW cestciess of $527 and the PWEC assets are at $4&n; edmpared to the offers resulting
from the recent RFP conducted by APS, the PWEQaésben valued at the before discount $848 millewel) showed benefits of $6@DO
million; and using a discounted cash flow analyisessPWEC assets had a savings of $250 million tbilian.

As part of the settlement, APS agreed to refleatréginal cost rate base value of $700 million,ressenting a $148 million disallowance. The
effect of a reduction in rate base is to immedjatetiuce the revenue requirement, and to presbataliminished revenue requirement for
life of the plant.

The analyses showing that the rate basing of thE®\Aksets will result in lower rates than otheramst, together with no showing that such
an acquisition would harm the development of a cefitige wholesale or retail market indicate thasiteasonable and in the public interest
for APS to acquire and rate base the PWEC assett &arth in the Settlement Agreement.
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d. COST OF CAPITAL

The Settlement Agreement adopts a capital strucius® percent long-term debt and 45 percent edaityatemaking purposes. The parties
agree that a 10.25 percent return on common egailya 5.8 percent embedded cost of long-term dedgpropriate.

e. POWER SUPPLY ADJUSTOR (PSA)

The Settlement Agreement provides that a PSA béeimgnted and remain in effect for a minimum of fixgars, with reviews available
during APS' next rate case, or upon APS' filingégort on the PSA four years after rates are implged in this rate case. Regardless of the
review/report, the PSA cannot be abolished unté fiears have expired. The Settlement Agreementdes that APS will file a plan of
administration as part of its tariff filing thatst@ibes how the PSA will operate. According to Settlement Agreement, the PSA will have
following characteristics:

- Includes both fuel and purchased power;

- The adjustor rate will initially be set at zemdawill thereafter be reset on April 1 of each ydmginning with April 1, 2006. APS will
submit a publicly available report on March 1 shrogvihe calculation of the new rate, which will beeeffective unless suspended by the
Commission;

- Incentive mechanism where APS and its custontesesl0 percent and 90 percent, respectively,dbis @and savings;

- Bandwidth that limits annual change in adjustoplas or minus $0.004 per kilowatt hour, with athal recoverable or refundable amounts
recorded in balancing account;

- Surcharge possible if balancing account reachesgr minus $50 million and Commission approves;
- Off-system sales margins credited to PSA balance;
- Recovery of prudent, direct costs of contracthfedging fuel and purchased power costs;
- Interest on balancing account will accrue basethe one-year nominal Treasury constant matunitiees
- The Commission or its Staff may review the pruzkeaof fuel and power purchases at any
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time;
- The Commission or its Staff may review any catiohs associated with the PSA at any time; and
- Any costs flowed through the adjustor are subjecefund if the Commission later determines thatcosts were not prudently incurred.

The Settlement Agreement provides that APS shallide monthly reports to Staff's Compliance Sectiod to RUCO detailing alll
calculations related to the PSA, and shall alseigeomonthly reports to Staff about APS' generatings, power purchases, and fuel
purchases. An APS officer must certify under ohtt &ll the information provided in the reportérise and accurate to the best of his or her
information and belief. The Settlement Agreemesb adrovides that direct access customers and cestasarved under rates E-36, SP-1,
Solar-1, and Solar-2 are excluded from paying PB#&ges. Under the Settlement Agreement, the PSAinsnn effect for 5 years, and if
after that, the Commission abolishes the PSA, &trpwovide for any under- or over-recovery and adjust base rates to reflect costs for fuel
and purchased power. The parties agree that acbasef fuel and purchased power of $.020743 peh Wbuld be reflected in APS' base
rates.

Decision No. 61973 (October 6, 1999) adopting tfewipus APS settlement, required APS to request tla@ Commission to approve, a
"power supply adjuster" mechanism to recover thet obproviding power for standard offer and/orpder of last resort customers.

In Decision No. 66567 (November 18, 2003), the Cassian approved the concept of a Purchased Powjeistad ("PPA™) which included
purchased power costs and did not include theafdsiel. The Decision noted that the adjustor megra approved therein may be modified
or eliminated in this rate case. As noted in thatiBion, there are advantages and disadvantagekustor mechanisms:

Advantages: 1) the reporting requirements and &mtscfacilitate utility planning and Staff overvi®fvcosts; 2) an adjustor that works
correctly, over time, reduces the volatility oftdity's earnings and the risk reduction can béetéd in the cost of equity capital in a rate «
and result in lower rates; 3) adjustors can crpate signals to consumers, but the effectivenessduced considerably when a band is
included; 4) adjustors can help reduce the frequefcate cases; 5)
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regulatory lag between the incurrence of an expansddts recovery is reduced and generational itieglare also reduced.

Disadvantages: 1) adjustors can reduce incentivasrtimize costs; 2) an adjustor that includes firghurchased power costs potentially
biases capital investment decisions towards thaselewer capital costs and higher fuel costs; §ustors create another layer of regulation
to rate cases, increasing the cost of regulatigheauitility, its customers, and to the Commissidnan adjustor can shift a disproportionate
proportion of the risk of forced outages and systemperations from shareholders to ratepayers;jg¥tmis result in piecemeal regulation - an
adjustor reflects an increase in one expense hotég offsetting savings in other costs; 6) adpsséoe complex and often difficult for
analysts to read and interpret, and are diffiauixplain to customers; 7) proper monitoring ouathr filings and audits require the devotion
of significant Staff resources; and 8) rates ass Eable, resulting in rates changing frequeniBking it difficult for customers to plan enet
consumption and the purchase of energy consumiplipapes.

Although we recently approved the concept of a R8&\are concerned about the PSA as proposed Betiiement Agreement. The benefits
of this PSA are that over time, the utility's eags will be stabilized, thereby preserving its fio@l integrity and in the longer term, improve
the likelihood that the company will attract capda reasonable terms, to the benefit of ratepayemnther, as part of the negotiations, the
parties were able to agree on a lower overall neeéncrease because a PSA was to be implement&iCAlBinted out that if an adjustor
remains in effect for long enough, it becomes ditrand therefore, the PSA should remain in effecfive years.(14)

The disadvantages are real and significant - framastomer standpoint, adjustors are difficult tdenstand and they can cause annual price

increases. From a regulatory standpoint, they recaignificant Commission staff resources to priyperonitor filings, costs, and compliance

and to respond to consumer inquiries and complalitts most significant change that will occur watiPSA is the shifting of the risk that fuel
costs will increase above the base rates estatilisithe Settlement Agreement. Currently, if fue$ts or any other costs rise above the level
embedded in

(14) Tr. p. 1249.
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the existing rate structure, the company's shagehslfeel the impact. Likewise, if the costs deseethe shareholders benefit. Under a PSA,
the shareholders are insulated from the changesits checause now the ratepayers are obligateaytthp additional costs. Further, the
testimony was clear that costs are going to besasing, not only because natural gas prices vaik#se, but also because APS' "mix" of fuel
will change as growth occurs.(15) That mix will lude an increasing amount of natural gas to sugh@ynew generation. When compared to
APS' other fuel sources such as nuclear or coalralagas is a substantially higher cost fuel. 8ehthe PSA will not only be collecting
additional revenues due to fuel price increasesalso increases due to growth that is met withegaiion from a high cost fuel.(16)

Although the Settlement Agreement provides that AlBncrease its demand side management and rellew, and we agree that those
resources are increasingly important, they will liladly have a significant ameliorating cost impacthe near future. We disagree with the
parties that a 90/10 sharing is sufficient incemfior APS to continue to effectively hedge its matgas costs. Going from a 100 percent at-
risk position to 10 percent at-risk almost seefkes & "free pass,” especially when a revenue inersaadded. Although the Settlement
Agreement provides that all costs will be subjeatelview for prudency before they can be recovepadjency reviews, especially
transactions in the wholesale market, can be diffio conduct after the fact. Although we havefaemnce in our Staff's ability to conduct
prudency reviews, we do not believe they providenash incentive to APS on the front end to hedgascas exists today without a PSA. The
band-width limit will help limit drastic increasesut ultimately, APS will be able to recover alétbosts from ratepayers.(17)

Accordingly, for these reasons, we believe thavigions of the PSA need to be modified to prothetratepayers. We agree that the use of ar

adjustor when fuel costs are volatile prevents a

(15) As growth occurs, the per unit cost of fudl wicrease. Tr. p. 1238. Currently, nuclear isp&2cent of sales and represents 7.4 percent 0
the costs of generation; coal is 45 percent ofssahel 29.7 percent of generation costs; naturalksgb® percent of sales and 47.4 percent of
generation costs; and purchased power is 5 peofaales and 15.5 percent of generation costp.Ti257. In five years, natural gas is
expected to be 29-30 percent of sales. TR. p. 1258.

(16) See discussion Tr. p. 1259, PSA will alwaysnoeeasing.

(17) Staff's late-filed exhibit S-35 filed DecemHgr, 2004 in response to a request from Commissido@dell to extrapolate the effects of
the PSA over several years, contained an errooaridarch 9, 2005, Staff filed a corrected exhibit.
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utility's financial condition from deteriorating. \are less inclined, however, to adopt an adjesta way to keep pace with load growth.
Although APS' rebuttal testimony indicated thaffited costs would increase in relation to its Igmdwth, we are concerned about the
potential for single-issue ratemaking and whethe6Afixed costs will increase in the same propaorés its fuel costs. According to the late-
filed exhibits, the majority of the increased faekts are caused by increased load growth, rdthargrice volatility in fuel. In effect, the
adjustor as designed provides annual step incréasates. We believe APS must have an incentiéde@ rate case so that we can deterr
the accuracy of its assertion about expenses. fidrerave will adopt an adjustor that collects durels the annual fuel costs that differ from
the base year level. However, we will limit thewstpr to 4 mil from the base level over the ertiren of the PSA and will cap the balancing
account to an aggregate amount of $100 million.uhthe Company seek to recover or refund a batdnba pursuant to Paragraph 19E of
the Settlement Agreement, the timing and manneeadvery or refund of that existing bank balanck bé addressed at such time. In no
event shall the Company allow the bank balanceaachr $100 million prior to seeking recovery or refuFollowing a proceeding to recover
or refund a bank balance between $50 million ar@$illion, the bank balance shall be reset to zeless otherwise ordered by the
Commission.

Further, we will limit the amount of "annual neefiand purchased power costs" (as shown in Stadffx23)(18) that can be used to
calculate the annual PSA to no more than $776,200 Any fuel or purchased power costs above the leill not be recovered from
ratepayers. We believe that this "cap” on fuel pmethased power costs will further encourage AP®doage its costs, and will help to
prevent large account balances from occurring eyear. Because the PSA actually adjusts for gramttting a "cap” on recovery of these
costs will help insure that APS will file a ratepdipation when necessary.(19) Since there is hatdum on filing a rate case, APS can fi
rate case to reset base rates if it deems it n@gelsecause that cap is reached. Further, alththegBettlement Agreement provides that the
PSA will be in effect for 5 years, if APS files ate case

(18) For example, under "Average Usage Scenarid,@me line reads "Annual Net Fuel and PurchaseddPcosts: $524,600,000."

(19) See S-35 filed March 9, 2005, Scenario 11%enewhen the price of gas remains constant, the &fjfstor increases, because the
adjustor uses total costs (not price) which reflelse growth which is being met by the higher mifigel, natural gas.

DECISION NO. 67744

17



DOCKET NO. E-01345A-03-0437

prior to the expiration of that 5 year term or i find that APS has not complied with the termghefPSA, we believe that the Commission

should be able to eliminate the PSA if approprikteally, we will not allow any fuel costs from 2Bhat were incurred prior to the effective
date of this Decision to be included in the caltalaof the PSA implemented in 2006. We believe thase additional provisions to the PSA
will help to lessen the detrimental impact to ratggrs of this change to an adjustor mechanism.

Implementing an adjustor mechanism will have aifigant impact upon both APS and its customers.any years now, in their monthly
bills, APS customers have paid rates that refleetcbsts that APS is allowed to recover for praxgdhat service. With the implementation of
an adjustor, those ratepayers will be obligatepity additional amounts for service they receiveth@previous year. This represents a major
shift in responsibility for increased costs, frorR@ and its shareholders to ratepayers. Accordidd®, such a shift is necessary for the
company to preserve its financial integrity.

Although the parties submitted a written statengesicribing the calculation of off-system saleseisponse to a question from Commissioner
Mundell, we are concerned that the method may aptiuce the full margin on each sale.(20) Additibnale want to make sure that off-
system sales are not being made below costs -18taffs to study ways to insure that these off-systdes margins are being determined
accurately and that ratepayers are receiving h&@upercent of the benefits. Accordingly, we vditect Staff to establish a method that
accurately reflects the appropriate fuel costsramdnue for off-system sales, so that the full nmaigknown and properly accounted for.
Within three years of the effective date of thiscB®n, Staff shall commence a procurement revieARS' fuel, purchased power, genera
practices and off-system sales practices.

In response to Commissioner Gleason's suggestisettop a webpage explaining its bill, APS indidateat it was planning to have a new

format, and agreed to also set up a website to

(20) For example, a wholesale contract may havenalmedded cost of fuel built into the price of themy that is different from the cost of
fuel use to generate the energy - if the "salegmais defined as the difference between the dctost of fuel and the revenue from the sale,
the true sales margin will not be captured. We tdke administrative notice of FERC Docket No. PAJ4000 and the FERC's December
2004 Order Approving Audit Reports and Directingn@iance Actions, specifically relating to treatrhehoff-system sales.
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explain the bills. Because the implementation o&djustor will be a major change in the way thatemers are billed, we believe that APS
should also implement a customer education progrgutaining how its PSA will work and we will ord&iPS to maintain on its website
information explaining the billing format, ratesidacharges, including up-to-date information atihatPSA and current gas costs. It is
important that the customer education program fdmented in a timely fashion, before this summ&S needs to make its customers
aware that with the implementation of an adjustatepayers will be obligated to pay additional anisdor service they received in the
previous year. It is essential, and only fair, thiadtomers understand that their usage this surcamehave an effect on their electric bills the
following year.

Because we are concerned about the impact of tAeoR$ow-income customers, the PSA shall not applthe bills of individuals who are
enrolled in the Company's Energy Support programally, given our concerns and the modificationsreguire to the PSA, we will require
the parties to the Settlement Agreement to subiRBA Plan of Administration that reflects the detierations in this Decision, for our
approval.

f. DEPRECIATION

The Settlement Agreement adopts Staff's recommeseletite lives, and Appendix A to the Settlemente®gnent sets forth the remaining
service lives, net salvage allowance, annual dédien rates, and reserve allocation for each categf APS depreciable property as agreed
to by the parties. The parties agree that the ®&teof Financial Accounting Standards ("SFAS") W8 not be adopted for ratemaking
purposes.

g. $234 MILLION WRITE-OFF

The Settlement Agreement provides that APS willneabver the $234 million write-off attributable Becision No. 61973 in this case, nor
shall APS seek to recover the write-off in any sjpgent proceeding. The ESP and large consumerssisdestified that this provision was
critical to the development of flourishing retaiarkets and will help direct access service frormppeindercut by future stranded costs claims.

h. DEMAND SIDE MANAGEMENT ("DSM")
Demand-side management ("DSM") is "the planningplé@mentation, and evaluation of
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programs to shift peak load to off-peak hoursgttuce peak demand (kW), and to reduce energy cqigm{kWh) in a cost-effective
manner."(21)

DSM is addressed in three areas of the Settlemgraefnent: in the funding, programs, plans and teqgpprovisions; in the study of rate
design modifications; and in the competitive precnent process.

Funding for DSM comes in both base rates ($10 omilper year) and through implementation of an adjusverage of $6 million per year).
(22) DSM funding will be used for "approved eliggdDSM-related items," including "energy-efficienld$M programs,"”(23) a performance
incentive,(24) and low income bill assistance.(8B) is obligated to spend $13 million in 2005 onMDfrojects.(26)

Appendix B to the Settlement Agreement is a predamy plan ("Preliminary Plan") for eligible DSM-a¢kd items for 2005. The Preliminary
Plan includes $6.9 million for commercial, induatriand small business customer programs, includ@vg construction, retrofitting existing
facilities, training and education, design assisgaand financial incentives; it includes $6.2 ioillfor residential customers, including new
construction and existing homes and HVAC, educatiaining, expanded low income weatherization, biticassistance; $1.3 million for
measurement, evaluation, and research; and $li6mfibr performance incentive.(27) Within 120 dayishe Commission's approval of the
Preliminary Plan, APS will, with input and assistarfrom the collaborative working group, submitiaaF Plan for Commission approval.

In order to help the state's public and charteoskshmitigate the effects of the rate increase i8& Working Group should make every
effort to target DSM programs to schools and to enidle implementation of DSM in schools a top ptjori

The adjustor will collect DSM costs that are abtwe $10 million annual level included in

(21) Direct testimony of Barbara Keene, Februarg(®4.
(22) APS will spend at least $48 million duringeradar years 2005-2007.

(23) "Energy-efficient DSM" is defined as "the phémg, implementation and evaluation of programs teduce the use of electricity by
means of energy-efficiency products, servicesractres." Settlement Agreement par. 40.

(24) Id. par. 45.

(25) Id. par. 42.

(26) Tr. p. 969.

(27) APS' share of DSM net economic benefits, cd@iel0 percent of total DSM expenditures.
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base rates. The adjustor rate will initially be aetero, and will be adjusted yearly on Marchdsdal upon the account balance and the
appropriate kWh or kW charge. The DSM adjustor ajfiply to both standard offer and direct accestoouesrs.

The Settlement Agreement does not provide for élsevery of net lost revenues. The Settlement Agesemprovides that if during 2005
through 2007, APS does not spend at least $30omidlf the base rate allowance for approved anib&idpSM-related items; the unspent
amount will be credited to the account balancehHerDSM adjustor.

On residential customers' bills, the DSM adjustdr lve combined with the EPS adjustor and be cafledEnvironmental Benefits
Surcharge."(28) As part of its tariff complianckniy, within 60 days of this Decision, APS musefd Plan of Administration for Staff review
and approval.

Pursuant to the Settlement Agreement, APS is redqua "implement and maintain a collaborative DShtking group to solicit and facilita
stakeholder input, advise APS on program implenimadevelop future DSM programs, and review DSfdgoam performance."(29) The
working group will review the plans, but APS ispesasible for demonstrating appropriateness ofridgams to the Commission. APS is
required to conduct a study to review and evaludttether large customers should be allowed to $sdDSM investments and file the
study within one year. APS is also required to gttade designs that encourage energy efficiensgadirage wasteful and uneconomic use of
energy, and reduce peak demand. The plan for tidg sind analysis of rate design modifications rbespresented to the collaborative DSM
working group within 90 days, and APS must submitie Commission the final results as part of @stmate case, or within 15 months of
this Decision, whichever is first. APS is requiteddevelop and propose appropriate rate designfioations. Additionally, APS is required

to file mid-year and end-year reports on each D3My@am. All DSM year-end reports filed at the Comesion by APS must be certified by
an Officer of the Company.

Pursuant to the Settlement Agreement, APS is tibeif®dSM resources to participate in its RFP aneiotompetitive solicitations, and must
evaluate them in a consistent and comparable

(28) Settlement Agreement par. 50.
(29) Id. par. 54.
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manner.

SWEEP supports the DSM provisions in the SettlemAgméement. Although it originally recommended tttee Commission should
substantially increase energy efficiency by settarget goals of 7 percent of total energy resainezded to meet retail load in 2010 from
energy efficiency and 17 percent in 2020, it agrtbed the Settlement Agreement's requirement of D@Ming is reasonable and justified
given the cost-effective benefits that will be astdd. SWEEP believes that the level of fundindhan $ettlement Agreement is a valuable and
meaningful step towards encouraging and suppoengggy efficiency for APS customers, especiallgsithe Commission can approve
additional DSM program funding through the adjusthraechanism.

In response to questioning from Commissioner Spithe witness for SWEEP testified that DSM is thest efficient way to mitigate market
and fuel price increases and it reduces customeerability to price volatility, by reducing the e for new power plant construction and
new transmission lines.(30) Even customers whoadgarticipate in the DSM programs will benefittfbdrom an economic perspective as
well as from the environmental and health standp@ih) The Preliminary DSM Plan attached as ExHibib the Settlement Agreement is a
good start towards developing cost-effective DSkigpams. However, we are concerned that our appaivhe Settlement Agreement and
Exhibit B may result in stakeholders focusing t@orowly when attempting to comply with the DSM goaf this Order. Particularly, we note
that there are no demand response programs inclodedibit B. Given the response by APS' custonefast summer's outage as discussed
by Commissioner Hatch-Miller,(32) it is clear thatten proper signals are given, customers will redgwy reducing their demand.

We also think it is clear that the traditional deldaesponse programs that define "off-peak” hosiisedween 9:00 p.m. to 9:00 a.m. are
ineffective in creating an incentive to residentatkepayers to shift their electricity consumptiorioff peak” hours. Common sense indicates
that a substantial number of ratepayers cannateon@t able to take advantage of such programs8s®m. is an unrealistic time to
commence the "off peak" period because most ragzpaye either

(30) Tr. p. 877.
(31) Tr. p. 930.
(32) See discussion Tr. pp. 1384-1394.
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asleep or preparing to sleep at that time.(33)Heuythe start time begins many hours after theshgeak has subsided. Finally, the
inconvenience of a 9:00 p.m. start time assurdstiegademand response to "off peak" hours and progiis miscalculated. Therefore, in an
effort to expedite APS' addressing demand resppriggams, we will order APS to file additional tiroEuse programs that are similar to the
Time Advantage and Combined Advantage Plans witeréint peak schedule(s) and tariff(s) optionshimitsix months of the effective date
of this Decision.

We believe that it would be beneficial, perhapsanjunction with the rate design time-of-use stady the use of "advanced" or "smart"
meters, to evaluate and implement programs designextiuce APS' summer peak demand. Accordinglywilleencourage submission of
such DSM programs.

i. ENVIRONMENTAL PORTFOLIO STANDARD AND OTHER RENEWBLES PROGRAMS

The Settlement Agreement addresses renewable einetfye areas: a special renewable energy sdlmit, the environmental portfolio
standard ("EPS") and in the competitive procurenoépower.

The Settlement Agreement requires APS to issueaaiRFP in 2005 seeking at least 100 MW andaat|250,000 MWh per year of
renewable energy resources including solar, biofhiaggms, wind, small hydro (under 10 MW), hydrogether than from natural gas) or
geothermal for delivery beginning in 2006. In ortetake advantage of any available federal tagitsdéor renewable energy production,
APS should issue the 100 MW RFP no later than Mgy 005. APS also will seek to acquire at leasipentent of its annual incremental
peak capacity needs from renewable resources. Amitreg requirements, the renewable resources neusb Imore costly than 125 percen
the reasonably estimated market price of conveatimsource alternatives and APS can acquire catadé resources to meet the goal if
sufficient in-state qualified bids are not receiveldwever, if APS determines that it cannot meist thquirement through istate resources,
must bring its proposal to purchase out-of-staseueces to Staff and obtain Commission approvalreahaking the out-of-state purchase.

(33) We do not need a study, workshop or to evalttat proposed test demand programs to convineegasding residential demand
programs in this matter.
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The Settlement Agreement also provides that renlewabources acquired through the special RFPtoresolicitations shall be subject to
the Commission's customary prudence review. Andenthe Settlement Agreement further stipulates ahanewable resource purchase shall
not be found imprudent solely because the costefénewable resource exceeds market price, wdatgpconversely that a renewable
resource purchase shall not be rendered prudesiy dxyl virtue of the resource's cost being below fi@rcent of market price.

The special RFP does not displace APS' requirememntsr the EPS. APS will continue to collect $6liail annually in base rates and the
existing EPS surcharge, which provided $6.5 milliloming the test year, will be converted to an atiiient mechanism, which will allow for
Commission-approved changes to APS' EPS funding.

The Settlement Agreement does not alter the egi&RS or the current level of funding, but it chesmthe EPS surcharge into an adjustor so
that the Commission has the flexibility to changeding levels and rates in the future. APS' curratés and surcharge total $12.5 million
pursuant to the Settlement Agreement, $6 milliothaf amount will be recovered in base rates an8 #fillion in the EPS adjustor.

Under the Settlement Agreement, APS will allow andourage all renewable resources to participats oompetitive power procurement.

In response to a request from Commissioner Spiseseral parties filed late-filed exhibits concamthe recently enacted American Jobs
Creation Act of 2004. According to APS, the Actyides for a domestic production deduction for gésgration activities, and also extends
renewable electricity production credits througl®@2@nd expands the types of renewable resouragblelfor the credits.(34) In its Decem
10, 2004 response, WRA stated that "renewable gragypears to be at a disadvantage relative toigabgeneration because the tax burden
tends to fall more heavily on capital intensivejgots such as renewable energy generation. Thetefoch tax burden differentials may add
further support for the preference for renewablergy in the settlement agreement and for produdtarcredits as means to “level the pla
field' between gas-fired

(34) Previously, only wind, closed-loop biomass podltry waste were included, and now open-loopriaiss, geothermal energy, solar
energy, small irrigation power, and municipal salidste are included as qualified energy resources.
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resources and renewable energy."
j. COMPETITIVE PROCUREMENT OF POWE

The Settlement Agreement provides that APS willésan RFP or other competitive solicitation(s) @02 seeking long-term resources of not
less than 1000 MW for 2007 and beyond. "Long-teresburce is defined as acquisition of a generdtinility or an interest in one, or any
PPA of 5 years or longer. No APS affiliate will peipate in this RFP/solicitation, and in the fidwrill not participate unless an independent
monitor is appointed. Further, APS will not selflduany facility with an in-service date prior taruary 1, 2015, unless expressly authorized
by the Commission. As defined in the Settlementegnent, "selbuild" does not include the acquisition of a getiagaunit or interest in or
from a non-affiliated merchant or utility generattire acquisition of temporary generation neededystem reliability, distributed generation
of less than 50 MW per location, renewable resajroethe up-rating of APS generation.

We generally agree that the self-build moratoriuwppsed in the Agreement is useful for addressiegbtentially anti-competitive effects
that may be associated with rate-basing the PWE&sasHowever, to fully realize the benefits of theratorium for that purpose, the
moratorium should apply to the acquisition of agating unit or interest in one from any merchanttdity generator, as well as to building
new units. Accordingly, we will modify the defiritn of "self-build" to include the acquisition ofyanerating unit or interest in a generating
unit from any merchant or utility generator. Cotesig with the definition in the Settlement Agreeréself-build" will not include the
acquisition of temporary generation needed foresysteliability, distributed generation of less tHity MW per location, renewable
resources, or up-rating of APS generation, whictratimg shall not include the installation of nenits.

Similarly, we will require APS to obtain the Comisien's expressed approval for APS' acquisitiomgfgenerating facility or interest in a
generating facility pursuant to a RFP or other cetitipe solicitation(35) issued before January@1% Our determination herein should not
be construed as signaling in any manner the ulémegulatory treatment that can or will be accoraed

(35) Competitive solicitation includes a RFP isspedsuant to Paragraph 78 of the Settlement Agraeoreany solicitation issued by APS in
using its Secondary Procurement Protocol purswaRatagraph 80 of the Settlement Agreement.

DECISION NO 67744

25



DOCKET NO. E-01345A-03-0437

any generating facility or interest in any genemtiacility ultimately acquired by APS. APS will mtinue to use its Secondary Procurement
Protocol except as modified by the Settlement Agweg or by Commission decision. The Commissioresf 8till schedule workshops on
resource planning, focusing on developing needidstructure and a flexible, timely, and fair corifdee procurement process. As discussed
above, the rate basing of PWEC assets, at a disczhould not be construed as an abandonment gbetition by this Commission. The
industry-wide question, "how will new generationthélt and by whom?", is particularly trenchantirizona due to high forecast growth in
customer load. The self-build moratorium agreebyt@d\PS is consistent with the Commission's supfaorcompetitive wholesale electricity
markets.

The workshops conducted by Staff on the developmnéeded infrastructure shall include consideradf the feasibility and
implementation of an expanded use of utility-scakar electric generation integrated with existiogl fired operations. APS' aging coal fired
plants face an increasingly emissions regulatagéutvhich may require sizeable investments to im@rmissions control performance.

By integrating solar generation with the existirepgration and transmission infrastructure at doad ffacilities, it may be possible to create
synergies that take advantage of existing sit@#tfucture to lower the cost of building and ogegpsolar electric generation, while reducing
the environmental impact of coal fired generatiGeneration from a solar electric project will adeltfree, net-plant energy output resulting
in environmental benefits and lower energy speeifiter usage. A long-term benefit of such a stsateguld be that after all life extension
measures are exhausted for the fueled power comgléixere will be many decades of useful life reningiin the transmission assets serving
these sites. These valuable assets could be dtlig@mission and water free solar generation mélementally over the next decades in the
expansive buffer zone property around many of #igtiag coal plants.

k. REGULATORY ISSUES

In the Settlement Agreement, the parties acknovdelgt APS has the obligation to plan for and sativeustomers in its certificated service
area and to recognize through its planning, thstemte of any Commission direct access progranttenpotential for future direct access
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customers. Any change in retail access as wellasasale by APS and other Affected Utilities off®aue Cycle Services to ESPs will be
addressed through the Electric Competition Advigergup ("ECAG") or similar process. The partiesramkledge that APS may join a
FERC-approved Regional Transmission Organizati®&T Q") or entity and may participate in those atiga without further order or
authorization from the Commission.

|. COMPETITION RULES COMPLIANCE CHARGE ("CRCC")

Included in the total test year revenue requireneapproximately $8 million for the Competition IBs Compliance Charge. APS will
recover $47.7 million plus interest through a CR&&0.000338/kWh over a collection period of 5 yeak/hen that amount is collected, the
CRCC will immediately terminate, and if the amoimtinder or over recovered, then APS must file@plieation for the appropriate remedy.

m. LOW INCOME PROGRAMS

APS will increase funding for marketing its E-3 dfé! tariffs to a total of $150,000 as set forthhia Settlement Agreement. The parties'
intent is to insulate eligible low income customfeesn the effects of the rate increase resultingnfthe Settlement Agreement. On December
17, 2004, the ACAA filed a response to Commissidviayes' question about automatic enroliment intytiliscount programs, indicating tt
they have initiated a discussion with the ArizorepBrtment of Economic Security ("DES") to faci@dahe automatic enrollment in utility
discount programs, as well as other agency managepgams. ACAA is in the process of adding theitytdiscount application forms to its
website, which will allow the form to be sent electically to the appropriate entity for processiG@gncerning marketing efforts, ACAA
stated that it engages in various outreach effbrtaighout the state, providing information abdgt E-3 discount program available through
APS. ACAA indicated that DES is currently chargeithvthe official marketing of the program, but teés currently no affirmative marketing
of the program "as their resources are severelggii Also in response to Commissioner Mayes' estiuAPS filed information concerning
its low income programs. APS stated that it haswed its conversations with DES and ACAA, requestaedback on increasing
participation through automated signup for the &18 E-4 programs. Both agencies expressed in@mdsAPS states that it will continue to
work with both
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agencies to determine the efficiency and practicali such a streamlined approach.

The Commission believes that APS should work toeritsklow-income assistance programs widely avhglahcluding to Native Americans
living inside the Company's service territory. Whitlsix months of the effective date of this Ord®P,S shall develop an outreach plan that
enable it to better inform the state's Tribes alloetCompany's low-income assistance programspigmeshould be filed with the
Commission and made available to Tribal authoritiéhin APS' service territory.

n. RETURNING CUSTOMER DIRECT ACCESS CHARGE ("RCDAC"

The Settlement Agreement provides that APS canvexdoom Direct Access customers the additionat theet would otherwise be imposed
on other Standard Offer customers if and whenah@ér return to Standard Offer from their compeditsuppliers. The RCDAC shall not last
longer than 12 months for any individual custonTére charge will apply only to individual customersaggregated groups of 3 MW or
greater who do not provide APS with one year's adganotice of intent to return to Standard Offevise. APS will file a Plan of
Administration as part of its tariff complianceirfid).

0. SERVICE SCHEDULE CHANGES

The Settlement Agreement adopts several of APPgsed changes to service schedules, including 8th8dbut with the retention of the
1,000 foot construction allowance for individuasidential customers and also with any individualdential advances of costs being
refundable. Several APS customers made public carhat®ut the line extension policy and how it hasbreen modified in a long time. We
will direct Staff to work with APS to review itsrle extension policy and determine whether the coctsdn allowance should be modified.

p. NUCLEAR DECOMMISSIONING
The decommissioning costs as recommended by AP&dapted as set forth in Appendix | to the Settlendgreement.
g. TRANSMISSION COST ADJUSTOR ("TCA")

The Settlement Agreement establishes a transmissistradjustor ("TCA") to ensure that any poterdiatct access customers pay the same
for transmission as Standard Offer customers.
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The TCA is limited to recovery of costs associatéfth changes in APS' open access transmissioffi (XBATT") or equivalent tariff. The
TCA goes into effect when the transmission compbnoéretail rates exceeds the test year base anwd$@.00476(36) per kWh by 5 percent
and APS obtains Commission approval of a TCA rate.

r. DISTRIBUTED GENERATION

Generally, distributed generation is small-scalegrogeneration units strategically located neatarusrs and load centers. According to the
ACA/DEAA, the benefits of distributed energy systeimclude: greater grid reliability; increased gstdbility (voltage support along
transmission lines); increased system efficienegifction in transmission line losses); increasédiency; flexibility; decreased pressure on
natural gas (demand and cost); leverage of ressusioel sustainable installations.

The Settlement Agreement provides that Staff st@dledule workshops to consider outstanding isdifiestiag distributed generation and
shall refer to the results of the prior distribugggheration workshops for issues to study.

ACA/DEAA presented its objectives at hearing asofes: a DG workshop with strong Staff leadershipac goals, ground rules, milestones,
and deadlines; participants with authority; contigureports to ACC and management; and a procdssrg contested issues to the
Commission for resolution. None of the proponerithe Settlement Agreement oppose Commission aolopfi these objectives.

In its post-hearing brief, ACA/DEAA listed the folling guidelines as "overriding criteria": 1) ratasist be fair; 2) rates should be designed
to send as efficient as possible pricing signalsottsumers; 3) impediments to customer choices, asimnnecessarily difficult and expensive
interconnection to the grid, should be eliminatethe maximum extent possible; 4) all generatocsikhbe treated fairly - large and small;
and 5) proposals, if implemented, should not imterfivith the Commission's public policy goals. AOEAA made 3 recommendations: 1)
Rate Design - the Commission should adopt an exgetial rate for partial requirement customers. fiteposal

(36) Paragraph 106 of the Settlement Agreementamt typo; the amount "$0.000476" should actuzdly$0.00476," Tr. p. 1168.
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would mimic SRP's E-32 rate, which includes tima&lay rates and summer/winter rates. ACA/DEAA pragbo® limit participation to 50
MWs of new customer load each year for 5 yeardh generation and supplemental load. It appeatghisais the first alternative rate
schedule that ACA/DEAA has proposed, and no paaylfad an opportunity to evaluate and comment@pribposal. Accordingly, we
decline to adopt the proposal in this docket, baitowlieve that this proposal may be a good stapigt for discussion in the DG workshop.

ACA/DEAA further recommended that the Texas staddabest suited for application to the APS sysaem that the provisions of Califorr
rule 21 would serve as a second choice for DG stasdn Arizona. ACA/DEAA also recommended that @mmmission consider a program
to install self generation to reduce the electrioi the power grid. We believe that both of thessmmmendations should also be discussed
and developed during the course of the workshop.

The proponents of the Settlement Agreement recordrtfeat specific issues concerning DG should beesddd in workshops devoted to
distributed generation. Paragraphs 108 and 108td#taff to schedule workshops to address outstgridG issues. They believe that such a
process would use the work done in previous wonkstamd would also address the technical aspectnofecting distributed generation in a
way that would apply to all regulated utilitiesAmizona. To be successful, the process would requistrict timetable for producing
recommendations for the Commission's consideraliba.proponents argue that Schedule E-32 shouldenx¢designed to meet the
specialized needs of partial requirements serbigethat the rate design for partial requirementsise should be addressed in the workshop.
Approximately 95,000 full requirement customerseree service under Schedule E-32, and accorditiget@roponents, it is an integral part
of the Settlement Agreement. The proponents belieaeACA/DEAA's proposal to put the rate increasthe energy portion would create a
massive subsidy from higher load factor custometewer load factor customers. The demand relatetiges are necessary for pricing the
capacity related costs of the APS system for tHedquirement customers. The proponents arguelfatequires partial requirement service
- which is a very specialized product that includesntenance power, standby power, and supplempgotedr - and it should have its own
rate, which can be addressed in the proposed D&skvop.
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We agree with ACA/DEAA that DG can have significkenefits to APS and to its ratepayers and we teaehcourage the growth of DG
can provide those benefits. Additionally, we firmh® of the suggestions made in ACA/DEAA's postingdorief persuasive. However, our
decision is rooted in the record made in this card,those suggestions were not fully delineatedsuabjected to cross examination at the
Hearing. At this point, we agree with the particitsathat the E-32 schedule should not be modifismttommodate the particular needs
associated with DG. Therefore, we believe thaptimties should address the issue of an appropetgeschedule for DG during the workshop
process, and direct the parties to develop a stddat is designed particularly for DG customé&nsither, we direct the parties to begin the
process by evaluating the three recommendationg tmadCA/DEAA in its post hearing brief.

s. BARK BEETLE REMEDIATION

APS is authorized to defer for later recovery th@sonable and prudent direct costs of bark bestiediation that exceed the test year levels
of tree and brush control. In the next rate cdseQommission will determine the reasonablenesslgmce, and allocation of the costs, and
will determine the appropriate amortization period.

t. RATE DESIGN

Attached to the Settlement Agreement is Appendixhich sets forth the rates adopted in the SetttierAgreement. The rates are designed to
permit APS to recover an additional $67.5 milliorbase revenues, including an additional 3.94 pérfoe the residential rate class and a :
percent increase for the general service rate.cldmsrates were designed to move toward costseandve subsidizations, thereby promoting
equity among customers. The base rates will alsmipeost-based unbundling of distribution and rawe cycle services, including metering,
and meter reading and billing. The parties belitne this will give appropriate price signals nesaay for shopping. APS will continue on-
peak and off-peak rates for winter billing for mbkidential time-of-use customers under Schedule& Bnd ECT-1R. Within 180 days APS
will submit a study to Staff that examines otheysAPS can implement more flexibility in changin® &' on- and off-peak time periods and
other time-of-use characteristics, making thosépsrmore reflective of actual system peak timeqois: APS shall also include in the
aforementioned study a cost-benefit analysis

DECISION NO. 67744

31



DOCKET NO. E-01345A-03-0437

of Surepay, APS' automatic payment program. Thefizmy is to examine the cost effectiveness of thgnm and to explore the possibility
of offering a discount to those customer who pgrdite in Surepay. The Settlement Agreement adopPS' firoposed experimental time e
periods for ET-1 and ECT-1R. For general servicgamers, the existing on-peak time periods willaanthe same and the summer rate
period will begin in May and conclude in Octobehelgeneral service rate schedules will also perasit-based unbundling of generation and
revenue cycle services and will be differentiatgdrbltage levels. An additional primary serviceadisnt of $2.74/kW for military base
customers served directly from APS substationslvéladopted. The Settlement Agreement modifiesddbd=-32 in order to simplify the
design, make it more cost-based, and to smoottheutate impact across customers of varying sizgsnithe rate schedule. Changes include
the addition of an energy block for customers Wwatids under 20 kW and an additional demand bilitagk for customers with loads greater
than 100 kW. A time-of-use option will also be dahble to E32 customers. Testimony was offered at the hedhiagthere was an inadvert
omission in Appendix J to the Settlement Agreeni@enRate E-32-TOU in that the delivery-related dechaharge for Rate E-3POU shoulc
have been reduced after the first 100 kW of denfancesidual off-peak demand(37) and that theahitate block for residual off-peak
delivery should be applied only to the first 100ldf\combined on-peak and residual off-peak demanelwill, therefore, direct APS to

modify Rate E-32-TOU in accordance with these cleang its compliance filings. As discussed abov@ AMDEAA objected to the

company's E-32 schedule. One of ACA/DEAA's coneeas the almost doubling of the demand charge. Tdrarission has open dockets
involving APS' metering and bill estimation proceehkj including the estimation of demand. Althoughare not resolving those issues in this
rate case, we are concerned that APS properly nretat meters and bill its customers timely andigately. (38) It is imperative, especially
given

(37) Instead of remaining at the initial level a.$22 per kW-month, after the first 100 kW of dewhatime unbundled residual off-peak
demand charge for delivery at Secondary voltagebeireduced to $3.497; after the first 100kW ahded, the unbundled residual off-peak
demand charge for delivery at Primary voltage béllreduced to $2.877, with both of these changesorated into the bundled rate as w

(38) Also, we note that apparently APS is deletirtgll estimation procedure for EC-1 and ECT-1Rs Ihot clear whether these are the tariffs
that Staff has alleged APS has not been followlirnug,nothing in this Decision will affect our abjlito make findings in Docket Nos. E-
01345A-04-0657, et al. or impose any appropriatedj sanctions, or remedies in those dockets.
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the increase in the demand charge, that APS ratiedastances where it estimates demand.

In a response (dated August 18, 2004) to a queBtiom Commissioner Mundell regarding the break-quaints for tiered rates, the parties to
the Settlement Agreement indicated that rate Egl2the most customers. The response also statati¢haverage use by a customer on rate
E-12 is 770 kWh per month. Rate E-12 has three tigth break-over points at 400 kwh per month ad@d BWh per month. Paragraph 57 of
the Settlement Agreement requires APS to conduateadesign study analyzing rate design modificetim promote energy efficiency,
conservation, and reduce peak demand. As paredttidy, we will require that one of the rate desigpdifications that APS shall investigi
is to lower the first break-over point in rate E192350 kWh per month and lower the second break-pwint to 750 kWh per month. In
addition, the charge (rate) per kWh in the first {less than 350 kWh per month) should be lowesdnile the rate for the third tier (over 750
kWh per month) should be raised. We will requirattAPS propose this type of rate design, or somegthéry similar, for rate E-12 in its next
rate case. We believe this type rate design, cdupith the DSM measures outlined in this Order] eiiicourage customers, especially high-
use customers, to conserve energy (thereby loweriagall demand) and/or move to time-of-use ratesréby lowering peak demand). If
APS or any party to the next APS rate case belithisgype rate design would be detrimental to AR8/or its customers, that party shall
provide a detailed explanation and examples aswodnd why this type rate design would be detrimlent

Several schedules are "frozen" and APS will providéce approved by Staff to those customers tiagd rates will be eliminated in APS'
next rate case. Such notice will be provided attheclusion of this docket and at the time that AlRRS its next rate case.

u. LITIGATION AND OTHER ISSUES

The Settlement Agreement provides that APS wiliniks with prejudice all appeals of Decision No. B%1the Track A Order, and APS and
its affiliates will dismiss litigation related todgision Nos. 65154 and 61973 and/or any allegeakchref contract, and APS and its affiliates
shall forgo any claim that APS, PWEC, Pinnacle Wesgpital Corporation or any of APS' affiliates waamed by Decision No. 65154, and
the Preliminary Inquiry ordered in Decision No. 66/&hall be concluded with no further action by @wnmission, once the Settlement
Agreement is approved in
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accordance with Section XXI of the Settlement Agneat by a Commission Decision that is final andamger subject to judicial review.

The Commission is also concerned that serviceliéitiaon rural Tribal lands has become degraddteré&fore, within six months of the
effective date of this Order, APS should comp#eSAIFI, CAIDI and SAIDI numbers for all Tribal téories it serves and provide to the
Commission a report on proposed options for imprgveliability in these areas. Moreover, APS shalticipate in any future dockets rela
to enhancing reliability statewide.

v. SUMMARY

This Settlement Agreement resolves numerous sigmfi complex, and conflicting issues affecting ynparties with very different
perspectives and interests. As with every settlentiea give and take nature of negotiations endwitlpa product that no one party initially
proposed. The key question when deciding whethappwove such a settlement is whether the endtresdlves the important issues fairly
and reasonably when taken together as a wholeinawth a way that will promote the public inter&se believe that the Settlement
Agreement reached by these 22 parties, with thdfroations that we make herein, reaches such dtr&3ur agreement to rate base the
PWEC assets does not mean that we are retreatimgdiur commitment to encourage the developmendwipetition, and we expect APS
its affiliates to fully comply with all the pro-cametition requirements in the Settlement Agreemedt@her Commission decisions and rules.
Additionally, our adoption of a PSA will be a si§ioant change for APS customers, and we expect RSB ucate and inform its customers
about all aspects of that adjustor charge in ataywill minimize confusion and misunderstanding& also expect APS to have the
required information posted to its website anatitstomer education program up and running befane du2005, in order to allow customers
the opportunity to implement their own conservatio@asures. Finally, we want to make it clear to AR® our adoption of a PSA does not
relieve it of its obligation to effectively and efiently manage its fuel costs, and that we witlsaly monitor APS' performance.

*xkk*kkkkkk k%
Having considered the entire record herein andgokilly advised in the premises, the Commissioddinconcludes, and orders that:
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IV. FINDINGS OF FACT

1. APS is a public service corporation principahgaged in furnishing electricity in the State oizAna. APS provides either retail or
wholesale electric service to substantially alAofzona, 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 customerthée western United States.

2. On June 27, 2003, APS filed with the Commissinrapplication for a $175.1 million rate increasd &r approval of a purchased power
contract.

3. Notice of the application was provided in acemrce with the law.

4. Intervention was granted to AECC, FEA, Kroged GO, AUIA, Phelps Dodge, IBEW, ACA/DEAA, Panda, AWSWG, WRA, CNE,
SEL, DVEP, UES, ACAA,
Alliance, Wickenburg, AriSEIA, AARP, SWEEP, PPL Siamce, PPL Southwest, SWPG, Mesquite, and Bowie.

5. By Procedural Order issued August 15, 2003h#aing was set to commence on April 7, 2004, andgalural dates were established for
the filing of testimony and evidence.

6. On February 6, 2004, APS filed a Motion to Améimel Rate Case Procedural Schedule, and a protedafarence was held on February
18, 2004 to discuss the Motion.

7. By Amended Rate Case Procedural Order issuégbruary 20, 2004, the hearing date was rescheétdday 25, 2004 and other
procedural dates were modified.

8. On April 6, 2004, Staff filed a Motion to Ametite Procedural Schedule and on April 8, 2004, Silaft a Memorandum indicating that
representatives of APS had contacted Staff abeupdissibility of conducting settlement negotiations

9. A public comment hearing was held on April 7020

10. On April 13, 2004, APS filed its Response taff&t Motion and Staff Notice of Settlement Negtitins and requested a temporary
suspension of the procedural schedule in ordesdtitement discussions to take place.

11. Pursuant to Procedural Orders issued Aprild71&h) 2004, a procedural conference to discus§Skabtion was held on April 15, 2004.
By Procedural Order issued April 16, 2004, new
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procedural dates were established and anotherdguoaeconference was scheduled for April 28, 2004.

12. The April 28, 2004 procedural conference wad he scheduled and by Procedural Order issued 2§r2004, the procedural schedule
was stayed and another procedural conference \asigled for May 26, 2004.

13. Pursuant to procedural conferences held on26agnd June 14, 2004, and Procedural Orders issubthy 26, June 18, and July 20,
2004, the stay was extended in order to allow Hrégs to discuss settlement.

14. At the August 18, 2004 Procedural Conferertae parties announced that they had reached ansettteand the Settlement Agreement
was docketed on that date.

15. On August 20, 2004, an Amended Rate Case Rrmaledrder was issued setting the hearing on théeSeent Agreement to commence
on November 8, 2004.

16. The hearing was held as scheduled on Noveml#ri®, 29, 30 and December 1, 2, and 3, 2004idedimment was taken and testime
from the proponents of the Settlement Agreementweasented in panel format, and testimony fromAB&/DEAA was also presented in a
panel format.

17. The Test Year ending 2002 Plant in Service $4a876,901,000, excluding transmission plant, actuding the PWEC assets as of
December 31, 2004.

18. APS' FVRB is $5,054,426,000 and a 5.92 faineahte of return is appropriate.

19. It is just and reasonable to authorize a &malal revenue increase in the amount of $75,500d@Msisting of an increase in base rates of
approximately 3.77 percent or $67.6 million, andrammease in the CRCC surcharge of approximatelypetcent, which will collect $7.9
million.

20. A Power Supply Adjustor as set forth in thetiBetent Agreement and as modified herein, is inpthiglic interest.

21. APS is authorized to acquire the PWEC genaratssets and rate base those assets at a vald@Oofrfilion as of December 31, 2004,
under the terms and conditions as set forth irBilement Agreement and herein.

22. The Settlement Agreement will allow APS the anpynity to earn a reasonable rate of
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return on its investment, will provide revenuedisidnt for the Company to provide efficient andiable service, and will allow for continu
development of electric competition in Arizona.

23. APS shall implement a customer education pragraplaining how its PSA will work and shall maimta@n its website information
explaining the billing format, rates, and chargesluding up-to-date information about the PSA andent gas costs. APS shall submit its
plan to implement its customer education prograthiwi30 days of the effective date of this Decisionthe Director of the Utilities Division
for review and Staff shall keep the Commission &gk of the consumer education program. Furthern®®& shall post the required
information on its website within 30 days of théeefive date of this Decision.

24. The parties to the Settlement Agreement shalinit a PSA Plan of Administration that reflects tteterminations in this Decision for
Commission approval within 60 days of the effectifage of this Decision.

25. The depreciation rates and the costs for nudieeommissioning as set forth in the Settlementa@ment are reasonable and appropriate.

26. Testimony was offered at the hearing that tixare an inadvertent omission in Appendix J to tel&@nent Agreement for Rate E-32-
TOU in that the delivery-related demand chargeRfate E-032-TOU should have been reduced afteii$telD0 kW of demand for residual
off-peak demand and that the initial rate blockriEsidual off-peak delivery should be applied awlyhe first 100 kW of combined on-peak
and residual off-peak demand. We will, therefoieeat APS to modify Rate E-32-TOU in accordancentitese changes in its compliance
filings.

27. We direct the parties to begin the DG workspiagzess by evaluating the three recommendatione tmpadCA/DEAA in its post hearing
brief.

28. In its study to be filed within 180 days of #féective date of this Decision concerning flektiiof on- and off-peak time periods and
other time-of-use characteristics, APS shall atetude a cost-benefit analysis of Surepay, AP®raatic payment program. The Company
shall examine the cost effectiveness of the progaacthexplore the possibility of offering a discotmthose customers who participate in
Surepay.

29. APS shall file additional time-of-use progratinat are similar to the Time Advantage
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and Combined Advantage Plans with different pedleduale(s) and tariff(s) options, within six montfghe effective date of this Decision.

30. In a response (dated August 18, 2004) to atignefsom Commissioner Mundell regarding the breader points for tiered rates, the par
to the Settlement Agreement indicated that rat@ lB&ls the most customers. The response also $tateitie average use by a customer on
rate E-12 is 770 kwh per month. Rate E-12 has ttiees with breaksver points at 400 kWh per month and 800 kwWh pentimdParagraph £
of the Settlement Agreement requires APS to conduate design study analyzing rate design modiifica to promote energy efficiency,
conservation, and reduce peak demand. As paredttidy, we will require that one of the rate desigpdifications that APS shall investigi
is to lower the first break-over point in rate E192350 kWh per month and lower the second break-pwint to 750 kWh per month. In
addition, the charge (rate) per kWh in the first {less than 350 kWh per month) should be lowesdnile the rate for the third tier (over 750
kWh per month) should be raised. We will requirattAPS propose this type of rate design, or somegthéry similar, for rate E-12 in its next
rate case. We believe this type rate design, cdupith the DSM measures outlined in this Order] eiiicourage customers, especially high-
use customers, to conserve energy (thereby loweriagall demand) and/or move to time-of-use ratesréby lowering peak demand). If
APS or any party to the next APS rate case belithisgype rate design would be detrimental to AR8/or its customers, that party shall
provide a detailed explanation and examples aswodnd why this type rate design would be detrimlent

31. In order to help the state's public and chatbpols mitigate the effects of the rate increds=DSM Working Group should make every
effort to target DSM programs to schools and to enidle implementation of DSM in schools a top ptjori

32. All DSM year-end reports filed at the Commissity APS must be certified by an Officer of the Qxamy.

33. We are modifying the definition of "self-builtty include the acquisition of a generating unitnderest in a generating unit from any
merchant or utility generator, and we will requifES to obtain the Commission's expressed approvalPS' acquisition of any generating
facility or interest in a generating facility puesut to a RFP or other competitive solicitation exsu
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before January 1, 2015. Our determination herednilshnot be construed as signaling in any manreuttimate regulatory treatment that can
or will be accorded to any generating facility oterest in a generating facility ultimately acqditey APS.

34. The workshops conducted by Staff on the devetop of needed infrastructure shall include consitilen of the feasibility and
implementation of an expanded use of utility-scalkar electric generation integrated with existiogl fired operations. APS' aging coal fired
plants face an increasingly emissions regulatagréutvhich may require sizeable investments to im@mmissions control performance.

35. The Settlement Agreement also provides thawable resources acquired through the special RFfiRuwe solicitations shall be subject
to the Commission's customary prudence review. While the Settlement Agreement further stipulabeg & renewable resource purchase
shall not be found imprudent solely because theafohe renewable resource exceeds market prieestipulate conversely that a renewable
resource purchase shall not be rendered prudesiy dn virtue of the resource's cost being below fi@rcent of market price.

36. In order to take advantage of any availablefadax credits for renewable energy productioRSAshould issue the 100 MW RFP no |
than May 15, 2005.

37. If Arizona Public Service Company determinest thcannot meet the goal for renewable energyuess as set forth in Paragraph 69 of
the Settlement Agreement, through in-state resguitshall bring its proposal to purchase outtatesresources to Staff and obtain
Commission approval before making the out-of-spatechase.

38. We agree that the use of an adjustor whenchstk are volatile prevents a utility's financiahdition from deteriorating. We are less
inclined, however, to adopt an adjustor as a wdgetp pace with load growth. Although APS' rebuttatimony indicated that its fixed costs
would increase in relation to its load growth, we eoncerned about the potential for single-issemaking and whether APS' fixed costs

will increase in the same proportion as its fuedtsoAccording to the late-filed exhibits, the miéjoof the increased fuel costs are caused by
increased load growth, rather than price volatilityuel. In effect, the adjustor as designed plegiannual step increases in rates. We believe
APS must have an incentive to file a rate caséabwe can
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determine the accuracy of its assertion about esgeemherefore, we will adopt an adjustor thateotdl or refunds the annual fuel costs that
differ from the base year level. However, we witit the adjustor to 4 mil from the base level otrez entire term of the PSA and will cap
balancing account to an aggregate amount of $10@miShould the Company seek to recover or refarldnk balance pursuant to
Paragraph 19E of the Settlement Agreement, thagirand manner of recovery or refund of that exisbiank balance will be addressed at
such time. In no event shall the Company allowtthek balance to reach $100 million prior to seekempvery or refund. Following a
proceeding to recover or refund a bank balancedsstv$50 million and $100 million, the bank balasbell be reset to zero unless otherwise
ordered by the Commission.

39. Within three years of the effective date of thecision, Staff shall commence a procuremenerewdf APS' fuel, purchased power,
generating practices and off-system sales practices

40. Because we are concerned about the impace 34 on low-income customers, the PSA shall nplyap the bills of individuals who
are enrolled in the Company's Energy Support pragra

41. APS should work to make its lamweome assistance programs widely available, inotyitb Native Americans living inside the Compa
service territory. Within six months of the effestidate of this Order, APS shall develop an outrgdan that will enable it to better inform

the state's Tribes about the Company's low-incassestance program. The plan should be filed wighGommission and made available to
Tribal authorities within APS' service territory.

42. The Commission is also concerned that sereiighility on rural Tribal lands has become degrhdéherefore, within six months of the
effective date of this Order, APS should comp#eSRAIFI, CAIDI and SAIDI numbers for all Tribal tétories it serves and provide to the
Commission a report on proposed options for imprgveliability in these areas. Moreover, APS shalticipate in any future dockets rela
to enhancing reliability statewide.

V. CONCLUSIONS OF LAW

1. Arizona Public Service Company is a public sesdorporation within the meaning of Article XV thie Arizona Constitution and A.R.S.
Sections 40-222, 250, 251, and 376.
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2. The Commission has jurisdiction over Arizona lRuBervice Company and the subject matter of fh@ieation.
3. Notice of the application was provided in aceorck with the law.

4. The Settlement Agreement, with the modificatiand additional provisions contained herein, res®lll matters raised by APS' rate
application in a manner that is just and reasonalslé promotes the public interest.

5. The fair value of APS' rate base is $5,054,4%8,@nd 5.92 percent is a reasonable rate of retu/PS' rate base.

6. The rates, charges, and conditions of serviabkshed herein are just and reasonable.

7. APS should be directed to file revised tariffmsistent with the Settlement Agreement and thaidijs contained in this Order.
VI. ORDER

IT IS THEREFORE ORDERED that the Settlement Agresina¢tached hereto as Attachment A as modifiedihéseapproved.

IT IS FURTHER ORDERED that Arizona Public Servicen@any is hereby directed to file with the Comnaason or before March 31,
2005, revised schedules of rates and charges temisigith Exhibit A and the findings herein.

IT IS FURTHER ORDERED that the revised schedulesatéds and charges shall be effective for all servéendered on and after April 1,
2005.

IT IS FURTHER ORDERED that Arizona Public Servicen@any shall notify its affected customers of txsed schedules of rates and
charges authorized herein by means of an inséd imext regularly scheduled billing and by postorgits website, in a form approved by the
Commission's Utilities Division Staff.

IT IS FURTHER ORDERED that Arizona Public Servicen@any shall implement a customer education progrgoaining how its PSA
will work and shall maintain on its website infortiza explaining the billing format, rates, and ajes, including up-to-date information
about the PSA and current gas costs.
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IT IS FURTHER ORDERED that within 30 days of théeetive date of this Decision, Arizona Public SeevilCompany shall submit its plan
to implement its customer education program talthiector of the Utilities Division for review and&f shall keep the Commission apprised
of the consumer education program.

IT IS FURTHER ORDERED that within 30 days of théeetive date of this Decision, Arizona Public SeeviCompany shall post on its
website, information explaining the billing formaates, and charges, including up-to-date inforomadéibout the PSA and current gas costs.

IT IS FURTHER ORDERED that Arizona Public Servicen@any shall implement and comply with the termthefSettlement Agreement
including filing all reports, studies, and planssas forth in the Settlement Agreement and as rieztitierein.

IT IS FURTHER ORDERED that the parties to the ®atitnt Agreement shall submit a PSA Plan of Admiaiigtn that reflects the
determinations in this Decision for Commission apat within 60 days of the effective date of thisdision.

IT IS FURTHER ORDERED that Arizona Public Servicer@pany shall forgo any present or future claimstednded costs associated with
any of the PWEC assets.

IT IS FURTHER ORDERED that the Commission's Ugi#iDivision Staff shall schedule workshops on resmplanning issues and
distributed generation issues within 90 days ofdffiective date of this Decision.

IT IS FURTHER ORDERED that Arizona Public Servicen@pany shall modify Rate E-32-TOU in accordancéhie discussion and
findings herein.

IT IS FURTHER ORDERED that the parties shall bethg DG workshop process by evaluating the threemetendations made by
ACA/DEAA in its post hearing brief.

IT IS FURTHER ORDERED that in its study to be fileithin 180 days of the effective date of this B#mn concerning flexibility of on- and
off-peak time periods and other time-of-use chamgstics, Arizona Public Service Company shall atsude a cost-benefit analysis of
Surepay, Arizona Public Service Company's autonpatienent program. The Company shall examine theeffectiveness of the program
and explore the possibility of offering a discotmthose customers who participate in Surepay.
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IT IS FURTHER ORDERED that Arizona Public Servicen@pany shall file additional time-of-use prograinattare similar to the Time
Advantage and Combined Advantage Plans with diffiepeak schedule(s) and tariff(s) options, withxnsonths of the effective date of this
Decision.

IT IS FURTHER ORDERED that Arizona Public Servicen@pany's rate design study shall include the isaddsessed in Findings of Fact
No. 30, and Arizona Public Service Company shalppse a rate design addressing these issuesiexitsate case

IT IS FURTHER ORDERED that in order to help thes®public and charter schools mitigate the effe€the rate increase, the DSM
Working Group should make every effort to targetMDrograms to schools and to make the implememtatfdSM in schools a top priorii

IT IS FURTHER ORDERED that all DSM year-end repditesd at the Commission by Arizona Public Servi@empany must be certified by
an Officer of the Company.

IT IS FURTHER ORDERED that Arizona Public Servicen@pany shall comply with Findings of Facts No. 33w acquiring a generating
unit or an interest in one.

IT IS FURTHER ORDERED that the resource planningksbops shall include consideration of the feaisjbeind implementation of an
expanded use of utility-scale solar electric geti@nantegrated with existing coal fired operations

IT IS FURTHER ORDERED that in order to take advgetaf any available federal tax credits for rendea@mergy production, Arizona
Public Service Company shall issue the 100 MW Ré& fater than May 15, 2005.

IT IS FURTHER ORDERED that if Arizona Public Serwi€ompany determines that it cannot meet the goakhewable energy resources
as set forth in Paragraph 69 of the Settlementégent, through in-state resources, it shall brisgioposal to purchase out-of-state
resources to Staff and obtain Commission approsfidrb making the out-of-state purchase.

IT IS FURTHER ORDERED that within three years o #ffective date of this Decision, Staff shall coemoe a procurement review of
Arizona Public Service Company's fuel, purchasesgrpgenerating practices and off-system salegipesc

IT IS FURTHER ORDERED that the PSA shall not applyhe bills of individuals who are
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enrolled in the Company's Energy Support program.

IT IS FURTHER ORDERED that within six months of thfective date of this Decision, Arizona Public8ee Company shall develop an
outreach plan that will enable it to better infaitme state's Tribes about the Company's ilseome assistance programs. The plan shall be
with the Commission and made available to Tribdharities within Arizona Public Service Companyés\sce territory.

IT IS FURTHER ORDERED that within six months of teffective date of this Decision, Arizona Public\8ee Company shall compile its
SAIFI, CAIDI and SAIDI numbers for all Tribal tetdries it serves and provide to the Commissiorpaneon proposed options for improvi
reliability in these areas, and Arizona Public $@Company shall participate in any future dockelated to enhancing reliability statewide.
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IT IS FURTHER ORDERED that the Commission's Ugi#iDivision Staff shall initiate a rulemaking predag to modify A.A.C. R14-2-
1618 within 120 days of the effective date of thicision.

IT IS FURTHER ORDERED that this Decision shall beepeffective immediately.
BY ORDER OF THE ARIZONA CORPORATION COMMISSION.

/sl Jeff Hatch-MIler /sl WIlliamA. Mindell /sl Marc Spitzer

CHAI RVAN COW SSI ONER COW SSI ONER

/sl Kristin K. Myes

COW SSI ONER COW SSI ONER

IN WITNESS WHEREOF, |, BRIAN C. McNEIL, ExecutiveeSretary of the Arizona Corporation Commission,ehbgreunto set my hand
and caused the official seal of the Commissioretaffixed at the Capitol, in the City of Phoenixist7th day of April, 2005.

/sl Brian C. MNEIL

BRI AN C. McNEI L
EXECUTI VE SECRETARY

DI SSENT /s/ M ke d eason

DI SSENT
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6705 REEDY CREEK ROAD

CHARLOTTE, NC 28215

LAVWRENCE V. ROBERTSON

MUNGER CHADW CK

333 N. WLMOT, STE. 300

TUCSON, AZ 85711

ATTORNEYS FOR SOUTHWESTERN POVER
GROUP ||, LLC,

MESQUI TE POAER AND BOW E POVNER
STATI ON

JAY |. MOYES

MOYES STOREY

1850 N. CENTRAL AVE, #1100
PHOENI X, AZ 85004

ATTORNEYS FOR PPL SUNDANCE, LLC
AND PPL SOQUTHWEST GENERATI ON
HOLDI NGS, LLC

JESSE A. DILLON

PPL SERVI CES CORPORATI ON
TWO N. NI NTH STREET
ALLENTOMWN, PA 18101

SEAN SEI TZ

ARI SEI A

5056 S. 40TH STREET, SUITE C
PHOENI X, ARI ZONA 85040

ROBERT ANNAN

ANNAN GROUP

6605 E. EVENI NG GLOW DRI VE
PHOENI X, AZ 85262

DOUGLAS V. FANT
AZCOGEN ASSCOCI ATI ON
80 E. COLUMBUS
PHOENI X, AZ 85012

CYNTHI A ZW CK

ARI ZONA COMMUNI TY ACTI ON ASSCOCI ATI ON

224 SOUTH THI RD AVE
YUVA, AZ 85364

DECI SION NO. 67744



CHRI STOPHER KEMPLEY, CHI EF COUNSEL
LEGAL DI VI SI ON

ARI ZONA CORPORATI ON COWM SSI ON
1200 WEST WASHI NGTON STREET

PHOENI X, AZ 85007

48

ERNEST G JOHNSON, DI RECTOR
UTI LI TIES DI VI SI ON

ARI ZONA CORPORATI ON COWM SSI ON
1200 WEST WASHI NGTON STREET
PHOENI X, AZ 85007

DECI SION NO. 67744
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ARIZONA PUBLIC SERVICE
COMPANY
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ADJUSTMENT

DECISION NO. 67744
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