Customers, investors, employees — our futures are connected. Not just by the lines that deliver power, but also
by Arizona’s growth potential and limitless possibilities.

This letter, like our company, is focused on our ongoing task of preparing for and connecting to Arizona’s energy
future. In the short term, that means recovering our unexpectedly high natural gas costs. Full and timely recov-
ery of our fuel costs is essential to our ability to finance future growth.

In the long term, ensuring Arizona’s energy future requires a diverse portfolio of new generating resources.
Extending our transmission system into new coal and renewable markets, as well as encouraging conservation
efforts through customer-driven demand-side management programs, requires aggressive action today.

As we make the transition from a competitive model to re-regulation, we're working with our state regulators to
forge a sustainable approach to Arizona’s energy growth. In 2005, we consolidated all of our generation, estab-
lished a new resource acquisition process and we're now implementing a new fuel cost recovery clause. These
steps will improve our financial health, and only a healthy utility company can supply the energy demands of our
dynamic state.

A healthy Arizona doesn’t just require a healthy utility, it demands one. Only a financially strong company can
simultaneously manage growth, improve reliability and provide outstanding customer service — as we have for the
last decade.

Over the last 10 years, Arizona has experienced unprecedented economic and population growth. During the last
decade, our gross state product increased by 74 percent (double the national level during that time) while job
growth exceeded 40 percent. And the future looks just as promising.

In 2005, our core business was strong — net income from retail electric customers increased by nearly 10
percent. However, our earnings per share were lower than the previous year due primarily to regulatory write-offs
and a loss on the sale of our Nevada generating unit. We replaced this generation with local Arizona generation
at comparable terms and our consolidated APS generation will provide a solid platform as we complete our
progress toward a vertically integrated, regulated company.

For APS, last year’s 4.3 percent customer growth — and 9.3 percent load growth — came after we added 300,000
customers from 1995 to 2004. Last year we also added our millionth customer.

While adding customers at a record pace, we also strengthened our infrastructure with a $5 billion investment over
the last 10 years, including one of the few 500-kilovolt transmission lines built in the West in the last decade.



APS ranked first among investor-owned electric Pinnacle West received the top rating — AAA —

utilities in the West and third among investor- from Innovest Strategic Value Advisors, an invest-
owned utilities in the nation in J.D. Power and ment research and advisory firm that analyzes
Associates’ 2005 Electric Utility Residential companies’ performance on environmental,
Customer Satisfaction Study social and strategic governance issues

When the Arizona competitive rules kept APS from building new generation, we invested in new generation for APS
customers under our competitive subsidiary, Pinnacle West Energy. Our 1,000-megawatt Redhawk combined-cycle
plant and our 600-megawatt West Phoenix units were vital additions to support the Phoenix “load pocket.”

Supplying our customers with reliable power required that we recognize the physical reality of electricity, not just
evolving regulatory structures. That meant we built new generation with our transmission capability and our
customers firmly in mind. Some who built plants in Arizona were focused primarily on short-term profitability
from potential new markets. Our company, on the other hand, focused on our duty to meet customers’ and share-
holders’ needs for the long term.

Last year in my letter to shareholders, | wrote that our company was starting to become a new kind of integrated
utility, tempered by competitive forces, relying on our own generation as well as market resources.

We're making the transition to a new regulatory platform — working closely with the Arizona Corporation
Commission — and we're moving forward with steady success. In April 2005, we received our first rate increase
since 1991 and, perhaps even more important, we gained approval for our first fuel and purchased power adjus-
tor since 1989. With our greater reliance on natural gas, the market price of which we clearly cannot control, the
fuel adjustor will greatly reduce our financial risk profile given volatile fuel markets. This reduces uncertainty for
our investors and long-term costs for our customers.

That’s been and will continue to be one of our strongest themes — reducing uncertainty by aggressively tackling
issues. We knew a fuel adjustor would be fundamental due to our increased reliance on natural gas and purchased
power, and we achieved that goal.

After a decade of price decreases, made possible by operational excellence, employee productivity and tech-
nological advances, we're now in an era of high natural gas fuel prices. Price pressures have compounded the
implementation of the adjustor as well as the transition to vertically integrated regulation. However, we are
making progress toward a strong regulatory platform for the future.

As we continue to move out of our transitional regulatory structure, we’ll stay focused on Arizona’s energy future,
engaging regulators cooperatively on the best approach to new energy sources as we enter a new resource cycle.
To achieve timely resolution of resource issues and preserve our momentum toward greater reliability, working
together with our regulators early in the cycle will be vital.
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Increased efficiency allowed our company to Pinnacle West earned a place on a list of the

serve 220 customers per employee in 2005, world’s 100 most sustainable corporations, as

compared to 167 per employee a decade ago named by Corporate Knights, a Canada-based
social responsibility magazine

Despite an extended outage for a steam generator replacement on Unit 1, the Palo Verde Nuclear Generating
Station produced more electricity than any other single power plant in the United States for the 14th consecutive
year. Over the last decade, Palo Verde has provided an outstanding hedge against rising fuel costs. Our average
unit production cost over the last 10 years was 25 percent below the nuclear industry average. This means our
costs over that period were about $450 million lower than what they would have been had Palo Verde's unit oper-
ating costs been at industry averages. This has translated into significant savings for our customers.

Yet Palo Verde's performance last year fell behind our own high standards and the results we've produced over
the last decade. Frankly, we're not accustomed to anything less than stellar performance, and we have in place
a comprehensive performance improvement plan to return Palo Verde to the top rank of nuclear plants.

In 2005, our coal units achieved their highest capacity factor ever. Over the last decade, our coal units have
improved from a capacity factor of 69 percent in 1996 to better than 87 percent in 2005. That’s an increase of
more than 2.5 billion kilowatt-hours of low-cost, reliable coal generation to meet the growing needs of our customers.

Construction is a big part of our job to meet customer growth and improve reliability. In 2005, we added 900
miles of distribution and transmission lines as well as eight new substations. While our construction workload
continues to grow, so does our productivity. For example, using new work methods and techniques, APS employees
can now build an average substation in half the time it took a little over a decade ago.

Customer service increasingly means much more than just keeping the lights on; it also means providing swift, accu-
rate and useful information. In the last decade, we successfully reduced our staffing through applied technology
tailored to our business, and there’s more to come. Intelligent metering, new clean coal technologies, advancements
in renewable generation, conservation improvements through applied technologies, information system enhancements
and other high-tech applications will transform our industry. In the next decade our focus is to modify our core
business through technology — to expand customer value in addition to improving productivity.

While we've improved customer service, we've also increased the number of customers served per employee from
167 to 220 over the last decade. While increasing their productivity, our employees have achieved the highest
J.D. Power customer satisfaction rating of any investor-owned utility in the West (we'’re third in the U.S. as a
whole). While we’re using every technological means at our disposal to control costs and improve service, our
dedicated and creative employees remain our most important assets in this effort.
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SunCor, our real estate development For the 14th consecutive year, the Palo Verde
subsidiary, had another strong year, adding Nuclear Generating Station earned the title of
nearly $56 million to the bottom line the nation’s largest power producer

Our future is strong because our customer growth provides an inherent competitive advantage, and our focus on
performance helps us shape the future, not just respond to it.

We have embarked on a new generation resource cycle. To provide new resources, we've engaged regulators early
in the cycle by accessing the market through competitive bids. We constantly evaluate the potential of renewable
resources, and we're enhancing our transmission infrastructure to broaden our geographic base. We will continue
to need new natural gas capacity, but we're rapidly lining up a diverse portfolio of new generating resources.

We're very excited about the potential of our TransWest Express project for Arizona and for the entire southwestern
region. Compelling even in the planning stage, this new large-capacity transmission line would bring to Arizona
the vast coal and wind resources of Wyoming. Also, we’ll likely be adding a new coal unit closer to home in the
next decade.

We're increasing our use of renewable technologies to 5 percent of our energy mix by 2015 and 15 percent
by 2025. This year, we continued to demonstrate renewable leadership with Arizona’s first solar trough plant, a
one-megawatt facility near our existing Saguaro Power Plant.

Our customers will begin to benefit from our greatly expanded demand-side management program. With incen-
tives for energy-saving measures such as lighting and high-efficiency air conditioning, this multi-year program
will deploy $48 million to reduce our peak demand by more than 50 megawatts and energy consumption by more
than 3 million megawatt-hours over the life of the energy-saving measures.

Our investors and customers can have confidence in our ability to manage our access to capital as well as our
physical assets. Our financing goals are crafted with one fundamental objective: maintaining access to low-cost
sources of capital so we can supply our growing service area reliably and economically.

In Arizona's high-growth environment, we will continue to need substantial amounts of capital. Last year, we
accessed about $1 billion in debt and equity on favorable terms, including an equity placement of $250 million.
Combining the proceeds of our equity offering with the sale of our share of a Nevada generating unit, we invested
$460 million in APS. This equity infusion bolstered APS’ cash position and brought the debt/equity ratio into
the appropriate range. Strengthening APS’ balance sheet is critical to meeting our future financial requirements,
which are driven by the growing energy demands of our customers.
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APS continued its investment in Arizona’s The company completed construction of a one-

electric future by adding more than 900 miles megawatt solar trough power plant, the first such
of transmission and distribution wire and eight plant of its kind in Arizona and the first to be
new substations to its growing network built in the United States in 17 years

However, to remain viable, our customers’ prices must reflect our costs. After a decade of price reductions made
possible by our gains in efficiency, we've requested increases for fuel and other costs which offset our historical
price decreases. However, once fully implemented, our total net price increase over the period will be about
1 percent per year.

We've met the growth challenge of the last decade despite dueling state and federal regulation that exacerbated
an uncertain market structure. Our operations are sound, our customer relations are among the best in the nation
and our employee productivity gains are impressive.

We manage our financial resources well even as we meet the challenges of growth. We're using new technology
to improve service and serve more customers per employee. We're steadily embracing new and diversified gener-
ating resources and employing innovative approaches like our TransWest Express transmission project. We're
managing the regulatory transition and forging a new regulatory platform with increasing clarity for the future.

The old uncertain regulatory history was resolved last year, and we’re making progress toward a sustainable reg-
ulatory structure with improved predictability for investors and assured reliability for customers. With improved
cash flow and timely recovery of our fuel costs, APS will be positioned as a strong, healthy company poised to
continue benefiting from our customer growth.

The future success of Arizona — its residents, its communities, its economy — depends on the availability of a reli-
able electric supply and the infrastructure to deliver it. We will continue to work side-by-side with the people of
our state to power innovation for an enviable quality of life and a successful future — yours and ours.

Chairman & CEO

11




<<
  /ASCII85EncodePages false
  /AllowTransparency false
  /AutoPositionEPSFiles true
  /AutoRotatePages /None
  /Binding /Left
  /CalGrayProfile (Dot Gain 20%)
  /CalRGBProfile (sRGB IEC61966-2.1)
  /CalCMYKProfile (U.S. Web Coated \050SWOP\051 v2)
  /sRGBProfile (sRGB IEC61966-2.1)
  /CannotEmbedFontPolicy /Error
  /CompatibilityLevel 1.4
  /CompressObjects /Tags
  /CompressPages true
  /ConvertImagesToIndexed true
  /PassThroughJPEGImages true
  /CreateJDFFile false
  /CreateJobTicket false
  /DefaultRenderingIntent /Default
  /DetectBlends true
  /DetectCurves 0.0000
  /ColorConversionStrategy /CMYK
  /DoThumbnails false
  /EmbedAllFonts true
  /EmbedOpenType false
  /ParseICCProfilesInComments true
  /EmbedJobOptions true
  /DSCReportingLevel 0
  /EmitDSCWarnings false
  /EndPage -1
  /ImageMemory 1048576
  /LockDistillerParams false
  /MaxSubsetPct 100
  /Optimize true
  /OPM 1
  /ParseDSCComments true
  /ParseDSCCommentsForDocInfo true
  /PreserveCopyPage true
  /PreserveDICMYKValues true
  /PreserveEPSInfo true
  /PreserveFlatness true
  /PreserveHalftoneInfo false
  /PreserveOPIComments true
  /PreserveOverprintSettings true
  /StartPage 1
  /SubsetFonts true
  /TransferFunctionInfo /Apply
  /UCRandBGInfo /Preserve
  /UsePrologue false
  /ColorSettingsFile ()
  /AlwaysEmbed [ true
  ]
  /NeverEmbed [ true
  ]
  /AntiAliasColorImages false
  /CropColorImages true
  /ColorImageMinResolution 300
  /ColorImageMinResolutionPolicy /OK
  /DownsampleColorImages true
  /ColorImageDownsampleType /Bicubic
  /ColorImageResolution 300
  /ColorImageDepth -1
  /ColorImageMinDownsampleDepth 1
  /ColorImageDownsampleThreshold 1.50000
  /EncodeColorImages true
  /ColorImageFilter /DCTEncode
  /AutoFilterColorImages true
  /ColorImageAutoFilterStrategy /JPEG
  /ColorACSImageDict <<
    /QFactor 0.15
    /HSamples [1 1 1 1] /VSamples [1 1 1 1]
  >>
  /ColorImageDict <<
    /QFactor 0.15
    /HSamples [1 1 1 1] /VSamples [1 1 1 1]
  >>
  /JPEG2000ColorACSImageDict <<
    /TileWidth 256
    /TileHeight 256
    /Quality 30
  >>
  /JPEG2000ColorImageDict <<
    /TileWidth 256
    /TileHeight 256
    /Quality 30
  >>
  /AntiAliasGrayImages false
  /CropGrayImages true
  /GrayImageMinResolution 300
  /GrayImageMinResolutionPolicy /OK
  /DownsampleGrayImages true
  /GrayImageDownsampleType /Bicubic
  /GrayImageResolution 300
  /GrayImageDepth -1
  /GrayImageMinDownsampleDepth 2
  /GrayImageDownsampleThreshold 1.50000
  /EncodeGrayImages true
  /GrayImageFilter /DCTEncode
  /AutoFilterGrayImages true
  /GrayImageAutoFilterStrategy /JPEG
  /GrayACSImageDict <<
    /QFactor 0.15
    /HSamples [1 1 1 1] /VSamples [1 1 1 1]
  >>
  /GrayImageDict <<
    /QFactor 0.15
    /HSamples [1 1 1 1] /VSamples [1 1 1 1]
  >>
  /JPEG2000GrayACSImageDict <<
    /TileWidth 256
    /TileHeight 256
    /Quality 30
  >>
  /JPEG2000GrayImageDict <<
    /TileWidth 256
    /TileHeight 256
    /Quality 30
  >>
  /AntiAliasMonoImages false
  /CropMonoImages true
  /MonoImageMinResolution 1200
  /MonoImageMinResolutionPolicy /OK
  /DownsampleMonoImages true
  /MonoImageDownsampleType /Bicubic
  /MonoImageResolution 1200
  /MonoImageDepth -1
  /MonoImageDownsampleThreshold 1.50000
  /EncodeMonoImages true
  /MonoImageFilter /CCITTFaxEncode
  /MonoImageDict <<
    /K -1
  >>
  /AllowPSXObjects false
  /CheckCompliance [
    /None
  ]
  /PDFX1aCheck false
  /PDFX3Check false
  /PDFXCompliantPDFOnly false
  /PDFXNoTrimBoxError true
  /PDFXTrimBoxToMediaBoxOffset [
    0.00000
    0.00000
    0.00000
    0.00000
  ]
  /PDFXSetBleedBoxToMediaBox true
  /PDFXBleedBoxToTrimBoxOffset [
    0.00000
    0.00000
    0.00000
    0.00000
  ]
  /PDFXOutputIntentProfile ()
  /PDFXOutputConditionIdentifier ()
  /PDFXOutputCondition ()
  /PDFXRegistryName ()
  /PDFXTrapped /False

  /Description <<
    /CHS <FEFF4f7f75288fd94e9b8bbe5b9a521b5efa7684002000410064006f006200650020005000440046002065876863900275284e8e9ad88d2891cf76845370524d53705237300260a853ef4ee54f7f75280020004100630072006f0062006100740020548c002000410064006f00620065002000520065006100640065007200200035002e003000204ee553ca66f49ad87248672c676562535f00521b5efa768400200050004400460020658768633002>
    /CHT <FEFF4f7f752890194e9b8a2d7f6e5efa7acb7684002000410064006f006200650020005000440046002065874ef69069752865bc9ad854c18cea76845370524d5370523786557406300260a853ef4ee54f7f75280020004100630072006f0062006100740020548c002000410064006f00620065002000520065006100640065007200200035002e003000204ee553ca66f49ad87248672c4f86958b555f5df25efa7acb76840020005000440046002065874ef63002>
    /DAN <>
    /DEU <>
    /ESP <>
    /FRA <>
    /ITA <>
    /JPN <FEFF9ad854c18cea306a30d730ea30d730ec30b951fa529b7528002000410064006f0062006500200050004400460020658766f8306e4f5c6210306b4f7f75283057307e305930023053306e8a2d5b9a30674f5c62103055308c305f0020005000440046002030d530a130a430eb306f3001004100630072006f0062006100740020304a30883073002000410064006f00620065002000520065006100640065007200200035002e003000204ee5964d3067958b304f30533068304c3067304d307e305930023053306e8a2d5b9a306b306f30d530a930f330c8306e57cb30818fbc307f304c5fc59808306730593002>
    /KOR <FEFFc7740020c124c815c7440020c0acc6a9d558c5ec0020ace0d488c9c80020c2dcd5d80020c778c1c4c5d00020ac00c7a50020c801d569d55c002000410064006f0062006500200050004400460020bb38c11cb97c0020c791c131d569b2c8b2e4002e0020c774b807ac8c0020c791c131b41c00200050004400460020bb38c11cb2940020004100630072006f0062006100740020bc0f002000410064006f00620065002000520065006100640065007200200035002e00300020c774c0c1c5d0c11c0020c5f40020c2180020c788c2b5b2c8b2e4002e>
    /NLD (Gebruik deze instellingen om Adobe PDF-documenten te maken die zijn geoptimaliseerd voor prepress-afdrukken van hoge kwaliteit. De gemaakte PDF-documenten kunnen worden geopend met Acrobat en Adobe Reader 5.0 en hoger.)
    /NOR <>
    /PTB <>
    /SUO <>
    /SVE <>
    /ENU (Use these settings to create Adobe PDF documents best suited for high-quality prepress printing.  Created PDF documents can be opened with Acrobat and Adobe Reader 5.0 and later.)
  >>
  /Namespace [
    (Adobe)
    (Common)
    (1.0)
  ]
  /OtherNamespaces [
    <<
      /AsReaderSpreads false
      /CropImagesToFrames true
      /ErrorControl /WarnAndContinue
      /FlattenerIgnoreSpreadOverrides false
      /IncludeGuidesGrids false
      /IncludeNonPrinting false
      /IncludeSlug false
      /Namespace [
        (Adobe)
        (InDesign)
        (4.0)
      ]
      /OmitPlacedBitmaps false
      /OmitPlacedEPS false
      /OmitPlacedPDF false
      /SimulateOverprint /Legacy
    >>
    <<
      /AddBleedMarks false
      /AddColorBars false
      /AddCropMarks false
      /AddPageInfo false
      /AddRegMarks false
      /ConvertColors /ConvertToCMYK
      /DestinationProfileName ()
      /DestinationProfileSelector /DocumentCMYK
      /Downsample16BitImages true
      /FlattenerPreset <<
        /PresetSelector /MediumResolution
      >>
      /FormElements false
      /GenerateStructure false
      /IncludeBookmarks false
      /IncludeHyperlinks false
      /IncludeInteractive false
      /IncludeLayers false
      /IncludeProfiles false
      /MultimediaHandling /UseObjectSettings
      /Namespace [
        (Adobe)
        (CreativeSuite)
        (2.0)
      ]
      /PDFXOutputIntentProfileSelector /DocumentCMYK
      /PreserveEditing true
      /UntaggedCMYKHandling /LeaveUntagged
      /UntaggedRGBHandling /UseDocumentProfile
      /UseDocumentBleed false
    >>
  ]
>> setdistillerparams
<<
  /HWResolution [2400 2400]
  /PageSize [612.000 792.000]
>> setpagedevice




