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NOTES TO CONSOLIDATED FINANCIAL STATEMENTS

1. SUMMARY OF SIGNIFICANT ACCOUNTING POLICIES

Consolidation and Nature of Operations

The consolidated financial statements include the accounts of
Pinnacle West and our subsidiaries: APS, Pinnacle West Energy,
APS Energy Services, SunCor and El Dorado (principally NAC).
Significant intercompany accounts and transactions between the
consolidated companies have been eliminated.

APS is a vertically-integrated electric utility that provides either
retail or wholesale electric service to substantially all of the state of
Arizona, with the major exceptions of the Tucson metropolitan area
and about one-half of the Phoenix metropolitan area. APS also
generates, sells and delivers electricity to wholesale customers in
the western United States. In early 20083, the marketing and trading
division of Pinnacle West was moved to APS for future marketing
and trading activities (existing wholesale contracts remained at
Pinnacle West) as a result of the ACC’s Track A Order prohibiting
the previously required transfer of APS’ generating assets to
Pinnacle West Energy. See Note 3 for a discussion of the Track A
Order. Pinnacle West Energy, which was formed in 1999, is the
subsidiary through which we conduct our unregulated generation
operations. APS Energy Services was formed in 1998 and provides
competitive commodity energy and energy-related products to key
customers in competitive markets in the western United States.
SunCor is a developer of residential, commercial and industrial real
estate projects in Arizona, New Mexico, ldaho and Utah. El Dorado
is an investment firm, and its principal investment is in NAC, which
is a company specializing in spent nuclear fuel technology.

Accounting Records and Use of Estimates

Our accounting records are maintained in accordance with
accounting principles generally accepted in the United States of
America (GAAP). The preparation of financial statements in accor-
dance with GAAP requires management to make estimates and
assumptions that affect the reported amounts of assets and liabili-
ties, disclosure of contingent assets and liabilities at the date of
the financial statements and reported amounts of revenues and
expenses during the reporting period. Actual results could differ
from those estimates. We have reclassified certain prior year
amounts to conform to the current year presentation.

Derivative Accounting

We are exposed to the impact of market fluctuations in the com-
modity price and transportation costs of electricity, natural gas,
coal and emissions allowances. We manage risks associated with
these market fluctuations by utilizing various commodity instru-
ments that qualify as derivatives, including exchange-traded futures
and options and over-the-counter forwards, options and swaps.

As part of our overall risk management program, we use such
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instruments to hedge purchases and sales of electricity, fuels, and
emissions allowances and credits. In addition, subject to specified
risk parameters monitored by the ERMC, we engage in marketing
and trading activities intended to profit from market price movements.

We account for our derivative contracts in accordance with SFAS
No. 133, “Accounting for Derivative Instruments and Hedging
Activities.” SFAS No. 133 requires that entities recognize all
derivatives as either assets or liabilities on the balance sheet and
measure those instruments at fair value. Changes in the fair value
of derivative instruments are either recognized periodically in
income or, if hedge criteria are met, in common stock equity

(as a component of other comprehensive income (loss)). SFAS
No. 133 provides a scope exception for contracts that meet the
normal purchases and sales criteria specified in the standard.

Prior to the fourth quarter of 2002, we accounted for our trading
activity at fair value, with changes in fair value reported in earnings
as required by EITF 98-10 “Accounting for Contracts Involved in
Energy Trading and Risk Management Activities.” In the fourth
quarter of 2002, we adopted EITF 02-3 “Issues Involved in
Accounting for Derivative Contracts Held for Trading Purposes

and Contracts Involved in Energy Trading and Risk Management
Activities,” which rescinded EITF 98-10. We recorded a $66 million
after-tax charge in net income as a cumulative effect adjustment
for the previously recorded accumulated unrealized mark-to-market
on energy trading contracts that did not meet the accounting
definition of a derivative. Our energy trading contracts that are
derivatives are accounted for at fair value under SFAS No. 138.
Energy trading contracts that do not meet the definition of a
derivative are now accounted for on an accrual basis with the
associated revenues and costs recorded at the time the contracted

commodities are delivered or received.

See Note 18 for additional information about our derivative and
energy trading accounting policies.

Mark-to-Market Accounting

Under mark-to-market accounting, derivative contracts for the
purchase or sale of energy commodities are reflected at fair market
value, net of valuation adjustments, with resulting unrealized

gains and losses recorded as current or long-term assets and
liabilities from risk management and trading activities in the
Consolidated Balance Sheets.

We determine fair market value using actively-quoted prices when
available. We consider quotes for exchange-traded contracts and
over-the-counter quotes obtained from independent brokers to
be actively-quoted.



When actively-quoted prices are not available, we use prices
provided by other external sources. This includes quarterly and
calendar year quotes from independent brokers. We convert
quarterly and calendar year quotes into monthly prices based
on historical relationships.

For options, long-term contracts and other contracts for which
price quotes are not available, we use models and other valuation
methods. The valuation models we employ utilize spot prices,
forward prices, historical market data and other factors to forecast
future prices. The primary valuation technique we use to calculate
the fair value of contracts where price quotes are not available is
based on the extrapolation of forward pricing curves using observ-
able market data for more liquid delivery points in the same region
and actual transactions at the more illiquid delivery points. We also
value option contracts using a variation of the Black-Scholes
option-pricing model.

For non-exchange traded contracts, we calculate fair market value
based on the average of the bid and offer price, and we discount to
reflect net present value. We maintain certain valuation adjustments
for a number of risks associated with the valuation of future com-
mitments. These include valuation adjustments for liquidity and
credit risks based on the financial condition of counterparties.

The liquidity valuation adjustment represents the cost that would

be incurred if all unmatched positions were closed-out or hedged.

The credit valuation adjustment represents estimated credit losses
on our overall exposure to counterparties, taking into account
netting arrangements, expected default experience for the credit
rating of the counterparties and the overall diversification of the
portfolio. Counterparties in the portfolio consist principally of major
energy companies, municipalities and local distribution companies.
We maintain credit policies that management believes minimize
overall credit risk. Determination of the credit quality of counterpar-
ties is based upon a number of factors, including credit ratings,
financial condition, project economics and collateral requirements.
When applicable, we employ standardized agreements that allow
for the netting of positive and negative exposures associated with a
single counterparty. See Note 18 for further discussion on credit risk.

The use of models and other valuation methods to determine

fair market value often requires subjective and complex judgment.
Actual results could differ from the results estimated through
application of these methods. Our marketing and trading portfolio
includes structured activities hedged with a portfolio of forward
purchases that protects the economic value of the sales transac-
tions. Our practice is to hedge within timeframes established

by the ERMC.

Regulatory Accounting

APS is regulated by the ACC and the FERC. The accompanying
financial statements reflect the rate-making policies of these com-
missions. For regulated operations, we prepare our financial state-
ments in accordance with SFAS No. 71, “Accounting for the Effects
of Certain Types of Regulation.” SFAS No. 71 requires a cost-based,
rate-regulated enterprise to reflect the impact of regulatory deci-
sions in its financial statements. As a result, we capitalize certain
costs that would be included as expense in the current period by
unregulated companies. Regulatory assets represent incurred costs
that have been deferred because they are probable of future recov-
ery in customer rates. Regulatory liabilities generally represent the
recovery of expected future costs in current customer rates.

Management continually assesses whether our regulatory assets

are probable of future recovery by considering factors such as
applicable regulatory environment changes and recent rate orders to
other regulated entities in the same jurisdiction. This determination
reflects the current political and regulatory climate in the state and
is subject to change in the future. If future recovery of costs ceases
to be probable, the assets would be written off as a charge in
current period earnings.

As part of the 1999 Settlement Agreement with the ACC (see
Note 3), we continue to amortize certain regulatory assets over
an eight-year period as follows (dollars in millions):

1999

$164

2000

$158

2001

$145

2002

$115

2003

$86

2004

$18

TOTAL

$686

The detail of regulatory assets is as follows (dollars in millions):

December 31, 2003 2002
Remaining balance recoverable under

the 1999 Settlement Agreement (a) $ 18 $ 104
Spent nuclear fuel storage (Note 11) 49 46
Electric industry restructuring

transition costs (Note 3) 46 40
Deferred compensation 24 28
Contributions in aid of construction 11 10
Loss on reacquired debt (b) 12 9
Other B 9

Total regulatory assets $ 165 $ 241

(@) The majority of our unamortized regulatory assets above relates to deferred
income taxes (see Note 4) and rate synchronization cost deferrals (see “Rate
Synchronization Cost Deferrals” below).

(b) See “Reacquired Debt Costs” below.
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The detail of regulatory liabilities is as follows (dollars in millions):

December 31, 2003 2002
Removal costs (a) $ 480 $ -
Deferred gains on utility property 20 20
Deferred interest income (b) 8 =
Other 2 6

Total regulatory liabilities $ 510 $ 26

(a) See Note 12 for information on Asset Retirement Obligations.
(b) See “ACC Financing Orders” in Note 3 for information on the “APS Loan”.

Rate Synchronization Cost Deferrals

As authorized by the ACC, operating costs (excluding fuel) and
financing costs of Palo Verde Units 2 and 3 were deferred from
the commercial operation dates (September 1986 for Unit 2 and
January 1988 for Unit 3) until the date the units were included in
a rate order (April 1988 for Unit 2 and December 1991 for Unit 3).
In accordance with the 1999 Settlement Agreement, we are
continuing to accelerate the amortization of the deferrals over an
eight-year period that will end June 30, 2004. Amortization of the
deferrals is included in depreciation and amortization expense in
the Consolidated Statements of Income.

Utility Plant and Depreciation

Utility plant is the term we use to describe the business property
and equipment that supports electric service, consisting primarily of
generation, transmission and distribution facilities. We report utility
plant at its original cost, which includes:

+ material and labor;

« contractor costs;

- capitalized leases;

- construction overhead costs (where applicable); and

- capitalized interest or an allowance for funds used
during construction.

We expense the costs of plant outages, major maintenance and
routine maintenance as incurred. We charge retired utility plant
to accumulated depreciation. Prior to 2003, we charged removal
costs, less salvage, to accumulated depreciation. Effective
January 1, 2003, we applied the provisions of SFAS 143

(see Note 12).

We record depreciation on utility plant on a straight-line basis over
the remaining useful life of the related assets. The approximate
remaining average useful lives of our utility property at December
31, 2003 were as follows:

- Fossil plant — 23 years;
= Nuclear plant — 20 years;
« Other generation — 29 years;

« Transmission — 36 years;
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« Distribution — 23 years; and
- Other — 9 years.

For the years 2001 through 2003, the depreciation rates, as
prescribed by our regulators, ranged from a low of 1.51% to a high
of 12.5%. The weighted-average rate was 3.35% for 2003, 3.35%
for 2002 and 3.40% for 2001. We depreciate non-utility property
and equipment over the estimated useful lives of the related assets,
ranging from 3 to 30 years.

El Dorado Investments

El Dorado accounts for its investments using the consolidated

(if controlled), equity (if significant influence) and cost (less than
20% ownership) methods. Beginning in the third quarter of 2002,
El Dorado began consolidating the operations of NAC.

Capitalized Interest

Capitalized interest represents the cost of debt funds used to
finance construction projects. Plant construction costs, including
capitalized interest, are expensed through depreciation when
completed projects are placed into commercial operation. The rate
used to calculate capitalized interest was a composite rate of
4.55% for 20083, 4.80% for 2002 and 6.13% for 2001. Capitalized
interest ceases to accrue when construction is complete.

Allowance for Funds Used During Construction

AFUDC represents the approximate net composite interest cost of
borrowed funds and a reasonable return on the equity funds used
for construction of utility plant. Plant construction costs, including
AFUDC, are recovered in authorized rates through depreciation
when completed projects are placed into commercial operation.

AFUDC was calculated by using a composite rate of 8.55% for
2003. APS compounds AFUDC monthly and ceases to accrue
AFUDC when construction work is completed and the property
is placed in service.

In 2003, APS returned to the AFUDC method of capitalizing interest
and equity costs associated with construction projects in a regulat-
ed utility. This is consistent with APS returning to a vertically-inte-
grated utility, as evidenced by APS' recent general rate case filing,
which includes the request for rate recognition of generation assets.
Previously, APS capitalized interest in accordance with SFAS No.
34, “Capitalization of Interest Cost.” Although AFUDC both increas-
es the plant balance and results in higher current earnings during
the construction period, AFUDC is realized in future revenues
through depreciation provisions included in rates. This change
increased earnings by $11 million in 2003 as compared to what it
would have been under SFAS No. 34.

Electric Revenues

We derive electric revenues from sales of electricity to our regulated
Native Load customers and sales to other parties from our
marketing and trading activities. Revenues related to the sale of



electricity are generally recorded when service is rendered or
electricity is delivered to customers. However, the determination
and billing of electricity sales to individual Native Load customers
is based on the reading of their meters, which occurs on a sys-
tematic basis throughout the month. At the end of each month,
amounts of electricity delivered to customers since the date of
the last meter reading and billing and the corresponding unbilled
revenue are estimated. We exclude sales taxes on electric
revenues from both revenue and taxes other than income taxes.
Revenues from our Native Load customers and non-derivative
instruments are reported on a gross basis in our Consolidated
Statements of Income.

All gains and losses (realized and unrealized) on energy trading
contracts that qualify as derivatives are included in marketing and
trading segment revenues on the Consolidated Statements of

Income on a net basis.

We adopted EITF 03-11, “Reporting Realized Gains and Losses on
Derivative Instruments That Are Subject to FASB Statement No. 133
and Not ‘Held for Trading Purposes’ As Defined in Issue No. 02-3,”
effective October 1, 20083. EITF 03-11 provides guidance on whether
realized gains and losses on physically settled derivative contracts
not held for trading purposes should be reported on a net or gross
basis and concluded such classification is a matter of judgment that
depends on the relevant facts and circumstances. In the electricity
business, some contracts to purchase energy are netted against
other contracts to sell energy. This is called “book-out” and usually
occurs in contracts that have the same terms (quantities and delivery
points) and for which power does not flow. We netted these book-
outs reducing both revenues and purchased power and fuel costs in
2003, 2002 and 2001, but this did not impact our financial condition,
net income or cash flows (see Note 18 for additional information).

SunCor

SunCor recognizes revenue from land, home and qualifying
commercial operating assets sales in full, provided (a) the income

is determinable, that is, the collectibility of the sales price is reason-
ably assured or the amount that will not be collectible can be esti-
mated, and (b) the earnings process is virtually complete, that is,
SunCor is not obligated to perform significant activities after the
sale to earn the income. Unless both conditions exist, recognition of
all or part of the income is postponed. SunCor recognizes income
only after the assets’ title has passed. A single method of recogniz-
ing income is applied to all sales transactions within an entire home,
land or commercial development project. Commercial property and
management revenues are recorded over the term of the lease or
period in which services are provided. In addition, see Note 22 —
Real Estate Activities — Discontinued Operations.

Percentage of Completion - NAC

Certain NAC contract revenues are accounted for under the
percentage-of-completion method. These revenues are reported
in other revenue on the Consolidated Statements of Income.
Revenues are recognized based upon total costs incurred to
date compared to total costs expected to be incurred for each
contract. Revisions in contract revenue and cost estimates are
reflected in the accounting period when known. Provisions are
made for the full amounts of anticipated losses in the periods in
which they are first determined. Changes in job performance, job
conditions and estimated profitability, including those arising from
contract penalty provisions and final contract settlements, may
result in revisions to costs and income, and are recognized in the
period in which revisions are determined. Profit incentives are
included in revenues when their realization is reasonably assured.

Contract costs include all direct material and labor costs and
those indirect costs related to contract performance, such as
indirect labor, supplies, tools, repairs and depreciation costs.
General and administrative costs are charged to expense

as incurred.

Cash and Cash Equivalents
We consider all highly liquid investments purchased with an initial
maturity of three months or less to be cash equivalents.

Nuclear Fuel

APS charges nuclear fuel to fuel expense by using the unit-
of-production method. The unit-of-production method is an
amortization method based on actual physical usage. APS
divides the cost of the fuel by the estimated number of thermal
units it expects to produce with that fuel. APS then multiplies
that rate by the number of thermal units produced within the
current period. This calculation determines the current period
nuclear fuel expense.

APS also charges nuclear fuel expense for the permanent disposal
of spent nuclear fuel. The DOE is responsible for the permanent
disposal of spent nuclear fuel, and it charges APS $0.001 per kWh
of nuclear generation. See Note 11 for information about spent
nuclear fuel disposal and Note 12 for information on nuclear
decommissioning costs.

Income Taxes

Income taxes are provided using the asset and liability approach
prescribed by SFAS No. 109, “Accounting for Income Taxes.” We
file our federal income tax return on a consolidated basis and we
file our state income tax returns on a consolidated or unitary basis.
In accordance with our intercompany tax sharing agreement,
federal and state income taxes are allocated to each subsidiary as
though each first-tier subsidiary filed a separate income tax return.
Any difference between that method and the consolidated (and
unitary) income tax liability is attributed to the parent company.
See Note 4.
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Reacquired Debt Costs

For debt related to the regulated portion of APS’ business, APS
defers those gains and losses incurred upon early retirement and

is seeking recovery in the APS general rate case (see Note 3). In
accordance with the 1999 Settlement Agreement, APS is continuing
to accelerate the amortization of reacquired debt costs over an
eight-year period that will end June 30, 2004. All regulatory asset
amortization is included in depreciation and amortization expense

in the Consolidated Statements of Income.

Real Estate Investments

Real estate investments primarily include SunCor’s land, home
inventory and investments in joint ventures. Land includes acquisi-
tion costs, infrastructure costs, property taxes and capitalized
interest directly associated with the acquisition and development
of each project. Land under development and land held for future
development are stated at accumulated cost, except that, to the
extent that such land is believed to be impaired, it is written down
to fair value. Land held for sale is stated at the lower of accumulated
cost or estimated fair value less costs to sell. Home inventory con-
sists of construction costs, improved lot costs, capitalized interest
and property taxes on homes under construction. Home inventory
is stated at the lower of accumulated cost or estimated fair value
less costs to sell. Investments in joint ventures for which SunCor
does not have a controlling financial interest are not consolidated
but are accounted for using the equity method of accounting.

In 2003, SunCor acquired two joint ventures for $10 million and
consolidated $53 million of assets and $43 million of liabilities,
which are included in the Consolidated Balance Sheets at
December 31, 2003. The $10 million cash investment is included
on the other investing line of the Consolidated Statements of Cash
Flow at December 31, 2003. In addition, see Note 22 — Real
Estate Activities — Discontinued Operations.

Stock-Based Compensation

In 2002, we began applying the fair value method of accounting
for stock-based compensation, as provided for in SFAS No.
123, “Accounting for Stock-Based Compensation.” The fair
value method of accounting is the preferred method. In accor-
dance with the transition requirements of SFAS No. 123, we
applied the fair value method prospectively, beginning with
2002 stock grants. In prior years, we recognized stock com-
pensation expense based on the intrinsic value method allowed
in Accounting Principles Board Opinion (APB) No. 25,
“Accounting for Stock Issued to Employees.”
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The following chart compares our net income, stock compensation
expense and earnings per share to what those items would have
been if we had recorded stock compensation expense based on
the fair value method for all stock grants through 2003 (dollars in
thousands, except per share amounts):

Year Ended December 31, 2003 2002 2001
Net Income as reported: $240,579 | $149,408 $312,166
Add: Stock compensation

expense included in reported

net income (net of tax) 1,288 300 =
Deduct: Total stock compen-

sation expense determined

under fair value method

(net of tax) (2,994) (1,695) (2,292)
Pro forma net income $238,873 | $148,013 $ 309,874
Earnings per share — basic:

As reported $ 264 % 176 $ 3.68

Pro forma (fair value method) $ 2.62 | $ 1.74  $ 3.66
Earnings per share — diluted:

As reported $ 2639 176 $ 3.68

Pro forma (fair value method) $ 2.61 | $ 1.74  § 3.65

In order to calculate the fair value of the 2003, 2002 and 2001
stock option grants and the pro forma information above, we calcu-
lated the fair value of each fixed stock option in the incentive plans
using the Black-Scholes option-pricing model. The fair value was
calculated based on the date the option was granted. The following
weighted-average assumptions were also used in order to calculate
the fair value of the stock options:

Year Ended December 31, 2003 | 2002 2001
Risk-free interest rate 3.35% 417% 4.08%
Dividend yield 5.26% 4.17% 3.70%
Volatility 38.03% 22.59% 27.66%
Expected life (months) 60 60 60

See Note 16 for further discussion about our stock compensation plans.

Intangible Assets

We have no goodwill recorded and have separately disclosed other
intangible assets on our Consolidated Balance Sheets in accor-
dance with SFAS No. 142, “Goodwill and Other Intangible Assets.”
The intangible assets are amortized over their finite useful lives. The
Company’s gross intangible assets (which are primarily capitalized
software costs) were $237 million at December 31, 2003 and $214
million at December 31, 2002. The related accumulated amortiza-
tion was $128 million at December 31, 2003 and $104 million at
December 31, 2002. Amortization expense was $25 million in 2003,
$21 million in 2002, and $22 million in 2001. Estimated amortization
expense on existing intangible assets over the next five years is $28
million in 2004, $27 million in 2005, $25 million in 2006, $20 million



in 2007, and $9 million in 2008. At December 31, 2003, the weighted
average amortization period for intangible assets is 7 years.

2. ACCOUNTING MATTERS

See the following Notes for information about new accounting

standards and other accounting matters:

Note 8 for amended disclosure requirements (SFAS No. 132)
on retirement plans and other benefits;

Note 12 for a new accounting standard (SFAS No. 143) on asset
retirement obligations;

Note 16 for a new accounting standard (SFAS No. 148) related
to stock-based compensation;

Note 18 for EITF issues (EITF 02-3 and 03-11), DIG Issue No.
C15, and a new accounting standard (SFAS No. 149) related
to accounting for derivatives and energy contracts;

Note 20 for a new FASB interpretation (FIN No. 46R) related
to VIEs;

Note 21 for a new FASB interpretation (FIN No. 45) on
guarantees; and

Note 22 for a standard (SFAS No. 144) on accounting for the
impairment or disposal of long-lived assets.

3. REGULATORY MATTERS

Electric Industry Restructuring

State

1999 Settlement Agreement The following are the major provisions

of the 1999 Settlement Agreement, as approved by the ACC:

APS has reduced rates for standard-offer service for customers
with loads less than three MW in a series of annual retail electricity
price reductions of 1.5% on July 1 for each of the years 1999 to
20083 for a total of 7.5%. Based on the price reductions autho-
rized in the 1999 Settlement Agreement, there were retail price
decreases of approximately $24 million ($14 million after taxes),
effective July 1, 1999; approximately $28 million ($17 million after
taxes), effective July 1, 2000; approximately $27 million ($16 mil-
lion after taxes), effective July 1, 2001; approximately $28 million
($17 million after taxes), effective July 1, 2002; and approxi-
mately $29 million ($18 million after taxes), effective July 1,
2008. For customers having loads of three MW or greater,
standard-offer rates have been reduced in varying annual
increments that total 5% in the years 1999 through 2002.

Unbundled rates being charged by APS for competitive direct
access service (for example, distribution services) became
effective upon approval of the 1999 Settlement Agreement,
retroactive to July 1, 1999, and also became subject to annual
reductions beginning January 1, 2000, that vary by rate class,
through January 1, 2004.

There is a moratorium on retail price changes for standard-offer
and unbundled competitive direct access services until July 1,
2004, except for the price reductions described above and certain
other limited circumstances. Neither the ACC nor APS is prevented
from seeking or authorizing rate changes prior to July 1, 2004 in
the event of conditions or circumstances that constitute an
emergency, such as an inability to finance on reasonable terms;
material changes in APS’ cost of service for ACC-regulated
services resulting from federal, tribal, state or local laws;
regulatory requirements; or judicial decisions, actions or orders.

APS will be permitted to defer for later recovery prudent and
reasonable costs of complying with the Rules, system benefits
costs in excess of the levels included in then-current (1999) rates,
and costs associated with the “provider of last resort” and stan-
dard-offer obligations for service after July 1, 2004. These costs
are to be recovered through an adjustment clause or clauses
commencing on July 1, 2004. See "APS General Rate Case and
Retail Rate Adjustment Mechanisms" below.

APS’ distribution system opened for retail access effective
September 24, 1999. Customers were eligible for retail access

in accordance with the phase-in adopted by the ACC under the
Rules (see “Retail Electric Competition Rules” below), including an
additional 140 MW being made available to eligible non-residential
customers. APS opened its distribution system to retail access
for all customers on January 1, 2001. The regulatory develop-
ments and legal challenges to the Rules discussed in this Note
have raised considerable uncertainty about the status and pace
of electric competition and of electric restructuring in Arizona.
Although some very limited retail competition existed in APS’
service area in 1999 and 2000, there are currently no active retail
competitors providing unbundled energy or other utility services
to APS’ customers. As a result, we cannot predict when, and

the extent to which, additional competitors will re-enter APS’
service territory.

Prior to the 1999 Settlement Agreement, APS was recovering
substantially all of its regulatory assets through July 1, 2004,
pursuant to a 1996 regulatory agreement. In addition, the 1999
Settlement Agreement states that APS has demonstrated that its
allowable stranded costs, after mitigation and exclusive of regula-
tory assets, are at least $533 million net present value (in 1999
dollars). The 1999 Settlement Agreement also states that APS
will not be allowed to recover $183 million net present value (in
1999 dollars) of the $533 million. The 1999 Settlement Agreement
provides that APS will have the opportunity to recover $350
million net present value (in 1999 dollars) through a competitive
transition charge that will remain in effect through December 31,
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2004, at which time it will terminate. The costs subject to
recovery under the adjustment clause described above will be
decreased or increased by any over/under-recovery of the
$350 million due to sales volume variances. As discussed
below under “APS General Rate Case and Retail Rate Adjust-
ment Mechanisms,” APS is seeking to recover amounts written
off by APS as a result of the 1999 Settlement Agreement.

+ The 1999 Settlement Agreement required APS to form, or cause
to be formed, a separate corporate affiliate or affiliates and trans-
fer to such affiliate(s) its competitive electric assets and services
no later than December 31, 2002. The 1999 Settlement Agree-
ment provided that APS would be allowed to defer and later col-
lect, beginning July 1, 2004, 67% of its costs to accomplish the
required transfer of generation assets to an affiliate. However, as
discussed below, in 2002 the ACC unilaterally modified this
aspect of the 1999 Settlement Agreement by issuing the Track
A Order, an order preventing APS from transferring its genera-
tion assets. APS is seeking to recover all costs incurred by
APS in preparation for the previously anticipated transfer of
generation assets to Pinnacle West Energy. See “APS General
Rate Case and Retail Rate Adjustment Mechanisms” below.

Retail Electric Competition Rules The Rules approved by the ACC
include the following major provisions:

- They apply to virtually all Arizona electric utilities regulated by the
ACC, including APS.

- Effective January 1, 2001, retail access became available to all
APS retail electricity customers.

+ Electric service providers that get CC&N'’s from the ACC can
supply only competitive services, including electric generation,
but not electric transmission and distribution.

- Affected utilities must file ACC tariffs that unbundle rates for
noncompetitive services.

« The ACC shall allow a reasonable opportunity for recovery of
unmitigated stranded costs.

» Absent an ACC waiver, prior to January 1, 2001, each affected
utility (except certain electric cooperatives) must transfer all
competitive electric assets and services to an unaffiliated party or
parties or to a separate corporate affiliate or affiliates. Under the
1999 Settlement Agreement, APS received a waiver to allow
transfer of its competitive electric assets and services to affiliates
no later than December 31, 2002. However, as discussed below,
in 2002 the ACC reversed its decision, as reflected in the Rules,
to require APS to transfer its generation assets.

Under the 1999 Settlement Agreement, the Rules are to be inter-
preted and applied, to the greatest extent possible, in a manner
consistent with the 1999 Settlement Agreement. If the two cannot
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be reconciled, APS must seek, and the other parties to the 1999
Settlement Agreement must support, a waiver of the Rules in favor
of the 1999 Settlement Agreement.

On November 27, 2000, a Maricopa County, Arizona, Superior
Court judge issued a final judgment holding that the Rules are
unconstitutional and unlawful in their entirety due to failure to estab-
lish a fair value rate base for competitive electric service providers
and because certain of the Rules were not submitted to the Arizona
Attorney General for certification. The judgment also invalidates all
ACC orders authorizing competitive electric service providers,
including APS Energy Services, to operate in Arizona. We do not
believe the ruling affects the 1999 Settlement Agreement. The 1999
Settlement Agreement was not at issue in the consolidated cases
before the judge. Further, the ACC made findings related to the fair
value of APS’ property in the order approving the 1999 Settlement
Agreement. The ACC and other parties aligned with the ACC
appealed the ruling to the Arizona Court of Appeals, and in January
2004, the Court invalidated some, but not all, of the Rules as either
violative of Arizona’s constitutional requirement that the ACC
consider the “fair value” of a utility’s property in setting rates or

as being beyond the ACC'’s constitutional and statutory powers.
Other Rules were set aside for failure to submit such regulations to
the Arizona Attorney General for approval as required by statute.

Provider of Last Resort Obligation Although the Rules allow retail
customers to have access to competitive providers of energy and
energy services, APS is, under the Rules, the “provider of last
resort” for standard-offer, full-service customers under rates that
have been approved by the ACC. These rates are established until
at least July 1, 2004. The 1999 Settlement Agreement allows APS
to seek adjustment of these rates in the event of emergency condi-
tions or circumstances, such as the inability to secure financing on
reasonable terms; material changes in APS’ cost of service for ACC-
regulated services resulting from federal, tribal, state or local laws;
regulatory requirements; or judicial decisions, actions or orders.
Energy prices in the western wholesale market vary and, during the
course of the last two years, have been volatile. At various times,
prices in the spot wholesale market have significantly exceeded the
amount included in APS’ current retail rates. In the event of short-
falls due to unforeseen increases in load demand or generation or
transmission outages, APS may need to purchase additional sup-
plemental power in the wholesale spot market. Unless APS is able
to obtain an adjustment of its rates under the emergency provisions
of the 1999 Settlement Agreement, there can be no assurance that
APS would be able to fully recover the costs of this power. See
“APS General Rate Case and Retail Rate Adjustment Mechanisms”
below for a discussion of retail rate adjustment mechanisms that
were the subject of ACC hearings in April 2003.



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

- reversed its decision, as reflected in the Rules, to require APS to
transfer its generation assets either to an unrelated third party or
to a separate corporate affiliate; and

- unilaterally modified the 1999 Settlement Agreement, which
authorized APS’ transfer of its generating assets, and directed
APS to cancel its activities to transfer its generation assets to
Pinnacle West Energy.

On November 15, 2002, APS filed appeals of the Track A Order in
the Maricopa County, Arizona Superior Court and in the Arizona
Court of Appeals. Arizona Public Service Company vs. Arizona
Corporation Commission, CV 2002-0222 32. Arizona Public Service
Company vs. Arizona Corporation Commission, 1CA CC 02-0002.
On December 13, 2002, APS and the ACC staff agreed to princi-
ples for resolving certain issues raised by APS in its appeals of the
Track A Order. APS and the ACC are the only parties to the Track
A Order appeals. The major provisions of the principles include,

among other things, the following:

« APS and the ACC staff agreed that it would be appropriate for
the ACC to consider the following matters in APS’ general rate
case, which was filed on June 27, 2003:

- the generating assets to be included in APS’ rate base,
including the question of whether the PWEC Dedicated Assets
should be included in APS’ rate base;

- the appropriate treatment of the $234 million pretax asset
write-off agreed to by APS as part of the 1999 Settlement
Agreement; and

+ the appropriate treatment of costs incurred by APS in
preparation for the previously anticipated transfer of
generation assets to Pinnacle West Energy.

» Upon the ACC'’s issuance of a final decision that is no longer
subject to appeal approving APS' request to provide $500 million
of financing or credit support to Pinnacle West Energy or the
Company, with appropriate conditions, APS’ appeals of the Track
A Order would be limited to the issues described in the preceding
bullet points, each of which would be presented to the ACC for
consideration prior to any final judicial resolution. As noted below,
the ACC issued the Financing Order on April 4, 2003. The
Financing Order is final and no longer subject to appeal. As a
result, APS' appeals of the Track A Order are limited to the
issues described in the preceding bullet points.

On August 27, 2003, APS, Pinnacle West and Pinnacle West
Energy filed a lawsuit asserting damage claims relating to the Track
A Order. Arizona Public Service Company et al. v. The State of
Arizona ex rel., Superior Court of the State of Arizona, County of
Maricopa, No. CV2003-016372.

Track B Order On March 14, 2003, the ACC issued the Track B
Order, which required APS to solicit bids for certain estimated
amounts of capacity and energy for periods beginning July 1, 2003.
For 2003, APS was required to solicit competitive bids for about
2,500 MW of capacity and about 4,600 gigawatt-hours of energy,
or approximately 20% of APS’ total retail energy requirements. The
bid amounts are expected to increase in 2004 and 2005 based
largely on growth in APS’ retail load and APS’ retail energy sales.
The Track B Order also confirmed that it was “not intended to
change the current rate base status of [APS’] existing assets.”

The order recognizes APS’ right to reject any bids that are unrea-
sonable, uneconomical or unreliable. The ACC staff and an indepen-
dent monitor participated in the Track B procurement process. The
Track B Order also contains requirements relating to standards of
conduct between APS and any affiliate of APS participating in the
competitive solicitation, requires that APS treat bidders in a non-
discriminatory manner and requires APS to file a protocol regarding
short-term and emergency procurements. The order permits the
provision by APS of corporate oversight, support and governance
as long as such activities do not favor Pinnacle West Energy in the
procurement process or provide Pinnacle West Energy with confi-
dential APS bidding information that is not available to other bid-
ders. The order directs APS to evaluate bids on cost, reliability and
reasonableness. The decision requires bidders to allow the ACC to
inspect their plants and requires assurances of appropriate competi-
tive market conduct from senior officers of such bidders. Following
the solicitation, the decision requires APS to prepare a report
evaluating environmental issues relating to the procurement, and

a series of workshops on environmental risk management will be
commenced thereafter.

APS issued requests for proposals in March 2003 and, by May 6,
20083, APS entered into contracts to meet all or a portion of its
requirements for the years 2003 through 2006 as follows:

(1) Pinnacle West Energy agreed to provide 1,700 MW in July
through September of 2003 and in June through September of
2004, 2005 and 2006, by means of a unit contingent contract.

S

PPL EnergyPlus, LLC agreed to provide 112 MW in July through
September of 2003 and 150 MW in June through September of
2004 and 2005, by means of a unit contingent contract.

(8) Panda Gila River LP agreed to provide 450 MW in October of
2003 and 2004 and May of 2004 and 2005, and 225 MW from
November 2003 through April 2004 and from November 2004
through April 2005, by means of firm call options.
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ACC Financing Orders On April 4, 2003, the ACC issued the
Financing Order authorizing APS to lend up to $500 million to
Pinnacle West Energy, guarantee up to $500 million of Pinnacle
West Energy debt, or a combination of both, not to exceed $500
million in the aggregate (the “APS Loan”), subject to the following
principal conditions:

- any debt issued by APS pursuant to the order must
be unsecured;

- the APS Loan must be callable and secured by the PWEC
Dedicated Assets;

+ the APS Loan must bear interest at a rate equal to 264 basis
points above the interest rate on APS debt that could be issued
and sold on equivalent terms (including, but not limited to,
maturity and security);

« the 264 basis points referred to in the previous bullet point will
be capitalized as a deferred credit and used to offset retail rates
in the future, with the deferred credit balance bearing an interest
rate of six percent per annum;

- the APS Loan must have a maturity date of not more than four
years, unless otherwise ordered by the ACC;

» any demonstrable increase in APS’ cost of capital as a result of
the transaction (such as from a decline in bond rating) will be
excluded from future rate cases;

« APS must maintain a common equity ratio of at least forty percent
and may not pay common dividends if such payment would
reduce its common equity ratio below that threshold, unless
otherwise waived by the ACC. The ACC will process any waiver
request within sixty days, and for this sixty-day period this
condition will be suspended. However, this condition, which will
continue indefinitely, will not be permanently waived without an
order of the ACC; and

- certain waivers of the ACC'’s affiliated interest rules previously
granted to APS and its affiliates will be temporarily withdrawn
and, during the term of the APS Loan, neither Pinnacle West nor
Pinnacle West Energy may reorganize or restructure, acquire or
divest assets, or form, buy or sell affiliates (each, a “Covered
Transaction”), or pledge or otherwise encumber the Pinnacle
West Energy assets without prior ACC approval, except that the
foregoing restrictions will not apply to the following categories
of Covered Transactions:

- Covered Transactions less than $100 million, measured on a
cumulative basis over the calendar year in which the Covered
Transactions are made;

- Covered Transactions by SunCor of less than $300 million
through 2005, consistent with SunCor's anticipated accelerated
asset sales activity during those years;
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- Covered Transactions related to the payment of ongoing con-
struction costs for Pinnacle West Energy’s (a) West Phoenix
Unit 5, located in Phoenix, and (b) Silverhawk plant, located
near Las Vegas, with an expected commercial operation date
in mid-2004; and

- Covered Transactions related to the sale of 25% of the
Silverhawk plant to SNWA pursuant to an agreement between
SNWA and Pinnacle West Energy.

The ACC also ordered the ACC staff to conduct an inquiry into our
and our affiliates’ compliance with the retail electric competition and
related rules and decisions. On June 13, 2003, APS submitted its
report on these matters to the ACC staff. The ACC has indicated
that the pr