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Pinnacle West Capital 
(PNW-$34.81) 
Pinnacle West: Gets Favorable Ruling by Regulators 
KEY POINTS 

Rating: Buy 

* Pinnacle West Capital (PNW) announced late Thursday that the Arizona 
Corporation Commission (ACC) approved the comprehensive regulatory settlement 
proposed in May by their utility subsidiary, Arizona Public Service Company 
(APS). In addition to the approval with regard to APS, the Arizona 
Corporation Commission also approved the major provisions of the generic 
rules f o r  implementation of retail electric competition in Arizona. 

uncertainty that was depressing the share price of the company. 

Commissioners, which may take several days in order to allow finalization of 
the amendments approved at the Commission's open meeting. As a result of 
these decisions, APS' retail service territory will be open t o  competition as 

* We consider this to be a big positive for PNW stock as it eliminates major 

* The ACC orders will be effective immediately upon their signing by the 

- of the effective date of the ACC decisions. 

* As expected, the agreement does call for modest rate reductions. For 
residential and mall business customeys, prices will be reduced by a total 
of 7.5% from 1999 to 2003 (1.5% per year). For larger customers who use 3MW 
or more, price reductions will total 5% from 1999 to 2002 However, based 
upon our forecasts, PNW should still be able tu provide superior EPS growth 
over the next several years, because of the overall economic growth of the 
region, and due to cost cutting. 

+ APS will be able to recover $350 million of the $533 million net present 
value in stranded costs through a competitive transition charge in place 

disallowance of $234 million pretax, which will be recorded as a net 
reduction of regulatory assets. APS expects to record an extraordinary 
charge in the third quarter related to the regulatory disallowance in the 
amount of $140 million after income taxes, or $1.65 per share outstanding. 
This is a one-time charge. 

* Our 12-month target price for PNW is $48, which is equal to a P/E ratio of 
15.7~ our estimated 1999 EPS of $3.05. We believe that a premium to the 
electric group average 1999 P/E multiple of 13.3~ is justified, because the 
approved settlement eliminates a number of uncertainties surrounding 
deregulation. In addition, PNW is one of the few electric utility stocks 
that should be able to provide long-term dividend growth as high as 7-0% a 
year, about 3 times the industry average, with expected long-term EPS growth 
of about 6% a year (twice the industry growth rate). 

-- through Dec. 31, 2004. The agreement also calls for a regulatory 
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Key Data 

52-Wk Range $49-35 
.Cap. (MM) $2,959 1Q 
Sh.Out. (MM) 85 
Float 91% 
1nst.Hldgs. 75.1% 
Av.Dly.Vo1. (K) 150 
Curr. Div./Yield $1.30/3. 
Sec.Grwth.Rate 4% 
12-mo. Tgt Price $48.00 
12-mo. Ret. Pot'l 41.6% 
Convertible? No 

Quarterly Earnings Per Share (fiscal year ends 
December) 

$0.36 
2Q 
3Q 
4Q 
Year 

Revs. (MM) : 
P/E: 

7% FC Cons.: 

1998A 
S0.38A 
0.57 
1.49 
0.42 

$2.85 
NA 
NA 

12.2x 

1999E Prev 2000E 

0.81A 
. E  
E 

$3.05 
$3.05 

NA 
11.4~ 

$3.25 
$3.13 

NA 
10.7~ 
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ARIZONA PUBLIC SERVICE SETTLEMENT APPROVED 

The Arizona Corporation Commission (ACC) approved the comprehensive regulatory 
Settlement proposed in May by Pinnacle West's utility subsidiary, Arizona 
Public Service (APS). Also earlier in the week, the ACC finalized and approved 
the generic electric competition rules for Arizona. The ACC orders will be 
effectively immediately upon their signing by the Commissioners, which may take 
several days in order to allow finalization of the amendments approved at the 
Commission's open meeting. As a result of the decisions, APS' retail service 
territory will be open to competition as of the effective date of the ACC 
decisions. 

It's important to note that the ACC did not modify the APS settlement's 
treatment of the competitive phase-in, rate decreases, recovery of stranded 
costs, regulatory assets and the amortization thereof, the generation shopping 
credit, or competitive transition charges. 

APS expects to record an extraordinary charge in the third quarter of 1999 
related to the regulatory disallowance (which was not modified from the 
original settlement proposed by the company and other related parties) provided 
in the settlement in the amount of $234 million before income taxes ($140 
million after taxes or $1.65 per share). 

GENERAL ELECTRIC COMPETITION RULES 

The ACC unanimously approved the generic competition rules, as recommended by 
the hearing officer on August 28, 1999. The major provisions are as follows: 

e 
* Retail access to competitive generation will be phased in for each affected 
utility. In the first phase, each affected utility must make at least 20% of 
its 1995 retail peak demand available for competitive supply beginning on the 
date established in the final ACC decision for each utility. All customers 
will have access to competitive generation supply as of January 1, 2001. 

loads of 1MW or greater will be eligible for competitive electric services on 
the Final Decision Date; and smaller customers may aggregate loads to meet 
this 1MW requirement. 

Absent a waiver, each utility must transfer all competitive generation assets 

* Subject to the 20% requirement; all utility customers with single premise 
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and services either to an unaffiliated party or to a separate corporate 
affiliate prior to January 1, 2001. 

* Effective January 1, 2001, each utility will be required to obtain energy for 
its Standard Offer customers from the competitive market through arm's length 
transactions, with at least 50% obtained through a competitive bid process. 

APS PROVISIONS UNDER THE SETTLEMENT 

Below are the conditions under the generic provisions as they relate to APS: 

For APS, the 20%, requirement provides choice to load totaling 745MW, of 
which approximately 23QMW would be reserved for residential customers. 
the APS settlement, choice in the first phase will be provided to load 
totaling 885MW of which 230MW will be reserved for residential customers. 

transfer of its competitive generation assets and services to affiliates no 
later than December 31, 2002 (instead of January 1, 2001). 

Under 

* Under the 1999 APS settlement, the company received a waiver-to allow 

POSITIVES FOR PNW SHAREHOLDERS FROM THE SETTLEMENT 

* Resolves major financial uncertainties for the company and for investors. 

Provides regulatory certainty through 2 0 0 4 ,  including price-cap regulation. 

These uncertainties have held back the valuation of the PNW stock. 

In this period, the company's earnings would not be subject to regulatory 

utility to cut costs. 
.review because of the price cap. This provides a strong incentive for the 

Provides for very small annual rate reductions, that we think the company 

* Except for the retail price reductions detailed below, APS retail prices for 
standard offer and unbundled services will not change prior to July 1, 2 0 0 4 .  
Additionally neither the ACC nor APS will be prevented from seeking or 
authorizing rate changes prior to July 1, 2004 in the event of conditions or 
circumstances that constitute an emergency. 

should be able to offset with cost cutting and top-line growth. 

MODEST RETAIL PRICE REDUCTIONS CAN BE MORE THAN OFFSET BY TOP LINE GROWTH 

For customers with loads less than 3MW, there will be a reduction of 7 .5% 
spread over the course of five years (1.5% per year). 
in excess of 3MW, the savings will be 1.5% in 1999, 1.5% in 2000, and 1.25% in 
2001 and 0.15% in 2002. These reductions incorporate other reductions agreed 
to by APS prior to this proposed settlement. These rate cuts, combined with 
other reductions that APS has already passed onto consumers, will bring the 
total reductions to approximately 16% over a 10-year period. 

While rate cuts would be no more than 1.5% per year, we believe that customer 
growth of 4 %  a year is likely for the utility due to Arizona's strong economic 
and population growth. 

REGULATORY ASSETS 

For customers with loads 
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APS has demonstrated that its allowable stranded costs, after mitigation and 
exclusive of regulatory assets.are at least $533 million net present value 
before income taxes. The company will have the opportunity to recover up to 
$350 million, net present value before income taxes, of costs from customers 
choosing retail access through a competitive transition charge through 
12/31/04. 

The settlement will not allow APS to recover $234 million pretax of its 
stranded costs. The regulatory disallowance will be recorded as a net 
reduction of regulatory assets, as required by accounting standards. The 
disallowance will reduce annual depreciation and amortization expense through 
12/31/04, by the following amounts: $6 million in 1999; $10 million in 2000; 
$21 million in 2001; $50 million in 2002; $82 million in 2003; and $65 million 
in 2004. APS expects to record an extraordinary charge in the third quarter 
related to the regulatory disallowance in the amount of $140 million after 
income taxes, or $1.65 per share outstanding. This is a one-time charge. 

SEPARATION OF GENERATION FROM TRANSMISSION AND DISTRIBUTION SERVICES 

Under the proposed settlement, APS will transfer its generation and certain 
other competitive assets into affiliates separate from the monopoly wires 
business. The generation assets of APS will be transferred to a separate 
affiliate no later than 12/31/02. These assets would be transferred at book 
value to the new separate generating affiliate. Additionally, reasonable 
costs, up to 67%, associated with the transfer will be recovered through future 
adjustment clauses. 

THE FUTURE FOR PINNACLE WEST CAPITAL 

-> End of Note <- 
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Now that the uncertainty about the regulatory environment has been settled, PNW 
can focus on other things. The company has repeated several times that they are 
interested in focusing on generation expansion as well as focusing on core 
businesses to grow earnings through cost cutting measures. 
currently have plans to use stock buybacks as a means to increase earnings per 
share but the company will evaluate the market on a regular basis to reevaluate 
the issue as necessary in the face of a changing market environment. The 
company expects to increase generation through increased ownership in the 
company's existing participations as well looking at new projects. PNW will be 
looking to add both base load and peaking capacity as the demand continues to 
grow the company's service territory. 
earnings growth, as the unsettlement environment has been resolved. 

RISKS 

We don't anticipate the PNW will have problems demonstrating its growth 
potential as the veil of three years of regulatory uncertainty has lifted. 
company will have to offset the rate reductions and the revenue pressure from 
retail competition, if it is going to be able to sustain strong earnings 
growth. 

PNW does not 

We look to PNW to continue its strong 

The 

PaineWebber Incorporated, all rights reserved 

First Call Corporation, a Thomson Financial company. 
All rights reserved. 888.558.2500 

-> End of Note <- 
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Investment Conclusion 
On September 23, 1999 the Arizona 
Corporation Commission (ACC) approved the 
deregulation settlement agreement that PNW 
initially announced on May 18, 1999. 

The stock had been under pressure recently 
because of a Hearing Officer (HO) 
recommendation that the settlement include a 
clause permitting the ACC to reopen the 
agreement under certain conditions. The ACC 

.c@ose not to accept the HO's language, 
'xw-ilying on more shareholder friendly 
verbiage used in previous agreements with 
PNW . 
Given the parameters of this agreement we 
estimate PNW will earn $3.05 in 1999, rising 
to $3.15 in 2000 and $3.30 in 2001. We 
ascribe an 8 %  premium to our valuation, or 
11.9X estimated 2001 earnings, making PNW 
worth $39 in today's market (11% total 
return prospects from current levels). 

Key components of the settlement include: 
for customers under 3MW, annual rate 
reductions of 1.5% from 1999 to 2003; 
for larger customers, annual rate reductions 
of 1.5% in I99 and '00, 1.25% in '01, 0.75% 
in '02 (none in '03); 
a reduction in non-cash amortization's 
ramping from $6 million in 1999 to $82 
million in 2003 (driven by a modest 
write-off and changes to amortization 
rates) ; 
phase-in of retail access by 1/1/01; 
recovery of $350 million of stranded costs 
through a transition charge; 
transfer of generation to an unregulated c&:;::.. .& FIRST CALL - ON CALL -- 
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September 24, 1999 
Pinnacle West Capital 

Deregulation Settlement 
Approved. Stock Modestly 
Oversold. Fair Value $39 

Rating: HOLD 
PNW-NYSE(9/23/99) $36 7/16 
52-wee k $49 1/4-34 11/16 
Shares Out 85 Million 
Float 85 Million Shares 
Market Cap $3.1 Billion 
Div/Yield $1.30/3.6% 
Fiscal Year December 
Book Value $25.51 per Share 
1999E ROE 11.6% 
LT Debt $2 Billion 
Preferred $95 Million 
Com Equity $2.2 Billion 

Earnings per Share 
1998 $2.85 
19993 $3.05 
2000E $3.15 
2001E $3.30 

P/E Ratio 
1998 
19993 
2000E 
2001E 

12.8X 
11.9x 
11.6X 
11. ox 

Company Description: 
Piinacle west Capital Corp.'s 
major subsidiary is Arizona 
Public Service, an Electric 
Utility with 738,000 customers 
that serves Arizona excluding 
Tucson and a portion of Phoenix. 

- .. ~ , .  . .. ." 



sub. by 12/02. 

The Core Utility Business Remains Strong. Sales, Cost Savings, Cash Flow 
Should Drive Earnings. 
Pinnacle West continues to reap the benefits of vibrant service territory 
growth. In 1998, the utility business (Arizona Public Service, or APS) earned 
$2.90 per PNW share, with sales growth of 4.3%, lower interest charges and 
preferred expense (funded by strong utility cash flow) helping to mitigate the 
impact of a modest rate reduction and higher O&M (operation and maintenance) 
costs. 

We now forecast APS's per share contribution at $3.10 in 1999 and $3.05-$3.10 
in 2000. An expected EPS drop-off in 2000 associated with the cessation of a 
large investment tax credit amortization and rate reductions is now mitigated 
by lower amortization expenses. 

Salt River Project Agreement Not Effective Unless Competition Implemented. 
We assume 3.0% retail sales growth in 1999 and retail growth of 3.5% 
thereafter. Our forecast also assumes modest improvements in wholesale 
profitability, with increased volumes offset by lower margins. In addition, 
PNW will begin reaping the benefits of a power agreement renegotiation with 
the Salt River Project that would have begun in 1999 had competition been 
implemented but will now likely not hit until 2000 (worth $0.10 per share in 
2000 and declining modestly over the next several years). Although the company 
has been historically successful in reducing OCM costs, we assume that these 
costs rise modestly in 1999 and beyond as APS experiences the pressures 
associated with serving a growing service territory. 

Strong Cash Flow Could Fund Continued Decapitalization. 
The utility throws off strong cash flow. We expect internal cash flow 
generation at APS to average about 120% over the 1998-2002 time frame. The 
company has historically targeted debt and preferred stock reductions at APS, 
which help bolster the earnings profile discussed above. Also, cash dividends 
to the parent, combined with dividends from the nonregulated subsidiaries, 
likely will continue to generate sufficient cash for a program of 
decapitalization at the holding company level. Holding company indebtedness 
has been significantly reduced and refinanced over the past several years. We 
forecast the EPS drag from the PNW holding company dropping from over $0.15 in 
1998 to about $0.05 by 2000. Our current forecasts assume free cash at the 
parent level is used for debt reductions. 

Company Will Look to Add Generation 
Longer term, we believe that PNW's management is considering a regional 
generation strategy, focusing mainly on consolidation of ownership in plants 
in which it already has a significant interest (such as the remaining 
interests in Palo Verde or jointly owned units of Four Corners). 

Unregulated Business Contribution Should Moderate. 
Suncor and El Dorado are nonutility subsidiaries that represent 15% of PNW's 
total book value. Suncor owns and develops real estate in the 
= E P = P P = 0 = = E = = = = 5 = = = = = = 5 D Z E = = = I I = = C = i l = = 5 = = = - = = = = = =  
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Phoenix/Scottsdale region. E l  Dorado has direct investments in several 
different companies or franchises (including 22% of the Phoenix Suns and an 
interest in the Arizona Diamondbacks), makes venture capital investments and 
has a small interest in leveraged leases. In 1998, these companies earned 
$0.14 per share as PNW finished liquidating some IPO stocks in its venture 
capital portfolio. We assume a $0.07 contribution in 1999 and a $0.12 
contribution 2000, as we assume PNW will fill in a down 2000 EPS year at the 
utility 
estate sales. 

with gains from liquidation of El Dorado investments and/or real 

=P=IEI===ESP==-=======5=P=P5=======-====~===~ 

c, each of which is regulated by the SFA. 

, province in Canada and 
st countries rld have their own laws 

es and other investment 
their residents, as well as 

e process for result, some of the 
curities disc 
ery intereste 

reliable, but we do not represent that the 
complete, and they should not be relied up 
opinions expressed and data provided herei 
change without notice. 

A CIBC World Markets company or its shareholders, dire 
officers and/or employees, may have a long or short PO 
o r  deal as principal in the securities discussed herei 
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Pinnacle West Capital Corporation (PNW) Rating: MO 
M a y  19,1999 Price: $36.94 

1 
UniSource Energy Corporation (UNS) 
M a y  19 and M a y  24,1999 

Rating: MO 
Price: $12.31 

- - -  .. 
Sum-mary and Investment Opinior? “ -  ._.-. - 

On v a y  18. Pinnacle West announced that its 
operating subsidiary, Arizona Public Service. had 
filed a comprchensive setdement agreement with 
the Arizona Corporation Commjssion (ACC). We 
believe that some new momentum is being 
established with h i s  filing and that the ultimate 
dccision from the ACC (expected by August 1) will 
be constructive. We continue to cxped above- 
industry average dividend hikes from Pinnacle 
West, one of only a lhird of U.S. elccvic companies 
that inc- dividends on a regular basis. 
Funhenno% the company’s transmission and 
distribution service area continues 10 be one of the 
country’s fastest-growing markets. 

Also. on May 21, UniSource Energy Corporation 
announced that its operating subsidiary. Tucson 
Electric Power. had reached an agreement in 
principle with the Ruidential Utility Consumer 
Office (RUCO) and rcprescnwtives from 

implementation of compt’tition and a plan for 
stranded cos1 recovery. The proposal is expected to 
be filed with the ACC in early June and is s u b j a  to 
public hearings and final ACC approval. 

* c. . ?’ .. .-.. 

I commercial and industrial groups for Ihe company’s 

. 

upcradrd our ratinos on both Pinnacle West and 
.. . c 9 
.$:- . 
i. . a+ 

performer and maintained our 1999 and 2000 
-s (Pinnacle 
West: 1999-53.00, 2000-S3.10; UniSounx: 1999- 
$1.15,2000-~1.25). -e. 

Some Caveats, However 
We note that Ihc ACC remains in a state o f .  
uncertainty with some key Staff positions unfilled. 
Also. the state Suprcme Coun is now overdue for a 
decision on thc validity of Commissioner Tony 
West’s clcaion last November. and he may 
ultimately be rcmovcd from ofice. A change in thc 
makeup of thc ACC could significantly affect the 
find outcomc of Ihc settlement. Funhemom. both 
comoanies have elected to’ retain their eenerating 
assets and ultimately enter the commtitivc Dower 

This dccision carries greater market risk; 
ncvcnhcless. wc would also note that m s m i s s i o n  
access LO the pa lp  Phoenix area is limited and 
that Pinnacle West has proposed a joint venture 
with Calpinc for a merchant power plant in Phoenix 
(scheduled to bc on linc in 2001). . - 

Highlights of both companies’ stranded cost 
recovery agreements and Pinnacle West’s May 18th 
analyst conference call follow. 

i.&‘ 
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Table 3 Regulatory Asset Amortization Schedule, 1999-June 30,2004 

e (miUlW) 
1999 Zoo0 2001 2002 2003 ZD04 Tdal 

Current R A D ~ ~  $170 $168 $166 $165 5168 $83 $920 
------- 

RA-regulatory asset 

Source: Pinnade Wee Capital Cwpomtion. 

Arizona Publ ic  Service 
Settlement Agreement 

Rate Reductions Required 
Under the agreement, Arizona Public Service would 
reduce its residential and small business customer 
rates 7.5% from 1999 to 2003 (1.5% per year). 
Larger customem that use at least three megawatts 
(Mw) will receive rate reductions of 5% from 1999 
to 2002 (1.5% in 1999 and 2000. 1.25% in 2001; 
and 0.75% in 2002). The relativelv hieher rate 
reductions (versos 1 % annuallv for four years under 
the original restructurine aereement) will be 
mitizated by a net negative amortization of 
regulatorv assets. 

Settlement Subjecl to ACC A p p r o ~ l  

The.-s_ttlement agreement is subjcct to public 
hearings and approval by the ACC. Signatories 
include Arizona Public Service, RUCO. Arizona 
Community Action Association. and Arizonans for 
Elecuic Choice and Competition (a broad-based 
coalition representing small and large business 
customers and several associations). Management 
noted that the ACC Staff was not a party to the 
negotiations (although the Chief Counsel was 
present as an observer), largely due to a Leadership 
void at the Staff. The company indicated that it has 
been in discussions with the Anorncy General 
(Janet Napolitano began serving her first term in 
January 1999). although she also o p t 4  not to take 
part in the settlement. 

Management had no news to report regarding the 
Arizona Supreme Coon's review of ACC 
Commissioner Tony West's election (see our May 
5th Electric Utility Company Updates brief, pages 
41-44, for further details). The company expccu lo 
receive a procedural schedule for approval of the 
sealement from the ACC by the end of May. The 
company will provide testimony in early June, 
followed by Staff and intervenor testimony in late 
June. Hearings are expected in mid-July. =e 

sinnatories have asked the ACC for a final decision 
m. 

Reduction of Regulatory Asset Would 
Boost Noncash Earnings 

Arizona Public Service, in 'tarlier commission 
findings. had calculated stranded cos& of $533 
million on a present-value basis. Under the 
proposed settlement, the company would recover 
S350 million ( p a n t  value) of stranded costs 
through a wmpctitive transition charge (CTC). The 
CTC is collccted from customers that choose an 
alternative power supplier (customus that remain 
with Arizona Public Service will pay for stranded 
as& through the Standard Offer rate). The 
remaining $1 83 million ($234 million on a nominal 
basis) of stranded costs would be recorded as a net 
reduction of regulatory assets ( w n m  asset) and 
then recovered (accreted back to earnings) during 
1999-2004. (See Table 3 for the modified 
regulatory asset schedule.) Since the company 
would cease FAS 71 regulatory accounting, 
would be required to write off the $234-million 
reeulatorv disallowance ($140 million afier-tax, 
likely to be recorded as an exwadinary item in the 
third quarter. assuming the sedement agreement is 
approved this summa). 

Table 4 Competitive 
Transition Charge, 19992004 

=~~~ 
., '' *- 

AsdUvl. 

The CTC will decrease annually effective July 1. 
1999 through 2OM (see Table 4). We note that in 
1999, the $6-million net reduction to regulatory 
asset amortization will largely offset the Z i.i 

--. 
..> 
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United S ta tes  

incremental reduction to earnings caused by the 
1.5% rate reduction (versus the 1% reduction under 
the November 1998 settlemcnt). Funhermore. the 
amortiation of the S234-million regulatory asset 
reduction ($21.3 million in 1999 and $42.6 
milliodyear during 2000-2004) will continue to 
boost noncash earnings. ultimately offseting next 
year's elimination of $23.5-million annual 
amortization of deferred investment tw credits 
(ITC). (As part of the 1994 rate settlement Arizona 
Public Service accelerated amortization of 
substantially all ITCs over a five-year period that 
ends on December 3 1, 1999.) 

assets that are not going to be m o v e n b l e  in cash 
and allows the company to maintain smooth 
earnings growlh. Arizona Public Service a - 4  to 
file a rate case on June 30. 2003 to readjust rates 
once the regulatory asset amortizations an finished 
in June 2004. 

No ROE Cap 

The plan does not include any restriction on 
allowable ROE for the utility. In 1998, Arizona 
Public Service earned a 13.2% ROE (versus 
11.25% allowed). Without the ITC amonization. 
the utility's ROE would have been approximately 
11.7% (including earned incentives). Management 
noted that beginning in 2000. the ROE will be 
negatively affected by the effects of the rate 
reductions; however, this would be offset by 
additional cost savings and sales growth. Customer 
growth alone (based on management's expectation 
of about 4%/year growth), should contribute 3%- 
4 0 ~  annually to earnings. 

Phase-In of Customer Choice 

Under the seiilement Ithe ACCs generic 
competition rules are still pending final approval). 
20% of the company's 1995 peakdemand retail 
load (up to 665 Mw of commercial and industrial 
load and 230 Mw of residential load) would be 
opened to competition on July 1, 1999. An 
additional 140 Mw of non-residential load would be 
opened from 1999-2000. with all customers 

Goldman Sachs  Investment Research 
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panicipating in open access by January I. 2001. 
The settlement does not include a shopping credit 

Future Adjustment Clause 

The settlement stipulates that the ACC would 
approve an adjustment clause that would provide 
recovery beginning July 1, 2004 of the following 
types of costs: 

Competitive transition costs related to compliance 
with the ACCs generic competition rules (public 
comment sessions on the proposed mles are 
scheduled for June 14 and 17. and the rules will 
be resubmitted to the ACC for final approval in 
July or August) 

8ACC-approved system benefit programs not 
included in standard offer rates as of June 30. 
1999 

Costs of the generation component of standard 
offer rates after July 1.2004 

Costs associated with Customen returning to 
standard offer service --. 

Generation Assets Transferred 
at Book Value 

Under the senlemenf Arizona Public Service's 
generation assets would be t r a n s f e d  at book 
value to a separate affiliate no later than December 
31, 2002. Reasonable costs associated with the 
transfer would be recovered provided they meet the 
standards of the future adjustment clause (see 
section above). 

Tucson Electric Agreement  in Principle 
No Divestiture of Generating Assets 

The most significant difference between this plan 
and Tucson Electric's November 1998 settlement is 
that the utility would retain its generation assets, 
which would be transferred into a separate 
unregulated subsidiary no later than December 31, 
2002. The company plans to request expedited 
consideration of the agreement so that customer 
choice may commeke for 20% of Tuscon 
Electric's retail market by early fourth-quarter 1999 
(60 days aftm ACC approval), followed by 100% 
on January 1.2001. 
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Electric Utilities United S ta tes  

Modest Rate Reduction and Freeze 
Tuscon Electric's retail customers would receive 
1% base rate reductions on both July 1, 1999. and 
July 1, 2000 for a total of 3.1% since 1998. Prices 
would then be frozen through 2008. 

Stranded Cosf Recovery Mechanisms 

As described in our May 5th Uectric Utility 
Company Updates brief, pages 55-57. unbundled 
rates would include two stranded cost recovery 
components: (a) a fixed CJTC. and (b) a floating 
(31%. The fixed CTC would include recovery of 
$450 million in regulatory assets and stranded 
generation plant-related costs through December 
31, 2008. When the fixed c?r component is 
eliminated (to be reevaluated in 2004). bundled 
service raw would bc reduced by the same a~~~ount. 
The floating Cn: would be calculated using a 
Market Generation Credit methodology that 
changes as pow- markets fluctuate. Management 
acknowledged that it might have to write down 
some generating assell to market value under FAS 
101 accounting ruler However. under the 
agreemenf any such wrjtcdown would be 
considered a stranded cost eligible for recovery 
through the CTC. 

At% a Non-Participant in Discussions 
Although the ACC staff has been attending 
meetings, a void in leadership at the staff at present 
has precluded it from conuibuting at the rncctings. 
Additionally. as with Arizona Public Service's 
settlement agreement, the Attorney General was not 
a panicipant. 

10 Goldrnan Sachs  Investment Research 
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Investment Highlights: 
Yestuday, the A C C  approved PNW's 5/99 
restrudminglmte settlement and reinstated 
the nte reopener language included m the  
original d 4  which the ALJ had modified. 
This is great news for Pinnadq as it lifts the 
d o u d  ofregulatory uncertainty that has been 
hanging over the  stork, and provides r a t e  
clarity through 7/2004. 
Upping intermediate te rm rat ing from Neutral 
to Accamulatc 
Under  tvms of the 5/99 deal, PNW will take a 
$140M (El.65lshare) hit for disallowances. 
This win show up as a one-timer in  Q3. 
S e t t l m e n t  detailed in our 5/20 note; benefits 
include no ROE cap, generation to unreg sub 
a t  book, $350M stranded, ra te  moratorium. 
Open access for dl by 2001, and annual  15% 
rate cuts through 2004 
2000 earnings reflect loss of ITC amortitation, 
rate cuts, and customer loss to competitors. 
But, Phoenix hasn't slowed down, and  expect 
EPS growth to pick up again in 2001-hitid 
$355 estimate could b e  a bit light. 
With regulatory issues past, high-growth / 
value-driven P N W  should get its premium 
back -$IO price objective jus t  over 12X initid 
2000E 
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Pinnacle West Capital - 24 Septenlber 1999 EEi Merrill lynch 

A Journey of 1000 Miles. .. 
... begins with a single step; so the saying goes. PNW took 
those first steps in early 1998. and since then has reminded 
us of a weary man rrekking across the Arizona desert 
every once in a while nustaking a shimnxring mirage for 
an oasis. Settlenxnu and ACC co&ssioncrs came and 
went. and the ensuing uncertainty hung on P ” s  stock 
like lead a necklace. 
Yesterday. however. the journey seen= to have finally 
conx to a close. as the ACC approved P W s  5/99 
scrrlenient in its original fomi on a 2-1 vote (the norm for 
Arizona). This settlement, outlined below. had previously 
been approved by an AU.  with one modification-a 
provision specifically opcning thc door to nontmergency 
interim rate reviews&[ effectively underniined thc deal. 
Importantly, the ACC ovemrkd ihc A U ,  rcinsiathg ihe 
rr*c reopener language included in the o r i g i d  M. 
The nuts and bolts follow: 

1.5% annual rate cuts 1959 thru 2003 (total 7.5%) for 
loads 4 M W ;  cuts totaling 5.0% for >3MW. 

Phase in of retail conlpctition up to ACC but no  later 
than lllRO0l for all custonwn. 
CTC recovers up to $350M of costs through 1U31/04. 

5234M (SIXOM NPV) of costs disallowed will result 
in a S140M write doan. But reg asset anionization 
would be reduced. providing a future net inconx 
benefit between Z o o 0  and 2004. 
Ckeration and otherconlpctitive assets would be 
transferred. at book value. to an umgulared affiliate 
no later than 12/31/02. P h V  hinted this could happen 
earlier. Co. cats 113 of cost to transfer k s c  assets. 
which on a net basis could run anywhere from S7M to 
SM nud-teens depending upon timing. 
Rate nioratorium price cap; no ROE cap. 

0 

We like no ROE cap, and the transfer of generation at 
book value. We expect flat earnings near - tea  but future 
growth won’t be hindered by regulatory linuu. PNW 
appears well-positioned to beconie sonvwhat of a super- 
regional generation player. so the ability to nlaximirc 
value on power plant assets should also pay off in a few 
years. Regulatory certainty positions the company to build 
its upstreain prrsence in the West, and we sense that the 
events of the past year have given rise to son= ‘pent-up” 
iiionientuni on the non-reg side that can now be unleashed. 

A Regulatory Anti-Asset? 
Under the agreement. PNW foregoes recovery of SX4M 
of ‘kosts.” the NPV of which will result in an after-tax Q3 
hit of S14OM or S1.65khare. Contenpramously, a 
conha-asst offsetting regulator). assets will be created. 
This will be amonind through the transition period. 
providing a non-cash boost to inconx that stans to nlatter 
in 2001, at least partially offsetting the ITC anionization 
that fades away in 42000. 

a EarnmgsOutlook 
The SO.28 ITC amonizstion hit has loonxd over 2000 EPS 
for somc tim. Strong customer growth continws IO add 
between $0.30 and S0.40 per year. but the series of rate 
cuts (we estimate about $0.45 to $0.50 cumulative) and 
margin erosion through custonm losses.will pressure 2000 
earnings. With t f r  APS territory open. savings from the 
SRP a p m n t  should kick in next month. adding 53M to 
S4M this year and SI2 to S14M in 2000. Our $3.05 
estinlatcs for 1599 and 2Mx) incorporate all of this and we 
9ce PNWs historical high single digit earnings yo& 
getting back on hack again 2001. with an initial estinlate 
of $3.25 reflecting conha-amonization and revenue growth 
offsetting rate reductions. Long-temL core topl~ne growth 
should remain 5% or more. and we like prospects in non- 
regulated generation. 

Got Her Groove Back 
As discussed abave. resolution of regulatory uncertainty 
lifts the weight that has been holding P N W  down. There IS 
still a brief lull in earnings next year, but we think PNW 
should quickly regain the prenlimnniulriple that reflects its 
historlf strong g o w h  and capable. shareholder-focused 
nlanagcnwnt. We believe the stock should iimve back 
toward our $40 price objective ... sonw ncxr-year earnings 
upside wouldn’t surprise us. but don’t look for it in bis 
amounts. Longer term we see considerable upside 
through continued growth focus on costs. and buildout of 
non-regulated generation. 
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BUS Fitch Rates Pinnacle West Energy 'BBBt' 
Apr 9 2 0 0 1  10:40 

1 of 2 

Business Editors 

NEW YORK--(BUSINESS WIRE)--April 9, 2001--Fitch has assigned 
Pinnacle West Energy Corporation (PWEC) an initial implied senior 
unsecured debt rating of 'BBBt'. 

PWEC, a subsidiary of Pinnacle West Capital Corporation (PNW), 
senior unsecured debt rated 'EBB', was formed to own and operate the 
electric generating assets of Arizona Public Service (APS) ,  senior 
secured debt rated .A-', which will function in the future as an 
electricity transmission and distribution business. The generating 
assets and associated debt will be transferred to PWEC by Dec. 31, 
2002. The rating is contingent upon the successful transfer of a 
majority of APS's electric generating assets to PWEC. 

PWEC is under contract to sell its output to PNW under a four-year 
purchase power agreement. PWEC will bear risk related to generation 
performance (outages, efficiencies) and replacement power costs. PWEC 
will continue existing long-term cor,tracts to purchase coal and 
uranium, while PNW will bear risk related to purchasing natural gas. 

Robust financial ratios are forecasted, with EBITDA/Interest 
expected in the high single digits, and debt/capital of approximately 
50%. No one generating station is expected to generate more than 15% 
of cash flow. 

assets that are well managed, have a diverse fuel mix and are in full 
environmental compliance. Capacity factors are high, and exceed 
national averages. PWEC plans to increase its fleet by approximately 
68%, adding 2,729 mw of natural gas-fired units by the end of 2006. 
The additional capacity will further diversify the fuel mix, but also 
increase merchant exposure. 

The additional capacity will support the region's rapid population 
growth. Phoenix is the nation's second fastest growing city, and the 
state's growth is twice the national average. PWEC's generation is 
favorably located at the major transmission hubs of Palo Verde and 
Four Corners, and PWEC is one of the largest generators in the West. 

PWEC is headquartered in Phoenix, Arizona, and is a wholly-owned 
subsidiary of Pinnacle West Capital Corporation. PWEC's sister 
subsidiary, Arizona Public Service Company, had 857,536 customers at 
Dec. 31, 2000, and its retail customer growth rate was 3.83 in 2000. 

PWEC owns 3,985 mw (39 units) of primarily base load generating 

--30-- jah/at* 

CONTACT : Fit ch 
Lor i  R . Woodland, 1-3 12- 606-2 30 9 , Chicago 
or  
Robert Hornick 1-212-908-0523, New York 

CoDvriaht (C) 2001 
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Pinnacle West Energy Corp. Assigned 'BBB'; 
Outlook is Stable 

Tobias Hsieh, New York (1) 212-438-2023; Christopher C Loop, CFA, 
San Francisco (1) 415-371-5003 

NEW YORK (Standard & Poor's Creditwire) April 18, 2001-- 
Standard & Poor's today assigned its triple-'B' corporate 
credit rating to Pinnacle West Energy Corp.(PWEC), a recently 
formed generation subsidiary of Pinnacle West Capital Corp 
(PWCC). At the same time, Standard & Poor's affirmed its 
ratings on the parent company Pinnacle W e s t  Capital Corp.. 
(PWCC) and the regulated utility subsidiary 

Arizona P u b l i c  Service. (A complete list of ratings is 
available on RatingsDirect, Standard & Poor's on-line credit 
research service, or by calling the Standard ti Poor's ratings 
desk at (212)438-2400.) The outlooks are stable. 
The rating reflects: 

Exposure to market forces. In a competitive market, the 
non-regulated PWEC's plants will be exposed to 
fluctuating demand and commodity prices. 

revenue analysis concludes that PWEC attains the 
benchmarks for an investment grade rating with a 
financial cushion at approximately $28/kW-yr and debt at 
$2 50 / kW . 
generally well maintained and have historically had high 
availability rates. Baseload plants have availability 
factors of 86% and higher. 
A four-year purchased-power agreement (PPA) with APS that 
provides a secure off-taker for 100% of PWEC's capacity 
through 2002, though less than 50% for 2003 and 2004. In 
2002, PWEC may bid to supply the remainder of APS's needs 
fGr 2003 and 2004. 
Moderate growth strategy. Even though PWEC h a s  an active 
construction program--2,700 MW of new capacity by year 
2006--construction risk to PWEC is relatively low because 
the construction is performed on a fixed-price, turnkey 
basis with contractors. 

coal (30%), nuclear (20%), and gas-fired capacity ( 5 0 % )  
that PWEC will own by the end of its current capital 
plan. 

An adequate financial cushion. Standard & Poor's net 

Average to low operating risk. PWEC's plants are 

A well-diversified fuel mix. PWEC's capacity consists of 

PWEC's portfolio of generation assets is composed of a 
good mix of gas, o i l ,  coal, and nuclear assets. However, 
geographically, its assets are concentrated within the state 



of Arizona. Of the existing plants, the four largest cash flow 
generators are Cholla, Four Corners, Navajo, and Palo Verde, 
each contributing 17%,  18%, 16%, and 22% of the total cash 
flow, respectively. Cholla, Four Corners and Navajo are large 
coal plants; Palo Verde is a nuclear plant, the largest in the 
country. The coal-fired plants have been well-maintained with 
availability of 89%, 92%, and 86%, respectively. These 
availability figures are considered to be average or above 
average compared for the industry. The Palo Verde plant has 
operated exceptionally well at an annual availability of 
approximately 93% for the past three years. 

evaluate PWEC's ability to compete in a merchant environment. 
The analysis examined each of PWEC's assets and used a long- 
run marginal cost approach--prices may be high or low in the 
short run, but over the long run, they settle to an 
equilibrium level set by cost of new entrants--to determine 
the average net revenue a plant can expect to receive in a 
competitive market. After subtraction of all debt and 
operating expenses associated with the facilities, the asset 
must have an adequace financial cushion to absorb the 
inevitable net revenue volatilities of the market place. 
Through this analysis, Standard & Poor's has concluded that 
the PWEC portfolio has a financial cushion of $28/kW-yr, which 
is considered to be adequate for an investment grade rating. 

risk. Currently, PWEC has two facilities under construction, 
the Redhawk facility and the West Phoenix expansion. Both 
facilities will be built with highly efficient GE and 
Westinghouse combined-cycle gas turbines. The Redhawk project 
is expected to bring about 996 MW online in 2002 and West 
Phoenix is expected to bring an additional 120 MW by summer of 
2001. In addition, the company is building a 515 MW combined 
cycle unit, West Phoenix Unit 5, which will be in operation by 
summer 2003. PWEC may expand Redhawk to 2,026 MW by 2006. 
PWEC's total capacity is projected to grow to 6,711 MW by 
2006. Construction risk associated with the new capacity is 
low since fixed-price contracts allocate most of the risk to 
the contractor. 

The affirmation of the ratings on PWCC and APS reflect: 

Standard & Poor's has used its net revenue analysis to 

PWEC's growth is moderate and involves relatively low 

Financial ratios that are average for the rating 

0 An economically vibrant service area (consisting of mcst 
category. 

of Arizona) that is experiencing well-above-average 
customer and sales growth; 
A settlement agreement with regulatory authorities that 
precludes rate increases except in emergencies. 
A low industrial presence with little concentration among 
these customers. 

0 

0 



Standard & Poor's views the Arizona regulatory 
environment as providing a greater degree of insulation to 
regulated companies from affiliates than found in mafly 
jurisdictions. This assessment provides Standard & Poor's w i t h  
the flexibility to separate the ratings on entities within the 
same corporate structure because of the expectation that 
regulators will not permit cash to flow freely from the 
regulated utility to the affiliate companies. 

than-average business profile combined with an average 
financial profile. The business profile is a combination of 
the regulated transmission and distribution operations at APS 
and the unregulated generation activities at PWEC. 
Transference of the generation assets, which formally were 
regulated, to the unregulated PWEC, will increase PWCC's 
overall business risk. 

Pursuant to the settlement agreement signed with the 
Arizona Corporation Commission in September 1999, APS will 
transfer its 3,990 MW of generation assets (11 facilities) to 
PWEC over the next two years. The fossil assets will: be 
transferred during the second quarter of 2001 and the Palo 
Verde nuclear asset--along with the associated sale-lease back 
obligations--will be transferred at the end of 2002. 

APS will also transfer to PWEC about $ 9 4 1  million of debt 
associated with the generation facilities. Of the $941  
million, $656 million are pollution control bonds and $285 
million are in the form of leveraged lease debt associated 
with the Palo Verde nuclear asset. 

APS will meet its power needs through a fixed-priced 
purchased power agreement (PPA)  with PWEC. APS has a firm 
commitment to purchase all of PWEC's generation through 2002 
and 50% of all power through 2004, as required by competitive 
rules. The PPA may be renewed through an open bidding process 
in which other generators may participate. PWCC expects that 
the PPA arrangement will allow it to manage exposure to the 
wholesale market. 

expenditures for transmission, distribution, and generatior, 
projects. As such, PWCC's consolidated funds from operations 
(FFO) compared to total debt, adjusted for off-balance sheet 
obligations (principally the Palo Verde sale-leaseback) is 
somewhat low for the rating, at less than 21% over the course 
of the next three years. Adjusted total debt to total 
capitalization is also somewhat high on average at over 5 4 % ,  
though the ratio declines through 2004. Even so, the strong 
energy market in the west allows PWCC to project near cash 
coverage of capital expenditures. Adjusted FFO coverage of 
interest is appropriate for the rating at 3.0 times (x) 
through 2004. 

PWCC's ratings reflect the utility's slightly better- 

Strong economic growth in Arizona drives capital 
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This report was reproduced from Standard & Poor's RatingsDirect, the premier source of real-time, 
Web-based credit ratings and research from an organization that has been a leader in objective credit 
analysis for more than 140 years. To preview this dynamic on-line product, visit our RatingsDirect Web 
site at .w.standardandpooLcom/ratingsdirect, Click here to apply for-REE 30-day trial! 

Your Connection to Standard & Poor's 
Utilities Ratings Team 

Standard & Poor's is pleased to provide ongoing service to t h e  investment 
community . 

Pinnacle West Energy Corp's Rating Withdrawn 

Publication date: 27-Sep-2002 

Analyst(s): Kathryn Mock Masterson, San Francisco (1) 41 5-371-5009 

Rationale 
On Sept. 27, 2002, Standard & Poor's Ratings Services withdrew its 
'BBB' corporate credit rating on Pinnacle West Energy Corp., a 
subsidiary of Pinnacle West Capital Corp., at the request of the 
company. 

There is no debt outstanding at Arizona-based Pinnacle West 
Energy. 

The request to withdraw the rating comes after the Arizona 
Corporation Commission (ACC) decided in early September to halt the 
progress toward a deregulated market. Under the terms of a 1999 
settlement with the ACC, Pinnacle West Capital planned to transfer 
all 4,000 MW of gcneraticn capacity from Arizona Public Service Co. 
(APS), the vertically integrated utility subsidiary of Pinnacle West 
Capital, to the newly created generation company subsidiary, Pinnacle 
West Energy, by Dec. 31, 2002. However, the recent decision by the 
ACC now requires APS to retain these assets. 

Energy was prospective in nature and assumed the transfer of these 
assets from APS to Pinnacle West Energy, which had independently 
constructed about 2,000 MW of generation capacity in the past three 

Standard & Poor's corporate credit rating on Pinnacle West 

file://C:\';VTNN~Temporary%20Internet%2OFiles\OLKl OB\article.html 9/27/2002 
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years. 
The ratings of Pinnacle West Capital and APS are currently under e review, although an initial look at the impact of the ACC's decision 

- appears to be credit-neutral. Keeping the 4,090 MW at APS will allow 
the utility to continue to provide power to retail customers and Keep 
the cost cf power associated with these assets in rate base, which 
the .4C!; regulates. Uncertainty in the future financial condition of 
Pinnacie West Capital remains becaGse of a bridge financing of about 
$750 million that was established to finance assets at Pinnacle West 
Energy. About $550 million of the bridge financing comes due Aug. 1, 
2003, so  the ccmpafiy has sorne time to determine how it will refinance 

requested ACC to allow the bridge financing to be refinanced at the 
utility in dr i  amount up to $500 million, although the assets will 
remain at Pinnacle West Energy. The ACC's decision is expected before 
year-end 2002. Although it appears that APS has the capacity to take 
on additional debt at the current rating, Standard & Poorfs is 
reviewir!g the full effect of adding up to $500 million of debt on the 
balance sheet without any corresponding assets. 

. this debt and ac which er!tity. On Sept. 16, 2002, the company 

Ratings List 
Pinnacle West Energy Corp. 
To From 
Corporate credit rating NR BBB/Stable/-- 

A complete list. of the ratings is available to RatingsDirect 

public Web site at www.standardandpoors.com under Ratings 
Actions/Newly Released Ratings. 

subscribers at www.ratingsdirect.com, as well as on Standard & Poor's 

For z complete list of ratings. please click the hyperlink provided here 
- http:/!www.rti:,standard~lddpoors.colnMASApp/rtr/II1itialRtrS~t 

RatinpDirect Link is a FREE service provided by Standard k Poor's. I f  you do no( wish to receive further E-mails related to t!is topic only, please click 
a blank E-mail to I F ~ v r - u t i l i t v ~ r ~ b ~ ~ s I ~ ~ ~ a n ~ a r d a n d l ~ ~ ~ ~ n ~ .  

or send 

If you do not wish to rrceive further E-mails on any topic, p!wse click hg~e_ or send an E-mail wkh the subject "Ilnsubscribe" to 
@ ~ r ~ e ~ r a t l n ~ s l ! s s ~ a n d a r d a n d ~ o r s . c o m .  

If you would like to he added to this list, please c k k  ks or send a blank E-mail to~oin-utilitv~ratinesltst standardandrn)ors c o ~  You will be asked to confirm your 
rquest 
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PANDA GEA‘RIVER L.P.’S FIRST SET O F  DATA REQUESTS 
TO ARIZONA PUBLIC SERVICE COMPANY 

October 14,2002 
IN THE MATTER OF THE APPLICATION OF ARIZONA PUBLIC SERVICE COMPANY FOR 

AN ORDER OR ORDERS AUTHORIZING IT TO ISSUE, INCUR, OR ASSUME EVIDENCES OF 

AN AFFILIATE OR AFFILIATES; TO LEND MONEY TO AN AFFILIATE OR AFFILIATES; 
AND TO GUARANTEE THE OBLIGATIONS OF AN AFFILIATE OR AFFILIATES 

LONG-TERM INDEBTEDNESS; TO ACQUIRE A FINANCIAL INTEREST OR INTERESTS IN 

22. On page 6 of the Application you assert that it is “dangerous to assume that APS could 
remain wholly unaffected by these events.” With regard to this assertion, provide the 
following: 

a. 

b. 

C. 

d.. 

e. 

f. 

RESPONSE: 

a. 

b. 

C. 

d. 

e. 

All analysis or studies conducted by APS identifying the impact on APS of any 
credit rating drop of Pinnacle West. 

All analysis or studies conducted by APS identifying the impact on APS of a 
PWEC or PWCC bankruptcy. 

Has APS requested that any rating agency rate A P S  separately from Pinnacle 
West? 

Describe in detail all steps taken by APS to insulate itself from financial impacts 
as a result of operations of Pinnacle West or PWEC. 

Any and all analysis reflecting the assertion that a significant regulatory risk 
premium would undoubtedly be added to APS’s cost of obtaining capital. 

If the Commission grants APS’s Application, will APS’s credit rating then be 
inextricably intertwined with the credit ratings of its unregulated parent and 
affiliate. 

APS has not conducted analysis or studies to identify the impact on APS of any 
credit rating drop of Pinnacle West other than discussions with the financial 
market and ongoing analysis of that market through review of publicly available 
reports. See Gomez Testimony at 1 1- 13. 

APS has not conducted any specific analysis or studies regarding the impact on 
APS of a PWEC or PWCC bankruptcy. 

Yes. 

Pinnacle West created separate subsidiaries from APS and has maintained the 
required corporatk formalities to better insulate APS from financial impacts 
resulting from the operation of Pinnacle West or PWEC. However, all PWCC 
subsidiaries could be affected by a PWCC bankruptcy. 

The assertion that a significant regulatory risk premium would be added to APS’ 
cost of obtaining capital if Pinnacle West’s credit rating were downgraded is 
based on an understanding of the financial market based on discussions with 
lenders, impacts suffered by other entities who have undergone a credit rating 
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PANDA GILA RIVER L.P.’S FIRST SET OF DATA REQUESTS 
TO ARIZONA PUBLIC SERVICE COMPANY 

October 14,2002 
IN THE MATTER OF THE APPLICATION OF ARIZONA PUBLIC SERVICE COMPANY FOR 

AN ORDER OR ORDERS AUTHORIZING IT TO ISSUE, INCUR, OR ASSUME EVIDENCES OF 

AN AFFILIATE OR AFFILIATES; TO LEND MONEY TO AN AFFILIATE OR AFFILIATES; 
AND TO GUARANTEE THE OBLIGATIONS OF AN AFFILIATE OR AFFILIATES 

4 

LONG-TERM INDEBTEDNESS; TO ACQUIRE A FINANCIAL INTEREST OR INTERESTS IN 

downgrade, and similar information. It is well-known (and intuitive) that 
increased regulatory risk increases the cost of obtaining capital and that entities 
with higher credit ratings pay a lower premium than those entities with lower 
credit ratings. See Gomez Testimony at 11-13 and Schedule BMG-2. 

f. No. 

7 



Pinnacle West (PNWr-Commission Decision Creates Uncertainty; 
Maintaining NEUTRAL Rating 

$ L ~ ~ ~ F F  Michael S. Worms Elahra COletti 
21 2/885-4031 203R46-9312 
mwoms@gkm.com koletti@gh.com 

August 28,2002 

Important disclosures at the end of document 

Price: 34.80 52-Wl Rng: 46.66-2736 S&P 918 
7% Shrs OdMk Cap: 84.8 MiV$2,950 Mil 3 Yr Est Growth Rate: 

DivNield 
Avg Daily Vol: 

$1.60/4.6% L-T DebKdpital: 
594,000 ROE (2001): 

45% 
13.6% 

Float: 84 Mil 
FY Ends - E S -  ’ Rel.P/E 

01 A 4.00 8.7 43% 
02 E 3.50 9.9 54% 

Dec. ‘ C u U  Erinr fJ l f i5 .uSIm 

03 E 3.70 9.4 58% 
QtdY -1Q-  -2Q- -34- -4Q-  
me flu Edpr QUI pripr QUI ecipr Tun: Edpr 
01A $0.70 $0.79 $1.77 $0.57 
O2A $0.63 $0.89 NA NA 
eQuaiters my not total due to rounding. NA - Not available - Yesterday, the Arizona Corporation Commission r e v 4  its requiremmt that Arizona utilities divest their 

generating assets as part of an overall plan developed by du commission in 1999 to mow the state toward 
electric competition. PNW intends to fik within the next 20 days a motion for momideration of the 
decision. 

We believe the commission eliminated the requirement because retail competition in Arizona no longer - 
appears to be a near term prospect - We believe PNW may tile to move its non-regulated generation into its utility wboidiary. However, while the 
commission provided for a future process to consider the financing impact of generating assets built or under 
construction between 1999 and 2003, we would regard full recu~wy of thcK costs as far from assured. 

We are disappointed with the commission‘s decision and believe that it adds to rather than alleviates the 
uncertainty related to PNW non-regulated generating assets. We reiterate wr NEUTRAL rating on PNW 
shares seeing no drivers for near term price movement while these issws drag through the regulatory system 
in Arizona. 

We believe the situation remains tenuous for other non-regulated generators in Arizona, including TKO 
Energy, rated UNDERPERFORM. 

INVESTMENT OPINION 
At this time we are maintaining our NEUTRAL rating on PNW shares. In our view, the stock‘s 10% discount to the 
industry average P/E multiple is warranted and reflects the considerable regulatory overhang. We expect PNW 
shares to trade within a relatively MWOW range pending resolution of the outstanding regulatory issues, which 
unfortunately could linger into 2005. We believe the cocpission order requires PNW to file by September 15 as 
to whether it intends to seek approval to move its non-regulated generating assets into Arizona Public Service (the 
regulated utility). If so, the utility would likely pursue regulatory recovery of the investment through a traditional 
rate filing in mid-2003 (with a decision possible in 2005). compounding the uncertainty i s  that the Arizona 
commission is  being expanded to five commissioners from three and one incumbent is up for re-election, which 
means three new commissioners could be in place by early November. The Arizona Corporation Commission is an 
elected commission with staggered terms. 

mailto:mwoms@gkm.com
mailto:koletti@gh.com


Details 
On August 27, the Arizona commission reversed its long-standing requirement that Arizona utilities divest their 
generating assets by year-end 2002 as part of an overall plan developed by the commission in 1999 to move the 
state toward electric Competition. PNW opposes the decision and will shortly file for reconsideration. 

What to do about 1,790 Mw of Unregulated Capacity. As part of the decision, we beliwe PNW will have to file 
by September 15 regarding its intention to transfer its 1,790 Mw of non-regulated generating capacity (Redhawk 1 
and 2, West Phoenix 4 and 5 and a combustion turbine at Saguaro) from Pinnacle West Energy to its utility, Arizona 
Public Service, which already owns and operates 4,000 Mw of regulated capacity. Even if the transfer occurs, we 
believe recovery of the costs associated with construction of the unregulated capacity is far from assured. Any cost- 
of-service recovery (including a return on its investment] will require Arizona commission approval, which at this 
time appears to be uncertain at best. 

Track 8; Uncertainty lingers. Much depends on the competitive bidding process for new loads that will be defined 
in a pending second track of the commission review of electric restructuring in Arizona. Yet to be determined i s  
the size of the market, as well as procedures, timing, and guidelines. Currently a workshop i s  in process and a final 
meeting i s  expected in late September, after which we would expect proposals to be ma& to the commission. 
Further complicating the entire process are the aforementioned changes in the make-up of the Arizona commission, 
which will occur in early November. One concern would be a further delay in final decisions as the new 
commissioners get up to speed on all the issues. 

Which way is up3 It is  our belief that the commission wants to maintain a competitive wholesale energy market in 
Arizona, albeit likely smaller than previously expected since the original plan called for competitive bidding of 
50% of the utilities' load (in APS' case about 3,500 Mw, now likely to be closer to 2,200 Mw). If so, then we 
question why PNW would choose to move its unregulated capacity into its regulated utility, with the possibility that 
these assets would not earn a return on the full investment. However, should the company choose to move the 
capacity and should the commission allow a return on the investment, it would appear to us that the commission 
would dramatically undermine the Competitive wholesale market in Arizona, creating a negative environment for 
independent power producers that have built capacity in the state under the assumption there would be a 
Competitive bidding process. In our view, the amount of generation that would then be exposed to a competitive 
bidding process would be relatively small and could not accommodate all of the new generation that has been built 
or is  under construction in Arizona. 

Adding further uncertainty to the situation, we expea Arizona Public Service to file a rate case in mid-2003. This 
would be the first adjudicated rate case for the utility in some time and we would not expect a final decision until 
2005. 

Other companies mentioned (priced 8R8/02): 
TECO Energy (TE-$20.88-UNDERPERFoRM) 

5 

GKM'S ACTIVITY WITH PINNACLE WEST CAPITAL (PNW) 
Firm managed or co-managed a public offering of securities of the company in the past three years: No 

Firm received compensation for investment banking services from the company in the past three years: No 

Firm expects to receive or intends to seek compensation for investment banking services from the company 
in the next three months: 

Firm makes a market in the securitv: 

No 

No 
~~ 

Firm owns 1 % or more of any class of common equity securities of the company: No 

Firm or its officers own warrants or options: No 

Analvst associate or member of household owns shares: No 
~ ~~ 

Analyst. associate or member of household owns warrantdoptions: No _ ~ _ ~  
Analyst. associate or member of household is an officer, director or advisory board member of the company: No 
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SELECTED CONSOLIDATED DATA (dol iarr  In thousandr. ,hare .mounts) 

I I I I 

OPERATING RESULTS 

Operating revenues 
Electric 
Real estate 

Income from continuing operations 
Discontinued operations 
Extraordinary charge - net of income tax 

Net income 

COMMON STOCK DATA 

Book value per share - year-end 
Earnings (loss) per average common 

share outstanding 
Continuing operations - basic 
Discontinued operations 
Extraordinary charge 
Net income - basic 
Continuing operations - diluted 
Net income - diluted 

Dividends declared per share 
Indicated annual dividend rate - year-end 
Average common shares outstanding - basic 
Average common shares outstanding - diluted 
TOTAL ASSETS 

LIABILITIES AND EQUIN 

Long-term debt less current maturities 
Other liabilities 

Minority interests 
Non-redeemable preferred stock of APS 
Redeemable preferred stock of APS 

Common stock equity 
Total liabilities and equity 

S 2,293,184 S 2,006,398 S 1,878,553 S 1,718,272 S 1,614,952 
130,169 124,188 116,473 99,488 54,846 

S 269,772 S 242,892 S 235,856 S 211,059(a) S 199,608 - - (9,539h) - 38,000(d) 
(139,885)(e) - - (20,34O)(c) (11,57l)(c) 

S 167,887 S 242,892 S 235,856 S 181,180 S 188,037 

S 26.00 S 25.50 S 23.90 S 22.51 S 21.49 

f 3.18 S 2.87 S 2.76 S 2.41(a) S 2.28 - - (0.1 1) - 0.45 
(1.65) - - (0.23) (0.13) 

$ 1.98 S 2.87 S 2.76 S 2.07 f 2.15 
S 3.17 S 2.85 S 2.74 S 2.40(a) S 2.27 
S 1.97 S 2.85 S 2.74 S 2.06 b 2.14 
f 1.325 S 1.225 f 1.125 f 1.025 S 0.925 

84,717,135 84,774,218 85,502,909 87,441,515 87,419,300 
85,008,527 85,345,946 86,022,709 88,021,920 87,884,226 

S 1.40 S 1.30 S 1.20 S 1.10 S 1 .oo 

S 6,608,506 S 6,824,546 S 6,850,417 S 6,989,289 S 6,997.052 

S 2,206,052 S 2,048,961 f 2,244,248 S 2.372.113 S 2.510.709 I _..._ ~. . 
2,196,721 2,516,993 2,407,572 2,428;180 2,336,695 
4.402,773 4,565,954 4,651,820 4,800,293 4,847,404 

- 85,840 142,051 165,673 193,561 - 9,401 29,110 53,000 75,000 
2,205,733 2,163,351 2,027,436 1,970,323 1,881,087 

S 6,608,506 S 6,824,546 S 6,850,417 S 6,989,289 S 6,997,052 

(a) Includes an after-tax charge of $18.9 million (50.22 per share) for a voluntary severance program and about $12 million 

(b) Charges, net of tax, associated with the settlement of a legal matter related to MeraBank, A Federal Savings Bank. 
(c) Charges associated with the repayment or refinancing of the parent company's high-coupon debt. 
(d) Tax. benefit stemming from the resolution of income tax matters related to MeraBank, A Federal Savings Bank. 
(e) Charges associated with a regulatory disallowance. 

($0.13 per share) of income tax benefits related to capital loss carryforwards. 

P N W g g a r  
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High  [ L o w  
I 
1 Clorc  1 S h a r e ( = )  

I 
1999 H i g h  i Low 

(dollars in thousands erccpr p e r  share amounts)  

I I 1 I I , 

Dtv idcnds  

C l O l C  S h a r c ( a )  

I 
I 

ELECTRIC OPERATING REVENUES 

Residential 
Commercial 
Industrial 
Irrigation 
Other 

Total retail 
Sales for resale 
Transmission for others 
Miscellaneous services 

Net electric operating revenues 

ELECTRIC SALES (MWh) 

Residential 
Commercial 
Industrial 
Irrigation 
Other 

Total retail 
Sales for resale 

Total electric sales 

ELECTRIC CUSTOMERS - END OF YEAR 

Residential 
Commercial 
Industrial 
Irrigation 
Other 

Total retail 
Sales for resale 

Total electric customers 

f 805,173 f 766,378 f 746,937 
733,038 699,016 687.988 
159,329 172,296 164,696 

7,374 7,288 8,706 
11,708 10,644 11,842 

1,716,622 1,655,622 1,620,169 
506,877 300,698 226,828 
11,348 11,058 10,295 

f 721,871 
678,130 
162,324 

9,448 
13,078 

1,584,851 
98,560 
10,240 

f 669,762 
653,425 
156,501 

9,596 
12,631 

1,501,915 
86,510 
9,390 

58,337 39,020 21,261 24,615 17,137 
f 2,293,184 f 2,006,398 f 1,878,553 f 1,718,272 f 1,614,952 

8,774,822 8,310,689 7,970,309 7,541,440 6,848,905 
9,543,853 8,697,397 8,524,882 8,233,762 1,768,289 
2,561,349 3,279,430 3,123,283 3,039,357 2,933,459 

99,669 84,640 11 2,363 121,775 119,580 
94,877 90,927 86,090 84,362 78,478 

21,074,570 20,463,083 19,816,927 19,020,696 17,748,711 
15,693,834 10,317,391 9,233,573 3,367,234 2,720,704 
36,768,404 30,780,474 29,050,500 22,387,930 20,469,415 

735,359 708,215 680,478 654,602 625,352 
86,707 83,506 81,246 78,178 75,105 

3,183 3,084 3,192 3,055 2,913 
154 710 764 841 837 
932 895 851 828 786 

826,935 796,410 766,531 737,504 704,993 
73 67 50 48 39 

827,008 796,477 766,581 137,552 705,032 

See "Financial Review" on pages 22-29 for a discussion of certain information in the table above. 

(a) Dividends for the 3rd quarter of 1999 and 1998 were declared in  lune. 



FINANCIAL REVIEW 
In this section, we explain the results of operations, general 
financial condition, and outlook for Pinnacle West and our 
subsidiaries: APS, SunCor, El Dorado, APS Energy Services, 
and Pinnacle West Energy, including: 

the changes in our earnings from 1998 to 1999 and from 

the factors impacting our business, including competition 

m the effects of regulatory agreements on our results and 

our capital needs and resources - for APS and our other 

our management of market risks. 

APS, our major subsidiary and Arizona's largest electric utility, 
with approximately 827,000 customers, provides wholesale and 
retail electric service to  the entire state with the exception of 
Tucson and about one-half of the Phoenix area. APS also gener- 
ates, sells, and delivers electricity and energy-related products 
and services to wholesale and retail customers in the western 
United States. SunCor is a developer of residential, commercial, 
and industrial projects on some 15,000 acres in Arizona, New 
Mexico, and Utah. E l  Dorado is a venture capital firm with a 
diversified portfolio. APS Energy Services was formed in 1998 
and sells energy and energy-related products and services in 
competitive retail markets in the western United States. Pinnacle 
West Energy, which was formed in 1999, is the subsidiary 
through which we intend to conduct our future unregulated 
generation operations. 

Throughout this Financial Review, we refer to specific "Notes" 
in the Notes to Consolidated Financial Statements that begin 
on page 35. These Notes add further details to the discussion. 

RESULTS OF OPERATIONS 

1999 Compared with 1998 

Our 1999 consolidated net income was $168 million compared 
with $243 million in 1998. The following is a summary: 

1997 to 1998 

and electric industry restructuring 

outlook 

operations, and 

( m ~ l l r o n s  of dollars) 

I 1999 j 1 9 9 8  
I 

APS 
APS Energy Services 
SunCor 
E l  Dorado 
Parent Company 

income from Continuing Operations 

Income Tax Benefit from 

Extraordinary Charge - 

Net Income 

Discontinued Operations 

Net of Income Taxes of $94 

f 267 $ 246 
(9) - 
6 45 

11 5 
(5) (53) 

270 243 

- 38 

(140) - 
$ 168 S 243 

The income tax benefit from discontinued operations resulted 
from resolution of tax issues related to a former subsidiary, 
MeraBank, A Federal Savings Bank. 

The extraordinary charge related to a regulatory disallowance 
which resulted from APS' comprehensive Settlement Agreement 
that was approved by the Arizona Corporation Commission 
(ACC) in September 1999. See "Regulatory Agreements" below 
and Notes 1 and 3 for additional information about the regula- 
tory disallowance and the Settlement Agreement. 

APS' earnings before extraordinary charge increased 
$21 million - a 9% increase - over 1998 earnings primarily 
because of increases in the number of customers and in the 
average amount of electricity used by customers and lower 
financing costs. These positive impacts more than offset the 
effects of retail electricity price reductions and higher utility 
operations and maintenance expense. See Note 3 for additional 
information about the price reductions. 

In 1999, electric operating revenues increased $287 million 
primarily because o f  

increased power marketing and trading revenues 

increases in the number of customers and the average 
($219 million) 

amount of electricity used by customers ($81 million) and 
miscellaneous factors ($9 million). 
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As mentioned above, these positive factors were partially 
offset by the effects of reductions in retail prices ($22 million). 

The increase in power marketing revenues resulted from higher 
prices and increased activity in western U.S. bulk power markets. 
The revenues were accompanied by an increase in purchased 
power expenses. Although these activities contributed positively 
to  earnings in both periods, the contribution in 1999 was lower 
than in 1998. 

APS' utility operations and maintenance expenses increased 
$18 million primarily because of $19 million of non-recurring 
items recorded in 1999, including a provision for certain envi- 

. ronmental costs. Other increases primarily related to customer 
growth were more than offset by lower employee benefit costs 
and movement of certain marketing functions to  APS Energy 
Services in early 1999. 

APS Energy Services recorded a loss of $9 million in 1999, 
its first year of operations. Income tax benefits related to the 
loss are recorded at the parent company. In 1999, the loss 
consisted primarily of operating expenses, which were partially 
offset by revenues as new markets began to open for retail 
electricity competition. 

Our real estate subsidiary, SunCor Development, reported earn- 
ings of $6 million in 1999 compared with $45 million in 1998. 
SunCor's 1998 earnings included $37 million related to the 
recording of a deferred tax asset by SunCor in connection with 
its intercompany tax sharing agreement with Pinnacle West. 
Income taxes related to  SunCor's pretax income are now being 
recorded by SunCor. Prior to  1998. the income tax effects related 
to SunCor's income and losses were not recorded at SunCor due 
to net operating losses. On an after-tax basis and excluding 
the effects of the deferred tax asset, SunCor's contributions to 
consolidated earnings were $6 million in 1999 and $5 million 
in 1998 - a significant percentage increase in net income from 
operations for the real estate subsidiary. 

E l  Dorado Investment Company, our investment subsidiary, 
reported earnings of $11 million in 1999 compared with 
$5 million in 1998. The improvement related primarily to the 
increased value of E l  Dorado's investment in a technology- 
related venture capital partnership; this investment is revalued 
on a quarterly basis. 

1998 Compared with 1997 

Our 1998 consolidated net income was $243 million compared 
with $236 million in 1997 - a 3.0% increase. The following is 
a summary: 
(mi l lmns  of dollars) 

1 
1998 1 1997 I 

I 

APS 
SunCor 
E l  Dorado 
Parent Company 

Net Income 

$ 246 $ 239 
45 5 

5 8 
(53) (1 6) 

$ 243 $ 236 

APS' 1998 earnings increased $7 million - a 3% increase 
over 1997 earnings primarily because of an increase in customers, 
expanded power marketing and trading activities, and lower 
financing costs. In the comparison, these positive factors more 
than offset the effects of milder weather, the prior year's benefits 
of the two fuel-related settlements recorded in 1997, and retail 
price reductions. See Note 3 for additional information about 
the price reductions. 

In 1998, electric operating revenues increased $128 million 
primarily because o f  

= increased power marketing and trading revenues 

rn increases in the number of customers and the average 

miscellaneous factors ($8 million). 

($94 million) 

amount of electricity used by customers ($77 million) and 

As mentioned above, these positive factors were partially offset 
by the effects of milder weather ($33 million) and reductions 
in retail prices ($18 million). 



The increase in power marketing revenues resulted from 
higher prices and increased activity in western US. bulk power 
markets. The revenue increases were accompanied by an 
increase in purchased power expenses. These activities con- 
tributed positively to  earnings in both periods; the contribution 
in 1998 was higher than in 1997. 

The two fuel-related settlements increased 1997 pretax 
earnings by about $21 million. The income statement reflects 
these settlements as reductions in fuel expense and as 
other income. 

Operations and maintenance expense increased $14 million 
primarily because of customer growth, initiatives related 
to competition, and expansion of our power marketing and 
trading function. 

Depreciation and amortization expense increased $1 1 million 
because APS had more plant in service. 

Financing costs decreased by $16 million primarily because of 
lower amounts of outstanding debt and APS preferred stock. 

Before the effects of recording deferred taxes under its tax 
sharing agreement, the earnings contribution from our real 
estate subsidiary, SunCor Development, increased $3 million 
as a result of an increase in land sales. SunCor's stand-alone 
net income in 1998 was $45 million, of which $37 million 
represents income related to the recognition of a deferred tax 
asset. The deferred tax asset relates to net operating losses 
and bookltax basis differences. SunCor is expected to realize 
these benefits in subsequent periods pursuant to an inter- 
company tax allocation agreement. On a consolidated basis, 
Pinnacle West had already recognized the income tax benefits; 
therefore, there was no impact on consolidated net income 
in 1998. 

The contribution from El Dorado, our investment subsidiary, 
decreased $3 million as a result of a decrease in 
investment sales. 

Regulatory Agreements 

Regulatoly agreements approved by the ACC affect the results of 
APS' operations. The following discussion focuses on three agree- 
ments approved by the ACC: the 1999 Settlement Agreement to  
implement retail electric competition; a 1996 agreement that 
accelerated the amortization of APS' regulatory assets; and a 
1994 settlement that included accelerated amortization of APS' 
deferred investment tax credits (ITCs). 

As part of the 1999 Settlement Agreement, APS reduced rates for 
standard offer service for customers with loads less than 3 
megawatts in a series of annual retail electric price reductions 
of 1.5% beginning July 1, 1999 through July 1, 2003, for a total 
of 7.5%. The first reduction of approximately $24 million ($14 
million after income taxes) included the July 1,1999 retail price 
decrease related to the 1996 regulatory agreement (see below). 
For customers having loads 3 megawatts or greater, standard 
offer rates will be reduced in annual increments that total 5% 
through 2002. 

Also, under the Settlement Agreement a regulatory disallowance 
removed $234 million before income taxes ($183 million net 
present value) from ongoing regulatory cash flows and was 
recorded as a net reduction of regulatory assets. This reduction 
($140 million after income taxes) was reported as an extraordinary 
charge on the income statement. Before the ACC approved the 
1999 Settlement Agreement, APS was recovering substantially all 
of its regulatory assets through accelerated amortization over an 
eight-year period that would have ended June 30, 2004 under the 
1996 agreement. For more details, see Note 1. 

The regulatory assets to be recovered under this Settlement 
Agreement are now being amortized as follows: 
(milltons of dollmrs) 

I I , I 

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



Also, as part of the 1996 regulatory agreement, APS reduced 
its retail electricity prices by 3.4% effective July 1, 1996. This 
reduction decreased annual revenue by about $49 million 
annually ($29 million after income taxes). APS also agreed to 
share future cost savings with its customers during the term of 
the agreement, which resulted in the following additional retail 
price reductions: 

rn $18 million annually ($11 million after income taxes), 
or 1.2%, effective July 1, 1997, . $17 million annually ($10 million after income taxes), 
or 1.1%, effective July 1, 1998, and 
$11 million annually ($7 million after income taxes), or 
0.7%, effective July 1, 1999, which was included in the 
July 1, 1999 1.5% price reduction under the 1999 
Settlement Agreement. 

As part of the 1994 rate settlement, APS accelerated amortiza- 
tion of substantially all deferred investment tax credits (ITCs) 
over a five-year period that ended on December 31, 1999. The 
amortization of ITCs decreased annual consolidated income tax 
expense by approximately $24 million. Beginning in 2000, no 
further benefits will be reflected in income tax expense related 
to the accelerated amortization of ITCs (see Note 4). 

CAPITAL NEEDS AND RESOURCES 

Pinnacle West (Parent Company) 

During the past three years, our primary cash needs were for: 

rn dividends to our shareholders 
rn interest payments and 
rn optional and mandatory repayment of principal on our 

long-term debt. 

In addition, as part of the 1996 agreement with the ACC, 
we invested $50 million annually in APS for the years 1996 
through 1999. The 1999 payment was the last payment under 
the 1996 regulatory agreement (see Note 3). During 1997, 
we repurchased $80 million of common stock, reducing our 
shares outstanding at year-end 1997 by 2.7 million shares. 

Our primary sources of cash are dividends from our sub- 
sidiaries. During 1999, APS paid $170 million in dividends to 
the parent, In 1999, SunCor and E l  Dorado declared dividends 
to the parent of $20 million and $10 million, respectively. 

Combined dividends from SunCor and El Dorado are expected 
to be at least $25 million annually during the next several 
years; however, the aggregate amount of those dividends 
depends somewhat on the status of the real estate and stock 
markets (particularly the technology sector). 

Our long-term debt at December 31, 1999 was $106 million 
compared to $92 million at December 31,1998. We have a 
$250 million line of credit, under which we had $56 million 
of borrowings outstanding at December 31, 1999. We do not 
have any principal debt repayment obligations until 2001. 

APS 

APS' capital requirements consist primarily of capital expendi- 
tures and optional and mandatory redemptions of long-term 
debt. APS pays for its capital requirements with cash from its 
operations and, to  the extent necessary, external financing. 

As part of the 1996 regulatory agreement, APS received annual 
cash infusions from Pinnacle West of $50 million from 1996 
through 1999. During the period from 1997 through 1999, APS 
paid for all of its capital expenditures with cash from its oper- 
ations. APS expects to do so in 2000 through 2002 as well. 

APS' capital expenditures in 1999 were $332 million. APS' 
projected capital expenditures for the next three years are: 
$384 million in 2000; $342 million in 2001; and $334 million 
in 2002. These amounts include about $30435 million each 
year for nuclear fuel. In general, most of the projected capital 
expenditures are for: . expanding transmission and distribution capabilities to 

meet customer growth 
rn upgrading existing utility property and . environmental purposes. 



During 1999, APS redeemed about $323 million of long-term 
debt and $96 million of preferred stock, including premiums, 
with cash from operations and long- and short-term debt. APS 
no longer has any outstanding preferred stock. Its long-term 
debt redemption requirements and payment obligations on a 
capitalized lease for the next three years are approximately: 
$115 million in 2000; $253 million in 2001; and $125 million 
in 2002. In addition, APS made optional redemptions of about 
$89 million of long-term debt in January 2000. Based on 
market conditions and optional call provisions, APS may make 
optional redemptions of long-term debt from time to time. 

As of December 31, 1999, APS had credit commitments from 
various banks totaling about $350 million, which were avail- 
able either to support the issuance of commercial paper or 
to be used as bank borrowings. At  the end of 1999, APS had 
about $38 million of commercial paper and $50 million of 
long-term bank borrowings outstanding. 

In February 1999, APS issued $125 million of unsecured long- 
term debt and in November 1999, APS issued $250 million of 
unsecured long-term debt. 

Although provisions in APS’ first mortgage bond indenture 
and ACC financing orders establish maximum amounts of 
additional first mortgage bonds that APS may issue, APS does 
not expect any of these provisions to limit its ability to  meet 
its capital requirements. 

Pinnacle West Energy 
We are currently planning, through Pinnacle West Energy, a 
650-megawatt expansion of our West Phoenix Power Plant, 
and the construction of a natural gas-fired electric generating 
station of up to 2,120 megawatts near Palo Verde, called 
Redhawk. Pinnacle West Energy‘s capital expenditures in 1999 
were $21 million. Projected capital expenditures for these 
projects are $152 million in 2000; $240 million in 2001; and 
$245 million in 2002. We are also considering additional 
expansion over the next several years, which may result in 
additional expenditures. Pinnacle West Energy’s capital expen- 
ditures will be funded with debt proceeds, and with internally 
generated cash and debt proceeds from the parent company. 
Assuming all approvals are granted, we expect to begin 
construction at West Phoenix in the second quarter of 2000. 

Pinnacle West Energy has signed a joint development agree- 
ment with Reliant Energy Power Generation, Inc. (Reliant) 
covering construction and operation of three new merchant 
plants. Pinnacle West Energy plans to contribute the first two 
units (1,060 megawatts) of the Redhawk project to the joint 
agreement. Construction is expected to start in the third 
quarter of 2000, with commercial operation scheduled in the 
summer of 2002. Reliant plans to contribute two new natural 
gas-fired projects (1,500 megawatts) in Nevada to the venture. 

Other Subsidiaries 

During the past three years, SunCor and El Dorado each funded 
all of their cash requirements with cash from operations and 
their own external financings. 

SunCor’s capital needs consist primarily of capital expenditures 
for land development, retail and office building construction, 
and home construction. On the basis of projects now under 
development, SunCor expects capital needs over the next three 
years to be: $53 million in 2000; $43 million in 2001; and 
$51 million in 2002. Capital resources to meet these require- 
ments include funds from operations and SunCor’s own 
external financings. 

As of December 31, 1999, SunCor had a $100 million line of 
credit, under which $94 million of borrowings were outstanding. 
SunCor has no principal debt repayment requirements for 
2000, $30 million for 2001, and $64 million for 2002. 



COMPETITION AND INDUSTRY RESTRUCTURING 

The electric industry is undergoing significant change. It is 
moving to a competitive, market-based structure from a 
highly-regulated, cost-based environment in which companies 
have been entitled to recover their costs and to earn fair 
returns on their invested capital in exchange for commitments 
to serve all customers within designated service territories. 
See "Results of Operations - Regulatory Agreements" and Note 
3 for additional information about APS' Settlement Agreement 
with the ACC related to the implementation of retail electric 
competition, the ACC rules that provide a framework for the 
introduction of retail electric competition in Arizona, and other 
competitive developments, including an agreement with Salt 
River Project. 

In May 1998, a law was enacted by the Arizona legislature to 
facilitate implementation of retail electric competition in the 
state. Additionally, legislation related to electric competition 
has been proposed in the United States Congress. See Note 3 
for a discussion of legislative developments. 

We cannot accurately predict the impact of full retail competi- 
tion on our financial position, cash flows, or results of operations. 
As competition in the electric industry continues to evolve, we 
will continue to evaluate strategies and alternatives that wil l  
position us to  compete effectively in a restructured industry. 

APS prepares its financial statements in accordance with 
Statement of Financial Accounting Standards (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 decisions in its financial 
statements. As a result of the Settlement Agreement (see Note 
3), APS discontinued the application of SFAS No. 71 for its 
generation operations. This meant that the generation assets 
were tested for impairment and the portion of the regulatory 
assets deemed to be unrecoverable through ongoing regulated 
cash flows was eliminated. APS determined that the generation 
assets were not impaired. A regulatory disallowance ($140 
million after income taxes) was reported as an extraordinary 
charge on the income statement. See Note 1 for additional 
information on regulatory accounting and Note 3 for additional 
information on the Settlement Agreement. 

YEAR 2000 READINESS DISCLOSURE 

Some companies expected to face problems on January 1, 2000 
in the case that computer systems and equipment would not 
properly recognize calendar dates. During 1997, APS had 
initiated a comprehensive company-wide Year 2000 program 
to review and resolve all Year 2000 issues in mission critical 
systems in a timely manner to ensure the reliability of electric 
service to its customers. We have spent about $5 million to be 
Year 2000 ready. To date, we have not experienced any material 
Year 2000 related problems, and we do not anticipate any in 
the future. 

ACCOUNTING MATTERS 

We describe a new standard on accounting for derivatives in 
Note 2. The new standard on derivatives is effective for us in 
2001, We are currently evaluating what impact it will have on 
our financial statements. Also, see Note 2 for a description of 
a proposed standard on accounting for certain liabilities related 
to closure or removal of long-lived assets. 



RISK MANAGEMENT 

Our operations include managing market risks related to 
changes in interest rates, commodity prices, and investments 
held by the nuclear decommissioning trust fund. 

Interest Rate and Equity Risk 

Our major financial market risk exposure is changing interest 
rates. Changing interest rates will affect interest paid on 
variable-rate debt and interest earned by the nuclear decom- 
missioning trust fund (see Note 13). Our policy is to manage 
interest rates through the use of a combination of fixed-rate 

and floating-rate debt. The nuclear decommissioning fund also 
has risks associated with changing market values of equity 
investments, Nuclear decommissioning costs are recovered in 
regulated electricity prices. 

The tables below present contractual balances of our long- 
term and short-term debt at the expected maturity dates as 
well as the fair value of those instruments on December 31, 
1999 and December 31, 1998. The interest rates presented in 
the table below represent the weighted average interest rates 
for the years ended December 31,1999 and December 31, 1998. 

EXPECTED MATURlNlPRlNClPAL REPAYMENT - DECEMBER 31,1999 (thousands of dollars) 

Short-Term Vartsble Long-Term Fixed Long-Term 
Interest Rates Amount 1 Interest Rater Amount Interest Rater Amount  

2000 
2001 
2002 
2003 
2004 
Years thereafter 

Total 
Fair Value 

5.33% S 38,300 

S 38,300 
S 38,300 

10.25% $ a i  
7.00% 336,117 
8.47% 64,085 
5.51% 50,118 

10.25% 130 
3.19% 479,727 

S 930,264 
S 930,264 

5.79% S 114,711 
6.70% 27,488 
8.13% 125,000 
6.87% 25,000 
6.17% 205,000 
7.87% 900,483 

S 1,397,682 
S 1.366.968 

EXPECTED MATURIPIIPRINCIPAL REPAYMENT - DECEMBER 31,1998 (thousands of dollars) 

Varisblc Long-Term Fired Long-Term Short-Term 
Interest Rater Amount Interest Rstcr Amount Interest Rater Amount I 

1999 
2000 
2001 
2002 
2003 
Years thereafter 

Total 
Fair Value 

5.88% S ' 178,830 
- - 
- - 

- - 
s 178,830 
S 178,830 

7.30% $ 3,268 
7.32% 25,756 
6.57% 93,472 

10.25% 119 
5.94% 125,131 
3.43% 459,803 

S 707.549 
f 707.549 

7.24% S 164,777 
5.79% 114,711 
6.70% 27,488 
8.13% 125,000 
6.87% 25,000 
7.75% 1,058,963 

S 1,515,939 
S 1,577,365 



Commodity Price Risk 

APS is exposed to the impact of market fluctuations in the 
price and distribution costs of electricity, natural gas, Coal, 
and emissions allowances. APS employs established procedures 
to manage risks associated with these market fluctuations by 
utilizing various commodity derivatives, including exchange- 
traded futures and options, and over-the-counter forwards, 
options, and swaps. As part of its overall risk management 
program, APS enters into these derivative transactions for 
trading and to hedge certain natural gas in storage as well 
as purchases and sales of electricity, fuels, and emissions 
allowanceslcredits. 

As of December 31, 1999, a hypothetical adverse price move- 
ment of 10% in the market price of APS' commodity derivative 
portfolio would decrease the fair market value of these 
contracts by approximately $6 million. This analysis does not 
include the favorable impact this same hypothetical price 
move would have on the underlying position being hedged 
with the commodity derivative portfolio. 

APS is exposed to credit losses in the event of non-performance 
or non-payment by counterparties. APS uses a credit manage- 
ment process to  assess and monitor its financial exposure to 
counterparties. APS does not expect counterparty defaults to 
materially impact its financial condition, results of operations, 
or net cash flow. 

FORWARO-LOOKING STATEMENTS 

The above discussion contains forward-looking statements 
that involve risks and uncertainties. Words such as 
"estimates," "expects," "anticipates," "plans," "believes," 
"projects," and similar expressions identify forward-looking 
statements. These risks and uncertainties include, but are not 
limited to, the ongoing restructuring of the electric industry; 
the outcome of the regulatory proceedings relating to the 
restructuring: regulatory, tax, and environmental legislation: 
the ability of APS to successfully compete outside its traditional 
regulated markets; regional economic conditions, which could 
affect customer growth: the cost of debt and equity capital; 
weather variations affecting customer usage; technological 
developments in the electric industry; Year 2000 issues; the 
strength of the stock market (particularly the technology 
sector) and the strength of the real estate market. 

These factors and the other matters discussed above may 
cause future results to  differ materially from historical results, 
or from results or outcomes we currently expect or seek. 



REPORT OF MANAGEMENT AND INDEPENDENT AUDITORS' REPORT 

REPORT OF MANAGEMENT 

The primary responsibility for the integrity of our financial 
information rests with management, which has prepared the 
accompanying financial statements and related information. 
Such information was prepared in accordance with generally 
accepted accounting principles appropriate in the circum- 
stances, and based on management's best estimates and 
judgments. These financial statements have been audited by 
independent auditors and their report is included. 

Management maintains and relies upon systems of internal 
accounting controls. A limiting factor in all systems of internal 
accounting control is that the cost of the system should not 
exceed the benefits to  be derived. Management believes that 
our system provides the appropriate balance between such 
costs and benefits. 

Periodically the internal accounting control system is reviewed 
by both our internal auditors and our independent auditors to 
test for compliance. Reports issued by the internal auditors 
are released to management, and such reports or summaries 
thereof are transmitted to the Audit Committee of the Board of 
Directors and the independent auditors on a timely basis. 

The Audit Committee, composed solely of outside directors, 
meets periodically with the internal auditors and independent 
auditors (as well as management) to review the work of each. 
The internal auditors and independent auditors have free 
access to the Audit Committee, without management present, 
to  discuss the results of their audit work. 

Management believes that our systems, policies and procedures 
provide reasonable assurance that operations are conducted in 
conformity with the law and with management's commitment 
to  a high standard of business conduct. 

William 1. Post 
President and 
Chief Executive Officer 

Chris N. Froggatt 
Vice President and Controller 

INDEPENDENT AUDITORS REPORT 

We have audited the accompanying consolidated balance 
sheets of Pinnacle West Capital Corporation and its subsidiaries 
as of December 31, 1999 and 1998 and the related consolidated 
statements of income, retained earnings and cash flows for 
each of the three years in the period ended December 31, 1999. 
These financial statements are the responsibility of the 
Company's management. Our responsibility is to  express an 
opinion on these financial statements based on our audits. 

We conducted our audits in accordance with generally accepted 
auditing standards. Those standards require that we plan 
and perform the audit to obtain reasonable assurance about 
whether the financial statements are free of material 
misstatement. An audit includes examining, on a test basis, 
evidence supporting the amounts and disclosures in the 
financial statements. An audit also includes assessing the 
accounting principles used and significant estimates made 
by management, as well as evaluating the overall financial 
statement presentation. We believe that our audits provide a 
reasonable basis for our opinion. 

In our opinion, such consolidated financial statements 
present fairly, in all material respects, the financial position 
of Pinnacle West Capital Corporation and its subsidiaries at 
December 31,1999 and 1998 and the results of their opera- 
tions and their cash flows for each of the three years in the 
period ended December 31, 1999 in conformity with generally 
accepted accounting principles. 

Deloitte & Touche LLP 
Phoenix, Arizona 

February 18, 2000 
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CONSOLIDATED STATEMENTS OF INCOME (dollars tn thousands. crccpt per  share .mounts) 
I I 

year ended decembcr 31. I999 1998 1 1997 1 

OPERATING REVENUES 
Electric 
Real estate 

Total 

OPERATING EXPENSES 
Fuel and purchased power 
Utility operations and maintenance 
Real estate operations 
Depreciation and amortization (Note 1) 
Taxes other than income taxes 

Total 

OPERATING INCOME 

OTHER INCOME (EXPENSE) 
Preferred stock dividend requirements of APS 
Net other income and expense 

Total 

INCOME BEFORE INTEREST AND INCOME TAXES 

INTEREST EXPENSE 
Interest charges 
Capitalized interest 

Total 

INCOME FROM CONTINUING OPERATIONS BEFORE INCOME TAXES 

INCOME TAXES (NOTE 4) 

INCOME FROM CONTINUING OPERATIONS 
Income tax benefit from discontinued operations 
Extraordinary charge - net of income taxes of $94,115 

NET INCOME 

AVERAGE COMMON SHARES OUTSTANDING - BASIC 
AVERAGE COMMON SHARES OUTSTANDING - DILUTED 

EARNINGS PER AVERAGE COMMON SHARE OUTSTANDING 
Continuing operations - basic 
Net income - basic 
Continuing operations - diluted 
Net income - diluted 

OlVlOENOS DECLARED PER SHARE 

$ 2,293,184 S 2,006,398 S 1,878,553 
130,169 124,188 11 6,473 

2,423,353 2,130,586 1,995,026 

796,109 545,297 44 3,57 1 
446,777 419,433 405,605 
119,516 115,331 111,628 
385,568 3 7 9,6 7 9 368,285 
96,606 103,718 108,431 

1,844,576 1,563,458 1,437,520 

578.777 567,128 557,506 

(1.016) (9,703) (12,803) 
10,793 609 4,569 

9,777 (9,094) (8,234) 

588,554 558,034 549,272 

162,381 169,145 182.838 
(1 1,664) (18,596) (19,703) 
150,717 150,549 163,135 

437,837 407,485 386,137 

168,065 164,593 150,281 

269,772 242,892 235,856 - - 38,000 - (139,885) - 
$ 167,887 $ 242,892 S 235,856 

84,717,135 84,774,218 85,502,909 

85,008,527 85,345,946 86,022,709 

s 3.18 S 2.87 S 2.76 
1.98 2.87 2.76 
3.17 2.85 2.74 
1.97 2.85 2.74 

s 1.325 S 1.225 S 1.125 

See Notes to  Consolidated Financial Statements. 
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CONSOLIDATED BALANCE SHEETS (thousand, of dollars) 

decernber 31. I999 1998 

ASSETS 

CURRENT ASSETS 
Cash and cash equivalents 
Customer and other receivables - net 
Accrued utility revenues 
Materials and supplies (at average cost) 
Fossil fuel (at average cost) 
Deferred income taxes (Note 4) 
Other current assets 

Total current assets 

INVESTMENTS AND OTHER ASSETS 
Real estate investments - net (Note 6) 
Other assets (Note 13) 

Total investments and other assets 

UTILITY PLANT (NOTES 6. 10 AND 11) 
Electric plant in service and held for future use 
Less accumulated depreciation and amortization 

Construction work in progress 
Nuclear fuel, net of amortization of $66,357 and $68,569 

Total 

Net utility plant 

DEFERRED DEBITS 
Regulatory assets (Notes 3 and 4) 
Other deferred debits 

Total deferred debits 

S 20,705 $ 
244,599 
72,919 
69,977 
21.869 
8,163 

60,562 
498,794 

20,538 
233,876 

67,740 
69,074 
13,978 
3,999 

47,594 
456,799 

344,293 331,021 
236,562 267,458 

611,751 567,583 

7,546,314 7,265,604 
3,026,194 2,814,762 
4,520,120 4,450,842 

2 2 8,6 4 3 
49,114 51,078 

4,778,515 4,730,563 

209,281 

613,729 980,084 
89,517 105,717 

719,446 1,069,601 

TOTAL ASSETS S 6,608,506 S 6,824,546 

See Notes to Consolidated Financial Statements. 



(thoubands of dollars) 
I 

1 9 9 9  1 9 9 8  ' dccernber 31 
~ 

LIABILITIES AND EQUITY 

CURRENT LIABILITIES 
Accounts payable 
Accrued taxes 
Accrued interest 
Short-term borrowings (Note 5) 
Current maturities of long-term debt (Note 6) 
Customer deposits 
Other current liabilities 

Total current liabilities 

LONG-TERM DEBT LESS CURRENT MATURITIES (NOTE 6) 

DEFERRED CREDITS AND OTHER 
Deferred income taxes (Note 4) 
Deferred investment tax credit (Note 4) 
Unamortized gain - sale of utility plant 
Other 

Total deferred credits and other 

COMMITMENTS AND CONTINGENCIES (NOTES 3 ,12  AND 13) 

MINORITY INTERESTS (NOTE 7) 
Non-redeemable preferred stock of APS 
Redeemable preferred stock of APS 

Common stock, no par value; authorized 150,000,000 shares; 

Retained earnings 

COMMON STOCK EQUITY (NOTE 8) 

issued and outstanding 84,824,947 at end of 1999 and 1998 

Total common stock equity 

TOTAL LIABILITIES AND EQUITY 

S 186,524 S 155,800 
70,510 62,520 
33,253 31,866 
38,300 178,830 

114,798 168,045 
26,098 28,510 
26,007 14,632 

495,490 640,203 

2,206,052 2,048,961 

1,183,855 1,343,536 
3,830 27,345 

73.212 77,787 
440,334 428,122 

1,701,231 1,876,790 

- 85,840 
- 9.401 

1,537,449 1,550,643 
668,284 612,708 

2,205,733 2,163,351 

S 6,608,506 S 6,824,546 

-.. 
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CONSOLIDATED STATEMENTS OF CASH FLOWS (thousands ot  dollars) 

1 
1999 1998 1997 

year ended decernber 31 
1 

CASH FLOWS FROM OPERATING ACTIVITIES 

, Income from continuing operations 
Items not requiring cash 

Depreciation and amortization 
Nuclear fuel amortization 
Deferred income taxes - net 
Deferred investment tax credit 
Other - net 

Changes in current assets and liabilities 
Customer and other receivables - net 
Accrued utility revenues 
Materials, supplies and fossil fuel 
Other current assets 
Accounts payable 
Accrued taxes 
Accrued interest 
Other current liabilities 

(Increase) decrease in land held 
Other - net 
Net Cash Flow Provided By Operating Activities 

Capital expenditures 
Capitalized interest 
Other - net 
Net Cash Flow Used For Investing Activities 

Issuance of long-term debt 
Short-term borrowings - net 
Dividends paid on common stock 
Repurchase and retirement of common stock 
Repayment of long-term debt 
Redemption of preferred stock 
Other - net 
Net Cash Flow Used For financing Activities 

CASH FLOWS FROM INVESTING ACTIVITIES 

CASH FLOWS FROM FINANCING ACTIVITIES 

NET CASH FLOW 

CASH AN0 CASH EQUIVALENTS AT BEGINNING OF YEAR 

CASH AN0 CASH EQUIVALENTS AT END OF YEAR 

s 269,772 t 242,892 t 235,856 

385,568 379,679 368.285 

(17,413) 41,262 24,809 
(23,514) (23,516) (23,518) 

31,371 32,856 32,702 

(12,476) 1,190 (3,854) 

(10,723) (50,369) (14,270) 
(5,179) (9,181) (3,089) 
(8,7941 (2,797) 7,793 

(1 2,968) (6,186) (1 09) 
28,193 34,386 (54,882) 

1,387 (1,ioa) (6,678) 
15,047 (5,235) (23,087) 

(4,720) (39,350) 48.254 
635,600 605,838 

(343,448) (319,142) (307.876) 
(11,664) (18,596) 

12,591 (22,090) 2,197 

(1 2,542) 33,405 33,010 

623,419 

(19,703) 
(1 6,14 3) (2,144) (3,124) 
(371,255) (339,882) (330,703) 

607,791 148.229 146,013 

(112,311) (103.849) (96,160) 
(1 40,530) 48,080 11 3,850 

- - (79,997) 
(510,693) (286,314) (325,526) 

(11,936) (3,531) (2,897) 
(291,918) 

(96,499) (75,517) (47,201) 

(264,178) (272,902) 

167 (6,946) 798 

20.538 27,484 26,686 

t 20.705 t 20,538 t 27,484 

See Notes to Consolidated Financial Statements 



CONSOLIDATED STATEMENTS OF RETAINED EARNINGS (thouland, o f d d i . r d  

1999 1998 1 1997 1 I ' yerr  deccrnbcr 31 

Retained Earnings at Beginning of Year 

Net Income 

Common Stock Dividends 

Retained Earnings at End of Year 

See Notes to Consolidated Financial Statements. 

$ 612,708 $ 473,665 $ 333,969 

167,887 242,892 2 3 5,8 5 6 

(112,311) (103,849) (96,160) 

$ 668,284 $ 612,708 $ 473,665 

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, SunCor, E l  Dorado, 
APS Energy Services, and Pinnacle West Energy. 

APS, our major subsidiary and Arizona's largest electric utility, 
with approximately 827,000 customers, provides wholesale or 
retail electric service to  the entire state with the exception of 
Tucson and about one-half of the Phoenix area. APS also 
generates, sells, and delivers electricity and energy-related 
products and services to wholesale and retail customers in the 
western United States. SunCor is a developer of residential, 
commercial, and industrial projects on some 15,000 acres in 
Arizona, New Mexico, and Utah. E l  Dorado is a venture capital 
firm with a diversified portfolio. APS Energy Services was 
formed in 1998 and sells energy and energy-related products 
and services in competitive retail markets in the western 
United States. Pinnacle West Energy, which was formed in 
1999, is the subsidiary through which we intend to conduct 
our future unregulated generation operations. 

Accounting Records 

Our accounting records are maintained in accordance with 
generally accepted accounting principles (GAAP). The prepara- 
tion of financial statements in accordance with GAAP requires 
the use of estimates by management. Actual results could 
differ from those estimates. 

Regulatory Accounting 

APS is regulated by the ACC and the Federal Energy Regulatory 
Commission (FERC). The accompanying financial statements 
reflect the ratemaking policies of these commissions. For 
regulated operations, APS prepares its financial statements in 
accordance with Statement of Financial Accounting Standards 
(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 decisions in its 
financial statements. 

During 1997, the Emerging Issues Task Force (EITF) of the 
Financial Accounting Standards Board (FASB) issued ElTF 97-4. 
ElTF 97-4 requires that SFAS No. 71 be discontinued no later 
than when legislation is passed or a rate order is issued that 
contains sufficient detail to  determine its effect on the portion 
of  the business being deregulated, which could result in 
write-downs or write-offs of physical andlor regulatory assets. 
Additionally, the ElTF determined that regulatory assets should 
not be written off if they are to be recovered from a portion of 
the entity which continues to apply SFAS No. 71. 

In September 1999, the APS Settlement Agreement was 
approved by the ACC (see Note 3 for a discussion of the agree- 
ment). APS has discontinued the application of SFAS No. 71 
for its generation operations. This means that the generation 
assets were tested for impairment and the portion of 
regulatory assets deemed to be unrecoverable through ongoing 
regulated cash flows was eliminated. APS determined that the 
generation assets were not impaired. A regulatory 
disallowance removed $234 million pretax ($183 million 
net present value) from ongoing regulatory cash flows and 
this was recorded as a net reduction of regulatory assets. 
This reduction ($140 million after income taxes) was reported 
as an extraordinary charge on the consolidated income 
statement. Prior to  the Settlement Agreement, under the 1996 
regulatory agreement (see Note 3), the ACC accelerated the 
amortization of substantially all o f  APS' regulatory assets to 

an eight-year period that would have ended June 30, 2004. 



The regulatory assets to  be recovered under this Settlement 
Agreement are now being amortized as follows: 
(rnillionr of dollars) 

Venture Capital Investments 

El Dorado has investments in venture capital partnerships that 
account for their investments at fair value. Since E l  Dorado 

r I 1/1-6/30 uses the equity method of accounting for its partnership inter- 

~ 

ests, it must record its share of realized and unrealized gains 1999 1 2 0 0 0  2 0 0 1  2 0 0 2  2003 2 0 0 4  Total 

$164 $158 $145 $115 $86 $18 $686 and losses in net income' 
~ i I  

The majority of the regulatory assets relate to deferred income 
taxes (see Note 4) and rate synchronization cost deferrals 
(see "Rate Synchronization Cost Deferrals" in this Note). 

The balance sheets include the amounts listed below for 
generation assets not subject to SFAS No. 71: 
(thousands of dol lars)  

Capita'ized Interest 
Capitalized interest represents the cost of debt funds used to 
finance construction of utility plant. Plant construction costs, 
including capitalized interest, are expensed through deprecia- 
tion when completed projects are placed into commercial 
operation. Capitalized interest does not represent current cash 
earnings. The rate used to calculate capitalized interest was 
a composite rate of 6.65% for 1999, 6.88% for 1998, and I 

Ig9g dccernber 31. I999 1 
I 7.25% for 1997. 

Electric plant in service and 

Accumulated depreciation and 

Construction work in progress 
Nuclear fuel, net of amortization 

Utility Plant and Depreciation 

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

material and labor 
rn contractor costs 
rn construction overhead costs (where applicable) and 
rn capitalized interest or an allowance for funds used 

held for future use $ 3,770,234 $ 3,680,482 Revenues 

amortization 

We record electric operating revenues on the accrual basis, 
(1,817,589) (1,681,099) which includes estimated amounts for service rendered but 

87,819 107,324 unbilled at the end of each accounting period. 

51,078 Rate Synchronization Cost Deferrals 49,114 

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, APS is continuing to accelerate the amortization of 
the deferrals over an eight-year period that wil l  end June 30, 
2004. Amortization of the deferrals is included in "Depreciation 
and Amortization" expense on the Statements of Income. during construction. 

We charge retired utility plant, plus removal costs less salvage 
realized, to accumulated depreciation. See Note 2 for information 
on a proposed accounting standard that impacts accounting for 
removal costs. 

We record depreciation on utility property on a straight-line 
basis. For the years 1997 through 1999 the rates, as prescribed 
by our regulators, ranged from a low of 1.51% to a high of 20%. 
The weighted-average rate for 1999 was 3.34%. APS depre- 
ciates non-utility property and equipment over the estimated 
useful lives of the related assets, ranging from 3 to 50 years. 

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 that is based on actual physical usage. 
APS divides the cost of the fuel by the estimated number of 
thermal units that APS expects to  produce with that fuel. 
APS then multiplies that rate by the number of thermal units 
that it produces 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 United States Department 
of Energy (DOE) is responsible for the permanent disposal of 
spent nuclear fuel, and it charges APS $0.001 per kwh of 
nuclear generation. See Note 12 for information about spent 
nuclear fuel disposal. In addition, Note 13 has information 
on nuclear decommissioning costs. 



Income T a m  

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 agree- 
ment, federal and state income taxes are allocated to each sub- 
sidiary as though each subsidiary filed a separate income tax 
return. Any difference between the aforementioned allocations 
and the consolidated (and unitary) income tax liability is attributed 
to the parent company. 

Reacquired Debt Costs 

For debt related to the regulated portion of APS' business, APS 
amortizes those gains and losses incurred upon early retire- 
ment over the remaining life of the debt. In accordarice with 
the 1999 Settlement Agreement, APS is continuing to accelerate 
reacquired debt costs over an eight-year period that will end 
June 30, 2004. The accelerated portion of the regulatory asset 
amortization is included in "Depreciation and Amcrtization" 
expense in the Statements of Income. 

Statements of Cash Flows 

We consider temporary cash investments and marketable 
securities to be cash equivalents for purposes of reporting 
cash flows. During 1999, 1998, and 1997 we paid interest, 
net of amounts capitalized, income taxes, and dividends on 
preferred stock of APS as follows: 

(mi l l ions  of dol lars )  

~ 

I , year,  ended december 31 ,  '999 j 1998 I997 

Interest paid $ 141 $ 144 $ 163 
Income taxes paid 200 165 146 
Dividends paid on preferred 

stock of APS 1 10 13 

Reclassifications 

We have reclassified certain prior year amounts for comparison 
purposes with 1999. 

2. ACCOUNTING MATTERS 

In June 1998, the Financial Accounting Standards Board issued 
SFAS No. 133, "Accounting for Derivative Instruments and 
Hedging Activities," which is effective for us in 2001. 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. The standard also provides specific 
guidance for accounting for derivatives designated as hedging 
instruments. We are currently evaluating what impact this 
standard will have on our financial statements. 

In 1999 we adopted ElTF 98-10, "Accounting for Contracts 
Involved in Energy Trading and Risk Management Activities." 
ElTF 98-10 requires energy trading contracts to  be measured 
at fair value as of the balance sheet date with the gains and 
losses included in earnings and separately disclosed in the 
financial statements or footnotes. The effects of adopting ElTF 
98-10 were not material to  our financial statements. 

In February 1996, the FASB issued an exposure draft, "Accounting 
for Certain Liabilities Related to Closure or Removal of 
Long-Lived Assets." This proposed standard would require the 
estimated present value of the cost of decommissioning and 
certain other removal costs to be recorded as a liability, along 
with an offsetting plant asset when a decommissioning or other 
removal obligation is incurred. The FASB issued a revised exposure 
draft in February 2000 and we are evaluating the impacts. 

3. REGULATORY MAllERS 

Electric Industry Restructuring 

STATE 

Settlement Agreement. On May 14, 1999, APS entered into a com- 
prehensive Settlement Agreement with various parties, includ- 
ing representatives of major consumer groups, related 
to the implementation of retail electric competition. On 
September 23, 1999, the ACC voted to approve the Settlement 
Agreement, with some modifications. On December 13, 1999, 
two parties filed lawsuits challenging the ACC's approval of 
the Settlement Agreement. One of the parties questioned the 
authority of the ACC to approve the Settlement Agreement 
and both parties challenged several specific provisions of the 
Settlement Agreement. 

The following are the major provisions of the Settlement 
Agreement, as approved: 

rn APS will reduce rates for standard offer service for 
customers with loads less than 3 megawatts in a series of 
annual retail electric price reductions of 1.5% beginning 
July 1, 1999 through July 1, 2003, for a total of 7.5%. The 
first reduction of approximately $24 million ($14 million 
after income taxes) includes the July 1, 1999 retail price 
decrease of approximately $1 1 million annually ($7 million 
after income taxes) related to the 1996 regulatory agree- 
ment. See "1996 Regulatory Agreement" below. For 
customers having loads 3 megawatts or greater, standard 
offer rates will be reduced in annual increments that total 
5% through 2002. 



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

a There will be a moratorium on retail price changes for standard 
offer and unbundled competitive direct access services until 
July 7 ,  2004, except for the price reductions described above 
and certain other limited circumstances. Neither the ACC 
nor APS will be 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, or material 
changes in APS‘ cost of service for ACC-regulated services 
resulting from federal, tribal, state or local laws, regulatory 
requirements, judicial decisions, actions or orders. 

reasonable costs of complying with the ACC electric competi- 
tion rules, system benefits costs in excess of the levels included 
in current rates, and costs associated with the “provider of 
last resort’’ and standard 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. 
APS’ distribution system opened for retail access effective 
September 24, 1999. Customers will be eligible for retail 
access in accordance with the phase-in adopted by the ACC 
under the electric competition rules (see “Retail Electric 
Competition Rules” below), with an additional 140 
megawatts being made available to  eligible non-residential 
customers. Unless subject t o  judicial or regulatory restraint, 
APS will open its distribution system to retail access for all 
customers on January 1, 2001. 
Prior to the Settlement Agreement, APS was recovering sub- 
stantially all of its regulatory assets through July 1, 2004, 
pursuant to the 1996 regulatory agreement. In addition, the 
Settlement Agreement states that APS has demonstrated 
that its allowable stranded costs, after mitigation and 
exclusive of regulatory assets, are at least $533 million net 
present value. APS will not be allowed to recover $183 mil- 
lion net present value of the above amounts. The Settlement 
Agreement provides that APS will have the opportunity to 
recover $350 million net present value through a competitive 
transition charge (CTC) that will remain in effect through 
December 31, 2004, at which time it will terminate. Any 
overlunder-recovery will be creditedldebited against the 

APS wil l  be permitted to defer for later recovery prudent and 

-. ~ -- . 

costs subject to recovery under the adjustment clause 
described above. 
APS will form a separate corporate affiliate or affiliates 
and transfer to that affiliatds) its generating assets and 
competitive services at book value as of the date of transfer, 
which transfer shall take place no later than December 31, 
2002. APS will be allowed to defer and later collect, beginning 
July 1,2004, sixty-seven percent of its costs to accomplish 
the required transfer of generation assets to an affiliate. 
When the Settlement Agreement approved by the ACC is no 
longer subject to judicial review, APS will move to dismiss al l  
of its litigation pending against the ACC as of the date APS 
entered into the Settlement Agreement. To protect its rights, 
APS has several lawsuits pending on ACC orders relating to  
stranded cost recovery and the adoption and amendment of 
the ACC‘s electric competition rules, which would be volun- 
tarily dismissed at the appropriate time under this provision. 

As discussed in Note 1 above, APS has discontinued the appli- 
cation of Statement of Financial Accounting Standards No. 71, 
“Accounting for the Effects of Certain Types of Regulation,” 
for its generation operations. 

Retail Electric Competition Rules. On September 21, 1999, the ACC 
voted to approve the rules that provide a framework for the 
introduction of retail electric competition in Arizona (Rules). If 
any of the Rules conflict with the Settlement Agreement, the 
terms of the Settlement Agreement govern. On December 8. 
1999, APS filed a lawsuit to protect its legal rights regarding 
the Rules. This lawsuit is pending, along with several other 
lawsuits on ACC orders relating to stranded cost recovery and 
the adoption or amendment of the Rules, but two related cases 
filed by other utilities have been partially decided in a manner 
adverse to those utilities’ positions. On January 14, 2000, a 
special action was filed requesting the Arizona Supreme Court 
to  enjoin implementation of the Rules and decide whether the 
ACC can allow the competitive marketplace, rather than the 
ACC, to set just and reasonable rates under the Arizona 
Constitution. The issue of competitively set rates has been 
decided by lower Arizona courts in favor of the ACC in four 
separate lawsuits, two of which relate to  telecommunications 
companies. The Supreme Court denied to hear the case as a 
special action on March 17, 2000. The lower court litigation 
will continue. 
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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. 
The Rules require each affected utility, including APS, to 
make available at least 20% of its 1995 system retail peak 
demand for competitive generation supply beginning when 
the ACC makes a final decision on each utility’s stranded 
costs and unbundled rates (Final Decision Date) or 
January 1, 2001, whichever is earlier, and 100% beginning 
January 1,2001. Under the Settlement Agreement, APS 
will provide retail access to customers representing the 
minimum 20% required by the ACC and an additional 140 
megawatts of non-residential load in 1999, and to all 
customers as of January 1, 2001, or such other dates as 
approved by the ACC. 
Subject to the 20% requirement, all utility customers 
with single premise loads of one megawatt or greater will 
be eligible for competitive electric services on the Final 
Decision Date, which for APS’ customers was the approval 
of the Settlement Agreement. Customers may also aggregate 
smaller loads to  meet this one megawatt requirement. 
When effective, residential customers will be phased in at 
1.25% per quarter calculated beginning on January 1,1999, 
subject to the 20% requirement above. 
Electric service providers that get Certificates of Convenience 
and Necessity (CC&Ns) 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 non-competitive 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 generation assets and services either to  an 
unaffiliated party or to  a separate corporate affiliate. Under 
the Settlement Agreement, APS received a waiver to allow 
transfer of its competitive generation assets and services to 
affiliates no later than December 31, 2002. 

1996 Regulatory Agreement. In April 1996, the ACC approved a 
regulatory agreement between the ACC Staff and APS. Based 
on the price reduction formula authorized in the agreement, 
the ACC approved retail price decreases of approximately 
$49 million ($29 million after income taxes), or 3.4%, effective 
July 1, 1996; approximately $18 million ($11 million after 
income taxes), or 1.2%. effective July 1, 1997; approximately 

$17 million ($10 million after income taxes), or 1.1%, effective 
July 1, 1998; and approximately $11 million ($7 million after 
income taxes), or 0.7%, effective as of July 1, 1999. The 
July 1, 1999 rate decrease was included in the first rate 
reduction under the Settlement Agreement discussed above. 
The regulatory agreement also required the parent company 
to infuse $200 million of common equity into APS in annual 
payments of $50 million from 1996 through 1999. Al l  of these 
equity infusions were made by December 31, 1999. 

Legidation. In May 1998, a law was enacted to facilitate 
implementation of retail electric competition in Arizona. 
The law includes the following major provisions: 

Arizona‘s largest government-operated electric utility (Salt 
River Project) and, at  their option, smaller municipal electric 
systems must (i) make at least 20% of their 1995 retail 
peak demand available to  electric service providers by 
December 31, 1998 and for all retail customers by December 
31, 2000; (ii) decrease rates by at least 10% over a ten-year 
period beginning as early as January 1, 1991; (iii) implement 
procedures and public processes comparable to those already 
applicable to public service corporations for establishing the 
terms, conditions, and pricing of electric services as well as 
certain other decisions affecting retail electric competition; 
describes the factors which form the basis of consideration 
by Salt River Project in determining stranded costs; and 
metering and meter reading services must be provided on a 
competitive basis during the first two years of competition 
only for customers having demands in excess of one megawatt 
(and that are eligible for competitive generation services), 
and thereafter for all customers receiving competitive 
electric generation. 

In addition, the Arizona legislature will review and make 
recommendations for the 1999-2000 legislative session on 
certain competitive issues. 

GENERAL 

APS cannot accurately predict the impact of full retail 
competition on its financial position, cash flows, or results 
of operation. As competition in the electric industry con- 
tinues to evolve, APS will continue to evaluate strategies and 
alternatives that will position it to  compete in the new 
regulatory environment. 

FEDERAL 

The Energy Policy Act of 1992 and recent rulemakings by FERC 
have promoted increased competition in the wholesale electric 
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power markets. APS does not expect these rules to have a 
material impact on its financial statements. 

Several electric utility industry restructuring bills have been 
introduced during the 106th Congress. Several of these bills 
are written to  allow consumers to choose their electricity 
suppliers beginning in 2000 and beyond. These bills, other 
bills that are expected to be introduced, and ongoing 
discussions at the federal level suggest a wide range of 
opinion that will need to be narrowed before any comprehen- 
sive restructuring of the electric utility industry can occur. 

AGREEMENT WITH SALT RIVER PROJECT 

On April 25, 1998, APS entered into a Memorandum of 
Agreement with Salt River Project in anticipation of, and to 
facilitate, the opening of the Arizona electric industry. The ACC 
approved the Agreement on February 18, 1999. The Agreement 
contains the following major components: 

rn Both parties amended the Territorial Agreement to  remove 
any barriers to  the provision of competitive electricity supply 
and non-distribution services. 

rn Both parties amended the Power Coordination Agreement to 
lower the price that APS pays Salt River Project for purchased 
power. During 1999, the price APS paid Salt River Project for 
purchased power was reduced by approximately $3 million 
(pretax) and we estimate the decrease to be approximately 
$16 million (pretax) in 2000 and lesser annual amounts 
through 2006. . Both parties agreed on certain legislative positions regarding 
electric utility restructuring at the state and federal levels. 

Certain provisions of the Agreement (including those relating 
to  the amendments of the Territorial Agreement and the Power 

(thousands of dol lars)  

ycsr ended decernber 31. 1999 1998 

Coordination Agreement) became effective upon the intro- 
duction of competition. See “Settlement Agreement” and 
”ACC Rules” above. 

4. INCOME TAXES 

Investment Tax Credit 

Because of a 1994 rate settlement agreement, we accelerated 
amortization of substantially all of our investment tax credits 
(ITCs) over a five-year period (1995-1999). 

Income Tax Benefit from Discontinued Operations 

The income tax benefit from discontinued operations for 
$38 million resulted from resolution of tax issues related to 
a former subsidiary, Merabank, A Federal Savings Bank. 

Income Taxes 

Certain assets and liabilities are reported differently for 
income tax purposes than they are for financial statements. 
The tax effect of these differences is recorded as deferred 
taxes. We calculate deferred taxes using the current income 
tax rates. 

APS has recorded a regulatory asset related to income taxes 
on its Balance Sheet in accordance with SFAS No. 71. This 
regulatory asset is for certain temporary differences, primarily 
the allowance for equity funds used during construction. APS 
amortizes this amount as the differences reverse. In accor- 
dance with the 1999 Settlement Agreement, APS is continuing 
to accelerate its amortization of the regulatory asset for 
income taxes over an eight-year period that will end June 30, 
2004 (see Note 1). We are including this accelerated amor- 
tization in depreciation and amortization expense on the 
Statements of Income. The components of income tax expense 
for continuing operations are: 

1997 

Current 
Federal 
State 

Total current 

Deferred 
Change in valuation allowance 
ITC amortization 

Total expense 

$ 171,491 f 105,922 f 105,818 
37,501 40,621 43,112 

148,990 208,992 146,543 

(17,413) 41,566 28,729 
- - (3,920) 

(23,514) (23,516) (23,518) 

$ 168,065 $ 164,593 $ 150,281 

.- 
I 

PNWggar 



The following chart compares pretax income at the 35% federal 
income tax rate to income tax expense: 

(thousands of dollars) 

I i year ended decernber 31. 
i 

199 9 I998 1997 1 

Federal income tax expense at 35% statutory rate 
Increases (reductions) in tax expense resulting from: 

Tax under book depreciation 
Preferred stock dividends of APS 
ITC amortization 
State income tax net of federal income tax benefit 
Change in valuation allowance 
Other 

Income tax expense 

$ 153,243 S 142,620 S 135,148 

14,575 17,848 14,694 
356 3,396 4,481 

(23,514) (23,516) (23,518) 
23,030 22,764 24,497 
- - (3,400) 
375 1,481 (1,621) 

$ 168,065 $ 164,593 $ 150.281 

The components of the net deferred income tax liability were as follows: 

( thousands  of dollars) 
1 1 1 year ended dccernber 31 

DEFERRED TAX ASSETS 

Deferred gain on Palo Verde Unit 2 salelleaseback 
Other 

Total deferred tax assets 

DEFERRED TAX LIABILITIES 

Plant-related 
Regulatory asset for income taxes 

Total deferred tax liabilities 

Accumulated deferred income taxes - net 

5. LINES OF CREDIT 

APS had committed lines of credit with various banks of $350 
million at December 31, 1999 and $400 million at December 31, 
1998, which were available either to support the issuance of 
commercial paper or to be used for bank borrowings. The com- 
mitment fees at December 31, 1999 and 1998 for these lines of 
credit ranged from 0.07% to 0.125% per annum. APS had long- 
term bank borrowings of $50 million outstanding at December 
31,1999 and $125 million outstanding at December 31,1998. 

APS' commercial paper borrowings outstanding were $38 mil- 
lion at December 31, 1999 and $179 million at December 31, 
1998. The weighted average interest rate on commercial paper 
borrowings was 5.33% for the year ended December 31, 1999 
and 5.88% for December 31, 1998. By Arizona statute, 
APS' short-term borrowings cannot exceed 7% of its total 
capitalization unless approved by the ACC. 

1999 I I 9 9 8  1 
$ 29.446 $ 31.285 

133,748 127,903 
163,194 i59,i 88 

1,104,769 1,117,253 
234,117 381,472 

1,331~886 1,498,725 

$ 1,175,692 f 1,339,537 

Pinnacle West had a revolving line of credit of $250 million at 
December 31,1999 and 1998. The commitment fees were 0.10% 
in 1999 and 1998. Outstanding amounts at December 31,1999 
were $56 million and at December 31, 1998 were $42 million. 

SunCor had revolving lines of credit totalling $100 million at 
December 31,1999 and $55 million at December 31,1998. 
The commitment fees were 0.125% in 1999 and 1998. SunCor 
had $94 million outstanding at December 31, 1999 and $38 
million outstanding at December 31, 1998. 



6. LONG-TERM DEBT 

Borrowings under the APS mortgage bond indenture are secured 
by substantially all utility plant; SunCor's debt is collateralized 

by interests in certain real property; Pinnacle West's debt is 
unsecured. The following table presents the components of 
consolidated long-term debt outstanding at December 31, 1999 

and December 31, 1998: 
( thousands  of dol lar$)  

I 

~ decembcr 31. 

APS 

First mortgage bonds 

Unamortized discount and premium 
Pollution control bonds 
Funds held in trust account for 

Collateralized loan 
Unsecured notes 
Unsecured notes 
Floating rate notes 
Senior notes (d) 
Senior notes (d) 
Debentures 
Bank loans 
Capitalized lease obligation 

certain pollution control bonds 

SUNCOR 

Revolving credit 
Bank loan 
Notes payable 
Bonds payable 

PINNACLE WEST 

Revolving credit 
Senior notes 

Total long-term debt 
Less current maturities 
Total long-term debt less current maturities 

Maturity 
Dater (a) 

1999 
2000 
2002 
2004 
2020 
2021 
2021 
2023 
2024 
2025 
2028 
2028 

2024-2034 

1999-2000 
2004 
2005 
2001 
1999 
2006 
2025 
2003 

1999-2001 

2001 -2002 
2001 

1998-2006 
2039 

2001 
2001-2003 

7.625% 
5.75% 
8.125% 
6.625% 
10.25% 
9.5% 
9% 
7.25% 
8.75% 
8% 
5.5% 
5.875% 

Adjustable rate(b) 

5.375%-6.125% 
5.875% 
6.25% 
Adjustable rate(c) 
6.72% 
6.75% 
10% 
Adjustable rate@) 
7.48%(f) 

1 I 9 9 9  1 1998 

t - f 100,000 
100,000 
125,000 
80,000 

100,550 
45,140 
72,370 
70,650 

121,668 
47,075 

25,000 
154,000 

(5.860) 
476,860 

(1,236) 
10.000 

125,000 
100,000 
250,000 
- 

83,695 
75,000 
50,000 

100,000 
125,000 
85,000 

100,550 
45,140 
72,370 
91,900 

121,668 
88,300 
25,000 

154,000 

(6,482) 
456,860 

- 
20,000 

100,000 

50,000 
100,000 
75,000 

125,000 

- 

- 

7,199 11,612 
2,112,111 2,040,918 

94,000 38,139 
- 42,061 

3,404 3,888 
5,335 - 

102,739 84,088 

56,000 42,000 
50,000 50,000 

106,000 92,000 
2,320,850 2,217,006 

114,798 168,045 
S 2,206,052 f 2,048,961 
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(a) This schedule does not reflect the timing of redemptions that may occur 
prior to maturity. 

(b) The weighted-average rate for the year ended December 31,1999 was 
3.15% and for December 31,1998 was 3.39%. Changes in short-term 
interest rates would affect the costs associated with this debt. 

(c) The weighted-average rate for the year ended December 31,1999 
was 6.8525%. 

(d)APS currently has outstanding $84 million of first mortgage bonds 
("senior note mortgage bonds") issued to the senior note trustee as 
collateral for the senior notes. The senior note mortgage bonds have 
the same interest rate, interest payment dates, maturity, and 
redemption provisions as the senior notes. APS' payments of principal, 
premium, andlor interest on the senior notes satisfy its corresponding 
payment obligations on the senior note mortgage bonds. As long as the 
senior note mortgage bonds secure the senior notes, the senior notes will 
effectively rank equally with the first mortgage bonds. When APS repays 
all of its first mortgage bonds, other than those that secure senior 
notes, the senior note mortgage bonds will no longer secure the senior 
notes and will cease to be outstanding. 

(e) The weighted-average rate for the year ended December 31, 1999 was 
5.5% and for December 31, 1998 was 5.94%. Changes in short-term 
interest rates would affect the costs associated with this debt. 

(0 Represents the present value of future lease payments (discounted at 
an interest rate of 7.48%) on a combined cycle plant that was sold and 
leased back (see Note 10). 

December 31,1998 was 7.41%. Interest for 1999 and 1998 was based 
on LIBOR plus 2% or prime plus 0.5%. 

(h) The weighted-average rate at December 31, 1998 was 7.76%. Interest 
for 1998 was based on LIBOR plus 2% or prime plus 0.5%. 

(9) The weighted-average rate at December 31, 1999 was 8.51% and at 

(i) Multiple notes primarily with variable interest rates based mostly on 

(i) The weighted-average rate at December 31, 1999 was 6.825% and at 
the lenders' prime plus 1.75%. 

December 31,1998 was 5.66%. Interest for 1999 and 1998 was based 
on LIBOR plus 0.33%. 

$25 million at 6.87% due 2003. 
(k) Includes two series of notes: 525 million at 6.62% due 2001, and 

The following is a list of principal payments due on total 
long-term debt and sinking fund requirements through 2004: . $115 million in 2000 . $364 million in 2001 . $189 million in 2002 

$ 75 million in 2003 and 
rn $205 million in 2004. 

First mortgage bondholders share a lien on substantially all 
utility plant assets (other than nuclear fuel, transportation 
equipment, and the combined cycle plant). The mortgage bond 
indenture restricts the payment of common stock dividends 
under certain conditions. These conditions did not exist at 
December 31, 1999. 

7. PREFERRED STOCK OF APS 

On March 1, 1999, APS redeemed all of its preferred stock. 
Preferred stock balances of APS at December 31, 1999 and 
1998 are shown below: 

h u m b c r  01 Shares Outstanding 

1 I 

Par V d u c  Out,i .nding 
(dollar,  In rhourrndr. cxrepr per  rhsrc amounts)  December  31. December 3 1  

I 

NON-REDEEMABLE: 

$1.10 preferred 
$2.50 preferred 
$2.36 preferred 
$4.35 preferred 
Serial preferred: 

$2.40 Series A 
$2.625 Series C 
$2.275 Series D 
$3.25 Series E 

Serial preferred: 
Adjustable rate 

Series 4 
Total 

REDEEMABLE 

Serial preferred: 
$10.00 Series U 

160,000 - 
105,000 - 
120,000 - 
150,000 - 

1,000,000 
- 
- 
- 
- 

139,030 
86,440 
32,520 
62,986 

200,587 
214,895 
90,691 

304.475 
4,000,000 

- 295,851 
- 1.427.475 

Par Value 
Per Share 

$ 25.00 
50.00 
50.00 

100.00 

50.00 
50.00 
50.00 
50.00 

100.00 

I '999 ! 1998 , 

3,476 
4,322 
1,626 
6,299 

10,029 
10,745 
4.534 

15,224 

29,585 
$ -  $ 85,840 

- 94,011 $ 100.00 $ - $ 9,401 

P N W g g a r  



Redeemable preferred stock transactions of APS during each 
of the three years in the period ended December 31, 1999 are 
as follows: 

(dollars xn thousandr) 
I 
I N u m b c r  of I Par Valuc 

Share> ~ , Amount I 
Balance, December 31, 1996 
Retirements 

$10.00 Series U 
$7.875 Series V 

Balance, December 31, 1997 
Retirements 

$10.00 Series U 

Balance, December 31, 1998 
Retirements 

$10.00 Series U 

530,000 $ 53,000 

(1 18,902) (1 1,890) 
(120,000) (12,000) 

291,098 29,110 

(197,087) (1 9,709) 

94,011 9,401 

(94,011) (9,401) 

- $ Balance, December 31, 1999 - 

8. COMMON STOCK 

Our common stock issued during each of the three years in the 
period ended December 31, 1999 is as follows: 

(do l lar .  i n  thourand,) 
I I 

I 

Numbcr 01 
Sharer Amount  (1) I 

Balance, December 31, 1996 87,515,847 $ 1,636,354 

Common stock expense - net - (2,586) 
Common stock retired (2,690,900) (79,997) 

Balance, December 31, 1997 
Common stock expense - net 

Balance, December 31, 1998 
Common stock expense - net 

84,824.947 1,553,771 
- (3,128) 

84,824,947 1,550,643 
- (1 3,194) 

Balance, December 31, 1999 84,824.947 $ 1,537,449 

(a) Including premiums and expenses of preferred stock issues of APS 

P N  \V g q a r 



9. RETIREMENT PLANS AN0 OTHER BENEFITS 

Pension Plans 

Through 1999, Pinnacle West and its subsidiaries each sponsored 
defined benefit pension plans for their own employees. As of 
January 1, 2000, these plans were consolidated and now a single 
pension plan is sponsored by Pinnacle West for the employees of 
Pinnacle West and its subsidiaries. A defined benefit plan speci- 
fies the amount of benefits a plan participant is to receive using 
information about the participant. The plan covers nearly all of our 
employees. Our employees do not contribute to this plan. Generally, 
we calculate the benefits under these plans based on age, years 
of service, and pay. We fund the plan by contributing at least the 

minimum amount required under Internal Revenue Service regula- 
tions but no more than the maximum tax-deductible amount. The 
assets in the plan at December 31,1999 were mostly domestic 
and international common stocks and bonds and real estate. 
Pension expense, including administrative costs, was: . $ 4 million in 1999 . $11 million in 1998 and . f 9 million in 1997. 

The following table shows the components of net pension 
cost before consideration of amounts capitalized or billed 
to others: 

( thousands  of dol lar>)  

I 
I 9 9 9  ~ 1998 1997 

I 

Service cost - benefits earned during the period S 24,982 J 24,817 S 20,435 
Interest cost on projected benefit obligation 52,905 51,524 48,402 

Expected return on plan assets (68,335) (54,513) (47,959) 

Amortization of: 
Transition asset (3,226) (3.226) (3.226) 
Prior service cost 2,078 2,078 2,078 

Net periodic pension cost f 8,404 f 20,680 f 19,730 

The following table shows a reconciliation of the funded status 
of the plans to  the amounts recognized in the balance sheets: 

(thourdnds of dol ldr , )  

' 999  1 1998 j 
Funded status - pension plan assets more than (less than) projected beneflt obligation $ 37,275 f (41,034) 
Unrecognized net transition asset (20,008) (23,235) 
Unrecognized prior service cost 20,636 22,715 

Unrecognized net actuarial gains (101,153) (38,668) 

Net pension amount recognized in the balance sheets f (63,250) $ (80,222) 



The following table sets forth the defined benefit pension plans' change 
in projected benefit obligation for the plan years 1999 and 1998: 

( thousands  of dollar,)  

1 9 9 9  1998 

Projected pension benefit obligation at beginning of year 
Service cost 
Interest cost 
Benefit payments 
Actuarial gains 

Projected pension benefit obligation at end of year 

The following table sets forth the defined benefit pension plans' change 
in the fair value of plan assets for the plan years 1999 and 1998: 

$ 731,305 $ 708,144 
24,982 24,817 
52,905 51,524 

(29,694) (29,636) 
(36,860) (23,544) 

S 742,638 S 731,305 

fair value of pension plan assets at beginning of year 
Actual return on plan assets 
Employer contributions 
Benefit payments 

Fair value of pension plan assets at end of year 

We made the assumptions below to calculate the pension liability: 

S 690,271 $ 619,412 
93,977 86,527 
25,359 13,968 

(29,694) (29,636) 

$ 779,913 $ 690,271 

Discount rate 
Rate of increase in compensation levels 
Expected long-term rate of return on assets 

Employee Savings Plan Benefits 
Through 1999, Pinnacle West and its subsidiaries each sponsored 
defined contribution savings plans for their own employees. 
As of January 1, 2000, these plans were consolidated and now 
a single defined contribution savings plan is sponsored by 
Pinnacle West for the employees of Pinnacle West and its 
subsidiaries. In a defined contribution plan, the benefits a 
participant will receive result from regular contributions they 
make to a participant account. Under this plan, we make 
matching contributions to participant accounts. We recorded 
expenses for this plan of approximately $4 million for each of 
the last three years (1997-1999). 

1999  ~ 1998 i 
7.75% 7.00% 
4.25% 3.50% 

10.00% 10.00% 

Postretirement Plans 
We provide medical and life insurance benefits to retired employees. 
Employees must retire to  become eligible for these retirement 
benefits, which are based on years of service and age. For the 
medical insurance plans, retirees make contributions to cover 
a portion of the plan costs. For the life insurance plan, retirees 
do not make contributions to cover a portion of the plan costs. 
We retain the right to change or eliminate these benefits. 

Funding is based upon actuarially determined contributions 
that take tax consequences into account. Plan assets consist 
primarily of domestic stocks and bonds. The postretirement 
benefit expense was: 

S 7 million for 1999 . S 9 million for 1998 and . $10 million for 1997. 



Service cost - benefits earned during the period 
Interest cost on accumulated benefit obligation 
Expected return on plan assets 
Amortization of 

Transition asset 
Net actuarial gains 

Net periodic postretirement benefit cost 

The following table shows a reconciliation of the funded status 
of the plan to  the amounts recognized in the balance sheets: 

f 8,939 S 7,890 f 7,046 
17,366 15,763 14,441 

(18,454) (12,001) (8,706) 

7,698 7,698 7,698 

(5,117) (2,952) (2,685) 

f 10,432 S 16,398 S 17,794 

(thouband. of dollars) 

I 
I 

I I q g 9  I I q g 8  

Funded status - postretirement plan assets more than (less than) projected benefit obligation S 25,549 S (24,269) 

Unrecognized net obligation at transition 100,145 107,842 

Unrecognized net actuarial gains (128,309) (86,692) 

Net postretirement amount recognized in the balance sheets f (2.615) f (3,119) 

The following table sets forth the postretirement benefit plans' change 
in accumulated benefit obligation for the plan years 1999 and 1998. 

( thousand,  ot  dol lars )  

I 1999 1 1998 1 
Accumulated postretirement benefit obligation at beginning of year 
Service cost 
Interest cost 
Benefit payments 
Actuarial (gains) losses 

Accumulated postretirement benefit obligation at end of year 

The following table sets forth the postretirement benefit plans' change 
in the fair value of plan assets for the plan years 1999 and 1998: 

(thourdndr of dol lam)  

S 237,679 f 199,348 
8,939 7,890 

17,366 15,763 

(8,761) (10,378) 
(23,234) 25,056 

f 231,989 f 237,679 

Fair value of postretirement plan assets at beginning of year 
Actual return on plan assets 
Employer contributions 
Benefit payments 

Fair value of postretirement plan assets at the end of year 

1999 I 1998 1 
S 213,410 S 151,146 

42,975 47,284 
9,914 25.327 

(8,761) (10,347) 

S 257,538 f 213,410 

P N W g g a r  



We made the assumptions below to calculate the postretire- 
ment liability: 

Discount rate 
Expected long-term rate of return on assets - after tax 
Initial health care cost trend rate - under age 65 
Initial health care cost trend rate - age 65 and over 
Ultimate health care cost trend rate (reached in the year 2002) 

Assuming a 1% increase in the health care cost trend rate, 
the 1999 cost of postretirement benefits other than pensions 
would increase by approximately $5 million and the accumu- 
lated benefit obligation as of December 31, 1999 would 
increase by approximately $38 million. 

I 
I999 1 1998  

7.75% 7.00% 
8.77% 8.73% 
7.00% 7.50% 
6.00% 6.50% 

5.00% 5.00% 

I 

Assuming a 7% decrease in the health care cost trend rate, the 
1999 cost of postretirement benefits other than pensions would 
decrease by approximately $4 million and the accumulated 
benefit obligation as of December 31, 1999 would decrease by 
approximately $30 million. 

10. LEASES 

In 1986, APS sold about 42% of its share of Palo Verde Unit 2 
and certain common facilities in three separate sale leaseback 
transactions. APS accounts for these leases as operating leases. 
The gain of approximately $140 million was deferred and is 
being amortized to operations expense over 29.5 years, the 

APS has a capital lease on a combined cycle plant, which it 
sold and leased back. The lease requires semiannual payments 
of $3 million through June 2001, and includes renewal and 
purchase options based on fair market value. The plant is 
included in plant in service at its original cost of $54 million; 
accumulated amortization at December 31, 1999 was $51 million. 

original term of the leases. There are options to renew the 
leases for two additional years and to purchase the property 
for fair market value at the end of the lease terms. Consistent 
with the ratemaking treatment, an amount equal to  the annual 
lease payments is included in rent expense. A regulatory asset 
is recognized for the difference between lease payments and 
rent expense calculated on a straight-line basis. 

The average amounts to be paid for the Palo Verde Unit 2 leases 
are approximately $46 million in 2000 and approximately 
$49 million per year in 2001-2015. 

In accordance with the 1999 Settlement Agreement, APS is 
continuing to accelerate amortization of the regulatory asset 
for leases over an eight-year period that will end June 30, 2004 
(see Note 1). The accelerated amortization is included in 
depreciation and amortization expense on the Statements of 
Income. The balance of this regulatory asset at December 31, 
1999 was $43 million. Lease expense was approximately 
$42 million in each of the years 1997 through 1999. 

In addition, we lease certain land, buildings, equipment, and 
miscellaneous other items through operating rental agree- 
ments with varying terms, provisions, and expiration dates. 
Miscellaneous lease expense was approximately $1 0 million 
in 1999, $13 million in 1998, and $11 million in 1997. 

Estimated future minimum lease commitments, excluding the 
Palo Verde and combined cycle leases, are as follows: 

(dollars in mi l l ion , )  
I I 

2000 $ 17 
2001 19 
2002 20 
2003 20 
2004 20 
Thereafter 138 
Total future commitments $ 234 

I 1 1 Year 

P N W g g a r  



11. JOINTLY-OWNED FACILITIES 

APS shares ownership of some of its generating and transmis- 
sion facilities with other companies. The following table shows 
APS' interest in those jointly-owned facilities at December 31, 

1999. APS' share of operating and maintaining these facilities 
is included in the income statement in operations and 
maintenance expense. 

(dollars In thoubands) 
I 

Percent Plant I C O " l ~ r " C t l O "  

I Owned by 1 In ~ Accumulated Work In 
APS S C 7 " l C t  Dcprecintion I Progress 

I 

Generating Facilities: 
Palo Verde Nuclear Generating Station Units 1 and 3 
Palo Verde Nuclear Generating Station Unit 2 (see Note 10) 
Four Corners Steam Generating Station Units 4 and 5 
Navajo Steam Generating Station Units 1, 2, and 3 
Cholla Steam Generating Station Common Facilities (a) 

Transmission Facilities: 
ANPP 500 KV System 
Navajo Southern System 
Palo Verde - Yuma 500 KV System 
Four Corners Switchyards 
Phoenix - Mead System 

29.1% $ 1,829,633 $ 751,567 f 7,220 
17.0% 572,574 240,696 17,145 
15.0% 139,209 71,333 364 
14.0% 230,536 94,332 4,555 
62.8%(b) 68,643 38,068 1,679 

35.8%(b) 68,133 21,446 7 
31.4%(b) 27,364 17,550 42 
23.9%(b) 11,728 4,388 36 

1,855 - 27.5%(b) 3,071 
1,768 - 17.l%(b) 36,434 

(a) PacifiCorp owns Cholla Unit 4 and APS operates the unit for them, The (b)Weighted average of interests. 
common facilities at the Cholla Plant are jointly-owned. 

12. COMMITMENTS AND CONTINGENCIES 

Litigation 

We are party to  various claims, legal actions, and complaints 
arising in the ordinary course of business. In our opinion, the 
ultimate resolution of these matters will not have a material 
adverse effect on our financial statements. 

Palo Verde Nuclear Generating Station 

Under the Nuclear Waste Policy Act, DOE was to develop the 
facilities necessary for the storage and disposal of spent fuel 
and to have the first such facility in operation by 1998. That 
facility was to be a permanent repository, but DOE has 
announced that such a repository now cannot be completed 
before 2010. In response to lawsuits filed over DOE'S obliga- 
tion to accept used nuclear fuel, the United States Court of 
Appeals for the D.C. Circuit has ruled that DOE had an obliga- 
tion to begin accepting used nuclear fuel in 1998. However, 
the Court refused to issue an order compelling DOE to begin 
moving used fuel. Instead, the Court ruled that any damages 
to utilities should be sought under the standard contract 
signed between DOE and utilities, including APS. The United 
States Supreme Court has refused to grant review of the D.C. 
Circuit's decision. 

APS has capacity in existing fuel storage pools at Palo Verde 
which, with certain modifications, could accommodate all fuel 
expected to be discharged from normal operation of Palo Verde 
through about 2002, and believes it could augment that wet 
storage with new facilities for on-site dry storage of spent fuel 
for an indeterminate period of operation beyond 2002, subject 
to  obtaining any required governmental approvals. APS 
currently estimates that it will incur $113 million (in 1999 
dollars) over the life of Palo Verde for its share of the costs 
related to the on-site interim storage of spent nuclear fuel. As 
of December 31, 1999, APS had recorded a liability and a regu- 
latory asset of $37 million for on-site interim nuclear fuel stor- 
age costs related to nuclear fuel burned to date. APS currently 
believes that spent fuel storage or disposal methods will be 
available for use by Palo Verde to allow its continued operation 
beyond 2002. 

The Palo Verde participants have insurance for public liability 
resulting from nuclear energy hazards to the full limit of liability 
under federal law. This potential liability is covered by primary 



liability insurance provided by commercial insurance carriers 
in the amount of $200 million and the balance by an industry- 
wide retrospective assessment program. If losses at any 
nuclear power plant covered by the programs exceed the accu- 
mulated funds, APS could be assessed retrospective premium 
adjustments. The maximum assessment per reactor under the 
program for each nuclear incident is approximately $88 million, 
subject to  an annual limit of $10 million per incident. Based 
upon the 29.1% interest in the three Palo Verde units, APS' 
maximum potential assessment per incident for all three units 
is approximately $77 million, with an annual payment limita- 
tion of approximately $9 million. 

The Palo Verde participants maintain "all risk" (including 
nuclear hazards) insurance for property damage to, and decon- 
tamination of, property at Palo Verde in the aggregate amount 
o f  $2.75 billion, a substantial portion of which must first be 
applied to stabilization and decontamination. APS has also 
secured insurance against portions of any increased cost of gen- 
eration or purchased power and business interruption resulting 
from a sudden and unforeseen outage of any of the three units. 
The insurance coverage discussed in this and the previous para- 
graph is subject to certain policy conditions and exclusions. 

Fuel and Purchased Power Commitments 

APS is a party to  various fuel and purchased power contracts 
with terms expiring from 2000 through 2020 that include 
required purchase provisions. APS estimates its 2000 contract 
requirements to be about $177 million. However, this amount 
may vary significantly pursuant to certain provisions in such 
contracts that permit APS to decrease its required purchases 
under certain circumstances. 

APS must reimburse certain coal providers for amounts 
incurred for coal mine reclamation. APS estimates its share 
of the total obligation to be about $103 million. The portion 
of the coal mine reclamation obligation related to coal already 
burned is about $57 million at December 31, 1999 and is 
included in "Deferred Credits-Other'' in the Balance Sheet. 
A regulatory asset has been established for amounts not yet 
recovered from ratepayers. In accordance with the 1999 
Settlement Agreement with the ACC, APS is continuing to 
accelerate the amortization of the regulatory asset for coal 
mine reclamation over an eight-year period that will end June 
30, 2004. Amortization is included in depreciation and arnorti- 
zation expense on the Statements of Income. The balance of 
the regulatory asset at December 31,1999 was about $41 million. 

Construction Program 

Consolidated capital expenditures in 2000 are estimated at 
$591 million. 

Generation Expansion 

We are currently planning, through Pinnacle West Energy, a 
650-megawatt expansion of our West Phoenix Power Plant, and 
the construction of a natural gas-fired electric generating station 
of up to 2,120 megawatts near Palo Verde, called Redhawk. 
Pinnacle West Energy's capital expenditures in 1999 were $21 
million. Projected capital expenditures for these projects are $152 
million in 2000; $240 million in 2001; and $245 million in 2002. 
We are also considering additional expansion over the next several 
years, which may result in additional expenditures. Pinnacle West 
Energy's capital expenditures will be funded with debt proceeds, 
and internally generated cash and debt proceeds from the parent 
company. Assuming all approvals are granted, we expect to 
begin construction at West Phoenix in the second quarter of 2000. 

Pinnacle West Energy has signed a joint development agree- 
ment with Reliant Energy Power Generation, Inc. (Reliant) 
covering construction and operation of three new merchant 
plants. Pinnacle West Energy plans to contribute the first two 
units (1,060 megawatts) of the Redhawk project to the joint 
agreement. Construction is expected to start in the third 
quarter of 2000, with commercial operation scheduled in the 
summer of 2002. Reliant plans to contribute two new natural 
gas-fired projects (1,500 megawatts) in Nevada to the venture. 

APS recorded $1 1 million for nuclear decommissioning expense 
in each of the years 1999, 1998, and 1997. APS estimates it will 
cost about $1.8 billion ($472 million in 1999 dollars) to decom- 
mission its 29.1% share of the three Palo Verde units. The 
decommissioning costs are expected to be incurred over a 14-year 
period beginning in 2024. APS charges decommissioning costs to 
expense over each unit's operating license term and includes 
them in the accumulated depreciation balance until each unit is 
retired. Nuclear decommissioning costs are recovered in rates. 

APS' current estimates are based on a 1998 site-specific study 
for Palo Verde that assumes the prompt removalldismantlement 
method of decommissioning. An independent consultant prepared 
this study. APS is required to update the study every three years. 

To fund the costs APS expects to incur to decommission the plant, 
APS established external decommissioning trusts in accordance 
with Nuclear Regulatory Commission (NRC) regulations. The trust 
accounts are reported in "Investments and Other Assets" on the 
Consolidated Balance Sheets at their market value of $176 million 
at December 31,1999 and $146 million at December 31,1998. 

- 

13. NUCLEAR DECOMMISSIONING COSTS 



APS invests the m s t  funds primarily in fixed income securities 
and domestic stock and classifies them as available for sale. 
Realized and unrealized gains and losses are reflected in 
accumulated depreciation. 

See Note 2 for a proposed accounting standard on accounting for 
certain liabilities related to closure or removal of long-lived assets. 

14. SELECTED QUARTERLY FINANCIAL DATA (UNAUDITED) 

Consolidated quarterly financial information for 1999 and 1998 is as follows: 

I i Quarter Ended March  31 J u n e  3 0  September  3 0  

(dollars in  thousands. except per  share amount>) I999 
I I 1 I 

I 
I 

December 31  1 

March 31 ~ June 3 0  September  3 0  December  31  

~ Quarter Ended 
Operating revenues 

Electric 
. Real estate 
Operating income (a) 
Income from continuing operations 
Income tax benefit from discontinued operations 
Extraordinary charge - net of income tax 

Net income 

Earnings (loss) per average common share outstanding 
Continuing operations - basic 
Discontinued operations - basic 
Extraordinary charge - basic 
Net Income - basic 
Continuing operations - diluted 
Discontinued operations - diluted 
Extraordinary charge - diluted 
Net Income - diluted 

Dividends declared per share (b) 

S 413,983 S 511,434 S 867,630 $ 500,137 
24,533 32,697 26,640 46,299 

$ 91,599 S 148,968 $ 240.294 S 97,916 
$ 30,690 S 68,702 S 125,579 S 44,801 

- - 38,000 - 
- - 1139.8851 - 

$ 30,690 S 68,702 S 23,694 $ 44,801 

S 0.36 S 0.81 S 1.48 S 0.53 
- - 0.45 - 
- - (1.65) - 

$ 0.36 S 0.81 $ 0.28 $ 0.53 

S 0.36 S 0.81 S 1.48 $ 0.53 
- - 0.45 - 
- - (1.65) - 

S 0.36 S 0.81 S 0.28 $ 0.53 

S 0.325 S 0.65 S - s  0.35 

Operating revenues 
Electric 
Real estate 

Operating income (a) 
Net income 

Earnings per average common share outstanding 
Net income - basic 
Net income - diluted 

Dividends declared per share (b) 

S 380,423 S 441,715 $ 740,734 S 443,526 
34,161 28,916 18,276 42,835 

$ 90,837 $ 122,605 $ 251,838 S 101,848 
S 31,086 $ 48,997 $ 127,281 $ 35,528 

s 0.37 S 0.58 $ 1.50 S 0.42 
s 0.36 S 0.57 $ 1.49 S 0.42 
$ 0.30 S 0.60 S - S 0.325 

(a) APS' utility business is seasonal in nature, with the peak sales 
periods generally occurring during the summer months. Comparisons 
among quarters of a year may not represent overall trends and 
changes in operations. 

(b) Dividends for the quarters ending September 30, 1999 and 
September 30, 1998 were declared in June. 



15. FAIR VALUE OF FINANCIAL INSTRUMENTS 

We believe that the carrying amounts of our cash equivalents and 
commercial paper are reasonable estimates of their fair values at 
December 31, 1999 and 1998 due to their short maturities. 

We hold investments in debt and equity securities for purposes 
other than trading. The December 31, 1999 and 1998 fair values 
of such investments, which we determine by using quoted 
market values or by discounting cash flows at rates equal to 
our cost of capital, approximate their carrying amount. 

The carrying value of our long-term debt (excluding a capitalized 
lease obligation) was $2.31 billion on December 31, 1999, with 
an estimated fair value of $2.29 billion. On December 31, 
1998, the carrying value of our long-term debt (excluding a 
capitalized lease obligation) was $2.21 billion, with an esti- 
mated fair value of $2.27 billion. The fair value estimates are 
based on quoted market prices of the same or similar issues. 

16. EARNINGS PER SHARE 

In 1997 we adopted SFAS No. 128, ”Earnings Per Share.“ 
This statement requires the presentation of both basic and 

diluted earnings per share on the financial statements. The 
following table presents earnings per average common share 
outstanding (EPS): 

I 1 I 

i 
~ 

Basic EPS: 
Continuing operations 
Discontinued operations 
Extraordinary charge 

Net income 

Diluted EPS: 
Continuing operations 
Discontinued operations 
Extraordinary charge 

Net income 

Dilutive stock options increased average common shares out- 
standing by 291,392 shares in 1999, 571,728 shares in 1998, 
and 519,800 shares in 1997. Total average common shares 
outstanding for the purposes of calculating diluted earnings 
per share were 85,008,527 shares in 1999, 85,345,946 shares 
in 1998, and 86,022,709 shares in 1997. 

$ 3.18 $ 2.87 S 2.76 
- - 0.45 

(1.65) - - 
$ 1.98 $ 2.87 S 2.76 

$ 3.17 f 2.85 $ 2.74 
- - 0.45 

(1.65) - - 
s 1.97 $ 2.85 $ 2.74 

Options to purchase 506,734 shares of common stock were 
outstanding during the last quarter of 1999 but were not 
included in the computation of diluted EPS because the 
options’ exercise price was greater than the average market 
price of the common shares. 

17 STOCK-BASE0 COMPENSATION 

Pinnacle West offers two stock incentive plans for our and our 
subsidiaries‘ officers and key employees. 

The most recent plan provides for the granting of new options 
(which may be non-qualified stock options or incentive stock 
options) of up to  3.5 million shares at a price per option 
not less than the fair market value on the date the option is 
granted. The plan also provides for the granting of any 
combination of shares of restricted stock, stock appreciation 
rights or dividend equivalents. 

_ _  _ _  
-- 

The awards outstanding under the incentive plans at December 
31, 1999 approximate 1,441,124 non-qualified stock options, 
159,837 restricted stock, and no incentive stock options, stock 
appreciation rights or dividend equivalents. 

The FASB issued SfAS No. 123, “Accounting for Stock-Based 
Compensation” which was effective beginning in 1996. The 
statement encourages, but does not require, that a company 
record compensation expense based on the fair value method. 
We continue to recognize expense based on Accounting 
Principles Board Opinion No. 25, “Accounting for Stock Issued 
to Employees.” 
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I f  we had recorded compensation expense based on the fair 
value method, our net income would have been reduced to the 
following pro forma amounts: 

(thousands of dollars) 

Net income 
As reported 
Pro forma (fair value method) 

As reported 
Pro forma (fair value method) 

Net income per share - basic 

We did not consider compensation costs for stock options granted 
before January 1, 1995. Therefore, future reported net income 
may not be representative of this compensation cost calculation. 
In order to present the pro forma information above, we 
calculated the fair value of each fixed stock option in the 

S 167,887 S 242,892 $ 235,856 

S 166,913 S 242,177 $ 235,446 

s 1.98 S 2.87 $ 2.76 
$ 1.97 S 2.86 $ 2.75 

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: 

Risk-free interest rate 
Dividend yield 
Volatility 
Expected life (months) 

The following table is a summary of the status of our stock 
option plans as of December 31,1999,1998, and 1997 and 
changes during the years ending on those dates: 

I 
I 1999 Weighted 

Shares Exercise Price 
'999 Average 

Outstanding at beginning of year 1,563,512 S 27.95 
Granted 458,450 35.95 
Exercised (516,838) 18.19 
Forfeited (64,000) 40.36 

i 

Outstanding at end of year 1,441.124 33.45 

Options exercisable at year-end 835,381 29.69 

Weighted average fair value of 
options granted during the year 7.05 

I 
I999 1 1998 1 1997 I 

I 

5.68% 4.54% 5.66% 
3.33% 3.03% 4.50% 

20.50% 18.80% 15.63% 
60 60 60 

1,554,631 S 24.38 1,739,576 S 21.51 
244,200 46.78 260,450 39.56 

(217,317) 23.09 (409,975) 21.60 
(18,002) 33.42 (35,420) 27.10 

1,563,512 27.95 1,554,631 24.38 

1,106,165 22.04 1,075,014 19.52 

8.15 5.83 

__ - 
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option plans at December 31, 1999: 

i E X C r C l P e  

~ Prices  Per Share 

$10.06 
11.25 
15.75 
16.25 
17.68 
18.13 
19.00 
19.56 
22.13 
23.25 
27.44 
31.44 
34.66 
36.56 
39.75 
41 .OO 
46.78 

$10.06 - $46.78 

18. BUSINESS SEGMENTS 

Historically, we reported our operations as a single, integrated 
business segment. The basis of our reporting in previous years 
was due to  APS’ regulated operating environment. The ACC 
authorized a combined rate for supplying and delivering elec- 
tricity to  customers which was cost-based and was designed 
to  recover APS’ operating expenses and investment in electric 
utility assets and to provide a return on the investment. 

As a result of the 1999 Settlement Agreement, our generation 
operations are now deregulated for accounting purposes. For 
the purposes of complying with SFAS No. 131, “Disclosures 
about Segments of an Enterprise and Related Information“ 
(SFAS No. 131), we are required to disclose information about 
its business segments separately. Accordingly, APS has sepa- 
rated identifiable expenses between the two segments and 
has allocated revenues and other expenses using a study that 
identifies the portion of its base rates related to generation 
and delivery. APS then used that information to develop the 
financial information of the business segments for each of the 

Outstanding 

7,000 
15,500 
17,500 

3,500 
10,775 
28,000 
82,370 
32,000 
71,584 
28,000 

126,837 
157,874 
348,450 

5,000 
213,534 

70,000 
223,200 

1,441,124 

~ Weighted Avcragc 1 I 

1.50 
0.90 
1.90 
0.50 
2.10 
2.50 
4.90 
2.90 
4.00 
3.50 
5.90 
6.90 
9.90 
9.80 
8.00 
9.10 
8.90 

7,000 
15,500 
17,500 

3,500 
10.775 
28,000 
82,370 
32,000 
71,584 
28,000 

126,837 
157.874 

9,679 
417 

142,356 
21,389 
80,600 

835,381 

three years ended December 31, 1999 (or as of December 31, 
1999 and 1998, with respect to assets). None of our revenues 
from external customers are attributed to, and none of our 
long-lived assets are located in, any foreign country. 

Beginning in 1999, we have two principal business segments 
(determined by products, services, and regulatory environment) 
which consist of the generation of electricity (generation 
business segment), and the transmission and distribution of 
electricity (delivery business segment). The “Other” amounts 
include activity relating to  other subsidiaries including SunCor, 
El Dorado, and APS Energy Services. Intercompany eliminations 
primarily relate to intercompany sales of electricity. Financial 
data for business segments is provided as follows: 
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BUSINESS SEGMENTS FOR YEAR ENDED DECEMBER 31.1999 ( In  thousands) 
I I , 

I 
Eliminations 1 Toial , 

I I 
Generation i 

Operating revenues S 853,755 $ 2,292,798 S 130,555 S (853,755) S 2,423,353 

Operating expense 522,925 1,672,169 106,876 (853,755) 1,448,215 

Operating margin 330,830 620,629 23,679 - 975,138 

Depreciation and amortization 121,683 260,374 3,511 - 385,568 

Interest and preferred stock dividend requirements 40,753 101,855 9,125 - 151,733 

Pretax margin 168,394 258,400 11,043 - 437,837 

income taxes 47,976 111,512 8.577 - 168,065 

Income tax benefit from discontinued 
operations - PNW - - 38,000 - 38,000 

Extraordinary charge - net of income 
tax of $94,115 - (139,885) - - (139,885) 

Earnings for common stock S 120,418 S 7,003 $ 40,466 $ - $ 167,887 

S 2,342,291 S 3,795,846 S 470.369 S - S 6,608,506 

Capital expenditures $ 110,798 S 241,469 S 126,581 $ - f 478,848 
Total assets 

BUStNESS SEGMENTS FOR YEAR ENDED DECEMBER 31,1998 (rn thousands) 

I 1 Elrminations ~ Total ! Generation De I ~ v e  ry Other 
~ I 1 

Operating revenues 
Operating expense 

Operating margin 
Depreciation and amortization 
interest and preferred stock dividend requirements 

income taxes 
Earnings for common stock 

Total assets 
Capital expenditures 

Pretax margin 

S 858,340 S 2,006,398 S 124,188 S (858,340) S 2,130,586 
522,696 1,414,753 104,061 (858,340) 1,183,170 
335,644 591,645 20,127 - 947,416 

135,406 241,168 3,105 - 379,679 
37,045 108,670 14,537 - 160,252 

163,193 241,807 2,485 - 407,485 
49,969 109,487 5,137 - 164,593 

S 113,224 S 132,320 S (2,652) S - S 242,892 

S 2,399,560 S 3,993,740 S 431,246 S - S 6,824.546 
S 85,767 S 241,638 S 73,133 $ - S 400,538 

BUSINESS SEGMENTS FOR YEAR ENDED DECEMBER 31,1997 ( In  thousands) 

I 
Generation D e l l W y  Ocher Elrmrnntioni Total I I 

Operating revenues 
Operating expense 

Operating margin 
Depreciation and amortization 
Interest and preferred stock dividend requirements 

income taxes 
Earnings for common stock 
Capital expenditures 

Pretax margin 

$ 803,647 $ 1,878,553 S 116,473 S (803,647) S 1,995,026 
471,992 1,297,802 98,519 (803,647) 1,064,666 
331,655 580,751 17,954 - 930,360 
131,684 233,987 2,614 - 368,285 
50,311 104,410 21,217 - 175,938 

149,660 242,354 (5,877) - 386,137 
44,898 108,426 (3,043) - 150,281 

S 104,762 S 133,928 S (2,834) S - S 235,856 
S 84,960 S 217,047 S 67,248 $ - S 369,255 
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FINANCIAL REVIEW 

In this secuon we explam the results of operations. general 
financial condiuon and outlook for Pinnacle West and our 
subsidiaries h z o n a  Public Service Cornpan). (APS) Pin- 
nacle West Energy Corporation (Pinnacle West Energy). 
APS Energy Semces Company, Inc (APS Energq Semces). 
SunCor Development Companj (SunCor) and E1 Dorado 
Investment Companq (El Dorado) including . the changes in our earnings from 1999 to 2000 and from 

. the effects of regulatory agreements on our results and 

. our capital needs and resources . major factors that affect our financial outlook. and . our management of market rlsks 

OifERVII W Ot OUR BUSINESS 
Pinnacle West owns all of the outstanding commor stock of 
APS APS is Arizonas largest electric utihty and provides 
retail and wholesale electric service to the entxe state w t h  
the exception of Tucson and about one-half of the Phoenlx 
area APs also generates and. directly or through our power 
marketing division. sells and delivers electncity to wholesale 
customers in the western United States 

Our other major subsidianes are . Pinnacle West Energy through which we intend to con- 
duct our unregulated generauon operations. . us Energy &races. which sells energv and energy-related 
products and services in competitive retail markets in the 
western United States. . SunCor whlch is a developer of residential. commercial. 
and mdustrd real estate projects in h m n a  New Mexico 
and Utah and . El Dorado, which is primarily a venture capital and 
investment firm 

1998 to I999 

outlook, 

OUR BUSINESS STRATEGIES 
strategies are linked to the strong growth char- 
Arizona and the western regional market w e  

red to the West and are pursuing the following 
primary strategies . Continuing focus on  customer value prowded bv APS 

our regulated "energy delivery company 
Expanding our interests in competitively efficient genera- 
tion assets in the West through Pinnacle West Energy by 
developing new plants. increasing our ownership share of 
plants that we already operate and parually own and 
buying plants from other utilities. . Aggressively managing costs with an emphasis on the 
reductlon of varnble costs per generatmg unit (fuel. opera- 
tlons. and mmtenance expenses) and on i n c d  produc- 
tlww through technological effiaenaes and 

. Managing energy activities, including: . continuing expansion of wholesale operations: 
managing commodity price risk: and 
providing sufficient capacity, energy. and ancillary 
services to reliability meet obligations to our regulated 
service customers. 

BUSINESS SEGMENTS 
As we discuss below in greater detail, APS' 1999 Settlement 
Agreement with the Arizona Corporation Commission 
(ACC) authorizes APS to transfer its competitive generation 
assets and services t o  one or more corporate affiliates 
no  later than December 31, 2002. w e  have internally 
organized our operations into the following two principal 
busines segments. determined by products, services. and 
regulatory environment: 

8 The electricity delivery business segment. which consists 
of the transmission and distribution of electricity and 
wholesale activities: and 
The generation business segment, which consists of our 
generation activities. 

See 'Business Segments" in Note 18 for more information 
about our business segments. In general. we have structured 
our discussion below based on existing legal entities rather 
than the operating segments defined by the new organiza- 
tional structure because we continue to analyze these matters 
internally by legal entity. The 'Results of Operations." for 
example, primarily reflect the results of APS' operations 
because APS currently owns substantially all of our assets 
and produces substantially all of our profits. 

Throughout this Financial Review, we refer to specific 'Notes" 
in the Notes to Consolidated Financial Statements that begin 
on page 35. These Notes add further details to the discussion. 

RESULTS OF OPERATIONS 
The following is a summary of net income for 2000, 1999. 
and 1998: 

(dollars in millions) 2000 1999 1998 

I 

APS $ 307 $ 267 $ 246 
Pinnacle West Energy 
APS Energy Services 
SunCor 11 6 45 

11 5 
(5) (53) 

El Dorado 
Parent Company 
Income from Continuing 1 302 2 1 1  243 0 p erations 
lncome Tax Benefit from 

Discontinued Operations 
Extraordinary Charge - 

- - 

Net of Income Taxes of $94 I - (140) - 
Net Income I $  302 $ 168 $ 243 
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2000 cornpad wirh 1999 
Our 2000 consolidated net income was $302 million com- 
pared with $168 million in 1999. Our  2000 net income 
increased $134 million over 1999 primarily because of a 
$140 million after-tax extraordinary charge that we recorded 
in 1999. This charge reflected a regulatory disallowance 
resulting from an ACC-approved Settlement Agreement 
related to the implementation of retail electric competition. 
The resulting increase in our 2000 net income was partially 
offset by a $38 million income tax benefit from discontinued 
operations that we also recorded in 1999. See 'Regulatory 
Agreements" below and Notes 1 and 3 for additional 
information about the 1999 Settlement Agreement and 
the resulting regulatory disallowance. See kote  4 for addi- 
tional information about the income tax benefit from 
discontinued operations. 

Income from continuing operations increased $32 million. 
or 12%. over 1999 primarily because of increases in whole- 
sale and retail electric sales and in real estate profits. These 
positive factors more than offset decreases resulting from the 
completion of investment tax credit (ITC) amortization in 
1999. reductions in retail electricity prices. lower earnings 
from E1 Dorado. and miscellaneous factors. See 'Regulatory 
Agreements" below and Note 3 for information on the price 
reductions. See "Regulatory Agreements" below and Note 4 
for additional information about ITC amortization. 

h 2000. electric operating revenues increased $1.2 billion 
primarily because of: 

increased wholesale revenues ($1.1 billion); 
increases in the number of retail electricity customers and 
the average amount of electricity used by customers ($97 
million): and 
weather impacts ($33 million). 

h mentioned above, these positive factors were partially 
offset by the effects of reductions in retail electricity prices 
($28 million) 

The increae in wholesale revenues resulted primarily from 
higher prices and increased activity in western united States 
wholesale power markets.These revenues were accompanied by 
increases in purchased power and fuel expense of $1 .o billion. 

Fuel and purchased power expenses were also higher because 
of higher retail sales volumes and increased prices 

The increase in real estate profits resulted from increases in 
sales of land and homes by Suncor. 

The increase in operations and maintenance expenses, which 
primarily related to customer growth. was substantially off- 
set by $20 million of non-recurring items recorded in 1999. 

Net other income and expense decreased $1 1 million pn- 
marily because of a decrease in the market value of Ef 
Dorado's investment in a technology-related venture capital 
partnership. See Note 1 for additional information about the 
valuation of E1 Dorados investments. 

1999 compared with 1998 
Our  1999 consolidated net income was $168 million com- 
pared with $243 million in 1998. Our 1999 net income 
decreased $75 million from 1998 primarily because of a 
$1 40 million after-tax extraordinary charge that we recorded 
in 1999. This charge reflected a regulatory disallowance 
resulting from an ACC-approved Settlement Agreement 
related to the implementation of retail electric conipeution. 
The resulting decrease in our 1999 net income was pattially 
offset by a $38 million income tax benefit from discontinued 
operations that we also recorded in 1'999. See "Regulatory 
Agreements" below and Notes 1 and 3 for additiond 
information about the 1999 Settlement Agreement and 
the resulting regulatory disallowance. see Note 4 for addi- 
tional information about the income tax benefit from 
discontinued operations. 

h o m e  from continuing operations increased $27 million. 
or 11%. over 1998 primarily because of increases in retail 
electricity revenues and lower financing costs. These positiw 
factors more than offset the effects of retail electricity price 
reductions and higher utility operations and maintenance 
expense, See "Regulatory Agreements" below and Note 3 for 
additional information about the price reductions. 

In 1999. electric operating revenues increased $287 million 
primarily because of: 

increased wholesale revenues ($2 19 million); 
increases in retail electricity customers and the average 
amount of electricity used by customers ($81 million); 
and 
miscellaneous factors ($9 million) 

h mentioned above. these positive factors were partially off- 
set by the effects of reductions in retail prices ($22 million) 

The increase in wholesale revenues resulted from higher 
prices and increased activity in western United States whole 
sale markets. The revenues were accompanied by an increase 
in purchased power expenses. Although these activities con- 
tributed positively to earnings in both periods. the contribv 
tion in 1999 was lower than in 1998. 

Operations and maintenance expenses increased $27 million 
primarily because of $20 million of non-recurring items 
recorded in 1999. including a provision for certain environ- 
mental costs. Other increases primarily related to customer 
growth were partially offset by lower employee benefit costs. 

Net other income and expense increased $10 million primar- 
ily because of an increase in the market value of El b rado ' s  
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investment in a technology-related venture capital partner- 
ship. See Note 1 for additional information about the 
valuation of El brado's investments. 

Regulator, Agrtwnents 
Regulatory agreements approved by the ACC affect the 
results of APS' operations. The following discussion focuses 
on three agreements approved by the ACC. each of which 
included retail electricity price reductions: 

The 1999 Settlement Agreement to implement retail 
electric competition: 
A 1996 agreement that accelerated the amortization of 
APS' regulatory assets; and 

~ A 1994 settlement that accelerated the amortization of 
APS' deferred ITcs. 

I999 Settlrnjent Agreement 
As pan of the 1999 Settlement Agreement, APS agreed to 
reduce retail electricity prices for standard, full offer service 
customers with loads less than three megawatts in a series of 
annual decreases of 1.5% on July 1. 1999 through July 1. 
2003, for a total of 7.5%. The first reduction of approxi- 
mately $24 million ($14 million after income taxes) included 
the July 1, 1999 retail price decrease required by the 1996 
regulatory agreement (see below). For customers having loads 
three megawatts or pa te r .  standard offer rates will be reduced 
in annual increments that total 5% in the years 1999 
through 2002. 

The 1999 Settlement Agreement ais0 removed. as a regulatory 
disallowance, $234 million before income taxes ($183 million 
net present value) from ongoing regulatory cash flow. APS 
recorded this regulatory disallowance as a net reduction of 
regulatory awts  and reported it as a $140 million after-tax 
extraordinary charge on the 1999 income statement. 

Under the 1996 Regulatory Agreement, APS was recovering 
substantially all of its regulatory assets through accelerated 
amortization over an eight-year period that would have 
ended June 30. 2004. For more details. see Note 1. The reg 
ulatory assets to be recovered under the 1999 Settlement 
Agreement are now being amortized as follows: 

(dollars in millions) 

1/1-6130 
1999 2000 2001 2002 2003 2004 Taral 

~~ ~ 

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

See Note 3 and 'Business Outlook - Electric Competition 
(Retail)' below for additional information regarding the 
1999 Settlement Agreement 

1996 Regularoly Agmment 

part of the 1996 regulatory agreement APs reduced its 
retad electricity prices by 3 4% effective July 1 1996 Thls 
reducuon decreased annual revenue by about $49 mlllion 
annually ($29 mllhon after income taxes) APs also agreed to 

s k  future cost savings with its customers during the term of 
this agreement. which resulted in the following additional 
retail price reductions: 

$18 million annually ($1 1 million after income taxes). or 
1.2%. effective July 1. 1997: 
$17 million annually ($10 million after income taxes), or 
1.1%. effective July 1 .  1998; and 
$11 million annually ($7 million after income taxes), or 
0.7%. effective July 1,  1999 (as noted above, this reduc- 
tion was included in the July 1, 1999 price reduction 
under the 1999 Settlement Agreement). 

1994 Rate Setriemenr 
As part of a 1994 rate settlement, Ms accelerated amortiza- 
tion of substantially all of its ITCs mer a five-year period 
that ended on December 31. 1999. The amortization of 
ITCs decreased annual consolidated income tax expense by 
about $24 million. Beginning in 2000, no further benefits 
were reflected in income tax expense related to the accelera- 
tion of the ITCs (see Note 4). 

CAPITAL NEEDS A N D  RESOURCES 
Gpital Erpenditum Requimments 
The following table summarizes the actual capital expendi- 
tures for the period ended December 3 1, 2000 and estimated 
capital expenditures for the next three years: 

lacr"all (crtlmarcdl 

~-~ ~ 

APS I 
Delivery I $  285 $ 337 $ 293 16 294 
Exisung Generation(a) 1 187 118 108 - 

~ 472 455 401 294 

Pinnacle West Energy(b) ~ 

Generation Expansion 193 659 129 132 
Exisung Generation (a) - - - 122 

! 193 659 129 254 

SunCor (c)  50 75 23 14 

Other (d) - 21 9 9 

Total I $  715 $1,210 $ 562 $ 571 

1 

, 

(a) Pursuant to the 1999 Settlement Agreement. APS is 
required to move its generating assets and competitive 
services no later than December 31, 2002. 

(b) Does not include the Southern California Edison (SCE) 
purchase agreements. See Note 12 and 'Capital Resources 
and Cash Requirements - Pinnacle West Energy" below. 

(c) Consists primarily of capital expenditures for land devel- 
opment and retail and office building construction. 

(d) Primarily APS Energy Services. 
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Capital Rcsourrcr and Cash Rrquirrmenfi 
Pinnacle West (Parent Conipany) 
During the past three years, our primary cash needs were for: . dividends to our shareholders; 

equity infusions into our subsidiaries, including $200 
million invested in APS from 1996 through 1999 as part 
of the 1996 regulatory agreement (see Note 3) and $193 
million invested in Pinnacle West Energy for 2000 capital 
expenditures; . interest payments; and 
optional and mandatory repayment of prinapal on our 
long-term debt. 

Over the next three years, we anticipate that our cash needs 
will fall into these same categories. although we expect our 
equity infusions into Pinnacle West Energy to continue as it 
invests in additional generating facilities (see below) until it 
begins to finance its own construction needs. 

Our primary sources of cash are dividends from our sub- 
sidiaries and external financing. For the years 1998 through 
2000, total dividends from subsidiaries were $596 million 
which included $510 million from @s. $50 million from 
SunCor. and $36 million from E1 Dorado. 

Our long-term debt at December 31, 2000 was $238 million 
compared to $106 million at December 3 1 .  1999. w e  have a 
$250 million line of credit, under which we had $188 million 
of borrowings outstanding at December 31, 2oclo. our debt 
repayment requirements for the next three years are approxi- 
mately: $213 million in 2001, zero in 2002. and $25 million 
in 2003. 

APS 
APS' capital requirements consist primarily of capital 
expenditures and optional and mandatory redemptions of 
long-term debt. @s pays for its capital requirements 
with cash from operations and, to the extent necessary, 
external financing. 

During the period from 1998 through 2000, APS paid for 
substantially all of its capital expenditures with cash from 
operations. u s  expects to do so in 2001 through 2003. 
as well. 

See the table above for actual capital expenditures in 2000 and 
projected capital expenditures for the nen  three years. In gen- 
eral. mast of APs' projected capital expenditures are for: 

expanding transmission and distribution capabilities to 

. upgrading existing utility property: and 
environmental purposes. 

During 2000. APS redeemed approximately $357 million of 
long-term debt, including premium. with cash from opera- 
tions and from the issuance of long- and short-term debt. 
APS' long-term debt redemption requirements for the next 
three years are approximately: $380 million in 2001; $125 

serve growing customer needs; 

million in 2002: and zero in 2003. @s made optiona! 
redemptions of about $13 million of long-term debt in 
February 2001, Based on market conditions and optional call 
provisions, APS may make optional redemptions of long- 
term debt from time to time. 

As of December 31. 2000. ,@s had credit commitments 
from various banks totaling about $250 million. which were 
available either to support the issuance of commercial paper 
or to be used as bank borrowings. At the end of 2000. APS 
had about $82 million of commercial paper and no long- 
term bank borrowings outstanding. 

APS' long-term debt was $2.1 billion at December 31 2000 
and 1999. 

Although provisions in APS' first mortgage bond indentur? 
and ACC financing orders establish maximum amounls of 
additional first mongage bonds that APs may issue. APS 
does not expect any of these provisions to limit its ability to 
meet its capital requirements. 

Pinnacle West Energy 
Pinnacle West Energy has announced plans to build up to 
2.800 megawatts (MW) of generating capacity from 2001- 
2006 at an estimated cost of about $1.3 billion. 

Site MW 

West Phoerux 4 120 
West Phwntx 5 530 
Redhawk 1 530 
Redhawk 2 530 
Redhawk 3 530 
Redhawk 4 530 

TOTAL 2.770 

As discussed in greater detail below. Pinnacle West Energy has 
also announced plans to purchase Nevada Power Companys 
(TVPC) Harry Allen Power Station and SCEi interest in the 
Palo Verde Nuclear Generating Station (Palo Verde). 

Pinnacle West Energy is also considering additional expan- 
sion. which may result in additional expenditures. 

Pinnacle West Energy expects to fund its capital require- 
ments through internally generated cash, debt issued 
directly by Pinnacle West Energy. and capital infusions 
from the parent companys internally generated cash and 
external financing. 

Pinnacle West Energy is currently planning a 650 MW 
expansion of the West Phoenix Power Plant and the con- 
struction of a natural gas-fired electric generating station of 
up to four, 530 MW units, near Palo Verde. called Redhawk. 
Construction on the 120 MW West Phoenix Unit 4 began 
in June 2000, with commercial operation of the unit expected 
in the summer of 2001. Pinnacle West Energy expects 
construction to begin on the 530 MW West Phoenix Unit 5 
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in the fall of 2001, with commercial operation beginning in 
mid-2003. Construction began on the fmt two units of 
Redhawk in December 2000, and commercial operation is 
currently scheduled for the summer of 2002. 

Pinnacle West Energy has entered into an agreement with 
NPC to purchase NPC's 72 MW gas-fired Harry Alien 
Power Station about 30 miles northeast of Las vegas. 
Nevada. for a net purchase price, after adjuments for pur- 
chased power commitments. of approximately $65.2 mil- 
lion. The purchase is subject to filing with andor approval 
of various regulatory agencies, including the Federal Energy 
Regulatory Commission (FERC) and the Nevada Public 
Utility Commission (NPUC). The filing with the NPUC 
was made in February 2001. NPC will have the right, but 
not the obligation, to purchase the output from the H q  
Allen plant at market rates, subject to a floor and a cap. h 
demand grows in the region during the next five years. 
Pinnacle West Energy expects to add a 480 MW gas-fired. 
combined cycle unit to the site. The Governor of Nevada 
recently requested that the NPUC reexamine NPC's divesti- 
ture of generation assets. The timing and result of any action 
by the NPUC is not yet known. 

On April 27. 2000, Pinnacle West Energy entered into two 
separate agreements with SCE to purchase SCEi 15.8% own- 
ership interest in Palo %de and its 48% ownership interest in 
the Four Comers Power Piant. Consistent with the agree 
ments. on January 5, 2001. Pinnacle West Energy informed 
SCE that it would not match a competing bid that SCE 
received for its Four Corners ownership interest. Therefore, 
Pinnacle West Energy will not purchase SCE's Four Corners 
interest under the April 2000 agreement unless the Palo 
Verde transaction closes. the competing Four Corners trans- 
action does not close, and Pinnacle West Energy acquires the 
Four Corners interest at the original $300 million purchase 
price as a standby purchaser. SCE did not receive any quali- 
fied competing bids for its Palo Verde ownership interest, 
which Pinnacle West Energy agreed to purchase for $250 
million. However, recently-enacted California legislation 
provides that 'no facility for the generation of electricity 
owned by a public utility may be disposed of prior to 
January 1. 2006." Unless this California law is amended, 
Pinnacle West Energy would not be able to acquire SCES 
Palo Verde ownership interest pursuant to the original April 
2000 agreement. 

Otlirr Subsidiaries 
During the past three years. Suncor and E1 Dorado each 
funded all of their cash requirements with cash from opera- 
tions and. in the case of Suncor. its own external financings. 
APS Energy Services funded its cash requirements with cash 
infusions from the parent company. 

Suncor's capital needs consist primarily of capital expendi- 
tures for land development and retail and office building 
construction. See the Capital Expenditures Table above for 
- 
~ 2 4  

actual capital expenditures in 2000 and projected capital 
expenditures for the next three years. SunCor expects to 
fund its capital requirements from internally generated cash 
and external financings. 

As of December 31,200(). %n&r had a $120 million line of 
credit, under which $110 d i o n  of bo- WE out- 
standing. Suncor's debt repayment obligations for the next 
three years are approximately: zero in 2001: $37 million in 
2002; and $74 million in 2003. 

El Dorado does not have any capital requirements over the 
next three years. El Dorado intends to focus on the realiza- 
tion of the value of its existing investments. E1 Dotado's 
future investments are expected to be llmited to opponuni- 
ties related to the energy sector. 

APS Energy SeMces' capital expenditures and other cash 
requirements will be funded from cash invested by the 
parent company. 

ACCOUhTING MATTERS 
w e  adopted a new standard on accounting for derivatives in 
2001. k a result. in January 2001 we recognized a $3 million 
after-tax loss in net income as a cumulative effect of a change 
in accounting principles and a $64 million after-tax gain 
reflected in equity (as a component of other comprehensive 
income). The gain resulted fTom unrealized gains on cash flow 
hedges. There are still several unresolved issues related to the 
application of certain provisions of this new standard as it 
relates to the electric utility industry, ?he ultimate resolution 
of these issues by the Financial Accounting Standards Board 
(FASB) could result in a material impact to our financial state- 
ments and increased volatility in future net income and com- 
prehensive income. See Note 2 for further information. Also. 
see Note 2 for a description of a proposed standard on 
accounting for certain liabilities related to dosure or removal 
of long-lived assets. 

We prepare our financial statements in accordance with 
Statement of Financial Accounting Standards (SFAS) No. 71. 
"Accounting for the Effects of Certain Types of Regulation." 
SFAS No. 71 requires a cost-based, rateregulated enterprise 
to reflect the impact of regulatory decisions in our financial 
statements. As a result of the 1999 Settlement Agreement (see 
'Regulatory Agreements" above and Note 3). we discontinued 
the application of SFAS No. 71 for our generation opera- 
tions. h a result. we tested the generation assets for impair- 
ment and determined that the generation assets wre  not 
impaired. Pursuant to the 1999 Settlement Agreement, we 
reported a regulatory disallowance ($140 million after 
income taxes) as an extraordinary charge on the 1999 income 
statement. See Note 1 for additional information on regula- 
tory accounting and Note 3 for additional information on 
the 1999 Settlement Agreement. 



P I N N A C L E  WEST C A P I T A L  C O R P O R A T I O N  A N N U A L  REPORT 200C 

BUSINESS OUTLOOK 
This section describes several major factors affecting our 
financial outlook. 

Conlpetiiim and indusrn Restructuring 
Electrir Competition (Wholesale) 
The National Energy Policy Act of 1992 (1992 Energy Act) 
and the FERC's subsequent rulemaking activities haw estab- 
lished the regulatory framework to open the wholesale 
electricity market to competition. The 1992 Energy Act 
amended provisions of the Public Utility Holding Company 
Act of 1935 and the Federal Power Act to remove certain 
barriers to a competitive wholesale market. The 1992 Energy 
Act permits utilities to participate in the development of 
independent electric generating plants for electricity sales to 
wholesale customers, and also permits the FERC to order 
transmission access for third parties to transmission facilities 
owned by another entity The 1992 Energy Act does not. 
however, permit the FERC to issue an order requiring trans- 
mission access to retail customers. Open-access transmission 
for wholesale customers as defined by the FERC's final rules 
provides energy suppliers. including us, with opportunities to 
sell and deliver electricity at market-based prices. 

Electric Cumpetition (Retail) 
On September 21, 1999, the ACC voted to approve the des 
that provide a framework for the inuuduction of retail electric 
competition in Arizona (the Ruies). Among other things, the 
Rules require most utilities, including APS. to transfer all 
competitive generation asets and services either to  an unaffil- 
iated party or to a separate corporate affiliate. The Rules 
require the transfer to take place by January 1. 2001, absent a 
waiver. APs received a waiver in the 1999 Settlement 
Agreement to allow the transfer of its competitive generation 
assets and services to affiliates no later than December 31. 
2002. Accordingly. we plan to complete the move of such 
assets and services from APs to the parent company or to 
Pinnacle West Energy by the end of 2002. as required. 

Although the Rules allow retail customers to have access to 
competitive providers of energy and energy services, APS is 
the "provider of last resort" for standard offer customers 
under rates that have been approved by the ACC. These rates 
are fixed until July 1,2004. The 1999 Settlement Agreement 
allows APS to seek adjustment of these rates in the event of 
emergency conditions or circumstances, such as the inability 
to secure financing on reasonable terms, or material changes 
in APS' cost of service for ACC-regulated services resulting 
from federal, tribal. state or local laws. regulatory require- 
ments, judicial decisions. actions or orders. Energy prices in 
the western wholesale market vary and. during the course of 
the last year, have been volatile. A t  various times prices in the 
spot wholesale market have significantly exceeded the 
amount included in APS' current retail rates APS expects 
these market conditions to continue in 2001. w e  believe w 
have adequately supplemented our current generation port- 
folio with power purchased through contracts and hedging 

techniques that limit exposure to the volatile spot wholesale 
power market. However, in the event of shortfalls due to 
unforeseen increases in load demand or generation outages. 
APs may need to purchase additional supplemental pon'er 
in the wholesale spot market. Unless APS is able to obtain an 
adjustment of its rates under the 19% Settlement Agree- 
ment, there can be no asurance that APS would be able to 
fully recover the costs of this power. 

As discussed in Note 3, the 1999 Settlement Agreement 
authorizes APS to transfer its competitive generation assets 
and services to one or more corporate affiliates no  later than 
December 31, 2002. APs intends to move its generation 
assets to Pinnacle West Energy within that timeframe. 
Following its receipt of these generation assets. Pinnacle 
West Energy expects to sell its power at wholesale to our 
power marketing division (Power Marketing). Power 
Marketing, in turn, is expected to sell power to APS and to 
non-affliated power purchasers. APs is expected to meet 
fifty percent of its energy needs under a power purchase 
agreement with Power Marketing. As required by the Rules. 
APS will acquire the remaining fifty percent of its energy 
needs through a competitive bid process in which Power 
Marketing may participate. We believe that these arrange- 
ments will allow us to manage APS' exposure to the whole 
sale power market during the period within which APS' rates 
are fixed, as discussed in the preceding paragraph. 

Under the 1999 Settlement Agreement, the Rules are to be 
interpreted and applied, to the greatest extent possible, in a 
manner consistent with the 1999 Settlement Agreement. If 
the two cannot 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. Several rural electric cooperatives and the 
Arizona Consumers Council. a private non-profit public 
interest group (represented by the Arizona Center for Law in 
the Public Interest. also a private non-profit public interest 
organization) have filed court challenges to the Rules. 
Although these actions do not directly challenge the divesti- 
ture provisions of the Rules. they do raise fundamental con- 
stitutional issues concerning the ability of the ACC to permit 
the forces of competition to determine retail electric prices. 

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 establish a fair value rate base for competi- 
tive 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. in Arizona. We do not 
believe the ruling affects the 1999 Settlement Agreement. 
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The 1999 Settlement Agreement was not at issue in the con- 
solidated cases before the judge. Further, the ACC made 
findings related to the fair value of ms' property in the 
order approving the 1999 Settlement Agreement. The ACC 
and other parties aligned with the ACC have appealed the d- 
ing to the Court of Appeals. as a result of which the ruling is 
automatically stayed pending further judicial review. 

On December 13, 1999, two parties filed lawsuits challeng 
ing the ACC's approval of the 1999 Settlement Agreement. 
Each party bringing the lawsuits appealed the ACC's order 
approving the APs 1999 Settlement Agreement directly to 
the Arizona Court of Appeals. as provided by Arizona law. 
In one of the appeals, on December 26. 2000. the Arizona 
Court of Appeals affirmed the ACC's approval of the 1999 
Setdement Agreement. A decision is still pending on the 
other appeal, which raises a number of different issues. 

Neither party challenging the 1999 Settlement Agreement 
has raised issues regarding the 1999 Settlement Agreement 
that could not be remedied by the ACC if the Arizona court 
of Appeals remands the 1999 Settlement Agreement to the 
ACC. However, it is impossible to predict with certainty 
exactly what the ACC would do in the event the order 
approving the 1999 Settlement Agreement were invalidated. 
either in whole or in part. Even aside from the pending liti- 
gation, the ACC retains continuing jurisdiction over all 
orders issued by it and can attempt to -rescind. alter or 
amend" such order under appropriate circumstances and 
upon notice and hearing. 

In May 1998, a law was enacted by the Arizona legislature to 
facilitate implementation of retail electric competition in the 
state. Additionally. legislation related to electric competition 
has been proposed in the United States Congress see Note 
3 for additional information about the Rules. the 1999 
Settlement Agreement, the ongoing litigation related to 
each, and for legislative developments. 

As a result of the foregoing matters, as well as energy market 
developments. particularly in California (see "California 
Energy Market Issues" below), electric utility restructuring 
is in a state of flux in the western United States and around 
the country. 

Generation Expansion 
See "Capital Needs and Resources - Capital Resources and 
Cash Requirements - Pinnacle West Energy" and Note 12 for 
information regarding our generation expansion plans. The 
planned additional generation is expected to increase rev 
enues. fuel expenses. operating expenses. and financing costs. 

California Energy Market Isrues 
SCE and PC&E C o p .  (PG&E) have publicly disclosed that 
their liquidity has been materially and adversely affected 
because of, among other things, their inability to pass on to 
ratepayers the prices each has paid for energy and ancillary 
services procured through the California Power Exchange 
(Px) and California Independent System Operator (Iso). 
w e  are closely monitoring developments in the California 
energy market and the potential impact of these developments 
on us and our subsidiaries. w e  have evaluated. among other 
things. SCEi role as a Palo Verde and Four Comers partici- 
pant: APS' nansactions with the Px and the Iso; contractu- 
al relationships with SCE and PG&E: APS Energv Services' 
retail aansactions involving SCE and PG&E; and power mar- 
keting exposures. Based upon the financial transactions to 
date. we do not believe the foregoing matters will haw a mate- 
rial adwne effect on our financial position or liquidity. w e  
cannot predict with certainty, however. the impact that any 
future resolution or attempted resolution. of the California 
energy market situation may have on us or our subsidiaries or 
the regional energy market in general. 

See 'Capital Resources and Cash Requirements - Pinnacle 
West Energy" above for a discussion of Pinnacle West Energy's 
agreement to purchase SCE's Palo Verde interest. 

Factors Affecting Operating Revenues 
Electric operating revenues are derived from sales of electric- 
ity in regulated retail markets in Arizona. and from compet- 
itive retail and wholesale bulk power markets in the westem 
United States. These revenues are expected to be affected by 
electricity sales volumes related to customer mix. customer 
growth and average usage per customer, as well as electricity 
prices and variations in weather from period to period. 

In ms' regulated retail market area, ms will provide elec- 
tricity services to standard-offer, full-service customers and to 
energy delivery customers who have chosen another provider 
for their electricity commodity needs (unbundled customers). 
Customer growth in APS' service territory averaged 3.8% a 
year for the three years 1998 through 2000; we czlrrently 
expect customer growth to average 3.5% to 4% a year for 
2001 through 2003. We currently estimate that retail ekctric- 
ity sales in kilowatt-hours will grow 3.5% to 4.5% a year in 
2001 through 2003. before the retail effects of weather varia- 
tions. The customer grawth and sales growth referred to in 
this paragraph apply to energy delivery customers. As indus- 
try restructuring evolves in the regulated market area. we can- 

not predict the number of APs' standard offer customers that 
will switch to unbundled service. 
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Wholesale activities will be affected by electricity prices and 
costs of available fuel and purchased power in the western 
United States. as well as competitive market conditions and 
regulatory and legislative changes in various state and feder- 
al jurisdictions. These factors have significantly affected our 
wholesale power activities and their resultant earnings con- 
tributions over the last several years. we cannot predict 
future contributions from wholesale activities. 

Competitive sales of energy and energy-related products and 
services are made by APS Energy Services in western states 
that have opened to competitive supply. Such activities are 
currently not material to our consolidated financial results. 

Other Factors Affecting Future Financial Results 
Fuel and purchased power costs are impacted by our electricity 
sales volumes, existing contracts for generation fuel and pur- 
chased power. our power plant performance, prevailing mar- 
ket prices. and our hedging program for managing such costs. 

Operations and maintenance expenses are expected to be 
affected by sales mix and volumes, inflation, and other facton. 

Depreciation and amortization expenses are expected to be 
affected by net additions to existing utility plant and other 
property, changes in regulatory asset amortization. and our 
generation expansion program. See Note 1 for the regulate 
ry asset amortization that is being recorded in 1999 through 
2004 pursuant to the 1999 Settlement Agreement. Also. see 
Note 1 regarding current depreciation rates. 

Taxes other than income taxes consist primarily of property 
taxes, which are affected by tax rates and the value of p r o p  
erty in service and under construction. w e  expect property 
taxes to increase primarily due to our generation expansion 
program and our additions to existing facilities. 

Interest expense is affected by the amount of debt outstand- 
ing and the interest rates on that debt. The primary factors 
affecting borrowing levels in the next several years are 
expected to be our generation expansion program and our 
internally generated cash flow. 

The annual earnings contribution from our real estate sub- 
sidiary, Suncor. is expected to remain modest over the next 
several years. Suncor's earnings were $5 million (excluding 
the effects of a $40 million deferred tax asset transfer) in 
1998, $6 million in 1999, and $11 million in 2000. 

El Dorado. our investment subsidiary. is affected by market 
conditions related to its investments. See Note 1 for a dis- 
cussion of recent events affecting El Dorado's financial 
results and its outlook. Historical results are not necessarily 
indicative of future performance for El Dorado. El Dorado's 

strategies focus on realization of the value of its existing inwsr- 
menu. h y  future investments are expected to be In the 
energy busin-. 

o u r  finanad results may be affected by a number of broad 
facton. See 'Forward-Looking Statements" below for further 
information on such factors, which may cause our actual furup 
results to differ from those we cumntly seek or anticipate. 

We cannot accurately predict the impact of fuu retail compe- 
tition on our finanaal position, cash flows, results of opera- 
tions, or liquidity. As competition in the electric industr?, 
continues to evolve, we will continue to evaluate strategies and 
alternatives that will position us to compete effectively in a 
restructured industry. 

MARKET RISKS 
Our operations indude managing market risks related to 

changes in interest rates, commodity prices. and investment, 
held by the nuclear decommissioning trust fund. 

Intvesr Rare and Equie Risk 
Our major financial market risk exposure LS changmg interest 
rates. Changing interest rates will affect interest paid on varlable- 
rate debt and interest earned by our nuclear decommissioning 
trust fund (see Note 13). Our policy is to manage interest rates 
through the use of a combinanon of fixed-rate and noatingrate 
debt. The nuclear decommissioning fund also has risks assoclat- 
ed with changing market values of equity investments. Nuclear 
decommissioning CM~S are recovered in regulated electricity p n m  
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The tables below p m n t  contractual balances of our long-term 
debt and commerdal paper at the expected maturity dates as 
well as the fair value of those instruments on December 31. 

EXPECTED MATURITY/PRINCIPAL REPAYMENT - DECEMBER 31.2000 

2000 and December 31, 1999. ?he i n t e r n  rates plrsented in 
the tables below represent the weighted average interest rates for 
the years ended December 31,2000 and December 31. 1999. 

Shorn-Term Varlable bng-lerm Fued bng-Terrn 

(dollars m thousands) Interest Rates Amount Interest Rater Amount lnteresc Rater Amount 

I 

2001 
2002 
2003 
2004 
2005 
Yem thereafter 

Total 
Fair Value 

f 82.775 
$ 82.775 

7.23% f 438.203 
8.62% 36.890 
8.61% 73.578 
8.87% 268 
8.89% 294 
4.13% 483,790 

f 1.033.023 
f 1.033.023 

6.63% f 25.266 
8.13% 125,Ooo 
6.89% 25.443 
6.17% 205.Ooo 
7.28% 400.000 
7.47% 610.813 

$ 1.391.522 
t 1.422.014 

EXPECTED MATURITY/PRINCIPAL REPAYMENT - DECEMBER 31.1999 

Fked Long-Term Short-Term Varlablc Long-Term 
(dolbrr In thousmds) Interest Rates Amount Interest h t e r  Amount Interest Rarer Amount 

2000 
2001 
2002 
2003 
2004 
Years thereafter 

Total 
Fair Value 

f 38.300 
$ 38.300 

Commodity Price RLrk 
Pinnacle West's Energy Risk Management Committee (the 
ERMC) has established risk management guidellnes to monltor 
and manage commodity price risks. The E W C  is chaired by 
Pinnacle West's Vice President of Finance and is comprised of 
senior executives. 

We are exposed to the impKt of market fluctuations in the price 
and transportation ca ts  of electricity. natural gas, coal. and emis- 
sions allowances. we  employ establirhed procedures to manage 
risks associated with these market fluctuations by utilizing various 

commodity derivatives. including exchange-traded futures and 
options and mer-thesounter forwards, options, and waps. As 
part of our overall rkk management program. we enter into deriv- 
ative uansactions to hedge purchases and sale of electricity, fuels, 
and emissions allowancdcdits. In addition. subject to specified 
risk parameten establiskd by the Board of Directors and 
monitored by the ERMC. we engage in trading activities intend- 
ed to profit from market price movements. In accordance with 
Emerging hues Task Force (EITF) 98-10, 'Accounting for 
contracts involved in energy trading and risk management anivi- 
ties." such trading positions are marked to market. These trading 
activities are part of our wholesale activities and are reflected in 
the wholesale revenues and expenses. 

10.25% s 87 
7.00% 336,117 
8.47% 64,085 
5.51% 50.1 18 
10.25% 130 
3.19% 479.727 

$ 930.264 
S 930,264 

5.79% f 114,711 
6.70% 27.488 
8.13% 125,Ooo 
6.87% 25,000 
6.17% 205.000 
7.87% 900,483 

S 1.397.682 
f 1.366.968 

As of December 31, 2000, a hypothetical advene price mwe- 
ment of 10% in the market price of our commodity derivative 
portfolio would have decreased the fair market value of these 
contracts by approximately $29 million compared to a $6 mil- 
lion decrease that would have been realized as of December 31, 
1999. The increase in this exposure over 1999 is a result of the 
increased volume of hedge positions and increased prices in this 
portfolio. This analysis does not include the favorable impact 
this same hypothetical price move would have had on certain 
underlying physical exposures being hedged wfth the commodity 

derivative portfolio. 

We are exposed to losses in the event of non-performance or 
non-payment by counterparties. w e  use a risk management 
process to asses and monitor the nnanclal exposure of counter- 
parties. Despite the fact that the great majority of tradlng c o r n  

terparties are rated as Investment grade by the credlt rating 
agencies, there is stlll a possibility that one or more of these 
companies could default, resulting in a material impact on eam- 
ings for a given period. 
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FORWARDLOOKING STATEMENTS 
The above discussion mntains f o d - l o o k i n g  statements based 
on current expectations and we arsume no obligation to update 
these statement;. Because actual results may differ materially from 
expectations. we caution readers not to place undue reliance on 
these statements. A number of factors c d d  cause future mults 
to differ materially from historical results. or from results or out- 
comes cumntly expected or sought by us. These factors include 
the ongoing restructuring of the electric induruy; the outcome of 
the regulatory proceedings relating to the m c t u r i n g ;  regional 
economic and market conditiom. including the California energy 
situation. which could S e c t  customer growth and the co6~ of 
power supplies: the cost of debt and equity capital; weather vari- 

ations affecting local and regional customer energy usage: conser- 
vation programs; the succenful completion of our generation 
expansion program: mgulatory inues associated with generation 
expansion, such as permitting and licensing; our ability to corn 
pete successfully outside eaditional regulated markets (including 
the wholesale market); technological developments in the electric 
industry; and the strength of the stock market (particularly the 
technology sector in which El Dorado is currently invested) and 
the real estate market in Suncor's market areas, which include 
Arizona. New Mexico and Utah. 

These factors and t h e  other manem discussed above may cause 
future results to differ materially from historical results, or from 
results or outcomes we currently expect or seek. 





As we enter a new century and millennium, we’re also embarking on a new venture in a changed business environment. 
And, what better way to start a new era than on the heels of great success. Last year was APS Generation’s best ever. Here are 
some highlights: 

> Ocotillo, West Phoenix and Yucca power plants continued their safety runs exceeding 17, 18 and 15 years, respectively 

> Earnings were $128 million, well over the $1 17 million goal. 
> Palo Verde achieved a record 93 percent capacity factor, produced more than 30.4 billion kilowatt--hours of electricity 

> Coal net capacity factor was 79.2% - the best since 1994. 
> Gas/oil/hydro availability was 98%, which is the best since 1996. 
> Generation-wide production cost was 1.63 cents against a 1.67 cent goal. 
> Fossil heat rate improvements allowed for $2.5 million in fuel cost savings. 

In addition, we formed our competitive affiliate, Pinnacle West Energy, which will compete in the deregulated power market 
that opened in September last year. 

While we are moving swiftly toward becoming one generation company, APS Generation and Pinnacle West Energy currently 
have distinct goals that merit individual attention. To that end, this book contains two plans - one for APS Generation and 
one for Pinnacle West Energy. It also contains a brief segment on transition. 

Pinnacle West Energy is charged today with managing generation growth. That is, buying and building new plants, such as the 
already-announced West Phoenix expansion and Redhawk plants, for power sales into the competitive wholesale power market. 

APS Generation, which remains regulated for now, manages the power plants APS already owns and runs. It also will work 
with senior management and Pinnacle West’s financial groups to manage the integration into Pinnacle West Energy. This is 
required no later than January 2003, but we will work to accomplish this as quickly as the law and prudence allow. 

Together as one entity, we will be one of the largest generating companies in the western United States. But we must keep in 
mind that size and growth are only means toward the end of profitable operations and earnings growth. 

Please take some time to read the enclosed business plan and review this year’s goals. Then, share these plans with your 
employees. Each of us must have a full understanding of our mission and goals if we’re to achieve them. 

We have a challenging year ahead of us and we’ve set aggressive goals. But they’re goals I know we can meet together. We 
must view our success in 1999 as the platform to our next level of success and not the pinnacle of achievement. We must 
always strke for continuous improvement. 

I look forward to working with you in this very esciting first year in the open market. Here’s to a great year! 

without a lost-time accident. 

- setting a new site record - and earned a third consecutive INPO 1 rating. 

- Bill Stewart  



I S I O N ,  M I S S I O N  A N D  V A L U E S :  

V I S I O N  

APS Generation will achieve consistent world-class performance as a safe, 
low-cost, environmentally sensitive electricity generator in the western United 
States through sound management of its existing generating assets. 

n/r I S  s I 0 N 
APS Generation provides low-cost, reliable electric power and power services 
that are profitably sold in a competitive electricity market. While maintaining 
our company’s core values of safety and integrity, and valuing employees as 
the key to success, we achieve our mission by: 

> Sustaining high levels of performance against industry benchmarks. 
> Influencing market and regulatory changes in the generation business, with 

> Building the human and technological resources to sustain lon, ‘J-term 

> Managing the transition from a regulated environment to the deregulated 

primary focus in the western United States. 

competitive advantage. 

market. 

V A L U E S  

> Intensity 
> Accountability 
> Simplicity 
> Tenacity 
> Positive Attitude 
> Flexibility 
> Teamwork 



P E R F O R M A N C E  

Although APS Generation remains regulated in the year 2000, our work won’t 
be business as usual. We’re inches away from the competitive marketplace and 
must be ready to hit the ground running. 

Our efforts toward improvement over the past few years have left us with a 
solid foundation for future success. Our 1999 results demonstrate just how 
much progress we have made and how good we have become at our core 
competency - running our plants. 

Opportiinities for improvement always exist. We will focus on finding those 
opportunities to cut costs, streaniline operations and increase production. A 
nip here and a tuck there will go a long way toward shaping our business for 
the competitive market. 

S A F E T Y  

Personal and industrial safety remain top priorities for APS Generation. In 
2000, we will strive to eliminate behaviors that lead to accidents and help 
employees make safety a personal value. As always, we will strive for an 
accident-free year. 

\\le made some real progress toward that goal last year. We reduced OSHA 
recordable injuries by 11 percent over the previous three-year rolling average, 
with 40 injuries. This is a significant improvement over 1998. No injury is 
acceptable, though, and we must continue working to bring the number to 
zero. Only then can we consider ourselves to have been truly successful. 



C O S T  A N D  O P E R A T I O N A L  S T R A T E G I E S  

To maximize the value of our generating assets, we must continue to lower 
costs and improve plant performance. Our primary strategies for increasing 
production and lowering unit cost are: 

> Uprating generating units. 
> Reducing Palo Verde refueling outage lengths while improving cost 

> Decreasing forced outages and power reductions. 
> Increasing efficiency through improved heat rates. 

management. 

In addition, we will focus on the following strategies specific to cost 
reduction: 

> Renegotiating coal and nuclear contracts to lower fuel costs. 
> Managing 0&M expenses in all business areas. 
> Retaining the focus for capital expenditures on safety, long-term plant 

> Improving supply chain management. 
performance, environmental and economic payback. 

W O R K  F O R C E  C O M P E T I T I V E N E S S  

In a competitive work environment, businesses have to set themselves apart 
from rival companies in one way or  another. Price is important, but customers 
will value high-quality, dependable service and the lower risk that implies. 

As we transition to Pinnacle West Energy and our full entrance into the 
deregulated power market, we must continually improve in these and all areas 
of performance so we’ll have the competitive advantage. 

Ensuring that our work force is well-trained is essential. That means solid 
initial education, as well as ongoing training and cross-functional training. It 
also includes acquiring basic business acumen so we all can understand the 
dynamics of our changing industry and why we have to change to thrive in it. 

IvIaintaining open lines of communication with our union work force is also 
essential. We must continue to work together to achieve a more flexible work 
environment, creating more opportunities for our work force of the future. 

We’ve found great success over the past few years through an understanding of 
and commitment to the values, missions and goals set forth for the 
organization. We’ve achieved those goals by working hard and working smart 
as a team. Going forward, individually we must ensure that we understand 
where the organization is headed and how we fit into the overall plan. 
Collectively, we must share information, work together to find better ways to 
do things and keep each other on track. 



E N  \’I R 0 N iLI E N  Ti\ L R E S P  0 A’S I B I L  I T I’ 
APS Generation long has been a steward of environmentally responsible 
power production. We go beyond merely abiding with environmental laws; we 
look for ways to exceed requirements whenever possible. It’s good for our 
environment, it’s good public policy and it’s good business. 

Increasingly, consumers look to companies that do business in an 
environmentally friendly manner and that offer “green” power options. APS 
Generation will expand its solar operations this year to provide customers, 
who want a portion of their power to come from renewable sources, with that 
option. 

While some customers will opt for narrowly defined “green” power, we will 
continue to emphasize the contribution of our nuclear assets to clean air and 
the responsible management of our coal-fired plants. 

C 0 1\11 h/l U N I  T Y R E S P 0 N S I B  I L I T Y 

Serving our customers goes beyond providing the power that keeps their 
lights on day after day. It’s getting involved in their Communities - our 
communities - and helping make them better places to live. It’s keeping in 
touch with our neighbors so they know what we’re doing and what they can 
expect from us. It’s maximizing the benefit of our operations on their 
communities and minimizing the impacts. 

Our  many outreach programs, environmental initiatives and efforts at 
two-way communication go a long way toward developing lasting 
relationships. These attitudes will help give us staying power in existing 
communities and an edge in siting plants in new communities. 
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E Y  S U C C E S S  I N D I C A T O R S  

Every business looks to certain data points as key indicators of performance. 
For the past two years, APS Generation has used three performance measures 
that tell, at a glance, how we’re doing in carrying out our vision and achieving 
our mission. We will use the same indicators this year: 

> S A F E T Y  

> P R O D U C T I O N  C O S T  

> E A R N I N G S  

When the numbers for these measures are good, we’ll know that we’re doing 
the right things for our business. When they’re not, we’ll know that we must 
redirect our efforts to reach our goals. Where applicable, stretch goals are 
indicated. 

S A F E T Y  

APS Generation’s focus on safety remains at the forefront of everything we do. 
It’s a yardstick by which we measure all other performance. If we 
compromised safety to save time or meet a deadline, then at the end of the 
day, we weren’t entirely successful. As we work toward our ultimate goal of a 
zero-injury culture, our 2000 target is a 10 percent improvement in our three- 
year preventable recordable injury average. Our stretch goal is a 15-percent 
improvement. 

P R O D U C T I O N  C O S T  

The second key success indicator is production cost - O&bl cost plus fuel cost 
divided by net kilowatt-hours produced. 



E A R N I N G S  

Earnings - net income after taxes - is the key indicator we will use to 
determine our profitability. 

Earnings are primarily affected by three factors: the amount of product sold, 
the cost to produce it and the selling price. We'll focus on all three - increasing 
production and sales and decreasing costs. 

In a commodities market, where little difference exists between one company's 
product and another's, price is a dominant selling point. We have to drive 
down our production cost so that when we enter the open market we can 
compete on price and establish solid earnings through high-volume sales. 

Some of our key opportunities for improving earnings are through lower fuel 
costs, reduced operations and maintenance costs, high capacity factors at 
baseload plants, fewer outages and shorter durations, improved heat rates for 
increased power output and keen spot-market sales that bring in peak prices. 

?OOU 

I999 

I n  this section, additional goals that affect profitability are discussed. They are 
concrete measures of achievement in areas that directly affect financial 
performance. 

F U E L  C O S T S  

Fuel costs represented about 56 percent of our total Generation budget last 
year. Because it is such a significant variable cost and can have a dramatic 
effect on our bottom line, it remains an area of emphasis for cost reduction. 
The Fuel Procurement group retains primary responsibility for this 
performance measure. 
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B U D G E T  

Budgets will continue to be used as a means to manage costs. However, cost 
reductions, measured in part through budgets, will be balanced against our 
opportunity to capture high market prices during times of high demand. 
Overall profitability will gain increasing focus as we move closer to full 
deregulation. 

I N V E N T O R Y  

There's a substantial cost associated with keeping materials on hand in 
inventory. And, when inventory levels are higher than they need to be to - 
support operations, they needlessly cut into profits. Reducing stock levels is 
another significant way in which we can reduce costs and increase earnings. 



P O W E R  P L A N T  P E R F O R M A N C E  

This year, we will track power plant performance in two ways, baseload 
capacity factor for coal and nuclear units and availability factor for our oil and 
gas peaking units. Capacity factor measures total generation against theoretical 
maximum output. This aggressive goal assumes two nuclear refuelings a year 
and regular maintenance on fossil units, yet demands top performance during 
non-outage periods. 

Because the oil and gas plants are called into service only when needed, 
capacity factor is not a valid measure of their performance. Instead, the time 
they are available to produce power will serve as a primary measure of their 
achievement. 

Capacity and availability factors in 1999 were excellent. We can further 
improve capacity factor performance by honing preventive and predictive 
maintenance programs, shortening outage durations, lengthening operating 
cycles when possible and preventing unplanned outages. 

P E R F O R M A N C E  

Baseload capacity factor, gasloil equivalent availability factor, environmental 
goals and minority/women-owned business purchase goals round out the set 
of indicators we will look to the most to gauge our performance in 2000. 

' Strutch Con1 
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E N  V I R  O N M E N  T A  L G O A L S  

We place a high value on protecting the environment and work diligently to 
comply with all environmental regulations. When feasible, we go beyond 
what’s required of us. Our goals reflect our commitment to protecting the 
environment and recognize the market value of that Commitment. 

M I  N 0 R I T Y /  I4‘0 h/l E N - 0 W N  E D B U S  1 N E S S  
P U R  C H A S E S  

In keeping with our commitment to the communities we serve, we also 
strongly support the use of minority/women-owned businesses for our 
supplies and services. The whole community benefits when these business 
owners are given the opportunity to thrive. In 2000, APS Generation will 
increase purchases from minority/women-owned businesses. 

* 
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T R A N S I T I O N  M A N A G E M E N T  

We are creating a major new generating company from ground zero with new 
combined-cycle units and are preparing to transfer existing APS generating 
assets to this new company. This joining of the two affiliates is required by 
January 2003, but we will work to accomplish that sooner. 

An accelerated transfer is in our best interest, but we must proceed at the right 
pace to ensure all assets and processes are transferred efficiently and 
economically. An accelerated transition plan and schedule are currently in the 
works and employees will be advised as arrangements are solidified. 

As this transition progresses, we must assure a smooth transfer of existing 
business processes and development of new functions as required by the 
competitive marketplace. 

These business processes will be transferred and developed with two primary 
goals in mind: 

> Making it easy for our wholesale customers to d o  business with us. 
> Using technology, information systems and human resources efficiently to 

keep business transaction costs as low as possible. 

Overall, we must identify and manage all external, affiliate and internal 
processes that will be affected. External processes, in general, relate to tax and 
other financial functions; regulatory filings such as FERC; state, federal and 
tribal nation licenses and permits; insurance and risk management issues. 

Affiliate relations may provide some challenging situations as we pull apart 
and recombine the various parts of the formerly integrated utility. While we 
work to integrate the affiliates, we must be aware of rules governing 
interactions and information exchange. 

We want to structure our internal organization so we can perform our mission 
as efficiently and profitably as possible. Some business processes are clearly 
part of the “core business” of any generation company; other functions are 
more peripheral and just as clearly can be “purchased” from other affiliates or 
other companies. Getting the right mix of internal, affiliate and external skills 
will constitute a major task of executive as well as mid-level management. 

There is a lot to be done, but we will work vigorously toward an early transfer 
so we can fully enter the deregulated marketplace and enjoy the benefits of 
competition. 



V I  s r o iv 

Pinnacle West Energy will build, acquire and operate the most profitable 
portfolio of power plants in the western United States and become a dominant 
owner of generation facilities to meet Pinnacle West Capital Corporation’s 
growth targets. 

n/! I S S I  O N  

Pinnacle West Energy will use its expertise in generation project management 
and business development to: 

> Seek new opportunities for generation to meet earnings growth targets. 
> Provide expert project management for the construction of new generating 

> Provide expertise and processes for generating asset acquisitions. 
> Provide a risk-balanced generation portfolio with diverse markets 

facilities. 

throughout the western United States. 

As projects become operational, Pinnacle West Energy will: 

> Be a premier operator of power-generating facilities. 
> Provide low-cost, highly competitive energy products for the wholesale 

> Develop profitable wholesale marketing, fuel and other business strategies. 
> Build the human and technological resources to sustain long-term 

energy markets. 

competitive advantage. 

\/.A L 1; E s 
> Intensity 
> Accountability 
> Simplicity 
> Tenacity 
> Positive Attitude 
> Flexibility 
> Teamwork 
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G E N E R = l T I O N  GROIb 'TH - T H E  R I G H T  A S S E T S  

Pinnacle West Energy has developed a flexible business plan that is focused 
o n  building and adding new generation in the western United States to 
accelerate earnings growth. This plan anticipates the transfer of existing 
generation assets from APS in a timely fashion while the unregulated 
subsidiary pursues new construction and purchases of existing power 
plants. The plan will create a flexible and diverse portfolio of generating 
assets to support aggressive corporate earnings goals. 

Growth Strategies include: 

> Diversify the generation portfolio outside Arizona through acquisition of 

> Acquire additional interests in existing plants. 
> Build West Phoenix Units 4 and 5 and Redhawk gas-fired power plants in 

a timely fashion. 
> Use participation in West Phoenix Unit 5 and Redhawk as an asset to 

negotiate partnerships or ownership in projects or assets outside of 
Arizona. 

Electricity restructuring in Arizona and other western states is creating 
opportunities for utilities for whom generation is a core business and that 
a re  highly skilled at operating generation facilities. We will build on our 
competitive advantage in Arizona to extend beyond our former regulated 
customer base, allowing us to grow more rapidly and to earn higher, 
unregulated returns. 

Demand growth is robust in the western United States, especially in Nevada 
and  in the Arizona-New Mexico-California subregions. PWE's plan is geared 
to capture part of this growth potential and to put our competitors on 
notice that we intend to gain a substantial market share in our region. 

The  financial aspects of PWE's business plan support the overall corporate 
goal of average annual earnings growth of 8 to 10 percent. 

The  plan is envisioned as a "staircase" of growth, in which the initial growth 
target of more than 5,100 additional megawatts in five to seven years will 
serve as a stepping stone to further growth. 

additional generation assets through negotiations and auctions. 
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The growth plan anticipates incremental growth of nearly 5,100 megawatts 
and a total portfolio of about 8,800 megawatts by 2007. The growth strategy 
currently includes adding about 2,300 megawatts of existing capacity and 
about 2,800 megawatts of new gas-fired capacity. 

The expanded portfolio of generating units anticipates the transfer of the 
current nuclear, coal and other generation assets from APS. The combined 
portfolio will build on our relative dependence on nuclear and coal compared 
to the current A.PS fuel mix while greatly increasing our use of natural gas 
fuel. This fuel mix will help provide a significant hedge against volatile market 
conditions for retail and power marketing customers. 
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With diversification comes the opportunity to pursue purchases of additional 
capacity at power stations that APS already partially owns. APS has the 
operational responsibility and resources in place to continue the excellent 
performance of the recent past. Increasing ownership of existing plants will 
enable PWE to accelerate our growth and minimize risk by going with a 
known operator. 

PWE recognizes the need to seek new business opportunities and to respond 
to the changing business landscape of generation. Growth can be achieved by 
understanding market conditions and adding generation by participating in 
the auction process and negotiating deals. PWE looks to complete at least one 
new agreement in principle to acquire or build a new project in 2000. 
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A primary focus for the next year will be to stay on schedule and on budget 
with our two major projects, West Phoenix 4 and 5 and the Redhawk plant to 
be built south of the Palo Verde Nuclear Generating Station. These natural gas 
projects will help diversify our generation portfolio while making use of an 
abundant, clean-burning fuel source. 

Projected capital costs of $1.3 billion are planned through 2007 with $152 
million budgeted for this year. 
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The West Phoenix project will consist of two new combined-cycle units using 
clean-burning natural gas as its fuel. Unit 4 will include a 120-megawatt plant 
with construction to start in h4ay 2000 and commercial operation to begin in 
mid-2001. Unit 5 will include a 530-megawatt combined-cycle plant with 
construction to start in 2000/2001 and commercial operation to begin mid- 
2002/2003. This schedule will depend upon turbine availability and a strategic 
partnership a, ureement. 

These two units will cost about S330 million and will require about 300 
construction workers and an additional permanent work force of about 12 
employees. The project will require transmission line improvements via 
XPS, including a new 230-kilovolt transmission line from West Phoenh to 
serve nearby communities. 



Major milestoiies in 2000 that will mark our progress toward success include 
completing a satisfactory partnership agreement for Unit 5 by March, starting 
Unit 4 construction by May and timely ordering and delivery of Unit 4 major 
equipment by December. Other significant challenges we will face by May 
include obtaining permits for construction and securing interconnection 
agreements. 

L 

as 
e 
B 
IIC 

IC 

R E  L: H.4 !\‘I< ? R G I  E C 7 

Redhawk is a larger merchant plant consisting of four 530-megawatt units, a 
total of 2,120 megawatts of new combined-cycle capacity. Construction is 
scheduled to begin in 2000/2001, with the first unit going commercial in 
2002/2003. The annual construction and commercial operation date for Unit 1 
depends on turbine availability and strategic partnership agreement. The four 
units combined will cost about $1 billion, requiring peak construction 
employment of about 300 workers and up to 100 full-time employees. 

Land has been purchased, eight combustion turbines have been ordered and 
water rights are being pursued. Major milestones in 2000 that will mark 
progress toward success include completing satisfactory partnership 
agreements by April, securing interconnection agreements by May, obtaining 
environmental and zoning permits for construction by July and issuing all 
major contracts by November. 
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PWE is evaluating potential partnerships with other generating companies. We 
plan to use our ownership of the West Phoenix and Redhawk projects as 
leverage to obtain interests in generating plants outside Arizona under 
favorable conditions. 

Potential partners find the growth in our service area and the Redhawk 
location at the Palo Verde power trading “hub“ to be attractive business 
opportunities. We in turn will look for turbine availability, diversification 
outside Arizona, immediate entry into competitive western markets, operating 
plants with cash flow and earnings and strategic locations in high-growth 
areas and/or on the “right” side of transmission constraints. 
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Pinnacle West Energy will continue the APS tradition of combining open 
communications, sound environmental practices and community outreach. 
For the West Phoenix and Redhawk plants, we have established community 
sounding boards that are guiding our communications efforts. 

Community acceptance provides a key strategic advantage in the siting of new 
power plants. Once a plant is sited and in production, good communications 
and community programs should help to create and maintain a favorable 
operating environment. 

We \vi11 continue to focus on activities that benefit our communities arrcl 
complement our business interests. 
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Pinnacle West Energy is closely watching the deregulated marketplace, 
particularly in the West, to identify growth opportunities. We will'consider 
several different paths for growth, including: 

> Increased ownership of plants in which we already own a portion. 
> Purchases of individual stations or units. 
> Partnership ventures. 
> New construction. 

In an unregulated marketplace, the risks are much greater than they were in 
the regulated environment. Under regulation, a utility could estimate resource 
needs, obtain regulatory approval and generally proceed with approved 
projects with only occasional need to change course. In an open marketplace, 
we may find it necessary to change parameters, plans and partners faster than 
the regulated utility. 

For example, we may find it necessary to order a turbine intended for one site 
but eventually install it at another site. This kind of change could result from 
regulatory barriers, new partnerships or simply changing business conditions. 
Risk management of merchant power generation depends largely on the 
ability to manage exposure to future power prices and operating costs. 

To be included in our portfolio, the project must pass strict risk parameters. 
Some of the risk factors we evaluate include: 

> Market risk forecast growth rate, transmission accessibility, dispatch 

> Cost risk cost of site, construction, financing, fuel, transportation, 

> Fuel supply risk availability, multiple sources, regulatory, delivery and price. 
> Construction risk: personal safety, scope change, turnkey contracts, completion 

guarantees, warranties, payment, liabilities and performance testing. 
> Technology risk proven or exotic, re-power sites and old vs. new assets. 
> Operations risk operating agent agreements, competitive labor, outage 

> Power marketing risk standards of performance, purchase agreements, 

queuing, reserve margins and must-run criteria. 

environmental, labor and administration expenses. 

management and performance guarantees. 

profit sharing, credit risk, tolling and options-trading valuation. 

In all, while our goals are aggressive, they are very basic: 

> Zero accidents. 
> Build Redhawk and West Phoenix projects on schedule and at or below 

> Agree to buy or build one additional project. 

The critical success indicators in the following section provide the details of 
what we're setting out to achieve this year. 

budget. 



Success for Pinnacle West Energy over the next year or two will be measured 
b y  how well we build the foundation for future profitability. Like most new 
businesses, we will not be immediately profitable because we are creating a 
startup business - building new power plants and negotiating to buy existing 
power p h t s .  

Getting these facilities built on budget and on schedule, buying existing plants 
after proper due diligence and managing the transition to competition will 
constitute our primary measures of success. 

We've already discussed some of the broader issues that will help define our 
progress toward achieving our vision and mission. The items below put some 
milestones to our aggressive vision. 

Recognizing that tlexibility will have a premium value, we will not allow a goal 
to substitute for or stand in the way of pursuing the most profitable business 
opportunities. Our Critical Success Indicators fall into the following 
categories: 
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While we are in this transition period - with a small number of employees 
and with no operational responsibilities - we believe that we can realistically 
achieve a goal of zero injuries. This will be achieved through employees taking 
proper office-safety precautions, particularly in the ergonomics area and 
observing site safety procedures when visiting construction sites. 

Goal 1001 

Goal 2000 

Actual 1999 
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These success indicators are project management goals to gauge progress 
toward timely and profitable completion of West Phoenix and Redhawk. 
Budget and schedule goals exist for each project. 
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. ictual I999 Our third main goal for our new company recognizes the need to constantly 
seek new business opportunities and respond to the changing business 
landscape for generation. We look to substantially complete an agreement in 
principle to acquire one new generation asset or to build one neiv project. 
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LETTER FROM THE PRESIDENT 
Fellow Pinnacle West Energy leaders: 

This year marks yet another milestone for our young company. Within a few weeks and months 
we will be selling power from our Pinnacle West Energy plants into wholesale competitive 
markets. This power will be produced by a new facility - West Phoenix 4 - that we have built 
and by fossil generation transferred to us from APS. 

We are moving our competitive company beyond the planning phase and into the execution 
phase. Revenues and earnings will soon be flowing to the bottom line of our parent company. 
Our future profitability will no longer be dictated by regulatory limits. Cost savings and profit 
expansion will get passed along to shareholders. 

Within a few years, we fully expect to be a major earnings-growth engine for our parent 
company. I believe we are building and buying the right assets to achieve our ambitious goals, 
and we have the right strategy. But most of all, we have the right people. 

Palo Verde is part of our generation company in everything except name, that is, except for the 
legal technicalities. Our strategy is built around Palo Verde as one of our core base-load plants, 
but it is financially desirable to wait a while to complete the legal transfer from APS to 
PWEnergy. 

Just look at some of the highlights from last year in fossil, nuclear and generation expansion. We 
achieved: 

0 The highest coal unit capacity factor - 83 percent - since 1993. 

0 The highest production ever from our gadoil units - 2.2 million megawatt-hours. 

0 The shortest refueling outages yet at Palo Verde - 3 1 days for Unit 1 and 33 days for Unit 
2 - and continuing superior perforrnance. 

0 Groundbreaking for two major expansion projects - 650 megawatts at West Phoenix in 
July and more than 2000 megawatts in December at Redhawk. 

0 Approval for market-based rates from the Federal Energy Regulatory Commission. 

This is an exciting time to be in the generation business. While we will continue to emphasize 
our Arizona base, we will look to the entire western region as we seek new markets and new 
sources of growth. 

We welcome the excitement of competing in a marketplace to achieve high levels of earnings 
growth and profitability from our growing portfolio of outstanding power facilities. 
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VISION, MISSION AND VALUES: 

Vision 

Pinnacle West Energy will build, acquire, and safely operate the most profitable portfolio of 
power plants in the western U.S. and become a major owner of generation facilities to meet 
Pinnacle West Capital Corporation’s financial growth targets. 

Mission 

While upholding its core values of safety and integrity, and valuing employees as the key to 
success, Pinnacle West Energy will use its expertise in plant operations, business planning and 
development, and generation project management to: 

Be a premier operator of safe, reliable and profitable power-generating facilities 
Provide expert project management for building or acquiring new generating facilities 
Develop profitable fuel and other generation business strategies 
Develop a risk-balanced generation portfolio with fuel and geographic diversity in the 
western U.S. 
Build the human and technological resources to sustain long-term competitive advantage 
Complete the transition from a regulated company in a regulated arena to a competitive 
company in the wholesale generation market 

Values 

INTENSITY 
A CCOUNTABILITY 
SIMPLICITY 
TENA CITY 
POSITIVE ATTITUDE 
FLEXIBILITY 
TEAMWORK 
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COMPETITIVE OVERVIEW 

Pinnacle West Energy (PWEnergy) is focused on operating, building and buying unregulated 
generation and generation-related assets in the western United States. The company has 
developed a flexible business plan that brings together its expertise in operating generating plants 
with an aggressive expansion plan to exploit robust demand growth and attractive prices in 
western power markets. 

In less than two years from its formation, Pinnacle West Energy has taken a number of decisive 
steps to transfer existing generation assets from APS in a timely fashion, while Generation 
Expansion pursues new construction and purchases of existing power plants. 

We are building on our competitive advantage in Arizona to extend beyond our former regulated 
customer base, allowing us to grow more rapidly and increase profitability. The steps taken to 
expand generation include: 

Developing six combined-cycle units on two sites in Arizona. 

Purchasing a power station in Nevada with ample space for new combined-cycle units to 
meet rapid demand growth in the Las Vegas area and the rest of the Southwest. 

Seeking to acquire shares of the participant-owned plants we operate. 

Increasing total owned generation capacity with the above actions from about 4,000 
megawatts to more than 8,000 megawatts, increasing generation from 24 million megawatt- 
hours to about 52 million megawatt-hours. 

Installing up to 200 megawatts of temporary trailer-mounted peaking generation and 
returning West Phoenix steam units 4 and 6 to service to meet the growing demand of APS 
customers during the summer. 

Exploring the feasibility of developing a natural gas storage facility that would be a quick 
response supply buffer for our growing portfolio of natural gas plants. 

Before launching these initiatives, Pinnacle West Energy performed extensive market analysis, 
inchding substantial scenario analysis, that resulted in choosing these projects. 

Demand growth is robust in the West, especially in Nevada and in the Arizona-New Mexico- 
California subregions. PWEnergy’s plan is geared to capture part of this growth potential. 

Despite last year’s bull market in electric generation in the West, marked by high real-time and 
futures prices even in the Northwest, we still take seriously the risk of overbuilding and the price 
pressures that could result. Large amounts of new capacity are proposed for the West. However, 
as we said in the 1999 Pinnacle West Annual Report, we believe that our plans for generation 
expansion are disciplined and conservative. 

Our recent analysis has concentrated on the major market for P WEnergy’s generation output, 
which is the Southwest. Demand growth is robust in this region, but this pace of growth has not 
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escaped the attention of potential competitors. Within this region the projected capacity need for 
2001 is 25,665 megawatts and the available supply is 24,973 megawatts (including 2,470 
megawatts planned to be in-service by summer). The capacity deficit of nearly 700 megawatts 
must be made up during times of peak demand by imported power or supply interruptions or 
both. 

Generation companies have proposed building 76,100 megawatts of new capacity in the Western 
Systems Coordinating Council (WSCC), 32,550 megawatts of which are proposed for the 
Southwest. Of those proposed additions in the Southwest, only 3,950 megawatts are actually 
under construction. Only a portion of the proposed plants will be built due to limited availability 
of transmission and natural gas pipeline capacity and land and water resources. PWEnergy has a 
competitive advantage because it has acquired the necessary land and water rights and was 
among the first to break ground in Arizona. 
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YEAR 2001 STRATEGIC INITIATIVES 

Safety 
Safety will receive even greater emphasis this year as we dedicate our new company to the goal 
of accident-free performance. Safe operations require commitment and a combination of mental 
and physical alertness - preparation and execution - that only the finest teams achieve. As we 
strive for world-class performance and high levels of profitability, safety is not an incidental 
byproduct but an integral part of highly successful ventures. 

Last year was very challenging in terms of safety. This is simply not acceptable and we have 
launched or re-energized a number of initiatives to return to our pattern of continuing 
improvement. These initiatives include Prevent Events at Palo Verde, the Two-Minute Drill at 
Four Comers and Back to Basics at the remaining fossil plants. While each program has its own 
name, their focus is the same: employees taking time before starting any job to ensure they have 
the right tools and resources to perform the job safely. 

Operational Strategies 
Our analyses show that improved heat rates can have a considerable impact on our company’s 
profitability. Heat rate simply measures our efficiency in converting fuel - whether coal, natural 
gas, or nuclear fuel - into electrical energy. It is usually expressed in British thermal units 
(BTUs) per kilowatt-hour, and the lower the number, the better. Heat rate improvements mean 
we require less fuel to produce the same amount of electricity. This kind of improved efficiency 
can produce a direct impact on the financial bottom line. Our plan is to make continuous 
improvements by upgrading aged equipment such as compressor blades and leakage control 
seals, and by focusing on performance of heat exchangers such as evaporative coolers and steam 
condensers. 

Another key operational strategy will address reliability. The importance of reliability is 
becoming increasingly obvious. While reliability has always been a staple of utility operations, 
the emphasis was generally on overall system reliability, including the transmission and 
distribution system. But to us as generators, the emphasis rests on reliable operation of each 
power station and each unit. Generator reliability in the competitive market enables us to capture 
high market prices and to seek a risk premium from the competitive market. Missed 
opportunities to capture high market prices cannot be regained. 

Our goal of increasing capacity factors by reducing the number of forced outages and the length 
of planned outages will continue with the emphasis on continuing our high levels of performance 
and making incremental improvements. 

We will continue to work for reduced costs per kilowatt-hour by focusing on four major areas: 

0 Lower costs for nuclear and coal contracts, and more flexible natural gas storage options 
to reduce spot market costs 
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0 Scrutiny of O&M expenses in all business areas 

0 Analysis of all capital expenditures for their effect on safety, performance, profitability 
and environmental considerations 

0 Supply-chain management using the internet and other computer technologies to manage 
our supplier relationships 

Growth 
Our growth strategy is to create a flexible and diverse portfolio of generating assets to support 
aggressive corporate earnings goals. We began our expansion plan by announcing projects in our 
own service area and continued by lifting our sights beyond our Arizona base to other areas of 
the Southwest. As an initial step in this outward expansion, we announced the purchase of a 
small Nevada plant with a site that has the potential for expansion. 

This year we will continue that expansive look at both existing generation and potential new sites 
primarily in the Southwest but also in other areas of WSCC. The plan envisions incremental 
growth of nearly 4,300 megawatts and a total portfolio of about 8,000 megawatts by 2007, and 
concentrates on achieving a fuel mix balanced equally between coal, nuclear and natural gas. 

The expanded portfolio of generating units anticipates the transfer of the current nuclear, coal 
and other generation assets from APS to PWEnergy as the new, more efficient gas-fired 
combined cycle units come online. This combined portfolio will provide a significant hedge 
against volatile market conditions for retail and power marketing customers. 

The strategies that support generation growth are: 

’ 

Diversifying the generation portfolio outside Arizona through acquisition of 
additional generation assets in the WSCC through negotiations or the auction process. 

Acquiring additional interests in existing participant-owned plants that we operate. 

Building West Phoenix Units 4 and 5, and Redhawk in a timely fashion. 

Building on solid performance from APS Generation’s fossil and nuclear units. 

0 

The plan is envisioned as a “staircase” of growth, in which the initial growth target of more than 
4,000 added megawatts in five to seven years can serve as a stepping stone to further growth. 

Work Force Competitiveness 

We believe that a well-trained work force provides a powerful competitive advantage. This 
advantage comes from ensuring that employees have solid skills and experience for a position, as 
well as providing ongoing training and cross-functional opportunities. It also includes acquiring 
basic business acumen so we all can understand the dynamics of our changing industry and why 
we have to change to thrive in it. 
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Maintaining open lines of communication with our union work force is also essential. We must 
continue to work together to achieve a more flexible work environment, creating more 
opportunities for our work force of the future. 

We’ve found great success over the past few years through an understanding of and commitment 
to the values, missions and goals set forth for the organization. We’ve achieved those goals by 
working hard and working smart as a team. Going forward, individually we must ensure that we 
understand where the organization is headed and how we fit into the overall plan. We must share 
information, work together to find better ways to do things and keep each other on track. 

Planning 
In its first full year as part of PWEnergy, Planning will focus on developing and refining strategic 
plans to assure profitability for our existing and future portfolio of power plants. Planning’s 
medium- and long-term objectives include evaluating alternative generation and transmission 
expansion strategies, and identifying and mitigating generation risk in a competitive market. This 
includes developing plans for an optimal fuel mix of roughly equal generation from nuclear, coal 
and natural gas. Planning will also continue to assemble generation intelligence and constantly 
analyze the competitive impact of merchant generation. 

Planning will continue to perform many of the same functions that it performed as part of APS, 
including projections of generation production, capacity factor and fuel costs for use in corporate 
models and by plant managers. 

Developing and analyzing competitive market structure models is a critical activity that will 
receive increasing attention in a competitive wholesale environment. Planning’s role in this effort 
is discussed below. 

Market Structure and Transmission Issues 
PWEnergy will closely monitor ongoing changes to the California market structure, delays in 
competitive markets in Nevada and New Mexico, and developments in the proposed Desert Star 
regional transmission organization (RTO). Planning will advise PWEnergy on the best structure 
to maximize the value of generation assets and will coordinate the corporate approach to market 
structure with other subsidiaries. PWEnergy will continue to evaluate its preferences and pursue 
them within the context of an integrated corporate position. 

Transmission - especially interstate transmission issues - will receive increasing staff and 
management attention this year. Generation and transmission are inextricably related, and one 
can often substitute for the other. Decisions about whether to build new transmission lines and 
rules on how to handle transmission congestion can greatly affect our profitability. As we transfer 
existing generation assets and add new assets to PWEnergy, it will be important to evaluate our 
transmission alternatives in the context of overall corporate needs and regional initiatives. 
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Transition Management 
Last year’s business plan devoted a separate section to managing the transfer of our major 
generation assets from APS to PWEnergy. The regulatory settlement agreement with the Arizona 
Corporation Commission required the transfer of assets by the end of 2002, but we felt that a 
faster transfer of at least part of the assets was desirable and could be achieved. 

As this business plan goes to press, the current schedule calls for APS’s fossil assets, including 
all of its interests in Four Comers and Cholla, to be transferred to PWEnergy in the first half of 
2001. With regard to our nuclear plant, we determined that it was too costly to transfer the Palo 
Verde assets on an accelerated schedule, so those employees and assets will not be transferred 
until sometime before the settlement deadline. 

The vast majority of legal and regulatory work required to bring about the transfer was completed 
last year. This includes massive filings of legal documents with FERC to receive approval for 
market-based rates for PWEnergy and for ancillary services agreements between PWEnergy and 
PNW Marketing & Trading. Interconnect agreements had to be established, accounting 
procedures had to be put into place and transfer pricing agreements had to be hammered out 
between PWEnergy and PNW Marketing & Trading. In addition, agreements were established 
between PWEnergy and PWCC Shared Services. 

Besides FERC approvals, other significant approvals were required from the Internal Revenue 
Service, the Arizona Department of Environmental Quality, the Securities and Exchange 
Commission, the Navajo Nation and Bureau of Indian Affairs. 

Comm unify and Environmental Responsibility 
Like APS, PWEnergy will be an advocate of environmentally responsible power production. We 
go beyond merely abiding by environmental laws; we look for ways to exceed requirements 
whenever possible. It’s good for our environment, it’s good public policy and it’s good business. 

While some customers will opt for narrowly defined “green” power, we will continue to 
emphasize the contribution of our nuclear assets to clean air and the responsible management of 
our coal-fired plants. 

PWEnergy will continue the APS tradition of combining open communications, sound 
environmental practices, and community outreach. With the West Phoenix and Redhawk plants 
we have established community sounding boards that are guiding our communications efforts. 

Community acceptance provides a key strategic advantage in the siting of new power plants. 
Once a plant is sited and in production, good communications and community programs should 
help to create and maintain a favorable operating environment 

We will continue to focus on activities that benefit our communities and complement our 
business interests. 
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CRITICAL SUCCESS INDICATORS 

With the transfer of fossil assets and staff to PWEnergy, the critical success indicators (CSIs) for 
our unregulated subsidiary will be those indicators that reach across departmental boundaries and 
provide a big target for every group. To achieve these CSIs will require dedicated effort from 
every part of the company. Every employee contributes to our ability to achieve our CSIs. These 
are safety and earnings. 

Every employee must work safely or we cannot be truly successful. We don’t emphasize safety 
simply to make a goal, but to assure that we are putting important things first. Nothing is more 
important - or more universal - than a safe work environment and employees dedicated to 
working safely. 

Every employee contributes to our ability to make our aggressive earnings goals. Power plant 
employees must produce huge amounts of power within tight budgets, but there must be enough 
flexibility to allow extra expenditures if that will bring better availability and higher revenues 
when market prices are high. 

Safety 

PWEnergy will continue the same relentless pursuit of an accident-free work environment that 
we sought as part of APS. If our attitude toward safety changes, it will be to become even more 
focused on preventing accidents. Safety is our most significant success yardstick, and we cannot 
achieve our goals without an outstanding safety record. As we work toward our ultimate goal of a 
zero-injury workplace, our 2001 target is to again achieve our own best preventable-recordable 
injury record in the last three years. Our stretch goal is to achieve a 10-percent improvement on 
our personal best. 

SAFETY 

Actual 2000 Goal 200 1 Stretch Goal 

PREVENTABLE RECORDABLE INJURIES 62 OIWK OIWK 
IMPROVEMENT (compared to 3-year best) NIA 37* 10% 

*Our best record of the past three years is 37 preventable recordable injuries: 23 injuries for fossiVother in 1999, 14 injuries for 
nuclear in 2000. 

Earnings 
Earnings - net income after taxes - is the key indicator we will use to determine our profitability. 
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Financial Performance 

Earnings primarily are affected by operating unit availability, the cost to produce each megawatt- 
hour and the selling price, as well as by the cost to replace power due to outages. We’ll focus on 
increasing production and sales and decreasing costs. 

In a commodities market, in which little difference exists between one company’s product and 
another’s, price is a dominant selling point. We have to drive down our production cost so that 
when we enter the open market we can compete on price and establish solid earnings through 
high-volume sales. 

Some of our key opportunities for improving earnings are through high availability and capacity 
factors at operating plants, fewer outages and shorter durations, improved heat rates for increased 
power output, lower fuel costs and reduced operations and maintenance costs. 

This year we will begin tracking our revenues and profitability in the context of an agreement 
with PNW Power Marketing. Under this agreement, which is being tested and refined this year, 
PWEnergy (including APS Generation plants that are being transferred to PWEnergy) “sells” its 
power to Power Marketing, which in turn provides APS with its needs and sells any surplus 
energy and ancillary services on the wholesale market. This “transfer pricing agreement” 
attempts to align operational incentives such as availability and cost control with OUT operating 
groups and market incentives and risks with Power Marketing. 

EARNINGS ($ Millions) 

Actual 2000 Goal 2001 

P WEnergy 136.6 186.0 

In this section, additional goals that affect profitability are discussed. They are concrete measures 
of achievement in areas that directly affect financial performance. 

Fuel Costs 

Fuel costs represented over half of our total Generation budget last year. Because it is such a 
significant variable cost and can have a dramatic effect on our bottom line, it remains an area of 
emphasis for cost reduction. The Fuel Procurement group retains primary responsibility for this 
performance measure. Beginning in 200 1, Pinnacle West Marketing & Trading assumes the 
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financial risk for natural gas and the cost to Generation is factored into transfer price 
arrangements. 

FUEL COSTS (cents per kilowatt-hour) 

Actual 2000 Goal 2001 

NUCLEAR FUEL .46 .44 
COAL FUEL 1.29 1.25 

Budget 

Budgets will continue to be used as a means to manage costs. However, cost reductions, 
measured in part through budgets, will be balanced against our opportunity to capture high 
market prices during times of high demand. Overall profitability will gain increasing focus as we 
move closer to full deregulation. 

BUDGET (% Millions) 

Actual 2000 Goal 2001 

O&M 145.6 161.1 
FUEL 207.9 212.3 
CAPITAL 

Plant Improvements 64.2 77.6 
Capitalized Nuclear Fuel 30.4 32.4 
Generation Expansion 193.1 656.2 

Inventory 
There’s a substantial cost associated with keeping materials on hand in inventory. And, when 
inventory levels are higher than they need to be to support operations, they needlessly cut into 
profits. But it will be important to balance the need to reduce stock levels with the strategic value 
of maintaining a supply of critical components that can be immediately available if a unit goes 
off line during periods of peak demand. 

INVENTORY ($ Millions) 

Actual 2000 Goal 2001 

APS GENERATION 134.9 133.7 
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Operations and Regulatory Performance 
Baseload capacity factor, gas/oil equivalent availability factor, environmental goals and 
minority/women-owned business purchase goals round out the set of indicators we will use to 
track our performance in 2001. 

Power Plant Performance 
This year, we will measure power plant performance in two ways, capacity factor for our 
baseloaded coal and nuclear units and availability factor for our oil and gas peaking units. 
Capacity factor measures total generation against theoretical maximum output. This aggressive 
goal assumes two nuclear refuelings a year and necessary maintenance on fossil units, yet 
demands top performance during non-outage periods. 

Because the oil and gas plants are called into service only when needed, capacity factor is not a 
valid measure of their performance. Instead, the time they are available to produce power will 
serve as a primary measure of their achievement. 

Capacity and availability factors in 2000 were excellent. We can further improve capacity factor 
performance by honing preventive and predictive maintenance programs, shortening outage 
durations where appropriate, lengthening operating cycles when possible and preventing 
unplanned outages. 

BASELOAD CAPACITY FACTOR (percent) 

Actual 2000 Goal 2001 

BASELOAD CF 
*Stretch Goal 

86.9 88.7* 

OIL AND GAS PLANT EQUIVALENT AVAILABILITY FACTOR (percent) 

Actual 2000 Goal 2001 

Annual EAF 86.3 84.0 

Environmental Goals 
We place a high value on protecting the environment and work diligently to comply with all 
environmental regulations. When feasible, we go beyond what’s required of us. Our goals reflect 
our commitment to protecting the environment and recognize the market value of that 
commitment. 



REPORTABLE ENVIRONMENTAL INCIDENTS 

PWEnergy 

Actual 2000 Goal 2001 

13 10 

ENVIRONMENTAL FINES 

Actual 2000 Goal 2001 

PWEnergy 1 0 

SELF ASSESSMENTS (PERCENT COMPLETED) 

Actual 2000 Goal 2001 

P W Energy 100 100 

HAZARDOUS PRODUCTS (PERCENT REDUCTION) 

Actual 2000 Goal 2001 

PWEnergy Under development 

MinorityMcomen-Owned Business Purchases 
In keeping with our commitment to the communities we serve, we also strongly support the use 
of minority/women-owned businesses for our supplies and services. The whole community 
benefits when these business owners are given the opportunity to thrive. 

MINORITY/WOMEN-OWNED BUSINESS PURCHASES ($ Millions) 

PWEnergy 
*Stretch Goal 

Actual 2000 Goal 2001 

$23.4 $20.5* 

Generation Expansion - Discussion and Goals 

Portfolio Approach and Risk Management 
In a regulated environment, a utility could estimate resource needs, obtain regulatory approval, 
and generally proceed with approved projects with only occasional need to change course. In an 

16 



. +  unregulated marketplace, we may find it necessary to change parameters, plans, and partners 
faster than the regulated utility. 

With the goal of flexibility in mind, we maintain a list of alternative sites and strategies. For 
example, we may find it necessary to order a turbine intended for one site but eventually install it 
at another site. This kind of change could result from regulatory barriers, new partnerships, or 
simply changing business conditions. 

Risk management of merchant power generation depends largely on the ability to manage 
exposure to future power prices and operating costs. To be included in our portfolio, the project 
must pass strict parameters, including: 

Market risk: clearing price, forecast growth rate, transmission accessibility, dispatch queuing, 
reserve margins and must-run criteria. 

Cost risk: cost of site, construction, financing, fuel, transportation, environmental, labor and 
administration expenses. 

Fuel supply risk: availability, multiple sources, regulatory issues, delivery and price. 

Construction risk: scope change, turnkey contracts, completion guarantees, warranties, 
payment, liquidated damages and performance testing. 

Technology risk: proven or exotic, re-powering sites, old vs. new assets. 

Operations risk: operating agent agreements, competitive labor, outage management and 
performance guarantees. 

Power marketing risk: standards of performance, purchase agreements, profit sharing, credit 
risk, tolling and options trading valuation. 

Building New Generation 
Our first projects have focused on building new natural gas-fired capacity. We chose natural gas 
for several obvious reasons. Natural gas has been the fuel of choice for new generation for 
several years because it is relatively clean, can be built quickly, and can be added in increments 
without sacrificing economies of scale. We also anticipated the transfer of existing coal and 
nuclear capacity from APS to PWEnergy, which will result in a company with a balanced fuel 
portfolio. The expanded gas-fired capacity will offer greater opportunities for profit in the natural 
gas-electricity convergence market. The growth plan will require a comprehensive natural gas 
strategy combined with strategic power marketing arrangements through Pinnacle West 
Marketing & Trading to achieve a balance between profit potential and risk. 

With the projects we have already announced - West Phoenix and Redhawk - our efforts remain 
focused on schedules and budgets. We have budgeted $575 million for a major thrust in these 
two projects this year. 
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West Phoenix Project 
The West Phoenix project will consist of two new combined cycle units using clean-burning 
natural gas as their fuel. Unit 4 will be a 120-megawatt plant with commercial operation planned 
to begin in mid-2001. Unit 5 will follow with construction of a 530-megawatt combined-cycle 
plant to be generating and selling power in the open market by mid-2003. 

These two units will cost about $360 million and will require about 300 construction workers and 
an additional permanent work force of about 18 employees. The project will require transmission 
line improvements by APS, including a new 230-kilovolt-transmission line from West Phoenix 
to serve nearby communities. 

Major milestones in 2001 that will mark our progress toward success include completing Unit 4 
construction by June and starting construction on Unit 5 by September. 

Redhawk Project 
Redhawk is a larger merchant plant consisting of four 530-megawatt units, a total of 2,120 
megawatts of new combined-cycle capacity. Construction began on Units 1 and 2 in December 
2000, and these units are scheduled to be in service by the summer of 2002. The four units 
combined will cost about $1 billion, requiring peak construction employment of about 300 
workers and up to 80 full-time employees. 

Land has been purchased, eight combustion turbines were ordered, and water rights were 
obtained last year. Major milestones that will mark our progress toward success during 2001 
include receiving the first combustion turbine by May, completing the water (City of Phoenix 
effluent treated at Palo Verde) line by September and energizing the switchyard by December. 

Business Development 
Pinnacle West Energy is closely watching the marketplace, particularly in the West, to identify 
potential value in existing plants and in banking potential power plant sites for future 
construction. 

We will consider several different paths to growth, including: 

. . . 
Ownership consolidation in existing plants 
Purchases of individual stations or units 
Partnership ventures including new construction 

The market evaluation is the first step in the process and defines the business objectives for 
expanding generation. The main plan parameters are: 

0 Scope: expansion opportunities, growth by acquisition and development, partners and 
alliances. 

18 



* .  Scale: expansion targets for earnings growth, selected regional locations, plant valuation and 
operating cost, and fuel mix. 

Business Characteristics: ownership criteria, debt/equity investment, and partnership mix for 
central station generation, distributed generation, operating contracts, and engineering 
services. 

Risk Tolerance: regional diversity, generation mix, rates of return, and fuel diversity. 

0 

0 

Harry Allen Power Station 
Late last year PWEnergy announced the purchase of the 72-megawatt Harry Allen Power Station 
in southern Nevada. This site is located about 30 miles northeast of the fast-growing Las Vegas 
area and has space for additional capacity. As demand grows in the area, we plan to add a 500- 
megawatt combined-cycle unit at this site. 

We are purchasing the existing Harry Allen unit from Nevada Power, a subsidiary of Sierra 
Pacific Resources for about $65 million. Under terms of the purchase, we will sell the power 
back to Nevada Power until March 2003. 

This project demonstrates our commitment to broadening OUT geographical diversity beyond 
Arizona and New Mexico. 

Goals 

Project Management 

The most important success indicators are project management goals to gauge progress toward 
timely and profitable completion of West Phoenix and Redhawk. 

PROJECT SCHEDULE 
Actual:2000 2001 2002 

West Phoenix Construction began on Unit 4 in service by late Major equipment for Unit 
Unit 4 June 5 delivered by December 

Major equipment 
delivered for Unit 4 

Start construction on Unit 
5 by September 

Certificate of 
Environmental 
Compliance (CEC) and air 
permit approved 

Redhawk Construction started on Effluent line and Units 1 and 2 in service 
Units 1 and 2 switchyard completed by 
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September 

Harry Allen 

Other 

Interconnect agreements Switchyard energized by 
finalized December 

Environmental and zoning 
permits obtained 

Major contracts issued 

CEC and air permits 
approved 

Combustion turbine unit 
operational by June 

Combined-cycle expansion 
permits by December 

Trailer mounted units 
operational by June 

Business Development 
Our thrd main goal for our new company recognizes the need to constantly seek new business 
opportunities and respond to the changing business landscape for generation. We look to 
substantially complete an agreement in principle to acquire one new generation asset or to build 
one new project. 

BUSINESS DEVELOPMENT 
Actuak2000 2001 2002 

PWE Reached agreement to buy SCE Agree to buy or build one Agree to buy or build one 
project interests in Palo Verde and Four project 

Corners 

Reached agreement to buy Hany 
Allen Power Station from Nevada 
Power 
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Incentive Plan Targets 
Generation Operations Employees 

Indicator I Threshold 1 Incentive I 
Nuclear Safety Targets: 

Reactor Trips 1 of2  .2% 
Collective Radiation Exposure 

Prevent Events* 

Recordable injury 
Preventable Recordable injuries (GBU) 

Weeks wlo Preventable 0 per week .Ol%lweek 

at least equal 

best 
to prior 3-yr .3% 

Significant Human Performance Events 6 .3% 
Production Cost - Site 1.27 $lkWh 1 Yo 
PNW Earnings $278M 0% 
Baseload Capacity Factor 86.4% .6% 
Equipment Reliability: 

Maintenance Rule Performance 2 o f 4  .3% 
On-line Equipment Reliability 

Indicator 

Max. 1 Incentive 

2 o f 2  .8% 

O/week .O 1 %/week 

10% better 
than prior .6% 
3-yr best 

3 .6% 
1.23 $lkWh 1.8% 

$3 18M 1.8% 
88.7% .8% 

4 o f 4  1% 

Safety: 
Preventable Recordable 
Injuries; * 
(weeks without, excluding 
Palo Verde) 

Preventable Recordables - 3 
yr. avg. 

Earnings 
Direct Production Cost - Baseload 
Annual EAF - PNW Gas Units 
Baseload Capacity Factor 
Environmental: 

Reportable Incidents 
Fines 
Self Assessments 
Hazardous Chemicals 

Threshold 

0 per week 

at least equal 
to prior 3-yr 

best 
$186M 

1.78 $lkWh 
84% 

86.4% 

2 of4  

Incentive 

.3% 

.5% 
-7% 
.25% 
0.6% 

.35% 

*including severity adjustment 

Palo Verde Employees 

Max. 

0 per week 

10% better 
than prior 
3-vr best 
$198M 

1.75 $lkWh 
85% 

88.7% 

4 o f 4  

~~~ 

Incentive 

.Ol%per wk 

.6% 

.8% 
1% 
.5% 
.8% 

.7% 
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Work Management Performance 
r Corrective Maintenance Backlog 

*Including severity adjustment 

Generation Expansion 

I Competitive Information I 
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From the desk of 

A N  U P D A T E  F O R  G E N E R A T I O N  o E M F L O Y E E S  
< 2 

The close of the year - and the turn of a new Heading q#@@!final months of the year, we 
century, no less -- provides a special opportunity h k p g  about 75 percent of our goals, just 
to reflect on the river of change our company zc@%$kpet of 80 percent. We've done espe- 

&&$mj&n safety (more on that below) and in must traverse. I must say, we are crossing this 
bridge in style. I can't help but conclude after the \e m%;@ry reduction, where we had a green win- 
events of 1999, that we are poised for the kind &.e:\O&tw for the third straight month -- a first ever. 
robust growth in generation that will help the 
company tally record profits in the comiag 

Most significantly, we have establ&e&?r&v 
generating subsidiary under#&h$hade~e!? 

&nly~J&?A$sub- 
(( d 'd i i I~y+Zxxse ,  is 

' * *  we are p'k~ oG*@fe West Energy. 
for the kind of '&+ mcia l iy  organized in 

6. 0 G 

3pecial credit for this improvement goes to Keith 

Verde and Rick Miller at Cholla. Improvement 
$3bhns at Four Comers, John Mullens a t  Palo +'' i9 # 

9+,8 

" core of employees is 
generation that busy developing new 
will help the combined cycle 
company tally projects in West 

record Profits in 
the coming ultimately, will total 

Phoenix and near Palo 
Verde. These projects, 

nearly 3000 
megawatts of capacity 
and provide our first 

years ." 

foray into a truly competitive marketplace. 

By 2003, all of the company's generating assets 
will be part of Pinnacle West Energy. 

While we are pursuing these growth opportuni- 
ties - and there will be others - we are operating 
our existing facilities at ever-improving levels. I 
can't over-emphasize how important it will be to 
continue to demonstrate our mettle as a premier 
operator of power generating facilities of all 
kinds. It is the bedrock of our future. Remember 
once more, as well as we are doing, we can always 
do better and we must sustain our high levels 
over time. 

is needed in operations and maintenance budget 
and overtime, each had ongoing red windows. 

safety 
I'm particularly proud of our safety performance. 
We never want to have injuries, and the goal this 
year is a 10 percent reduction in OSHA record- 
ables from 1998. Into the last quarter, we were 
seven recordables below the target. Gas and oil 
plants were leading the way, as they have for 
years. In September, the Yucca Power Plant 
achieved 15 years without a lost-time accident, 
a period that encompasses nearly 800,000 work- 
hours. Ocotillo md West Phoenix have done 
even better. 

In August, Ocotillo surpassed 17 years without a 
lost-time accident, or almost 900,000 work- 
hours. West Phoenix logged more than 18 years 
without a lost-time accident or more than 1.2 
million work-hours. 

Scott Takinen, manager at Yucca, and Larry 
Johnson at Ocotillo attribute this success to: 

a- Holding each other accountable without: fear 
of confronting co-workers about unsafe hehaviors 

Management support of safe operations as a 
top goal 
* Smaller teams that allow for more one-on-one 
ins tnict ion 

P E C E b l B E I I ,  1 9 9 9  
DROOO139 



From the desk of Bill Stewart 

Celebrating success Pinnacle West Energy 

Fossil 
Our fossil plants deserve mention for their perfor- 
mance in meeting Summer peak energy demands, 

As I mentioned, by 2003, all of our generation 
organization will be encompassed in Pinnacle 
West Energy. In the meantime, Ajoy Banerjee 
and his team have adopted a vision that states, 

i" 
Pinnacle West E&& will b t u ~  and acquire the most 
pojtub& u@r plnnts to meet Pinnacle West 
cap& $+mationi growth targets. 

The capacity factor came in at nearly 76 percent, 
slightly under a very aggressive goal of almost 79 
percent. The resulting capacity factor was due 
primarily to the market and some isolated perfor- 
mance issues at Cholla and Four Comers. 
Despite these issues, the plants came through 
when they were 

Palo Verde 
We are all aware that the Unit 1 outg@'&&.&~+~ec g m a k o n  @(-iecc mm&rrmt and h k ~  
slightly over the 36-day goal. Net?tl@ssl4$ce 
days still is one of our best et+. &Y h&s&e 
difficult issues, particula fls. # % i t e 4 d % & f e r  t 
canal trolley. At the &e @tq'\NCedffaintained 

well for our- 
selves. The unit's pegwarp& during the next 

i.- 9 

e vy e C % ; C  
% o*%e%g$le and easily understood. The vision is 

needed to meet demand +G $ S U A S S .  The mission SllppOrting the vision states, 
" * %  -3. % 8 c. 

0% o+* .iP Pinnacle West Energy will exercise expertise in 

focus and discipli&&p%pj& 4 6 %  
18 months will dete&ie%e kind of job we did. 

Palo Verde has completed another INPO 
evaluation and in September was awarded its 
third consecutive ' 1  .I This is a true sustained 
high-level performance. INPO evaluators took a 
tough look at operations, learning organization, 
equipment reliability and management before it 
determined that Palo Verde continues to be one 
of the top performing and producing plants in 
the business. 

The most significant aspect of this latest level of 
recognition is that we have built upon an already 
strong performance and achieved a higher degree 
of excellence. This culture of continuous 
improvement is what will keep us strong. 

development to: 

4 Seek new opportunities and acquire 
generation to meet earnings growth targets 

construction of new generating facilities 

asset acquisitions 
*Provide a risk-balanced generation portfolio 
with diverse markets throughout the Western 
us. 

Provide expert project management for the 

Provide expertise and processes for generating 

As projects become operational, Pinnacle West 
Energy will: 

* Be a premier operator of power generating 
facilities 
* Frovide low-cost, highly competitive energy 
products fc>r the wholesale energy markets 

Once again, overall, a very good.year. Happy 
holidays and a prospercius New Year. 

Produced in cooperation with Intmml Com~nunications 

James E MCdonald 3r 
Sta: 9988 



From the desk of 

A n  u p d a t e  f o r  G e n e r a t i o n  & P i n n a c l e  W e s t  E n e r g y  E m p l o y s e s  

Historically, this company has dubbed 
September a notorious month for showing 
us a significant increase in preventable 
recordables. This September, we saw a 
reduction in this trend. We're heading in 
the right direction. 

No doubt we will remain on our toes, 

Basics: know the w 
the job or task, know the kf;vironment. 

On a lighter note, each of you is commended 
for surpassing several megawatt production 
records this summer. 

k Palo Verde was in full power in June, July 
and August. 

In June, coal reached a 92.1 capacity fac- 
tor -- the highest in more than 10 years. 

%The gas/oil/hydro plants generated more 
electricity in July -- 379,434 megawatts -- 
than they have in the history of the com- 

pany. 

\The total net generation for all units 
through Aug. 31 is just under 16 million 
megawatts. 

This is a direct reflection of your hard work 
and dedication. I thank you. 

Southern California Edison 
Pinnacle West Energy's acquisition from 
Southern California Edison of 1,3 10 
megawatts in Palo Verde and Four Corners is 
making some progress. An auction process, 
in which other utilities have an opportunity 
to make bids is pending. SEC's application 
with the California Public Utility 
Commission is also pending. Our closing 
timeframe remains the middle of next year. 

Pinnacle West Energy 
Pinnacle West Energy has begun the process 
of returning on line two West Phoenix steam 
units that have been out of service for about 
10 years. The return of the 35 and 65- 
megawatt units (totaling 100 megawatts) will 
help us meet load in the metro Valley. 

The transition to Pinnacle West Energy con- 
tinues to unfold. I am pleased to report that 
none of the target dates has been compro- 
mised. Fossil employees and assets will be 
transferred to Pinnacle West Energy by the 
beginning of 200 1, and Palo Verde employees 
and assets will follow sometime in the com- 
ing months. ru1 FERC, IRS, EPA and ADEQ 
applications have been filed and approvals 
are pending. We expect approvals in time to 
meet our year-end goals. 



From the desk of Bill Stewart 

As the transition continues, there is a very Maricopa County Environmental Services. 
important point I’d like you to keep in mind: 
This entire Generation to Pinnacle West 
Energy transition has been, and will remain, 
a paper process only. In other words, the 
process does not, and will not affect your job 
or how you perform it. Focus on producing 
low cost, reliable supply. 

Fossil 
The Four Corners Power Plant deserves men- 
tion for selling, through September, almost 
206,000 tons of 
flyash, with pro- This ... transition 
jected year-end has been, and 

295,000 tons. The remain, c e 
revenues from process 8Qlt9+9b 
with the sales, eliminating along p r - %  f d s  ngt, 

&d 6$~qj&! affect the cost of 

tionsofflvash, boL % +  ,! P erform it. mine large poF 

sales of about i +‘ 

returning to th@ + &bg$ c. i * ,@ or how 

-v 

will total more 

1ion.The plant’s 
continued success able supply. 
in this venture 
appears assured. 

Construction of West Phoenix 4 is on sched- 
ule and the 120-megawatt unit is expected to 
be connected to the grid in June. The prelim- 
inary engineering for West Phoenix 5 is com- 
plete and construction is expected to begin 
next summer. 

Two intervenors fied comments in opposi- 
tion to Redhawks air permit just prior to the 
Sept. 26 public hearing conducted by 

c,F&us on produc- 
than ’ 1.5 mil- ing low cost, reli- 

Maricopa County has filed a response with 
the EP,4, and we are confident an air permit 
will be issued soon. A note on the prudent 
side, once our permit is received, there is a 
chance that either intervenor will appeal the 

within an do ted  30-day 
an appeal would delay the 

us from breaking ground 

com- 

e+ 
L ’  

- *- 
Opleted Unit 2’ininth refueling. And though 
this outage has presented a number of chal- 
lenges, all have been managed with the kind 
of planning, drive and teamwork that has 
created a string of very successful outages 
over the past SIX years. 

A prominent focus on future equipment 
reliability added emergent work to the 
schedule on occasion. For example, the repair 
of two pressurizer heater sleeves was added 
early in the outage to mitigate the potential 
for a shutdown during the unit’s next operat- 
ing cycle. While this taxed outage radiological 
exposure goals and the schedule, it was the 
right decision. 

Every outage - nuclear or fossil - has its 
unique challenges. The test of our abilities is 
how we overcome those challenges to be 
successful in the long-term. 

In Closing 
Remember that we cannot change the past, 
but we can control our future. And that our 
immediate goal, today, tomorrow and the rest 
of this year is to complete it safely. 

Written and produced by Employee Coinmunications 



e 

3 
ll 

ew 
0 

'TI 

+ 

4 z + 



E 
0 

a 
sd 
Q) 
E s 
4 

0 

m 
Q) 

0 0 



E 
3 
& 

+d 2 -. 

--1 

x E 
.d 



s 

0 E m  



S 

n 
G . 
3 
0 

C 
0 .. 
I 
im 
11- 
a, 
s 
Q) 
(3 

0 

Q) 
9 
0 
c, 

a 
Q) 
N 

0 

Fn 
*I 

E 
0 

Q 
k 

a m  
c, 

2 
4 
2 
a c 



cn 
Q) 

n 
I 
Q) re 

C 
0 
a > L 

0 
0 
0 
N 
E 

o n  

3 
b 

2 
E - 
m 
N * 
c? 

2 
0 

w 
Q) 

Y 

U 

o m  2 
Y m 
Q) 

m 
Q) 
0 
& a 

bl! 

0- 

.I 

% 

2 
CI 

1 
Y 

z" 
e 

d 
0 
0 
N 
E 

0 1  

s 
E - 
c? 
rl 
r3 
# 

0- 
0 
0 e4 

e 

& 

3 
31 

8 
T 

\ 

N 

m 
0 
0 
N 
& 
Q) 

ep 
E: 
0 

0 
W 

e? 

rn 
.n 

.LI 
Y 

E 
IEY 
4 e 

a 

W 

k4 m 
& 

E 
ep 

f 
pc 

o m  

Y 

s o n  

a m  m 
Y 

0" 
E 
5 
Q) 

m 
m 

n 
E: 
0 
V 
1 
& 

o n  

o n  
U 

Y 

2 
8 

2 
2 

E: 
0 

O L I  
Y 

Q) 
bc 

Q) 
E 

Qml 
0 
Q) * 
Q) 

4 

I 

I 

bc 
E: 
0 

a 
I e - e 
o n  

4 

e 

a 
E 
ep 
v, 
0 
0 
N 
I O d  

Y r: 
1 

e 



.d w 
& 

0 0 



u u 
2 
E 
0 
Td 
8) 

9 
3 

cn 
k 
Y 
0 a b 

E E  

P& 
E * 
cs 

W 

v) 
4 

rl 

* A 

'5 
m * 
E a 
a 
k 
Q) 

0 a 
Q) 
E 

- 
4 

4 

0 0 

v) 
w 
0 
N 

0 .  



8 

8 

8 

m 
I 

v, 
I 

PI 
o\ 

0 
0 
d 
\o" 
rl 

0 
0 
v, 
rl 
rl 

h 

E 
0 

e- 
Y 

Y E 
v1 
L= 
0 u 
P 
.I 
m 

E 
2 
CD 

m 
0 
L 
CJ 

0 Cn 

.I 

5 
c U 

.I 
m 
W 
ta 
1 
iij 

0 
v, + 
Q > 
.i m m a 
& 
W 
W 





I 
I 
I 
I 
I 
I 
I 
I 
I 
I 
I 
I 
I 
I 
I 
I 
I 
I 
I 
I 
I 
I 
I 
I 
I 
I 
I 
I 
I 
I 
I 
I 
I 
I 
I 
I 
I 
I 
I 
I 
I 
I 
I 
I 
I 
I 
I 
I 
I 
I 
I 
I 
I 
I 
1 
1 
I 
I 
I 
I 
I 
I 
I 
I 
I 
I 
I 
I 
I 
I 
I 

I I 
I I 
I I 
I I 

I 
I 
I 
I 
I 
I 
I 
I 
I 
I 
I 
I 
I 
I 
I 
I 
I 
1 
I 
I 
I 
I 
I 
I 
I 
I 
I 
I 
I 
I 
I 
I 
I 
1 
I 
I 
I 
I 
I 
I 

z ;  
I 
I 
I 
I 
I 

I 
I 

SI 
51  

d l  
E l  
L I  
& I  

.- 

.- E ;  
V I  
d l  
E l  
Q l  
f i l  51 
s ;  

I 
I 
I 
I 
I 
I 
I 
I 
I 
I 
I 
I 
I 
I 
I 
I 
I 
I 
I 
I 
I 
I 
I 
I 
I 
I 
I 

I -  
L i g  
\ ;  g 
\ I  j 
\: 
\ F  I 

I \  I 

I 

I 
I 

I 
I 
I 
I 
1 
I 
I 
I 
I 
I 
I 
I 
I 
I 
I 
! 
I 
I 
I 
I 
I 
1 
! 
I 
I 
I 
I 
I 
I 
I 
I 
I 
I 
I 
I 
I 
I 
I 
I 
I 
I 
I 
I 
I 
I 
I 
I 
I 
I 
I 
I 
I 
I 
I 
I 
I 
I 
I 
I 
I 
I 
I 
I 
I 
I 
I 
I 
I 
I 
I 
I 

I 

I 
I 
1 
I 
I 
I 
I 
I 
I 
I 
I 
I 
I 
I 
I 
I 
I 
I 
I 
I 
I 
I 
I 
I 
I 
I 
I 
I 
I 
I 
I 
I 
I 
I 
I 
I 
I 
I 
I 
I 
I 
I 
I 
I 
I 
1 
I 
I 
I 
1 
I 
1 
I 
I 
I 
I 
I 
I 
I 
I 
I 
I 
I 
I 
I 
I 
I 
I 
1 
I 

f I I I I I 
I I I I I 

0 0 0 0 
0 0 0 0 

0 0 
0 QD 

0 
0 

0 0 

0 0 
0 0 

0 
0, 0 0, 6 0, 0, 0, 0, 

N O m  0 

a 
0 cv 
d 
0 cv 
cv 
0 cv 
0 

0 cv 
00 
0 
0 cv 
a 
0 
0 cv 
d 
0 
0 cv 
cv 
0 
0 cv 
0 
0 
0 cv 
00 
a, 
a, 

F 

r 

F 

r 

F 



0 

n 
cn 
cts 

cb 

\ 

\ 

I 1 

I 

I 

~ 

0 0 0 0 0 0  0 
0 0 0 0 0 0  0 
& u j r i c 4 c 3  

(D 

0 cv 
d 

0 cv 
cv 
0 cv 
0 

0 cv 
co 
0 
0 cv 
(D 
0 
0 cv 
d 
0 
0 cv 
cv 
0 
0 
Ol 

0 
0 
0 cv 
00 
0 )  
0 )  

r 

F 

r 

F 

r 



I 
I 
I 
1 
I 
I 
I 
I 
I 
1 
I 
I 
I 
I 
I 
I 
I 
I 
I 
I 
I 
I 
I 
I 
I 
I 

I %  1s 
l e  + 
; a  
I -- 
I 
I 

I 
I 
I 
I 
I 

I‘ 
I r  
I 
I 
I 
I 
I 
I 
I 
I 
I 
I 
I 
I 
I 
I 
I 

I -  
I I  
I 
I 
I 
I 
I 
I 
I 
1 
I 
I 
I 

I 
I 

1; 
‘ 3  
1 . y  

: 2  I 

I 
I 
I 
I 
I 
I 
I 
I 
I 
I 
I 
I 
I 
I 
I 
I 
I 
I 
I 
I 
I 
I 
I 
I 
I 
I 
I 
I 
I 
I 
I 

I 
I 

I I  
I 
I 
I 
I 
I 
I 
I 
I 
I 
I 
I 

I/ I 

k 
$? 
k 
Q .m 

P I I 

I L 

1 L 

I I c 

0 
0 
0 

0 
0 

0 
0 
Pa 

0, 
0 
0 
9 
0- ua cv 

0 
0 
9 
0 
0 cv 

0 
0 

0 ua 
o_ 

r 

0 
0 

0 
0 
0- 

F 

0 
0 

0 
v) 

0- 

0 





I 

HMW$ 



i : . 

0 0 0 0 0 0 0  C B r n d r n c v r  
HMW$ 



I 

\ 

0 0 0 0 0 0 0  w v ) *  m o l -  



C 
0 
S 
0 

(b 

m- 
w 
L a 
Q 
0 
cn 
a 
C 
0 
0 

L 

L 

L 
3 
0 
L 

> 
0 
a n 
I. 

w 
0 
0 a 
P, 
E - 

0 0 0 0 0 0  0 
W L n e m N r  

HMWI$ 





\ 

I 

j 
, 
! 
I 

I 
I 

I 

1 

I 

I 

! 

I 
I 

\ 4 

I 

! 

! 

I 

I 

i 
! 

I 
I 
I 
! 

\ \ 

Y 
I- t 
\ 

u3 c 
0 
(v 

si 

z 

2 a 

0 
N 

N 

0 
(v 

W 

r, 

5i 
z 
0 
(v 

QI 
0 c 
t-4 

00 
0 a 
cz 
0 
0 
(v 

In 
0 a 
B a 
0 
0 
0 
(v 

(v 
0 
0 
(v 

d 
0 a 
0 

3 I 

i i ~ 







\ i '  \ 
\ 

', 

f 
\ 

__-----,- 

0 0 0 0 3 0 3 3 0 0  
0 ~ 0 0 0 0 0 0 0 0 ,  
0- QI w l- \o m * 6 N - 
3 



c/) m 
S 

w 
C 
0 

n 

0 
I 

E 
B 

\ 
‘\ 

! j 

I 

! 
I 

i 

I 
! 

I 
I 

i 

i 
I 
I 

, 
1 

i 

I 

! 

I 
I 

I 

4 

0 
N 

s 

r! s 
2 

0 
N 

0 
N 

1 
1 e 
N 

4: 
0 
N 

QI 
d 
0 
N 

00 

N 

l- 
0 

F 4  

\o 
0 

8 

e 

s 

w 

d 
0 
0 
cy 

cr, 
0 
0 
N 

N 
0 
0 
N 

w 
0 
0 w 

0 
3 a 





I 

I 
! 
~ 

I 

! 

i 

I 
1 
i 

I 

i 
I 

1 

i 

! 
i 
! 
; 
i 
i 

! 

! 

I 

I 

I 

i 

j 

1 

1 

j 

1 

I 

! 
I 

i 
i 
I 
I 

I 
! i 

1 

i 

! 
I 

i 
I 

i 1 
I 
j 

i 

I 

i 

I 

j 
I 

I 
! 

i 
I 

1 

! 
! 
! 

~ 

I 

! 
I 
j 

j 

i 
I 
j 

! 

I 
i 

I I 

1 
! 

! 



4 
'3 

.. 
I 

z 
0 z 



u 

I 

5 
F9 

I 
I \ ! 

E I 
I 1 1 I I 

0 0 0 
0 0 

0 0 

0 0 0 0 
0 0 

0 0 
0 0 
0 0 cu“ 0” co” t6 G cui 



El 

8 

44 
0 

! r 

i I I 
g I  1 I I I I 

0 0 
Qo (D 

0 0 0 cv 0 
d d d d d c3 CI) 

d 
0 
(D 

Y 



T 

+ 

+ 

+ 

t 

t 

t 

0 0 0 0 0 
0 0 0 0 0 
0 

0 0 0 
0- 

W v) ea cv d 
0 

0 

0 

0 

0 
o_ 0 0 o_ 

v 
*?! 

0 cv 

00 
0 
0 cv 

s 
0 cv 

CD 
0 
0 cu 

rr) 
0 
0 cv 

d 
0 
0 cv 

c') 
0 
0 cv 

cv 
0 
0 cv 

- 
0 
0 cv 

0 
0 
0 cv 

3 
0 
W e 

0 
Z 
2 

Z 

CI a 
E! 
m w 

W 
5 



z w u 

t 
d 

I 
1- 

1. 

t 

t 

V 
V 

2 
m 
Y 
z 
L: 
u 

0 
0 
3 
L: 
0 
CI 
LLI 
5 

U 
-2 
0 
0 

i 
f 
Y 

t. I I I I I 
* 

I I I I 
I (.: 

I I 

w CD v) d c3 cv 7 0 

N 

c 



c1 

u 
W 
9 

' +  

+ 

+ 
+ 

+ 

I I I I I I 
I I I 1 I I 

I I 
I 

0 0 0 0 0 0 0 0  
0 0 0 0 0 0 0  r c ( o v ) d c 3 c v -  

u 



a 
I- 
W a 
2 

- m 
5 w 
W P  0 

.I a 
c 

a 
t Q 

0 - 
a * .I 
z 
z 
z 
z 
L 

(D 

0 

r 
(D c 
0 c 

N 
Q 
Q 

n 

n 
0 c 
Q 

t c 
t Q 

t 
6 

? 

f 

6 

m 

t Q 

m 
m 

N 
0 

Q N 

b 

s 
LL) r 
(D 

W 
(0 t c 

n 

b 
r 

0 

m 

a 

a 

Y 
U I 

3 
Y 

4 c 
- 
1 

- 
.- 
e E 
u I 
E 
t 

b 
e n 

- 
.- 

v) 

6 
n 





x -  

. 

Evaluation of New Generation 
mmatives 

NewGenerdoonAttm&e 
Site Locabons, Costs, and Schedules 

*z 

> 

DR0000Q 

Company Coiifidential 



Evaluation of New Generation 
Akernahves 

New Generation Alternatrves 
Site Locations, Costs, and Schedules 

12'1798 



Evaluation of New Generation Alternabves 

Table of Contents 

t ......................... : .D Executive Summary .,. ............. 

i 1 Introduction: ........ 

1.2 Summary.. ................... 1 .................... 

2.0 Prefer& Generating Methoa ............................ 

A ...................................................... 2.1 Introduction ... 

2.2 Technology Screening 6 

2.3 Technology Review for Intermediate Duty . 

2.4 Technology Review for Base Load Duty. 

....................................................... 

..................... 

. . . . . . . . . . . . . . . . . . . . . . . . .  8 

2.5 Technology Options . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . .  9 

. . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . .  2,6 Generating Methods Summary 11 

3.0 Preferred Generating S k s  14 

3 1 lntrodudion 14 

14 

. . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . .  

. . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . .  

.............................................................. 

................ 3 2 Metro Phoenix Generation ............................. 

3.3 F+xamlended Site Selection ...................................... 

4.0 Fast Track Schedule Options .. .................................. 

4.1 Antiwpated Scheaule Redudions tor Fast Track Options ............. 20 

. . . . . . . . . . . . . . . . . . . . . . . . . . .  4.; Fast Track Schedule Opticns, 

4 3 Summary Level Fas TracK Schedlries 

5 0 Zase Plant Cost Qptions 

20 

21 

22 



1.1 Introduction: 

The information in this report was prepared to provide a reference for management and others involved in 
the evaluation and planning of new generation alternatrves. The specific topics discussea are new 
generation technology alternatives. preferred new generation sites, and the costs ana schedules to build 
new generation. 

1,2 Summary: 

PacifiCorP Issue 
A maior concern when conskienm new combustion turhne generation is the potential effect of the APS 
agreement with PacifiCorp. 

APS signed an agreement with PadfiCorp, which gives PacifiCorp the nght to participate in up to a 50% 
share of up to 300 MW of new combustion tutinnes installed in Arizona. APS would be required to give 
PacifiCorp Mitten notice of its intent to install combustion turbines at least 52 months prior to the proposed 
in-service date. The agreement exptres when Cholla Unit 4 is retired from service and all costs of 
terminating Unit 4 have been paid. 

- 

Combined cydes are not mentioned in the agreement. It is believed that APS is not obligated to offer 
partidpation in combined cydes, however, APS attorneys are studying !he opinion. 

Preferred Generatina Methods ffechnoloaiesl 
If low energy cost is the primary goal, then high efficiency combined cydes are recomrnendd. If low 
initial cost. peaking duty, and fast startup are critical then gas turbines are recommended. For details of 
the various technologies and models, see the sections refemng to duty cyde and technology screening. 

Preferred Generatina Sites 
The current preferred generating sites are Saguaro, Gila Bend, Wngman, Wintersburg, Yuma, and West 
Phoenix. A discussion of how these sites were selected is included in this sedion. 

The West Phoenix site is currently being evaluated in other detailed studies. The detailed studies address 
a number of issues that have yet to be resolved and are not specifically addressed in this study. Some of 
the issues that are currently being evaluated in other studies are: 

Environmental Issues 
The West Phoenix Plant IS in a non-attainment area. 
An emission bubble may be possible for the West Phoenoc Plant. 
Potenhal negatlve PR issue of adding new source emissions in Phoentx 

Economic and Political Issues 
Can enough power be economically brought into the Valley by transmissioc umrades alone? 
How should APS help so!ve the transmission-iirnitea problem in the Vailey’ 

CCMPANY CI)NF!DE?(TIAL 1 



New Generation 

Preferred Generating Methods 

Preferred Technology Options 
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Duty Cycles Needs versus 

Preferred Technology Selection Method 
?c achieve the optimum economics, the technology best suited forth antiapated duty cyde should be seledd. 
The purpose of the following charts is to help illustrate the process of screening the candidate technologies for their 
suitabilay for each duty cyde. The needs and wants for each duty cyde are identified and compared with the 
attributes of the alternate technologies. Technologies not meetin9 all needs for a speclfic duty cycle are removed 
from consideration. The attributes of the remaining tecnnologies are then compared with desired wants, 
economics, and speutic operating charadenstics to amve at the most favored technologies. 

Wants - 

I Peaking Duty 

ntermediate Load Duty 

Base Load Duty 

qeeds 

‘ast startup 

2ycJing abiliy 
:while meeting emissions stds.) 

,ow initial cost 

l igh reliabiliy 

S o d  economics for low capacity factor unrts 

Cycling AtiMy 
[while meeting emissions stds.) 

High reliability 

Good economics for moderate capacity factor 
units 

- 
Low cost energy produdion 

High reliabiliy 

Good heat rate 

Good economics for high capacity factor units 

Wants 

Low energy produdion costs 

Good heat rate 

Low O&M Cost 

Fast startup 

Good heat rate 

Low energy production costs 

Low initial cost 

Low O&M Cost 

Cycling Ability 
(while meeting emissions stds.) 

Fast startup 

Low initial cost 

Low O&M Cost 
- 

COMP4NV CONFIDENTIAL 5 



Technology 

J c Recommended for 
duty 

Conventional GT 

State of the Art GT J 

% AdvaricedGT 

J Conventional CG 

J 

* AdvancedCC 

J Conventional Coal 

Advanced GT d CC not yt 

State of the Art CC 

Needs 

High Cycling 
Reliability Ability 

J J 

J J 

3 J 

J J 

J J 

3 J 

J J 

~- 
Wants 

Low Fast Good fuel 
Initial Cost Startup Efficiency 

J J 

J J 

J J J 

J J 

J 

J 

J 

J 

wailable. no histow, indicates risk. 

23 Technology Review for Intermediate Duty 

Intermediate Duty 
Technology Screening 

c . .  
9 

t .  

* Advanced GT & CC not yet available, systemsantmpated to be suitabile for specified duty. 

7 



Conventional, State of the Art B Advanced Gas Turbines 

Startup 
Time 

to Full Load 
Minutes 

The following tables include capacity and heat rate infomation for specific models of gas turbiiies and 
combined cydes. Addiiional information concerning startup times and minimum loads have been included for 
the gas turbines models since it may be useful if seleding models for possible peaking duty. General sizes and 
heat rates for coal plants are also included. 

Minimum i 
Load % 1 

i 

Duty Cyde Suitability Codes: Peaking (P). Intermediate (lj, Base Load (6) 

Manufacturer Capacity Heat 
Model # (Suitability Code) IS0 Mw Rate 

IS0 LHV 

_. - .- 

Startup 
Time 

to Online 
Minutes 

General Electric 
7EA (P,I 1 

85.4 10,042 7.5 

7FA ( IB 1 
I 

9,39c 9 
169.9 i 

7G (6) 240 8,640 * 
Westing house 
W501D5A ( P,I ) 

122.2 12.5 

W501 F ( IB 1 

1 I I 
c Advanced GT not yet available, no history, indicates risk. 

*., Estimated 
N/A not supplied by manufadurer 

9,230 

9 C3MPANY COKFIDE~JTIAL 

W501 G (6) 235.8 8,700 1 .* * 
Siemens 
V64.3A (PJ) 70 9,348 4.5- 

ABB 
11N2 ( PS,B 1 

11 5.5 9,780 N/A 



Combined Cycles (Continued) 

Conventional, State of the Art & Advanced Technology Combined Cycles 

Coal (8) 

Manufacturer 
Model # (Suitahlay Code) IS3 LHV 

lS.VW.3A ( 1,B ) 

250 1 9,880 

I 

2.64.3A (1,s) I 203 I 6,319 

I 
Coal (B) ' 350 

Coal (B) 500 

9,828 

9,997 

Conventional Coal Plants 

9,828 Coal (B) I I 
750 

26  GenWatingMethodsSummary 

COMPANY CQONFIGENTIAL 

The preferred generating technologies are those that meet the capacity needs at the lowest leveiized energy cost. 
In general, this will be a trade off between initial capital cost, capacjty factor, operating requiremerits and fuel 
coWeffiaency. The higher the planned capauty factor. the higher the initial capital investment can be in order to 
obtain technologies with high fuel efiuenues. In contrast, the lower the planned capaaty faado:, the tower the 
rnitial capltal cost has to be to get the lowest energy cost 
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PacifiCorp SITE SELECTION SUMMARY (150 MW SITE ONLY) 

RESOURCE COMPARISONS 

Air tlrality Considemions 

Warer AvailaDility Considerations 

Environmental Considerations 

Permitting Considerations 

Engineenng Considerations 

Natural Gas Pipelim Considerations 

Transmssion Line Consideraticns 

Zasa Granae %ge ;!at Gda aend Winerswrg Saguaro Moctying Facon 

2 5 2 Z Meteorological data IS limned a-c 

rouograchy IS a moderate carmr: 

Warer Comuany 

2 3 1 Wafer availabilrfv from 4bra 1 

1 2 3 

2 3 f Transmission one for San:a Rosa 

tc Gila 6end 

L 
2 3 2 2 

1 1 2 1 2 Sifieen miles cf Dipeline 

3 1 1 4 4 Fault duty ucrata- end minimal 

imurovemem to svstem 

PuMic Relation Considerations 

RESOURCE SENSITIVITY SUBTOTAL 

CAPITAL COST COMPARISONS ($@Xi 1956 Gollars 

Simple Cycle Tumine una 

Evaporative Cooler 

Dry Low Nor 
Transformer 

Fwl  Supply 

Land 

Right ofway 

Transmission System 

Substation 

Communlcation Synem 
Water Treatment System 

Site A o c f f s  8 Deva(opment 

TOTAL 

TOTAL UAE OF CAPITAL 

0 8 M  COST COMPARISONS (5oOO) 1998 Dollars 

Fuel Ccst (UAE) 

W PenaitvEmnm (UAE) 150MN Base 

Property Tax (UAE) 

Plant OBM Cos (UAE) 
TOTAL UAE OF OBM 

TOTAL UAE 
COST SENSITIVITY SUBTOTAL 

SENSl TlVl T Y TOTAL 

OVERALL RANKING 

5 3 1 4 1 Location in city limrt 

15 17 15 ?8 i;, 

800 

0 
2630 

16w 

1940 

550 

420 

1810 

550 

3 a w  

5020 

19270 

3141 

24180 

-1427 

3949 

1566 

28090 

3: 221 

LO 

m 
0 

1860 

a80 

1 TO 

70 

1106c 

2050 

1110 

4340 

5610 

27890 

454 1 

2 4 W  

-238 

4192 

1366 

29384 

33 325 
3 

-I 7 

, 

am 

la60 

0 

7740 

50 
640 

1’060 

2080 

5% 

3893 

5020 

33700 
5486 

24147 

-1825 

3164 

1377 

26863 

32 349 

< 7  

9oc 

0 

4250 

i 77G 

t i 0  

2Bo 

1 a430 

4450 

110 

3890 

m 
23690 

3860 

24158 

-1676 

2456 

1377 

26315 

30 175 

I t !  

W O  
0 

2630 

4540 

7c 

.G 

0 

6280 

t 10 

2250 

2990 
19670 

3202 

24230 

-a19 

3562 

1% 

28278 

31.45G 

2 
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PacifiCorp SITE SELECTION SUMMARY (EXPANDABLE SITE) 

RESOURCE COMPARISONS 

Air auaiitv Considerations 

Nater Availability Consiaerations 

Envlronmenral Considerations 

Perrnming Considerations 

Engiwenng Considerations 

5'  - .  
Natural Gas Piwline COnSidefatiOn: 

Transmission Line Constderaticns 

Publrc Relation Considerations 

Casr Grande 

2 

1 

t 

3 

5 

RESOURCE SENSITIVITY SUBTOTAL 18 

CAPITAL COST COMPARISONS ($COO) 1958 Dcilars 

Slmple Cycrc Tumine UnR 
Evaporative Cooler 800 
Ow Low NGx 0 

Transformer 2630 
Fuel Supply 2100 

Land 5810 

eight of Way I l l 0  

Substation 1810 

CMnmunication System 5% 

Water Treatrnent System 3830 
Site Amess 8 Development 5090 

TOTAL 25270 
TOTAL UAE OF CAPITAL 4120 

I -  

TransmKsm System 420 

08M COST COMPARISONS (Sow) 1998 Dollan 
Fuel Cast (UAE) 24169 
W Penaity/Bonus (UAE) 1 5 O W  -3427 

Base 
Prowrty Tax (UAE) 3949 

Plant 08M Cos (UAE) 388 

TOTAL UAE OF om 28079 
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The Phoenix metro area is currently transmission limited during the summer. The solution to this problem is very 
complex For this reason, a dedsion tree was Ueveloped to help understand and define the deasion alternatives 
and how the impacts of the decisions interact. The decision tree is included in the appendix. 

The decision tree illustrates a process of regularly reviewing the transmission limited status of the metro area. The 
decision tree shows that tis time passes, the transmisslon problem gets more Severe and increasing capacrty 
factors of units in the Valley no longer solve the problem. Other alternatives are then required, such as, 
recommissioning the West Phoenix steam units, building new transmission lines into the area and upgrading or 
replacing existing units. 

rnitially the existing units in the Metro area will be required to tun at higher capauty factors. When addaonal 
generation is needed, the only untapped source of generation in the Metro area will be the West Phoenoc steam 
units. Although the units are permitted and APS has the right to run them, it is conceivable that repairs and 
replacements necessary to Fun for an exlended period may trigger an environmental upgrade requirement. This 
needs to be analyzed to see if or how potential problems with the environmental regulators could be avoided. r 

By the year 2005, it is projected that an additional transmission line will be needed to Sewe the Metro area. This 
assumes that the electrical load in the Metro area will have grown to the point, that running all of our generating 
plants in the Valley, induding the West Phoenix Steam Plant, will not be suffiaent to meet peak demand. 

The projected capacity factors of the existing operating units in the metro area are nat expeded to be sufflaent to 
allow permitting of emission offset power plants before 201 0. The current regulations indicate that it is possible to 
replace M e r  ineffoent plants M h  deaner, larger power plants in non-attainment areas such as Phoenix. The 
permits would require a redudion in real emissions. One method to accomplish this WOUM be to run the Mer ,  
inefficient plants at levels high enough to allow the instaliation of lamer capam, deaner combined cydes that 
could generate more power hith less total emissions. Other possible ways to add generation in non-attainment 
areas might be to upgrade emissions controls on existing units or offset increased emissions by purchasing and 
disposing of old cars. Repowering the existing Ocotillo steam units with gas turbines may also be a viable 
alternative. 

Another possible solution not yet included in the deasion tree is to obtain an emission bubble for the West Phoenuc 
Power Plant. If this could be accomplished, the emissions would be based on potential to emit rather than actual 
emissions. This option would be very beneficial and may conceivably allow the installation of a high efficiency 
combined cyde at the West Phoenix Power Plant. 

.r. 

3.3 -site- 

Saguaro, Wintenburg and Gila Bend are the leading contenders for adding new generation outside the Phoenix 
Metro area. West Phoenuc is the best option rf new power is to be added inside the Phoenix Metro area. 
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These schedules could be further expedited by about 3 months if the combustion turbtne or combined 
cycle specifications and bid and awaru documents were completed prior to management’s decision to 
build a Dower plant. 

The significance of the 100 Mw size In the previous iaMe IS that when a power plant is greater than 
100 MW. the ACC requires the added step of obtaining a Certificate of Environmental CompatrRlity. 

4.3 Summary Level Fast Tmck Schedules 

The following adions are recommended to facilitate fast track schedules: 

1. 

2. 

3. 

4. 

5. 

To reduce time and probiems with air permitting, new CT/CC power plants should be built wIth state- 
of-the-art NOx control technology; speufically Dry Low NOx with SCR. 

To reduce the time invoked with the air and water quality permit review, APS should pay for 
accelerated permit reviews. 

Preselect the power plant sites. 

Select sites where Met data exists. An o@on would be to begin the Met data monitonng process 
immediately afler a site is seleded so that d would exist at the time of management’s decision to 
build. 

Preselect the Vendor and model. If possible prepare the CTEC specdications, contrad bid and 
award documents prior to when they are needed. The documents could be shelved until needed 

c- ,.,MPANY CCNFIDENTIAt 



5.2 BaseCostAssumptions 

The assumptions for the following long nnge forecast cost estimates are as follows: 

All gas turbines and combined cycle cost estimates assume single fuel, gas fired insiallations, with 
dual fuel nonles. This will substantially reduces the initial cost, but retains the fleibility to add dual 
fuel capability at a reduced cost if necessary. R is recommended and assumed that new GTs and 
CCs would be permitted for dual fuel. 

The recommended NOx control technology is Dry Low NOx with SCR. Dry Low NOx appears to bc? 
the lowest level of NOx control that may be permitted in the Mure. However, a high number of new 
plant environmental permit requests are using DLN with SCR. This makes DLN with SCR a virtual 
requirement, if a timely approval of the environmental permit request is desired. Dry Low NOx with 
SCR is assumed for the cash flow schedules. In non-attainment areas, SCR will be required as 
MER; offsets will also be required. 

LRF costs are in December 1997 dollars and do not indude overhead loads, land, transmission, 
switchyards, fuel line or AFUDC. 

O&M costs are non-fuel. These costs are based on the assumption that the capacity factors are' 
Coal = 80%, CC = 60%, and CT = 15%. 

GE suggests using O W  estimates of $.004/kWh for new C i s  and $.OOSlkWh for CCs. These rates 
would yield OBM annual budgets which would be much higher than our current plant budgets 
assuming the same capacity factors. This issue will continue to be evaluated to determine the proper 
O&M levels for new CTs and CCs. 



cost HHV 

Unit Model MW SlkW Heat Rate 

Unit 1 107EA 115 $600 7,729 

Unit 2 107EA 115 $588 7,729 

Unit 1 207EA 233 $580 7,704 

Unit 2 207EA 233 - $568 7,704 

Unit 1 107FA 233 $508 6,860 

Unit 2 107FA 233 $497 6,860 

Unit 1 7H 350 $508 Available '05 

Unit 2 7H 350 $497 Available '05 

Future HHV Annual 

Heat Rate 0 8 M  Costs 

7,424 $900.000 

7,424 $700,000 

7,400 $2,500,000 

7,400 $2,100,000 

6,760 $1,600,000 

6,760 $1,300,000 

6,430 $1,600,000 

6,430 $1,300,000 

F '  Cash Flow 
t 

cost HHV 

$lkW Heat Rate Unit Model MW 

Unit 1 l07EA 115 $643 7,748 

Unit 2 107EA 115 $632 7,748 

Unit 1 207EA 233 $623 7.723 

Unit 2 207EA 233 $611 7.723 

Unit 1 107FA 233 $545 6,877 

Unit 2 107FA 233 $535 6,877 

Unit 1 7H 350 $540 Available '05 

Available'05 Unit 2 7H 350 $530 

Cash Flow as Percent of Cash Flow as Percent of 

Total Cost 

Future HHV Annual 

Heat Rate OUM Costs 

7.443 $1,300,000 

7,443 $1,400,000 

7,418 55,000,000 

7.418 $4,200,000 

$3,200,000 6,777 

6,777 $2,600,000 

8,446 $3,200.000 

. 6,446 $2,600,000 

30% 35% 

20% 25% 

~ 

Total I 100% I 100% I 1 OG% 11 0% 
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B. Fast Track Schedules 
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7EA CT, Natural Gas, DLN . 
SEPRIL ESTIMATE 

Combustion Turbine 8 Accessories 
Inlet Filtration Systsm 
Inlet Air Precooling System 
Electrical Systems - CT 
Condenstate Heating System 
HRSG's & Accessories 
Deaeration System 
Post Combustion Emissions Control: 
Steam Piping 
Electrical Systems - HRSG's 
Steam Turbine & Accessories 
Electrical Systems - Steam Turbine 
Condenser & Accessories 
Circulating Water System 
Water Treatment 
Waste Water Treatment System 
Boiler Feed System 
Condenstate System 
Buildings 
Fire Protection System 
Fuel Systems 
Bypass Stack S Diverter Valve 
Main Exhaust Stack 
Station & Instrument Air System 
Closed Cooling Water System 
Plant Control System 
Continuous Monitoring System 
Total Process Cacdal 

75 MW 
Equipment Material Labor Total 

71 7 
171 

$COOO) $(OOO) $(003) $(OOG) 
17,900 650 1.581 20.231 

296 48 151 49 
242 35 92 36 

2,096 66 228 2,39 

104 527 1,34€ 
17 68 25E 

110 1 'I 3 22 2 

79 50 75 204 

578 198 776 
323 58 83 464 

895 122 1,017 
171 69 120 360 

22,790 1985 3.358 28,133 

$(OOO) 
$ 28,133 
$ 1,406 
$ 1,688 

9% $ 2,813 
$ 34,040 

75.252 
$ 452 

Summary 
Process Capital 
General Facilities 
Engineering & Home Office Fees 
Project Contingency 
Total Plant Cost 
kW CT 
m w  
I- 
Site: 1 ODOR, l l  3F ambient, 80F CT inlet temp 
HHV Heat Rate @ 100% Load: 10,735 BtukWh 

,LRF Data Unit 1 Unit 2 
$/kW Summer Peak $ 356.00 $ 349.00 
APS RATING, Summer kW 76,000 76.000 

26,524 Total APS Cost $ 27,056 $ 
SEPRIL Estimate $ 34,040 34.040 
'difference t ~ 8 4 )  s (7.516) 
YC difference -25.8% -25.31'3 



7FA CT, Natural Gas, DLN 
SEPRIL ESTIMATE 

Combustion Turbine & Accessories 
Inlet Filtration System 
Inlet Air Precooling System 
Electrical Systems - CT 
Condenstate Heating System 
HRSG's & Accessories 
Deaeration System 
Post Combustion Emissions Control! 
Steam Piping 
Electrical Systems - HRSG's 
Steam Turbine & Accessories 
Electrical Systems - Steam Turbine 
Condenser 8 Accessories 
Circulating Water System 
Water Treatment 
Waste Water Treatment System 
Boiler Feed System 
Condenstate System 
Buildings 
Fire Protection System 
Fuel Systems 
Bypass Stack 8 Diverter Valve 
Main M a u s t  Stack 
Station & Instrument Air System 
Closed Cooling Water System 
Plant Control System 
Continuous Monitonng System 
Total Process Capital 

Summary 
Process Capital 
General Facilities 
Engineering & Home Office Fees 
Project Contingency 
Total Plant Cost 
kW CT 

151 MW 

rLRF Data Unit 1 Unit 2 
$/kW Summer Peak $ 351.00 $ 343.30 
APS RATING, Summer kW 151,000 151,000 
Total APS Cost $ 53.001 S 51,793 ~~ 

SEPRIL Estimate $ 54,973 54,973 
difference s (1,972) 5 (3 180) 
O h  difference -3 7% -6 1 QIc 

Equipment Material Labor Total 
S(OO0) 5(000) S(O0Gj $jOOO) 

32,400 975 1,921 35,29 
440 61 19s 69 
353 50 130 53 

2,746 66 273 3.08 

875 
202 

124 640 1,63C 
17 75 294 

333 34 1 674 

97 74 98 265 

739 253 992 
32% 86 89 503 

e95 122 1.017 
174 85 176 435 

38,510 2.61 0 4,316 45,436 

9% 

$ ( O O O )  
S 45,436 
S 2,272 
$ 2,726 
S 4,539 
$ 54,973 

150.551 

c - 2  



107EA CC, Natural Gas, D t l  
~SEPRIL ESTIMATE 

Combustion Turbine & Accessories 
Inlet Filtration System 
Inlet Air Precooling Svstem 
Electrical Systems - CT 
Condenstate Heating System 
H R S G s  8 Accessories 
Deaeration System 
Post Combustion Emissions Control! 
Steam Piping 
Electrica! Systems - HRSG's 
Steam Turbine 8 Accessories 
Electrical Systems - Steam Turbine 
Condenser & Accessories 
Circulating Water System 
Water Treatment 
Waste Water Treatment System 
Boiler Feed System 
Condenstate System 
Buildings 
Fire Protection System 
Dual Fuel System (1 day storage) 
Bypass Stack & Diverter Valve 
Main Exhaust Stack 
Station 8 Instrument Air System 
Closed Cooling Water System 
Plant Control System 
Continuous Monitoring System 
Total Process Capitai 

Summary 
Process Capital 
General Facilities 
Engineering 8 Home Office Fees 
Project Contingency 
Total Plant Cost 
kW CT Gross 
kW CC net 
$lkW 

Equipment Material 

[LRF Data 
$ikW Summer Peak 
APS FWTING. Summer kW 
ITotal APS Cost $(OOO) 

difference 
ab difference 

SEPRIL Estimate 

$(OG'l! 
17.809 

3C9 
212 

2.096 
i 3  

5,813 
55 

869 

25 
8.365 

794 
720 
945 
690 
157 
155 
44 

296 
79 

826 

323 
92 

895 
345 

41.978 

Unit 1 Unit 2 
$ 600.00 S 588.00 

115000 115 000 
$ 69,000 S 67,620 
3 66,890 6 6 . a ~  
S 2,17(! s 750 , r C  , c  ? 4 - 1  J , ,L - 

t(O00i 
850 
49 
35 
66 

7 
82 
22 
37 

225 
26 

385 
398 
21 

952 
100 
17 
67 
46 

337 
18 
50 
56 

40 1 
75 
36 

159 
4.518 

Labor 
$(OOO) 

1,581 
155 
82 

228 
24 

1,287 
48 
64 

130 
60 

1,125 
324 
173 

1,158 
508 
65 
79 
72 

2 74 
195 
75 

348 
137 
86 
70 

122 
31 5 

8.785 

S(000) 
20,2: 

51 
3: 

2,3E 
1c 

7.18 
12 
97 
35 
11 

9,87 
1 ,51 

91. 
3,05 
1,29i 

23! 
30 
16: 
61' 
50i 
201 

1,23( 
53f 
484 
19E 

1,017 
81 E 

55.281 

9% 

S(000) 
s 55,281 
$ 2,764 
$ 3,317 
5 5,528 
$ 66,890 

80,879 
$ 121.129 
t 552 

I 
Site: 1050ft. 75F ambient, 60F CT inlet temp 
HHV Heat Rate @ 100% Load: 71 54 Stu/kWh 



107FA CC, Natural Gas, DLP 
SEPRIL ESTIMATE. 

LRF Data Unit 1 Unit 2 
$/kW Summer Peak 16 545.00 $ 535.00 
APS RATING, Summer kW 233,000 233.000 
Total 4PS Cost $ 126,985 $ 124,655 
SEPRIL Estimate $ 105,426 105,426 

s 21 559 s 19.229 id f fe  re n ce 
15'0 difference f7.07'0 15 4% 

I 

Combustion Turbine 8 Accessories 
Inlet Filtration System 
Inlet Air Precoohg System 
Electrical Systems - CT 
Condenstate Heating System 
HRSG's & Accessories 
Deaeration System 
Post Combustion Emissions Control: 
Steam Piping 
Electrical Systems - HRSG's 
Steam Turbine d Accessories 
Electrical Systems - Steam Turbine 
Condenser & Accessories 
Circulating Water System 
Water Treatment 
Waste Water Treatment System 
Boiler Fecd System 
Condenstate System 
Buildings 
Fire Protection System 
Dual Fuel System (1 day storage) 
Bypass Stack & Diverter Valve 
Main M a u s t  Stack 
Station & Instrument Air System 
Closed Cooling Water System 
Plant Control System 
Continuous Monitoring System 
Total Process Capital 

Summary 
Process Capital 
General Facilities 
Engineering & Home Office Fees 
Project Contingency 
Total Plant Cost 
kW CT 
kW CC net 

9 

SCR 239 MW 
Equipment 

$(OOO) 
32,400 

458 
310 

980 
6,265 

61 
2,056 

25 

3,185 

12,805 
1,876 
1,065 
1,305 

847 
186 
233 

51 

478 

1,220 

336 
153 

354 
67.544 

a95 

Material 
S(OO0) 

1,027 
65 
54 
66 
12 

31 
95 

526 
33 

61 4 
750 
23 

1 ,158 
126 

18 
123 
73 

835 
23 

90 
494 
121 
68 

202 
6.714 

a7 

Labor 
$(OOO) 

1,921 
204 
116 
273 
244 

1,498 
61 

180 
349 
64 

2,072 

248 
1,386 

625 
72 

118 
90 

75 1 
316 

557 
169 
96 

113 
122 
44 5 

648 

Total 
S(000) 

35.34 
72 
48 

1,231 
7,851 

15: 
2,33' 

87! 
4 2; 

15,49' 
3,27r 
1,33f 
3,845 
1,59I 

27€ 
474 
214 

1,59€ 
81 7 

1,867 
663 
553 
3 34 

1,017 
1,001 

87.006 

3,52* 

9% 

$(OOO) 
$ 87,006 
$ 4,416 
$ 5,299 
$ 8,705 
$ 105,426 

162.1 72 
$ 239,430 
s 440 $IkW 

Site: 1050fl, 75F ambient, 60F CT inlet temp 
HHV Heat Rate @ 100% Loaa: 71 54 BtulkVVh 



lO7FA CC, Dual Fuel. DLN, SCR 

F-7 

?r, 

, 

SEPRIL ESTIMATE 

Combustion Turbine & Accessories 
Inlet Filtration System 
Inlet Air Precooling System 
Electrical Systems - CT 
Condenstate Heating System 
HRSG's & Accessories 
Deaeration System 
Post Combustion Emissions Control: 
Steam Piping 
Electrical Systems - HRSG's 
Steam Turbine & Accessories 
Electrical Systems - Steam Turbine 
Condenser & Accessories 
Circulating Water System 
Water Treatment 
Waste Water Treatment System 
Boiler Feed System 
Condenstate System 
Buildings 
Fire Protection System 
Dual Fuel System (1 day storage) 
Bypass Stack & Diberter Valve 
Main Exhaust Stack 
Station & Instrument Air System 
Closed Cooling Water System 
Plant Control System 
Continuous Monitoring System 
Total Process Capital 

Summary 
Process Capital 
General Facilities 
Engineering & Home Office Fees 
Project Contingency 
Total Plant Cost 
kW CT 
kW CC net 

LRF Data 
$/kW Summer Peak 
APS RATING. Summer kW 
Total APS Cost 
SEPRIL Estimate 
difference 
36 di'ference 

239 MW 

Unit 1 Unit 2 
$ 545.00 $ 535.00 

233,000 233,000 
$ 126,985 f 124,655 
$ 106,360 606,860 
s 20,125 $ 17.395 

7 5.8% 14.3K 

Equipment 
$(OOO) 

32,400 
458 
31 0 

3,185 
980 

6,265 
61 

2.056 

25 
12,805 
1,876 
1,065 
1,305 
847 
186 
233 
51 

478 
664 

1,220 

336 
153 
895 
354 

Materiai 
S(OO0) 

1,027 
65 
54 
66 
12 
87 
31 
95 
526 
33 
614 
750 
23 

1,158 
126 
18 
123 
73 

23 
255 
90 
494 
121 
68 

202 
6.969 

a35 

Labor 
SiOOO) 

1,921 
204 
116 
273 
244 

1,498 
61 
180 
349 
64 

2,072 
648 
248 

1,386 
625 
72 
118 
90 
76 1 
316 
396 
557 
169 
96 
113 
122 
445 

13.144 

Total 
$(OOO) 

35.34 
72 

3,52 
1,231 
7,851 
15: 

2,33' 
87! 
12: 

15,49' 
3,27c 
1,33f 
3,84 
1,59t 
27E 
474 
21 4 

159E 
81 7 

1,315 
1,867 
663 
553 
334 

1,017 
1,001 
88.321 

48 

9 O h  

f(000) 
$ 88,321 
$ 4,416 
$ 5,299 
s 8,823 
$ 106,860 

162,172 
$ 239,430 
z 446 p k W  . .- 

Site: 1050ft. 75F ambient, 60F CT inlet temp 
HHV Heat Rate @! 100% Load: 7154 BtukWh 

c - 5  



501F CC, Natural Gas, DLN. SCR 242 M W  
SEPRIL ESTIMATE 

Combustion Turbine & Accessories 
Inlet Filtration System 
Inlet Air Precooling System 
Electrical Systems - CT 
Condenstate Heating System 
HRSG's & Accessories 
Deaeration System 
Post Combustion Emissions Control 
Steam Piping 
Electrical Systems - HRSG's 
Steam Turbine & Accessories 
Electrical Systems - Steam Turbine 
Condenser & Accessories 
Circulating Water System 
Water Treatment 
Waste Water Treatment System 
Boiler Feed System 
Condenstate System 
Buildings 
Fire Protection System 
Dual Fuel System (1 day storage) 
Bypass Stack & Diverter Valve 
Main Exbaust Stack 
Station & Instrument Air System 
Closed Cooling Water System 
Plant Control System 
Continuous Monitoring System 
Total Process Capital 

Summary 
Process Capital 
General Facillties 
Engineering & Home Office Fees 
Project Contingency 
Total Plant Cost 
kW CT 
kW CC net 

Equipment Material Labor Total 
S(000) SjOOO) f (OG0) $(OOO) 

32.100 1.027 1,921 35,04 
450 65 20 1 711 
305 54 114 47 

3,185 66 273 3.523 
91 3 12 227 1 , 1 5  

6,267 87 1,493 7,84' 
61 3 i  El 15: 

1,985 96 173 2,254 
51 9 346 86: 

25 33 64 12; 
12,565 607 2,048 15,22( 
1,853 748 645 3,246 
1,071 23 249 1,34: 
1,313 1 .I62 1,391 3,866 
836 124 616 1,57€ 
184 18 72 2 74 
21 5 119 112 44E 
51 72 89 2!2 

805 731 1,536 
470 23 312 805 

1,220 90 557 1.867 
491 168 659 

3 36 119 95 550 
154 68 113 335 
895 122 1,017 
354 201 443 998 

56.80e 6.660 12,636 86.1 04 

9 % 

S(000) 
.$ 86,104 
$ 4,370 
$ 5,244 
$ 8,623 
$ 104,341 

164,482 
$ 241,585 
s 432 p k W  ~- 

Site: 1050fl. 75F ambient, 60F CT inlet temp 
HHV Heat Rate @ 100941 Load: 7145 BtukWh 



GE 207 FA, DLN, SCR, Water Cooling 
SEPRIL ESTIMATE 

Towers 480 MW 
Equipment Material Labor Total 1 . -  

$(OOO) 
62,800 

914 
61 1 

6.600 
1,879 
12,836 

123 

$(OOO) 
68,696 
1,452 
948 

7,278 
2,377 
16,130 
278 

2,560 
1,460 
26 1 

22,928 
985 

4,119 
6,643 
6665 
2,176 
351 

844 
301 

7.132 
902 
51 3 

1.326 
6 76 
880 
273 

1,194 
1,088 

2,175 
0 
59 

19,513 
801 

2.61 8 
6,167 
2659 
1,165 
248 

Combustion Turbine & Accessories 
Inlet Filtration System 
Inlet Air Precooling System 
Electrical Systems - Combustion Turbine 
Condensate Heating System 
HRSG's & Accessories 
Deaeration System 
Duct Burner System 
Post Combustion Emissions Controls 
Steam Piping 
Electrical Systems - H RSG's 
Steam Turbine 8 Accessones 
Steam Bypass System 
Electrical Systems - Steam Turbine 
Condenser 8 Accessories 
Circulating Water System 
Water Treatment System 
Waste Water Treatment System 
Auxiliaiy Boiler & Accessories 
Boiler Feed System 
Condensate System 
Buildings 
Fire Protection System 
Fuel Systems 
Fuel Gas Compressor & Accessories 
Bypass Stack & Diverter Valve 
Main Exhaust Stack 
Station & Instrument Air System 
Closed Cooling Water System 
Cranes & Hoists 
Plant Control System 
Continuous Emission Monitonng System 
Total Process Capital 

Summary 
Total Process Capital 
General Facilities 
Engineering 8 Home Office Fees 
Process contingency 
Project Contingency 
Total Plant Cost 
kW CT 
kW CC net 

$(OOO) 
2,054 
131 
109 
132 
28 
197 
55 

21 2 
817 
68 
777 
47 
798 
23 

1812 
165 
18 

464 170 
65 101 
0 3,618 

528 24 
170 1 46 

0 988 
41 8 141 
284 254 
94 97 

1 .OS3 0 
357 22 1 

$(OOO) 
3,842 
407 
228 
546 
470 

3,097 
100 

173 
643 
134 

2,638 
137 
703 
453 
21 94 
846 

85 

21 0 
135 

3,514 
350 
197 

338 
117 
342 
82 
141 
51 0 

13,203 22,632 160,436 124,601 

10% 
10% 

S(OO0) 
160,436 
16,044 
16,061 

5% 8,022 
200,545 

161,630 2 each 323,260 
480,403 

fi 4.1 7 ITotal Plant Cost per net kW ($lkW) - . .  

Site: 1050fl, 75F ambient, 61F CT inlet temp 
HHV Heat Rate @ 100% Load: 71 I 1  Btu!kWh 



242 MW 501F CC, Dual Fuel, DLN, SCR 
SEPRIL ESTlMATE 

Combustion Turbine 8 Accessories 
Inlet Filtration System 
Inlet Air Precooling System 
Electrical Systems - CT 
Icondenstate Heating System 
HRSG's & Accessories 
Deaeration System 
Post Combustion Emissions Control! 
Steam Piping 
IElectrical Systems - HRSG's 
,Steam Turbine 8 Accessories 
Electrical Systems - Steam Turbine 
'Condenser 8 Accessories 
Circulating Water System 
Water Treatment 
Waste Water Treatment System 
Boiler Feed System 
Condenstate System 
Buildings 
Fire Protection System 
Dual Fuel System (1 day storage) 
Bypass Stack 8 Diverter Valve 
Main E3haust Stack 
Sta l in  8 Instrument Air System 
Closed Cooling Water System 
Plant Control System 
Continuous Monitoring System 
Total Process Capital 

Summary 
,Process Capital 
,General Facilities 
Engineering 8 Home Office Fees 
Project Contingency 
Total Plant Cost 
kW CT 
k W  CC net 
SAW 

184 18 72 
21 5 119 112 

31 72 89 
805 73 1 

470 23 312 
659 253 395 

Equipment Material Labor Total 
S(OO0) t(000) f(000) $(OOO) 

32,100 1,027 1,921 35.04, 
453 65 201 71 1 

305 54 114 47: 
3,185 66 273 3,520 
91 3 12 227 1 ,is: 

6,267 87 1,493 7,84- 
61 31 61 15: 

1,985 96 173 2,254 
519 346 86! 

25 33 64 1 2; 
12,565 607 2,048 15,22( 
1,853 748 645 3,246 
1,071 23 249 1,34: 
1,313 1,162 1,391 3,86€ 
836 124 616 1,57E 

274 
44E 
212 
,536 
805 
,307 

1,220 90 557 ,867 
491 168 659 

336 119 95 550 
154 68 113 335 
895 122 1.017 
3 54 201 443 998 

67,467 6,913 13.031 87,411 

$(OOO) 
8 87,411 
$ 4,370 
$ 5,244 
$ 8,741 
$ 105,766 

164,482 
$ 241,585 
J 438 

9 Yo 

- ..-- 
Site: 1050tl, 75F ambient, 60F CT inlet temp 
HHVHeat Rate @ 100% Load: 7145 BtukWh 
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Pinnacle West and Calpine Announce Partnership 
for Power Expansion at West Phoenix Plant 

04-23-99 

PHOENIX, M Z .  Phoenix-based Pinnacle West Capital 
Corporation [NYSE: PNW] and Calpine Corporation [NYSE: 
CPN], a San Jose, Calif.-based independent power producer, 
announced today plans to develop a modern 500-megawatt 
natural gas-fired combined cycle power plant in Phoenix. The 
proposed $220 million facility will be located on the site of 
Arizona Public Servicek West Phoenix Power Station near the 
intersection of 43rd Avenue and Buckeye Road. A P S  is a 
subsidiary of Pinnacle West. 

The joint project is the second phase of a potential 750- 
megawatt expansion at West Phoenix. The first phase of the 
expansion includes a $60 million repowering of an existing Unit 
to create a 130-megawatt combined cycle unit. The remainder of 
the expansion involves repowering other existing units at the 
site. 

Electricity from the new facilities will help meet the expanding 
need for environmentally sound generation in the rapidly 
growing Phoenix metropolitan area. Construction is scheduled 
to begin in mid-2000 with commercial operation of the 130- 
megawatt unit in mid-2001 and the 500-megawatt plant in late 
2001. 

In the past five years, growth in electricity needs has totaled 
approximately 6 percent a year across Arizona, including nearly 
10 percent between 1997 and 1998. Peak demand for power in 
the Phoenix metropolitan area is expected to continue to 
increase due to both population growth and increased economic 
expansion. 

"We are committed to meeting the growing needs of our 
customers as well as pursuing new opportunities in competitive 
generation markets," said Bill Post, Pinnacle West chief 
executive officer. "We believe Calpine's experience in the IPP 
industry will bring immediate value to the project." 

DR000129 
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Said Calpine Chief Executive Officer Peter Cartwright, 
"Phoenix is a strategic power market in the West. There are 
important synergies between Pinnacle West and Calpine that 
make this project beneficial to both companies and the 
communities and markets we serve. We look forward to our 
partnership with Pinnacle West." 

The companies said they will install advanced pollution-control 
equipment at the plant that will attain the lowest achievable 
emissions rate. The new generating units actually will result in 
cleaner air for the Phoenix metropolitan area because emissions 
will be more than offset by reductions at other Phoenix 
facilities. 

"Natural gas-fired combined cycle technology is highly efficient 
compared with today's aging gas-fired power fleet - providing 
tremendous opportunities to lower energy prices while 
safeguarding the environment," added Cartwright. 

Said Bill Stewart, Generation president, If We have a strong 
record of low-cost, efficient plant operations. This is the right 
kind of plant at the right time for Phoenix and Arizona." 

Pinnacle West companies own or operate nearly 8,000 
megawatts of generation in Arizona and New Mexico. Calpine 
Corporation is a leading independent power company dedicated 
to providing customers with clean, reliable and competitively 
priced electricity. Calpine currently has 7,600 megawatts of 
capacity in operation, under construction or in announced 
development in 11 states. 

This press release contains forward-looking statements that involve r i sh  and 
uncertainties, which include, but are not limited to, the ongoing restructuring 
of the electric industry; the outcome of the regulatory proceedings relating to 
the restructuring; regional economic and market conditions, which could 
g e c t  customer growth and the cost ofpaver supplies; the cost of debt and 
equity capital; weather variations Mecting customer usage; and the strength 
of the real estate market. These factors and the other matters discussed 
above may cause fiture results to difler materially fiom historical results, or 
fiom results or outcomes currently expected or sought by the Company. 

H~me : Who We Are : hy&or 1nforma.tl.m : S ~ ~ 5 ~ ~ ~  
area Investment : For The Med ia : -Career Opoortunities 

W Z  : : Sk-Mm 

http://www.pinnaclewest.com/formedia/news/19990423 .asp 10/16/2002 

http://www.pinnaclewest.com/formedia/news/19990423


, .Pinnacle West: For The Media Page 3 of 3 
& 

d 

By using this Web site, you accept our Terms of Use and Privacv Policy agreements. 

0 2001 Pinnacle West Capital Corporation 
Other PNW sites: . . .  

SuPp!.ie.LWeh, .se.c~U~d~.B_qa_c~eb, FERC-d.ke.m!e, Suep,er~versL~.-&.De-v.e~~~e-n~ 

http://www .pinnaclewest.codformedia/newsl19990423 .asp 10/16/2002 

http://www


.l?innacle West: For The Media 
L I  3. 

.. , 

b 

Page 1 of 3 

search: 
-i 

Pinnacle West to Build Large Power Project in 
Western Maricopa County 

09-29-99 

PHOENIX Pinnacle west capital Corporation wYSE:PNw 
plans to develop a natural gas-fired electric generating station of 
up to 2,120 megawatts approximately 50 miles west of Phoenix 
near the Palo Verde Nuclear Generating Station switchyard, 
Generation President Bill Stewart announced today. 

The plant will compete in deregulated energy markets of 
Arizona, California and other western states and will be 
operated by Pinnacle West Energy, the new Pinnacle West 
generating entity that was formed earlier this week. 

"We intend to be a vigorous player in these competitive 
generation markets," Stewart said. "We have a strong record of 
low-cost, efficient plant operation. We can best serve the public 
and our shareholders by pursuing these developing markets, 
particularly in Arizona and the Southwest." 

to be operational id 2007. Land has been acquired and 
environmental permit applications are being prepared and 
submitted for the project. Construction contracts will be on a 
fixed-price basis and total approximately $1 billion. Work on 
the first unit is expected to begin in late 2000. 

As part of the project, Pinnacle West has begun seeking the 
input of residents from nearby neighborhoods and communities 
who will be asked to provide advice during planning, 
construction and operation of the new facility. 

The plant's location was selected because the Palo Verde 
switchyard is a major transmission hub and provides access to 

http ://www.pinnaclewest.com/formedidnews/19990929.asp 10/16/2002 
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energy markets in Arizona, California and across the Southwest, 
a region that has seen significant growth. Since 1994, electricity 
usage in Arizona has increased more than 4.5 percent a year. 

In a separate project announced in April, Pinnacle West and 
Calpine Corp. of San Jose, Calif., will build a 530-megawatt 
natural gas-fired combined cycle unit at the existing West 
Phoenix Power Station. Pinnacle West also will build a 130- 
megawatt combined cycle unit at West Phoenix. Environmental 
permit applications are being prepared and submitted, and 
construction of the smaller unit is to begin early next year. 

Natural gas-fired, combined cycle technology is widely regarded 
as clean burning because it first uses hot combustion gases to 
power one turbine and then uses the same gases a second time to 
produce steam that can power a second turbine, essentially using 
the same heat energy twice. Combined cycle technology 
produces the lowest emissions of any fossil fuel. 

Long term, the Pinnacle West projects will provide electricity to 
sustain a strong economy, Stewart said. In addition, they will 
make available low-cost power for consumers during periods of 
high demand, such as during hot summer months, as well as 
stabilize the southwestern power grid to prevent imbalances that 
can cause power interruptions. 

Pinnacle West, through its subsidiary APS, manages 
approximately 8,000 megawatts of generating capacity. 

This press release contains forward-looking statements that involve risks and 
uncertainties, which include, but are not limited to, the ongoing restructuring 
of the electric industry; the outcome of the regulatory proceedings relating to 
the restructuring; regional economic and market conditions, which could 
deet customer growth and the cost o fpmer  supplies: the cost of debt and 
equity capital; weather variations affecting customer usage; and the strength 
of the real estate market. These factors and the other matters discussed 
above may cause firture results to materialbfi.om historical results, or 
#om results or outcomes currentb expected or sought by the C o m p q .  

Back to Archive 
Back to Current Press Releases 
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Pinnacle West Energy, Reliant Energy 
to Jointly Develop More than 

2,500 Megawatts in Two States 

03-1 3-00 

PHOENIX, ARIZ. - Pinnacle West Energy and Houston-based 
Reliant Energy Power Generation, Inc. have reached an 
agreement to develop more than 2,500 megawatts of electrical 
generation in Arizona and Nevada, Pinnacle West Energy 
announced today. 

The shared projects include the previously announced 1,060- 
megawatt Units 1 and 2 of the Redhawk Power Plant in Arizona 
and more than 1,500 megawatts in two power projects near Las 
Vegas and in northern Nevada. The agreement represents 
Pinnacle West Energy's first generating assets under 
development outside of Arizona. 

These projects will allow us to meet increasing demands for 
power across the Southwest and at the same time promote a 
competitive market that will ultimately benefit consumers," said 
Bill Post, president of Pinnacle West Capital Corporation 
(NYSE:PNW), parent company of Pinnacle West Energy. "We 
intend to create a robust generation business that helps ensure a 
reliable supply of electricity in the West." 

Under the agreement, the two companies each will own half 
interest in the projects, a total of five generating units each 
capable of producing more than 500 megawatts. In exchange for 
a 50 percent share of its first two Redhawk units, Pinnacle West 
Energy will receive half shares Reliant's three Nevada units. 

The two Redhawk units are expected to begin commercial 
operations in summer 2002. Pinnacle West Energy is continuing 
with development of Redhawk Units 3 and 4 and the previously 
announced West Phoenix Units 4 and 5. 

"We intend to offer competitively priced electricity in growing 
Southwest markets by producing low-cost energy that is 
accessible to key transmission hubs," Pinnacle West Energy 
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President Bill Stewart said. "These projects are part of our 
overall growth strategy that will keep us near the top of western 
power producers. 

"This partnership is a demonstration of our often-stated goal of 
being a broad-based supplier for power markets in the West, 
where we have extensive business experience and market 
knowledge. I' 

A definitive development agreement on plant construction and 
operation is to be signed within 120 days. It will give Pinnacle 
West Capital Corporation subsidiaries Arizona Public Service 
and Pinnacle West Energy about 7,000 megawatts of generating 
capacity in Arizona, Nevada and New Mexico upon completion 
of the projects. 

Stewart said the agreement between Reliant and Pinnacle West 
Energy is the result of "common strategic interests in the 
generation business in the Southwest." 

Pinnacle West Capital Corporation is a Phoenix-based company 
with consolidated assets of approximately $7 billion. Through 
its subsidiaries, the company generates, sells and delivers 
electricity and sells energy-related products and services to retail 
and wholesale customers in the western United States. It also 
develops residential, commercial, and industrial real estate 
projects. 

This press release contains forward-looking statements that involve risks and 
uncertainties, which include, but are not limited to, the ongoing restructuring 
of the electric industry; the outcome of the regulatory proceedings relating to 
the restructuring; regional economic and market conditions, which could 
affect customer growth and the cost ofpower supplies; the cost of debt and 
equity capital; weather variations gecting mtomer usage; and the strength 
of the real estate market. These factors and the other matters discussed 
above may cause fiture results to direr material&fi.om historical results, or 
fi.om results or outcomes currently expected or sought by the Compargt 

By using this Web site, you accept our TermsoLU! and PrivaSY-PokY agreements. 
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Pinnacle West Energy to Acquire 
1,300 Megawatts Of Nuclear, Coal 

Generation in Two Southwestern States 

04-27-00 

PHOENIX - Pinnacle West Energy has reached an agreement to 
acquire about 1,300 megawatts of electrical generation in 
Arizona and New Mexico from Southern California Edison for a 
total price of $550 million, the companies announced today. 

The two companies on Thursday signed purchase agreements in 
which Pinnacle West Energy will acquire SCE’s interests in the 
Palo Verde Nuclear Generating Station west of Phoenix and the 
Four Corners Power Plant near Farmington, New Mexico. SCE 
owns 16 percent of the three-unit Palo Verde plant and 48 
percent of Four Corners Units 4 and 5, for a total of 
approximately 1,300 megawatts at both plants. 

Arizona Public Service, a Pinnacle West Energy affiliate, is part 
owner and operator of both plants. Palo Verde is among the 
world’s top performing nuclear stations, and Four Corners is 
consistently among the most reliable low-cost power producers 
in the western United States. 

“These acquisitions are part of our overall growth strategy and 
will solidify our position among the West’s largest power 
producers,” said Bill Stewart, president of Pinnacle West 
Energy. “Perhaps more importantly, that they help balance our 
fuel mix so that we don’t rely too heavily on any single energy 
source.” 

The acquisition gives Pinnacle West Capital Corporation 
subsidiaries Pinnacle West Energy and Arizona Public Service a 
combined 45 percent interest in Palo Verde, the nation’s largest 
power producer of any kind, and a 73 percent ownership of Four 
Corners, the nation’s 10th largest coal plant. 

Combined with previously announced natural gas-fired power 
plant developments in Arizona and Nevada, the acquisitions 
ultimately will provide a mix of about 23 percent natural gas, 32 
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percent nuclear and 45 percent coal, a “fuel mix that will help 
protect us and our customers from market fluctuations,” Stewart 
said. 

The purchase also gives Pinnacle West Energy and APS a 
combined 8,000 megawatts of owned generating capacity upon 
completion of the previously announced projects, up from 4,000 
megawatts today. That’s an increase in production capacity fiom 
23 million megawatt-hours to 42 million-megawatt hours. 

The previously announced plant developments include the 
2,120-megawatt Redhawk Power Plant near the Palo Verde 
switchyard; 650 megawatts in West Phoenix; and about 1,500 
megawatts at two Nevada sites. 

Closing on the SCE acquisitions is to take place in 2001 
following various regulatory approvals. The purchase agreement 
must be approved by, among other agencies, the California 
Public Utilities Commission, which encourages competing bids 
in such sales. Under the agreement, Pinnacle West Energy has a 
right of first refusal in such a scenario. 

“These acquisitions further our goal to be a growing, 
competitive electricity supplier in the Southwest,” said Bill Post, 
CEO of Pinnacle West Capital Corporation (NYSE:PNW), 
parent company of Pinnacle West Energy and APS. “We intend 
to ensure a reliable, efficient supply of electricity to bolster our 
economy, benefit consumers and provide a vibrant energy 
market in the Southwest.” 

This press release contains forward-looking statements that involve risks and 
uncertainties, which include, but are not limited to, the ongoing restructuring 
of the electric industry; the outcome of the regulatory proceedings relating to 
the restructuring; regional economic and market conditions, which could 
d e c t  customer growth and the cost ofpaver supplies; the cost of debt and 
equity capitaI; weather variations affecting customer usage; and the strength 
of the real estate market. These factors and the other matters discussed 
above may causejhture results to direr materiallyfiom historical results, or 
fiom results or outcomes currently expected or sought by the Compaq. 
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AIR QUALITY PERMIT APPLICATION FOR THE 
WEST PHOENIX EXPANSION PROJECT 
ARIZONA PUBLIC SERVICE COMPANY 

September 1999 

Prepared for 
Arizona Public Service Company 

West Phoenix Power Plant 
4606 W. Hadley Road 

Phoenix, Arizona 85043 

Prepared by 
RTP Environmental Associates Inc. 

2031 Broadway, Suite 2 
Boulder, Colorado 80302 



September 14. 1999 

Ms. Elena Gorelik 
Maricopa County Environmental Services 
Air Quality Division 
100; N. Central.. Suite 201 
Phoenix, AZ 85004 

Re: 

Dear Ms. Gorelik: 

Significant Permit Revision Application for the West Phoenix Power Plant 

Arizona Public Service Company suornits the enclosed air quality permit application for the 
exoansion oroject ar the West Phoenix Power Plant. As you are aware, we have requested this 
aoplication be reviewed under the Mancopa County accelerated permit application review 
process It 1s crdical io the economics of the project that a penit revision is received by April 1, 
2000 To ensure an adequate public review. APS also hereby requests a puolic heanng on this 
Demit aDolicaIion We aDpreciate the assistance you have provided on this project thus far and 
appreciate your efforts in advance to meet this schedule 

To assist in your comoleteness review of this aoolication. we have attached to this letter a cross 
referonce of MancoDa County Air Pollution Control Regulation completeness requirements and 
!he locations in the aoolication where the information can be found 

Please note that we are requesting that Appendix E rnatenal be treated as confidential and 
oroonetary material that cantains trade secrets, as defined in Rule 100, Sections 294 and 402 
The Notice of Confidenriality as reauired by Rule 200. Section 41 1 is attached The required 
disclosure document for such treatment is also attached to this letter 

If we can provide any assistance dunng your review, please contact Chas Spell, at (602) 250- 
1383 or csoell@aosc c3m 

.* 

,.- X’ 

. <: 

illi ms 
West Phoenix Plant Manager 

cc: US EPA. Region IX (w/attachrnents) 
Ms. Ginger Vagenas 
Permits Office (AIR-3) 
75 Hawthorne St. 
San Francisco, CA 94105 

Enclosure 
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Pursuant IO A R S Section -$9-48' (c) and Rule 200, Section 31 1. . U S  requests that the 
emission offset plan found in Appendic E to this permit application be considered 
confidential inioramrion Each   age of.4ppendix E IS marked as "Confidential and 
Pnvileged '' 

Because power generation is moving into a deregulated marketplace. the construction of 
neu genrx:on in the Phoenix mt:ropolitan area is highly competitive. Because the 
Phoenix mtnopolitar. area is a non-attainment area for PMIO, ozone and CO. sources of 
emission oiPM10 and CO. and the ozone precursers NOx and VOC. are likely IO De 
highiy jocght after as offsets :n order to permi: new generation capacity. .AI'S has taken 
siqn:ficant sreps to ensure that the emission ofisets se: forth in this plan have not been 
disz!ostd to tns public. . Q S  wili continue IO take such steps until such rime as it 
becomes necesjay to purchase theoffsers required. Disclosure of .4PS' emission offset 
p i a  3: :his time couid sigificantly increase the cost ofthe offsets for . Q S .  In addition. 
cor:pet!tors oi.G'S could seek to limit .US' abilliry IO obrain those offsets in order to 
prc\.epi . U S  from permitting the expansion projec:. .kcordingly. XDS believes tlia: the 
en!jjiofi offse: ? i z ;  ix te~s  :he definition 0f"iiadc secrets" set fonh in Rule 100. Section 
-4- - 7  4 

i . .LPS has taken reasonable measures to protect from aisciosure and .QS 
intends 10 continue to take such meuures. 

2 .  Thc informarion is not. and has not been. reasonably obtainable by other 
persons without APS' consent. 

3. No starutt specifically requirts disclosure of the information to the public. 
A.R.S. JC-L'S only requires disclosure of the name and adrcss of the permit 
appiicanr; the chemical consitutents. conctntrarions and amount of air 
contaminan! emissions: and. the existence or level o i a  conceritraion of an air 
pollutanr in the environment. Tie  baiance of the application provides this 
in fromat ion. 

4. .4PS has satisfactorlj shown that disclosure of the information is likely to 
came subs:antial harm to OUT competitive position. 

.4ccoraingly. .4PS requests that Maricopa County determine that the infomation m 
Appendix E is subject to prorection as confidential information and "trade secrets'' 
according to Rule 100. Section 103 ana Rule 300. Section 21 1. 

I iyou  need any funhe: information IO make this determination. please contact Chas Spell 
at (602'1 250-1383 or csuellG.ausc.com. 

http://csuellG.ausc.com


ARIZONA PUBLIC SERVICE COMPANY 
WEST PHOENIX POWER PLANT 

APPLICATION FOR A MAJOR MODIFICATION TO THE EXISTING AIR 
QUALITY PERMIT, PERMIT # A8604356 

COMPLIANCE CERTIFICATION 

I .  Steven E Williams. as Plant Manager and Alternate Designated 

Representative of the Wesr Phoenix Power Plant. here by certify that: 

1. The applicable requiremenrs for the West Phoenix Power Plant that are the 

basis for this cenjfication are set forth in Sections 3 and 4 of this permit 

appiication. No other enhanced monitoring or compliance certification 

requirements apply to the West Phoenix Power Plant. 

2. Arizona Public Service Company and the West Phoenix Power Plant are in 

ccmpiiance with the applicable requirements of the permit application and will 

ccmoly with additional requirements, if any, that become applicable during the 

permit term. 

3. The methods used to determine compliance are set forth in Section 8 of the 

permit aoplication. 

4. Arizona Public Sewice Company will submit annual compliance certifications 

during the permit Term. postmarked within 90 days of each anniversary of the 

issuance of the permit. 

5. Based on the informarion and belief formed after reasonable inquiry, the 

statements and information in the permit application are true, accurate and 

complete. n 

4'. ,;k . .  ..->.. . 
.- :>' 

West Phoenix Plant Manager 
Alternate Designated Representative 



MARICOPA COUNTY 
ENVIRONMENTAL SERVICES DEPARTMENT 
DIVISION OF AIR POLLUTION CONTROL 

STANDARD PERMIT APPLICATION FORM 
r m - a r R S  IIUO --3 - 3  ~ * o n n r m c o O )  

1001 N. Central Ave.. Sle 201 
Phoenix, A2 85004 
(602) m6-6010 

1 

2 

j 

4 

5 

5 

7 

.' ~ 

a 

9 

10 

11 

12 

3 i.' 
' , -  

Permit to be issued to (Business license name of organlration that IS lo recewe permit) 
Arizona Public Service Comoanv 

Mailing Address P.O. Box 53933. Mail Station 4120 
City Phoenix State: AZ ZIP 85072-3933 

Plant Name (if different from item #l above): 

Name (or names) of &vnewx Operator 
Phone (602) 250-1380 

Name of Owner's Agent 
Phone 

PlanffSite Manager or Contact Person 
Phone (602) 250-1253 

Prooosed EquipmenffPlant Location Address 
Ciry Phoenix County Maricopa ZIP 85043 

Indian Reservation (if applicable) 

West Phoenix Power Plant 

Arizona Public Service Companv (4s owerafpr) 

Not Applicable 

Steve Williams 

4606 W. Hadlev 

Not Applicable 

SectionnownshiplRange: 

LatIPJde: -13'26'30" Longitude: 1 lt009'30" Elevation: 1050 ft. 

General Nature of Business: 
Standard Industrial Classification Code: 4911 

Type of Organization: Corporation Individual Owner 
- Partnership - Government Entity (Government Facility Code: - Other: 

Permit Application Basis: - New Source 2 Revision - Renewal of Existing Permit 
- Portable Source - General Permit (Check all that apply.) 

For renewal or modification, include existing permit number. 

Date of Commencement of Construction or Modification: 

Is any of the equipment to be teased to another individu 

Signature of Responsible Official of Organization 

Official TNe of Signer: 

Typed or Printed Name of Signer. 

Date: Sept. 14.1999 Phone Number: (602) 250-1253 

Section 9 /Township IN I Range 2E 

Electric Power Generation 

A8604356 

Yes . X No 

West Phoenix Plant Manager 

Steven E. Williams 

ADEO/OAO/lWb Mancopa County Appendix 8 lOi2828193 
8-7 
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Executive Summary 

A r i z o ~  Public Service (APS) is proposing a generation expansion project to construct 

and operate two new electrical generation units a! its uristing West PhaniX Power Plant. The 

West Phoenix Power Plant is located in the Phoenix metropolitan B T C ~  in Maricopa County, 

Arizona. The proposed new generation units consist of a 130-bfW ( n o w )  combined-cycle unit 

and a 530-h4%' (nominal) combined-cycle unit. 

In addition to the new generation units, APS also is proposing to modify one of its 

existing combined-cycle units to install a Selective Catalytic Redudon (SCR) NOx pollution 

control device. The SCR will signrficantly reduce NOx emissions from the exkthg combined 

cycle and will allow those emission reductions to be applied towards the NOx New Source 

Review (NSR) nettmg analysis. 

APS is proposing the generation expansion project as a significant revision to its existing 

air quality permit. This application for a significant permit revision consists of an introduction and 

project description, an applicability determination of the new sou~ce review program, a review of 

other associated regulations, an analysis of emission control equipment requirements, and air 

qualiry impact analyses. The pmnit application also includes proposed permit terrns and 

conditions that are unique to the proposed expansion project and identifies a compliance plan, 

which includes compliance certification statements. Included with the permit application are 

appendices that provide the detailed information regarding the emission calculations, air quality 

analyses and the emission offset plan. 

-- 

APS,  by working closely with equipment vendon, design engineers. &el suppliers and 

regulatory agency personnel, has developed the generation expansion project to provide reliable, 

low cost electrical power while minimiring the associated environmental impacts. Specifically, 

this project offers the following environmental, economic and energy enhancements to the area: 

Environmental 

APS recognizes the proposed expansion project is within the non-attainmna area of 

Marimpa County; however, because of the emission ofkt  requirements the electrical 

seneration capacity can be increased within Marimpa County whiie lowering the general 

area's air pollution. Furthennore, it is likely the new generation units may displace 

V 



ekctricd power generation 6om inherently more polluting SOWCS, which would operate 

more without these units. 

0 The proposed new generation units will be limited to combustion of clean burning pipeline 

quality M d  gaS. 

. The proposed new generation units are all combined-cycle units. The combmed-cycle 

technology is the lowest emitting fossil f i d  fired technology cumntly available on a per 

unit generating capacity basis. Additionally, the combmed cycle technology produces the 

least amount of waste on a per unit of electricity generated. 

Economic 

0 The proposed location for the expansion project is the West Phoenix Power Plant, a 

location in which electrical power has been generated for the Phoenix area for nearly 70 

years. The new units will allow APS to continue to supply electrical power to the 

Phoenix area to help support the growth and development of the area Furthermore, this 

location allows APS to use existing infrastructures to help control the associated cost of 

electrical generation. 

During the design and construction of the expansion project, numerous technical and craft 

skilled employment opportunities will be provided. Additionally. increased long-term 

employment opportunities are likely during the operation of the units. 

0 The expansion project will increase the electrical power supply in the metropolitan 

Phoenix area. This is important because the current electrid power transmksion system 

within this area is limited and the expansion project may avoid the need for new electrical 

transmission lines. 

0 The proposed expansion project size is limited to the anticipated fbture electrical power 

needs in the metropolitan area. 



The West Phoenix Power Plant is classified as a major statiorm~ source under Maricopa 

County Rule 240 and the air emissions assoCiated with the proposed modification to the site are 

2 

sufficient to require a Prevention of Significant Deterioration (PSD) review for those pollutants 

that are in attainment or are unclassified and a Non-attainment New Source Review (NNSR) for 

those pollutants that are not in attainment. The PSD miew concluded that the net emission 

increases of the modification are below the significant emission thresholds for all PSD pollutants 

except PM The PSD air quality impact analysis concluded that there will not be any sigruficant 

PM impan resulting &om the proposed modification. 

The NNSR net emissions analysis concluded that NOx emissions would be below the 

significance level, but CO, VOC and PMlo emissions are above the si@cance level, thereby 

requiring an emission oEset plan for these pollutants. The proposed emission offset plan for the 

expansion project is included in this permit application. The emission offset plan, however, 

contam trade secrets and should be treated as confidential and privileged material. 

The proposed technologies used to control and l i t  air emission from the new and 

modiied sources are state-of-the-art emission control technologies which include selective 

catalytic reduction (SCR) for controlling NOx emissions and oxidation catalyst for controlling CO 

and VOC emissions The use of good combustion controls and the use of clean burning pipeline 

quality natural gas will control other pollutants, such as PM10, SO2 and HAPS. The emission of 

by the use of high-e5ciency drift eliminators PMlo from the cooling towm will be muumued 

. *G _ *  

. .  . 

An air dispersion modeling analysis was performed to determine the expansion project's 

maximum air quality impacts. The air modeling analyses showed that there would not be a 

si-enificant air quality impact to any area. 

In summary, the proposed expansion project will allow APS to continue to provide long- 

tenn, reliable, lowzost electrical power to the metropolitan Phoenix area. And because of the 

emission offset requirements, the increase electrical generation capacity within the metropolitan 

area can be accomplished while simdtaneously reducing the general air pollution in the area. 

vii 



& ? Asset Transfer 
T On - November 2000 

By year’s end, one of the smallest subsidiaries of Pinnacle West Capital Corporation will 

become one of the biggest. 

As part of the settlement agreement that APS reached last year with the Arizona 

Corporation Commission, all of the company’s generating facilities must move to an unregulated 

affiliate - Pinnacle West Energy. 

The affiliate, still in its infancy considering the experience of its much older sister company, 

will grow from a small community of 25 to a booming metropolis of about 1,000 on January 1, 

when the APS fossil plants and their employees move in phase one of the transfer. 

“This is a lateral move,” said Jim Levine, executive vice president of Generation and leader 

of the transfer. “We’ll all still be a part of the same extended family. Our Generation employees 

will just be carrying a banner for Pinnacle West Energy, a sister of APS. 
“The agreement gives us until the end of 2002 to coinplete the transfer, but it is in the best 

interest of our employees and our shareholders to do it sooner. We know where we need to be, so 

it makes sense for us to start moving there now and build Pinnacle West Energy’s reputation as 

an experienced, reliable producer of electricity. We’ll be able to face any issues early in the game 

before we move into a fully competitive market a couple of years down the road.” 

Palo Verde and the 2,000 employees who work there will remain with APS until sometime 

later, when the details involving a sale-leaseback agreement on Unit 2 can be resolved and the 

purchase of Southern California Edison’s 15-percent share of the plant is completed. 

Childs-Irving will remain with APS. The only solar facilities that will transfer are those that 

are connected to the transmission grid. 

Work began in earnest about a year ago to garner all the necessary regulatory approvals, 

transfer hundreds of vendor contracts and develop rules internally for how we will conduct 

ourselves as an enterprise, according to Levine. 

“This has been a very involved and integrated effort,” he said. “It’s new territory for us and 

there are a lot of things that have to come together to make this happen, so we’ve worked very 

closely with regulators, the Navajo Nation and the other owners of our power plants to ensure 

that this is a smooth and timely process.” 

1 
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Here are answers to some common questions about how the transfer process will work. 

Q: 
A: 

What exactly is asset transfer? 
In 1999, APS arrived at a settlement agreement with the Arizona Corporation 
Commission. Part of that agreement stipulated that we would move all power plants from 
APS to an unregulated affiliate. 

Our existing power plants, the employees who work at them and the associated business 
functions will move to Pinnacle West Energy from APS. This includes our interest in the 
Navajo Power Plant. Any building or equipment that is either maintained or operated by 
Energy Delivery & Sales - the switchyards for example - will remain with APS. 

Q: 
A: 

When is the official date for the transfer to Pinnacle West Energy? 
For all employees of our fossil plants, the transition will be effective January 1, 2001. 
Palo Verde and its employees will follow sometime before the end of 2002. Childs-Irving 
and our employees there will remain with APS. 

Q: Since this is something required by the ACC, will there be any code of conduct 
issues that will affect how Pinnacle West Energy, APS and Marketing & Trading 
employees do business with each other? 
The APS/ACC Code of Conduct governs transactions between APS and APS Energy 
Services only. Transactions between APS, Pinnacle West Energy and Pinnacle West’s 
Marketing & Trading department (formerly APS Bulk Power Marketing) will not be 
affected. However, it is important to note that business practices between all of us, no 
matter what affiliate we work for, will be guided by interaffiliate agreements. 

A: 

Q: 
A: 

Will we be getting new Pinnacle West Energy badges at the end of the year? 
Yes. All transitioning employees will receive Pinnacle West Energy badges, except Palo 
Verde employees who will continue to use site-specific badges even after the transition. 
Corporate Security soon will be setting aside blocks of time at various locations for 
employees to have their new photos taken. More infoxmation will be provided on that at a 
later date. 

Q: 
A: 

What about business cards and letterhead? 
New business cards and letterhead will be available by the end of the year through 
electronic forms in Vista Outlook. 

Q: 

A: 

If I am speaking to people outside of the company who are accustomed to doing 
business with APS power plants, how should I explain what company I work for? 
The best thing to do in that situation is to say you are an employee of Pinnacle West 
Energy, an affiliate of APS. 

Q: 

A: 

Will Pinnacle West Energy employees be able to bid on available opportunities in 
other Pinnacle West companies? 
Yes, provided they meet the normal bidding eligibility requirements. 

Q: Will job opportunities be posted differently? 

2 



A: 

Q: 

A: 

Q: 
A: 

Q: 
A: 

Q: 
A: 

Q: 
A: 

Each of the Pinnacle West energy subsidiaries post their jobs on E-On for all employees 
to view, and on the Pinnacle West Web site for external viewing. 

Will jobhalary structure change when employees move from APS to Pinnacle West 
Energy? 
No. Your job description, salary and salary scale will remain the same. 

Will benefits change? 
No. An identical benefits package is offered to all employees of APS, APS Energy 
Services, Pinnacle West Energy and Pinnacle West Capital Corporation (including 
Shared Services and Marketing & Trading). What you are accustomed to today will 
remain the same. 

What about year-end incentive? 
As APS Generation employees will not be transferred to Pinnacle West Energy until the 
beginning of 2001, incentive pay for 2000 will be based on the program outlined at the 
end of the APS Generation section of the Generation Business Plan 2000. 

Will my e-mail address change? 
Yes. Your e-mail address now will be “firstname.lastname@pwenergy.com.” But to 
avoid any confusion with clients and contacts outside the company, your “apsc.com” 
address will not disappear. It will remain active for several months after the transition. 

How will the senior management structure be organized? 
Bill Stewart will remain the President of Pinnacle West Energy. His chain of command 
will transfer directly from APS. 

end 
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Communications Plan 
Pinnacle West Capital Corporation 

APS Generation to Pinnacle West Energy 

Background 

Transfer of all APS Generation assets to an unregulated subsidiary of Pinnacle West Capital 
Corporation is required by last year’s settlement agreement with the Arizona Corporation 
Commission and must be accomplished by the end of 2002. However, there are a number of 
sfrategic reasons to cany out the transfer by January 2001. 

Planning for the transfer of assets and business functions from APS Generation to Pinnacle West 
Energy has been under way for more than a year by different groups within APS, Pinnacle West 
Energy and the parent company. All generation assets and functions will be transferred by the 
end of 2000 except Childs-Irving, which will remain under APS until it is decommissioned, and 
Palo Verde, cannot be accomplished because of the time required to resolve issues related to the 
sale and leaseback of Unit 2. The current plan for the Palo Verde transfer is in two phases. In the 
first phase, Southern California Edison’s 15-percent share of Palo Verde and all of the plant’s 
employees will transition to Pinnacle West Energy when the deal to acquire SCE’s share closes 
in mid-2001, In the second phase, APS’ 29.1 -percent share of the plant will transfer prior to the 
end of 2002. 

This plan is a general outline and is intended to give strategic direction to the communications 
efforts for this project. The messages and communication vehicles are divided into two parts: 
internal and external. 

Philosophy 

Pinnacle‘West will take an incremental approach to informing its employees, shareholders, 
public officials, community leaders, media and the public. The primary aim is to inform. 

Strategic Communications 

Asset transfer communications will be managed companywide by Public Relations. Additional 
communications will take place at the power plants as needed and in cooperation with Public 
Relations. 



L 

v Audiences 

The components of this plan, from a public communication perspective, will be focused on the 
following audiences: 
+ Employees 
+ Policy Makers/Community Leaders 
+ Press 
+ Shareholders 
+ Public 
+ Financial Markets 

EXTERNAL 

Primary Messages 

In 1999, with deregulation of the electric utility industry approaching, APS arrived at a 
settlement agreement with the Arizona Corporation Commission to move all power plants, 
their employees and functions from APS to an unregulated affiliate - now known as Pinnacle 
West Energy. 

Under the agreement, we have until the end of 2002 to make the transition, but it is in the 
best interests of our employees and ow shareholders to do it sooner. We plan to have all of 
our coal and natural gas plants, and the employees who work at them moved to Pinnacle 
West Energy by the beginning of 2001. 

Palo Verde Nuclear Generating Station and our employees who work there will remain with 
APS until all issues related to a sale and leaseback agreement for Unit 2 are resolved. 

The company has been preparing for the transfer since the beginning of 2000 and has been 
working closely with federal and state regulators, the Navajo Nation and the other owners of 
the power plants to ensure that the process is timely and done in accordance with all 
applicable legislation. 

This is a lateral move. The power plants operated historically by APS will be operated by the 
same employees, so the level of operational excellence will not change. The only thing that 
will change is the name of the operating company - now Pinnacle West Energy. 

Issues to Managenrack 

+ Signape - Representatives at each of the power plants will inventory those places on site 
where APS logos exist. Tom York’s organization (Real Estate & Facilities Management) will 
change them to Pinnacle West Energy. 

+ Branding - This issue is being managed in a separate plan. 
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8 Spokespeople 

Discussions with the press should be limited to Bill Post, Jack Davis, Bill Stewart, Alan 
Bunnell and the media relations staff. Bill Post may select others as alternatives. 
Tools 

+ External Briefing Package 
> Press Announcement 
P Who Is Pinnacle West Energy Fact Sheet (brochure) 
> Q&A 

> Pinnacle West Capital Corporation, APS & Pinnacle West Energy websites 
P Face-to-face briefings with public officials, community leaders 
> Letter to Shareholders (??) 
> Talking points 
> Fact Sheets for Power Plants 

+ Other External Communications 

Timeline of Actions 

November 30,2000 
December 15,2000 
December 15,2000 
January 1,2001 
January 2,2001 (TBD) Press Announcement 

Finalize Components of Briefing Package 
Letter to Shareholders (??) 
Earliest Distribution of Briefing Package 
Effective Date of Initial Transfer 

Briefings 

The following people will be briefed internally prior to external briefings: 

Bill Post 
Bill Stewart 
Jack Davis 
Jim Levine 
John Denman 

Ed Fox Paul Reynolds 
Nancy Loftin Robbie Aiken 
APS Generation leaders (additions) 
APS leaders 
Martin Shultz 

The following key political and community leaders will be notified prior to media discussions: 

ACC commissioners Tribal leaders 
ACC Utility Division leadership Plant Owners 
Congressional leaders (additions) 
Mayors, council members of key cities 

I 3 



INTERNAL 
m 

t 

Primary Messages 

In 1999, APS arrived at a settlement agreement with the Arizona Corporation Commission to 
move all power plants, their employees and functions from APS to an unregulated affiliate - 
now known as Pinnacle West Energy. 

Under the agreement, we have until the end of 2002 to make the transition, but it is in the 
best interests of our employees and our shareholders to do it sooner. We plan to have all of 
our coal and natural gas plants, and the employees who work at them moved to Pinnacle 
West Energy by the beginning of 2001. 

Palo Verde will remain with APS until all issues related to the sale and leaseback of Unit 2 
are resolved. Employees likely will transition to Pinnacle West Energy in mid-2001 when the 
company successfully completes the acquisition of SCE’s 15-percent share of the plant. 

The company has been preparing for the transfer since the first of the year and has been 
working closely with federal and state regulators, the Navajo Nation and the other owners of 
the power plants to ensure that the process is timely and done in accordance with all 
applicable legislation. 

This is a lateral move. We are all still part of the same family. All benefits that our employees 
receive as APS employees will remain the same after they are transferred to Pinnacle West 
Energy. That includes level of pay and pay scales; medical, dental and life insurance benefits; 
pension plan; and 401K contributions and company matching. 

issues to Managenrack 

+ Collateral - Business cards, letterhead and envelopes will be available to order online 
through Vista forms by the first of the year. Ample quantities of letterhead and envelopes will 
be printed in advance of the transfer, and an initial supply sent to each plant. Employees will 
be encouraged to order new business cards as they determine a business need so as not to 
create a backlog at the Print Shop. 

+ LOPOS - As part of internal communications, employees will be advised to contact Public 
Relations to obtain acceptable variations of the Pinnacle West Energy logo for use on all 
things that otherwise carried the APS logo (e.g. PowerPoint presentations, T-shirts, trinkets). 
A copy of the Standards of Use will be distributed with the logo. Also, employees will be 
asked to do a thorough inventory of outside vendors who use the APS logo for 
products/programs associated with the power plants, and replace those logos with the 
Pinnacle West Energy logo. 
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t Tools 

b + Internal Communications 
9 Printed materials, including On, Newsline, From The Desk of [the Oflcers], Palo 

Verde News, This Week at Four Corners, This Week at Cholla 
9 E-On 
9 All-Hands briefings 
P Holiday greeting (letter) to “new” Pinnacle West Energy employees 
> Asset Transfer Status Report 

Timeline of Actions 

July 2000 Began Bi-weekly Status Report to Steering Committee 
Late October 2000 Brief discussion in From the Desk of Bill Stewart 
Mid-November 2000 Articlemrief Q&A in On 
Mid-December 2000 Holiday greeting (letter) to all “new” Pinnacle West Energy employees 
Late December 2000 Article(s) on Newsline 
December 2000 Post Q&A on E-On 
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FINANCIAL HIGHLIGHTS (do1 l . r~  In thousands except per  share amounts) 

Sclcctrd Growth Rat.. 
1997 1 9 9 9 ~ s  1998 l q q 8  1 s  199' 1999 1 '998 

INCOME HIGHLIGHTS 
$ 2,423,353 S 2.130.586 f 1.995.026 13 7% 6 8% Operating Revenues 

Income from Continuing Operations $ 269,772 f 242.892 f 235,856 11 1% 3 0% 

BALANCE SHEET HIGHLIGHTS 

Total Assets 

Common Stock Equity 

PER SHARE HIGHLIGHTS 

Earnings Per Share from Continuing 

Operattons - Diluted 

Dividends Paid Per Share 

Book Value Per Share - Year-End 

STOCK PERFORMANCE 

Stock Price Per Share - Year-End 

Stock Price Appreciation (decrease) 

Total Return 

Market Capitalization - Year-End 

TABLE OF CONTENTS 

Pinnacle West is a Phoenix-based company related products and services to retail and 

with consolidated assets of $6 6 billion and wholesale customers in the western United 

annual revenues of $2 4 billion Through our States We also develop residential, 

subsidiaries, we generate, sell and deliver commercial and industrial real estate projects 

electricity, and we sell electricity and energy- 

f 6.608.506 f 6.824.546 $ 6.850.417 

$ 2,205,733 S 2.163.351 f 2,027.436 

(3.21% (0 4)% 

2.0% 6 7% 

$ 3 1 7  f 2.85 S 2.14 

f 1.325 $ 1.225 f 1.125 

5 26.00 5 25.50 $ 23.90 

$ 30 9/16 f 42 318 f 42 318 

(27.9)% - 33.5% 

(25.1)% 2.8% 38.0% 

4 2,592,462 f 3,594,457 f 3.594.457 

11.2% 4.0% 

8.2% 8.9% 

2.0% 6.7% 

(27.9)% - 

(27.9)% - 



To Our Shareholders: 

As this year's annual report cover Suggests, 

were looking ahead, and we see a firm 

direction for our future In our view, the old 

utility industry with its regulatory 

uncertainties is rapidly receding in  the 

rearview mirror 

What We've Done 

We've resolved our regulatory past with a 

new, performance-based compact This 

settlement which was approved by the 

Arizona Corporation Commission (ACC) in 

October 1999, brings competition to  

Arizona, gives customers a series of price 

reductions, settles transition and stranded 

cost issues and allows us to move our 

generation assets to  an unregulated 

subsidiary by 2002 or sooner 

We've thought long and hard about our 

competitive position in a restructured utility 

industry We've concluded that we don't 

know gas pipelines or gas production, and 

we got out of gas distribution a long time 

ago We don't know the U K or Southeast 

Asia or South America So we won't go there 

What we do know is electricity production 

and delivery in our part of the United 

States And we have the benefit - 

somewhat unique to companies our size 

and operating in our region - of being 

authorized to engage in both With 

knowledge of growing western power 

markets, the cash flow from distribution, 

the earnings potential of unregulated 

production and the rules of the competitive 

game in Arizona finally established, we 

strongly believe we are well positioned 

Our bottorn-line focus will be even more 

relentless, bolstered by our regulatory 

settlement that allows us to retain our 

cost savings for shareholders 

Top-line revenue should continue to grow, 

propelled by dynamic population growth 

in the Southwest 

As the second-largest generation operator 

in the West, we're building and plan to 

buy additional generation facilities in the 

western markets that we know well 

Strong cash flow will fund all of our customer 

growth and much of our generation growth 

plan Generation growth is being 

undertaken with a goal of maintaining 

investment-grade credit quality in our 

securities at the corporate level 

Our cash flow is among the strongest in the 

electric utility industry This discretionary 

cash flow provides flexibility for us to fund 

customer growth, invest in unregulated 

businesses increase the dividend or reduce 

debt Based on cash coverage of dividends 

we rank in the top 10 percent of the industry 

_ -  

Our company sits right 

Throughout the 90% we improved productivity. 

doubling the number of customers served per 

employee We reduced our actual cost per 

kilowatt-hour below 1985 levels We became 

an outstanding generation performer We 

reduced debt, and gained a solid financial 

footing We've replaced al l  of our legacy 

computer technology, and our focus is on the 

future of today's core business 

Despite our stop-and-go regulatory 

environment of the past few years retail 

competition has finally begun in Arizona 

and will be available to al l  customers in 

2001 We worked aggressively to achieve a 

settlement agreement with representatives 

from many customer and industry groups to 

get competition under way and expand the 

wholesale generation market 

With this settlement in place, we can speak 

with greater clarity about our strategies and 

confidently execute them 

Where We're Going 

In our view, the future is  ful l  of possibility 

and as wide open as the vistas pictured 

throughout this report 

We have a capable team We're building 

and planning to buy more of the right 

assets, and we're dedicated to providing 

outstanding customer service We intend to 

capitalize on the intrinsic high growth in 

at a major energy 
hub in the West - with strong load growth 

__ and an expanding wholesale market. 
- - _ -  



" .  _ m .  

retaining customers We will achieve high 

customer satisfaction while focusing on cost 

management We're using new technology to 

improve service and productivity, as measured 

by customers served per employee and cost 

per kilowatt-hour 

We've made a strong commitment to  

technology because we recognize that 

information and knowledge drive our 

business We've invested more than $200 

million in productivity-enhancing systems 

to help us extract the maximum value from 

our assets While the typical shareholder 

may not think of us as a technology 

company, we do 

Our strategy for the electricity delivery 

business is to expand our current customer 

base while improving margins through 

relentless cost control 

Gencratiuil For generation, the goals are to 

operate competitively efficient generating 

plants, maximize output, minimize production 

costs per unit of output and move our product 

to market as profitably as possible 

opaational efficiency, cost management and 

continuous improvement, combined with 

disciplined expansion of generation holdings 

and innovative power marketing Our ability 

to add new generation and to transfer 

existing generation to a new unregulated 

subsidiary. Pinnacle West Energy, will let us 

take advantage of a growing competitive 

western wholesale market 

We have a number of competitive strengths in 

the generation business that make us 

confident we can grow this business profitably 

We already are the second-largest 

operator of generation assets in the West 

For us, generation is a core business 

We have an enviable record as a nuclear 

coal and gas plant operator 

We can use our regional market 

knowledge to site new plants and use 

our assets to  attract partners and obtain 

assets outside Arizona 

In 1999, we announced two new major gas- 

fired generating projects totaling about 

2,800 megawatts - additions at our West 

competitive wholesale and retail markets: 
L 

company, continuing io build and mamtain 

provide electricity for those Customers who 

don't choose alternative competitive 

energy suppliers 

"Redhawk" to be built near Palo Verde. 

The Redhawk site is especially desirable 

because an extensive transmission system 

linked to some of the fastest-growing 

markets in the nation converges at Palo 

Verde, making it a major trading hub for 

western power markets. It already provides a 

settlement site for NYMEX futures contracts 

and a source of daily spot market quotes. 

By moving quickly to  build our new plants, 

we have taken a disciplined stake in the 

future growth of Arizona, the Southwest and 

the whole interconnected western electricity 

market. This strategy is already taking 

shape. In March 2000, we announced that 

Houston-based Reliant Energy will partner 

with us on the first two Redhawk units. and 

we will join with them on two power plant 

projects in Nevada. These projects represent 

Pinnacle West Energy's first generation 

venture outside Arizona - but within the 

West, where we intend to stay. 



DIVIDEND GROWTH 

We're also interested in increasing our 

ownership share of plants we already 

operate and partly own, including the Palo 

Verde nuclear station. We can increase our 

revenues and earnings by expanding our 

ownership share in plants that we've already 

shown can operate at the highest levels. 

APS Energy Services Our competitive sales 

subsidiary expands our retail offerings by 

selling unregulated power and related 

services tailored to the customers' individual 

demands and energy-use patterns. 

Our strategy is to target selected customers 

and customer groups that we can serve 

profitably with electric energy and demand- 

management technologies and services. We 

require positive gross margins from each 

customer relationship, whether commodity 

only, services only, or both. 

StinCor ana E i  DoiiidG Our real estate 

subsidiary, SunCor Development, and our 

investment subsidiary, El Dorado. almost 

doubled their combined earnings 

contribution in 1999. We look for increases 

again this year i f  the markets for real estate 

and technology-related stock remain strong. 

Issues Along Our Way 

We're aware of several challenges on the 

road to a new business environment and 

continuing growth 

~ q a l  Challcriy:.; Recently filed lawsuits 

raise issues about specific parts of our 

settlement agreement We believe that 

these narrow issues will be resolved without 

significant impact 

EARNINGS PER SHARE GROWTH 
(1995-1999) 

The legal challenges also raise Arizona 

Constitutional issues about allowing 

competitive markets to set electricity prices 

These constitutional issues are unique to  

Arizona. were favorably decided by lower 

courts in past utility cases and were 

considered by the ACC and us in proceeding 

as we did Nevertheless, it is possible that a 

political solution, in the form of a 

constitutional amendment to facilitate a 

Competitive market in electricity, may be 

appropriate to remove any legal uncertainty 

Given the broad support for the settlement 

agreement among the intervenors, and the 

appeal of a competitive market to Arizona's 

political leadership, we think a favorable 

vote on such an amendment is achievable 

Y i z t  Our view is that profitability is more 

important than size, and our focus on growing 

generation is to target areas with faster- 

than-average population and load growth 

Strong economic growth in the western United 

States - and particularly in Arizona - gives 

us the opportunity to  continue superior 

earnings growth without taking inordinate 

expansion risks such as offshore investments 

and convergence strategies 

We believe that operating in the West - a 

region in which we have proven skills and 

knowledge - will provide superior growth 

opportunities 

Power Markrririg and Kish Mnnagernrnl 

Our power marketing group provides key cost 

and risk management services for our 

businesses This group buys power for our 

regulated customers, acquires energy for our 

retail energy services business and will sell 

the output from our unregulated generation 

company Balancing our customers' needs 

and hedging market risks are crucial tasks 

that our power marketing group manages 

while adding to the bottom line 



We recognize that risks are different in an 

unregulated marketplace than they were in 

the regulated environment, Since 1988, we 

have managed the risk of buying fuel and 

purchased power without an adjustment 

clause, which many electric utilities have 

relied on extensively for more than a 

decade. While this situation may have been 

viewed negatively in the past, we think our 

experience in risk management provides 

confidence that we can manage this aspect 

of our business and readily adapt to more 

volatile competitive power markets. 

The risk of overbuilding merchant 

generation is often mentioned and is one 

that we take seriously. Our plans for 

generation expansion are disciplined and 

conservative for the following reasons. 

First, the Southwest is currently a net 

importer of power and is continuing to grow 

rapidly, Second, although other companies 

have announced plans for new facilities in 

Arizona, we believe that timing and execution 

will give us an early entrant advantage. 

Our view is that managing the inherent risk 

in a competitive wholesale market is critical 

for all our energy businesses. Strong risk 

management tools. experienced risk 

managers and detailed western market 

knowledge have been and will continue t o  

be our trademarks in this area. 

\i;liolcsa,~. Mar net5 and T:xisrilicvori The 

Federal Energy Regulatory Commission 

(FERC) recognizes the importance of 

wholesale markets and is  requiring all 

transmission-owning utilities to join a 

regional transmission organization (RTO) or 

to explain the barriers to  forming an RTO 

We are working with other western utilities 

to develop Desert Star, an independent 

system operator, but conflicting geographic 

and ownership interests, particularly 

differences between government-owned and 

investor-owned utilities, make it difficult to 

predict the eventual outcome of this effon 

Current western wholesale markets are 

"thin" and driven more by regulated utilities 

selling excess generation than by the 

wholesale sales of all energy distributed for 

the ultimate consumer Future expansion of 

the wholesale market to include a higher 

proportion of all sales will depend on the 

region's continued movement to competition, 

transmission structure, regulatory intervention 

in evolving competitive markets and new 

power plant construction The development 

of a liquid wholesale market is pre- 

conditional to a fully competitive retail 

market Our settlement lets us participate 

in this new, growing :narket while providing 

a means to deal with regulated sales should 

a liquid wholesale market not develop 

Value for You 

Making money for our shareholders 

ultimately depends on earnings and 

dividends Our earnings over the past five 

years have grown at an average annual rate 

of almost seven times the industry growth of 

one percent If we eliminate non-recurring 

items. as Wall Street analysts often do. our 

average growth was more than 10 percent. 

Our highest priority is to  provide you with 

long-term value that we believe comes from 

financial performance In our view. value is 

the ability to  continue making money for our 

shareholders through financial results 

We're proud of our performance in 1999 but 

dissatisfied that it is not reflected in our 

current stock price. Despite earnings growth 

for the past five years that far exceeds the 

electric utility average, our price earnings 

ratio is below the utility average 

Our earnings, dividend growth and strong 

cash flow set a very high standard - one we 

expect to continue Our strategies are 

designed to produce financial results that 

will attract those who invest not only in 

electric utilities but other industries as well 

I realize that this year's letter t o  you is 

longer than usual, but I felt that it was 

critical for you to know how we intend to 

deliver value to you It's our overriding 

purpose, and we will continue to outperform 

our industry We are very excited about our 

future and believe that the strategy I have 

outlined is a firm formula for success 

William 1. Post, Chief Executive Officer 
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1. INTRODUCTION 

Q. Please state your name, by whom you are employed, and your business address. 

A. My name is Susan Abbott. I am currently an independent consultant to the power 

industry specializing in credit and credit rating issues. My business address is 143 

Imperial Avenue, Westport, Connecticut 06880. 

Q. Please summarize your academic and business experiences. 

A. I received a BA in literature from Syracuse University in 1973, and an MBA from the 

University of Connecticut in 1981, I worked for 5 years for Aetna Life and Casualty 

doing private placement investing, primarily in the electric utility industry. For 20 

years I worked for Moody’s Investors Service (“Moody’s”) in various capacities, 

including 3 years as a senior analyst in the Electric Utility Group, and 10 years as 

Managing Director of the Power Group. For 18 of my 25 professional years, I have 

followed the electric sector either as a lender to, or a rater of electric utility 

companies. 

Q. What is the purpose of your testimony? 

23 
24 

25 

26 

A. I have been retained by Panda Gila River, an intervenor in this proceeding, to 

evaluate Arizona Public Service Company’s (“APS”) proposal to refinance $500 

million in debt currently residing at Pinnacle West Capital Corporation (‘*PWCC’’) or, 



1 PWCC, in light of the effect of such actions on Arizona ratepayers and wholesale 

I 22 

2 competition. 

3 

4 
5 
6 

7 

Q. Why is the refinancing proposal important to Panda Gila River? 

A. Panda Gila River is concerned that the requested financing could detrimentally 

impact wholesale competition in Arizona and, undermine the Commission’s goal of 

8 allowing Arizona ratepayers to secure electric supplies at the least available cost. As 

9 I explain below, if approved, the proposal has the very real likelihood of resulting in a 

10 

11 

12 

credit downgrade for APS. A credit downgrade would harm ratepayers insofar as 

they ultimately would be responsible for the higher financing costs that follow from 

such downgrades. A downgrade, in decreasing APS’ credit standing, also would 

13 

14 

15 

16 

17 

increase APS’ cost of doing business (and therefore its ratepayer costs) in any 

transaction arising out of the Commission’s mandated solicitation process. And if the 

loan were collateralized by the PWEC assets, and the assets did not fair well in the 

solicitation and succeed in capturing load, AF’S ratepayers would be saddled with 

additional costs associated with a further deterioration in APS’ credit as APS became 

18 

19 

20 

21 

increasingly responsible (because cash flowing from PWEC was diminished or absent 

altogether) for paying interest and principal on the loan from its own cash flow. 

More fundamentally, though, as I describe below, were the loan to be approved, APS 

23 

would immediately come under pressure to seek to rate base the PWEC assets in 

order to shore up its financial condition. Fitch Ratings has already begun this push by 



1 

2 

problematic if it ultimately becomes part of the cost of transferring and rate-basing 

PWEC’s generation at U S . ”  See, Fitch Ratings December 4, 2002, available at 

3 httP://~~l.reuters.com/newsArticle,ihtml?~e=topNews&stor= 1 852399. The 

4 likelihood of such an outcome increases if the inter-company loan were collateralized 

5 by the PWEC assets and the assets do not fair well in the solicitation and capture load 

6 

7 

8 

9 

10 

so as to generate cash flow. Then, as the only cash available to pay the loan is 

dividends from A P S  to PWCC, the loan may be defaulted on, giving ownership of the 

PWEC assets to APS. Any effort to rate base the affected PWEC assets not only 

would directly affect ratepayers (by virtue of their having to bear all the costs of such 

assets going forward) but also would diminish the opportunity for ratepayers to 

11 receive the benefits of the lowest cost generation available, as mandated by the 

12 Commission’s prior orders manclating wnotesa. 

14 
15 
16 

17 

18 

19 

20 

21 

Q. Please summarize your testimony? 

A. I analyzed the proposed transaction fkom a number of perspectives. First, I looked at 

the options PWCC has to refinance the debt. Based on APS discovery answers, it 

does not appear that PWEC made any efforts to finance the debt at the PWEC level. 

While it is a difficult time to finance in the merchant industry, funds are available, at 

a price. Assuming however that PWEC could not finance the debt itself, I conclude 

that PWCC is the most appropriate source of fmancing as PWCC benefits from the 

22 PWEC assets while APS does not. Likewise, refinancing through APS exposes APS, 

23 and ultimately its ratepayers, to unreasonable risk with regard to default. Finally, 



1 financing the debt at APS transforms its option to pay dividends to PWCC into a 

2 fixed obligation in the form of interest payments, which are not optional. 

4 Second, I looked at the expected financial market response to the refinancing if it 

were at the APS level versus at the PWCC level. I conclude that the proposed loan or 

6 

7 

8 

guarantee would harm APS, a regulated utility, and its ratepayers by adversely 

affecting APS’ rating by credit rating agencies. Indeed, contrary to APS’s assertions, 

the financial community likely would view a loan directly to PWCC as a r- basonable 

9 investment. Further, it is my opinion that the Commission’s order staying divestiture, 

10 

11 

Decision No. 65 154, actually improved the overall business risk profile of PWCC by 

reducing the amount of merchant risk from approximately 6000 MW to around 1700 

13 
14 11. OVERVIEW OF CWDIT ANALYSIS ANI) RATING NfETHODOLOGY 
15 
16 Q. Do credit professionals treat refinancing and guarantees differently? 
17 
18 A. No. Either one would be considered a new debt obligation at APS by the rating 

19 

20 

21 

22 

23 

24 

agencies and the financial community. A direct loan is obviously considered an 

obligation of the company borrowing the money. In the case of a guarantee, the 

financial community assumes for purposes of calculating financial leverage (or the 

level of total debt in relation to total capitalization) that the guarantee will be called 

upon at some time. Therefore, a guarantee is a real and present obligation of the 

company offering the guarantee and is treated no differently than a direct debt 

25 obligation. 



1 Q. In your opinion, what choices does PWCC have to refinance this debt? 
L 
3 A. Ideally, Pinnacle West Energy Corporation (PWEC) would refinance the existing 

4 debt using its merchant generation assets as security. Given the conditions in today’s 

5 market, however, it is doubtful PWEC would be able to obtain such financing under 

6 commercially attractive terms, although I have not seen any evidence of efforts made 

7 

8 

9 

by PWEC to finance the debt directly or the terms offered. However, it appears that 

no efforts have ever been made to finance PWEC assets through PWEC. 

10 In fact, in answer to question 18e of Panda’s First Set of Data Requests, APS states 

11 that “PWEC did not seek to obtain project specific or other financing to finance the 

12 

13 

14 

15 

16 

17 

PWEC assets after preliminary discussions with lenders showed that such financing 

was not a cost-effective option.” Ms. Gomez testified on October 11, 2002 that 

“project financing may have been available to PWEC . . . but such financing would 

have been more expensive than waiting until the end of 2002 and using PWEC’s 

investment grade rating to secure non-project financing” indicating that no such 

attempt has ever been made, even though it was believed that financing was available. 

18 

19 It is important to point out that funds are available at a price. Many power industry 

20 borrowers have recently been forced to borrow at what at one time would have been 

21 

22 

considered unattractive terms. See, for example, the article fiom the Wall Street 

Journal titled “Energy’s Industry’s debt Is Long-term Problem,” attached to the Staff 



2 security to get new financing . . ..” 

3 

4 

5 

If financing is unavailable, PWEC should turn most appropriately to PWCC as a 

potential source of refinancing. The original bridge financing, with PWCC financing 

6 the PWEC assets, was not out of the ordinary, PWCC financing the PWEC assets 

7 

8 

was not the only choice available to PWEC, and, in my experience, it is not the most 

popular choice for owners of substantial megawatts. While a holding company just I 
9 getting started in the unregulated power field may finance, at the holding company 

10 level, its first few hundred megawatts, many holding companies owning substantial 

11 megawatts project finance them, specifically to shield the parent company and other 

12 

13 subsidiary. 

affiliated companies fiom troubles that might arise at the unregulated power company 

14 
15 Q. Are you concerned that 1700 MW would not give PWEC a “national presence?” 
16 
17 A. No. Although Ms. Gomez states in her testimony of October 11, 2002 that she is 

18 concerned that PWEC would “have no national presence” without the APS assets, 

19 neither financing nor successful competition in the electricity markets depends on a 

20 

21 

22 

“national presence.” The power industry is a regional or local business and a 

generating asset succeeds or fails in the long-run according to its economics relative 

to the regional or local market in which it operates. 

23 
, 

24 A number of limited capacity generating companies have been project financed. 

25 Many of those have long-term contracts on which the financing and a credit rating 



1 were based. There are notable exceptions to this generalization, including AES 

2 

3 

4 

5 

6 

Eastern Energy (1,268 MW, “Bal” original rating, 100% merchant), and PPL 

Montana (1.260 MW, “Baa3” original rating, 100% merchant). Both of these are a 

local or regional operation, and the original ratings resulted &om the competitive 

economics of the projects relative to regional competition. Ms. Gomez states that 

PWEC would be a “strong and viable competitor . . . in . . . Arizona,” putting it in the 

7 

8 

9 

10 

11 

12 
13 Q. 
14 
15 
16 A. 

17 

18 

19 

20 

21 

22 

23 

24 

same category as others that were successfully project financed. PWEC had the 

opportunity to project finance its assets when such monies were readily available, 

probably as late as the 3rd quarter of 2001. Changing project financing circumstances 

do not make a rescue of PWEC by APS any more appropriate than it would have 

otherwise been. 

If the debt truly cannot be financed at PWEC, which entity, PWCC or APS, is 
the more appropriate to refinance this debt? 

Generally, PWCC is the appropriate source of refinancing since the proceeds were 

used to build PWEC’s 1,700 MW of merchant capacity. APS does not benefit from 

Importantly, if AF’S finances assets that belong to PWEC or PWCC, APS is exposed 

to a high degree of risk should the affiliate default. For example, lenders to PWCC 

will attempt to reach into APS to recover loans made to PWCC. This is a very real 

factor in a credit rating analysis. The closer the affiliates are tied to each other 

through inter-company financial dealings and shared boards of directors and 



I 

3 

4 

Q. How is this concern expressed by the financial markets? 

A. Standard & Poor’s recent downgrade of APS’ corporate credit rating to “EBB” from 

“BBB-t” reflects this very concern. They stated that the lack of sufficient regulatory 

insulation of A P S  from PWCC and PWEC weakens any separation APS has from the 

parent and its unregulated affiliates. Inter-company financial deaIings, such as APS 

refinancing or guaranteeing the $500 million, or the recent $125,000,000 inter- 

company loan only supports S & P’s point. 

, 

6 

7 

8 

9 

10 
11 Q. In light of your comments, why would APS seek to finance the PWEX debt? 
12 
13 

14 

A. I’m not sure I can answer that from A p S ’ s  perspective but I can explain why APS 

financing the PWEC debt might make sense for PWCC and its shareholders. From a 

15 

16 

practical standpoint, many investors are backing away horn the merchant energy 

sector as a result of depressed energy prices, the large amounts of debt being carried 

17 

18 

by some companies, and the current lack of trust that exists as a result of certain 

accounting and other scandals. Therefore, there is a chance that investors could 

19 refuse to lend to PWCC to refinance the PWEC assets or would only do so at a 

20 

21 

22 

premium. It is perfectly understandable why PWCC has resorted to requesting 

permission to refinance PWEC debt at APS since APS, as a regulated, vertically 

integrated utility has a better chance than its unregulated affiliates of financing on 

23 attractive commercial terms. 

24 
25 
26 

Q. Does that factor make it appropriate for the loan to come from APS? 

8 
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A. Absolutely not. In fact, just the opposite is true. There simply is no benefit to 

APS’s ratepayers in allowing APS to take on the burden of PWEC related debt just 



1 ratemaking process. This in itself diminishes creditworthiness because cash flow 

2 

3 

levels remain the same while obligations on debt increase. Therefore the cushion for 

unexpected events becomes less, making APS more vulnerable to circumstances 

4 beyond their control. The attempt by APS to have the commission declare the 

5 

6 

7 

proposed debt something other than continuing debt further exacerbates the potential 

diminution in APS’ ability to handle unforeseen financial events. Calling the 

proposed $500 million financing something other than continuing debt allows APS 

8 additional leeway under the rules to take on even more debt. The financial 

9 community doesn’t distinguish between “continuing” or any other kind of debt, but 

10 does pay attention to restrictions on amounts of debt allowed by regulators, bank 

11 lenders and bond indentures. These restrictions are important. But if APS is given 

12 additional leeway to incur even more debt, the financial community will become 

13 alarmed. 

14 
15 
16 versus at PWCC? 
17 
18 

19 

20 

21 

22 

23 

24 

25 

Q. What, in your estimation, would be the market response to a refinancing at APS 

A. It is true that lenders and bondholders would likely believe that an investment in APS 

is more secure than an investment in PWCC because of (i) the regulated, and 

therefore more predictable, nature of APS and (ii) the unregulated, less predictable 

nature of PWCC. At the same time, however, a new financing at APS would 

diminish APS’ credit quality overall because of the additional debt obligation it will 

have without corresponding additional cash flow. Therefore, lenders would charge 

A P S  more for debt than previously charged. In addition, any future APS debt would 

cost more for APS to issue than in the past. 

10 
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10 
11 
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14 

15 

Alternatively, if the banks len. directly to PWCC, lenders rould get paid more than if 

they lent to APS directly to compensate for the additional risk. However, lenders 

would have somewhat less security because the cash flow to repay the debt is one 

step removed &om PWCC since it comes from dividends paid by A P S .  Remember, 

APS has the option to stop payment of dividends. I f  banks lent directly to PWCC and 

APS did not guaranteehefinance the additional $500 million in debt, APS would 

likely remain a strong company with a low risk business profile. Dividends will 

likely continue flowing to PWCC. 

Ultimately, investors make investment decisions according to each lender’s portfolio 

needs. On balance, a refinancing at PWCC could be viewed as a reasonable 

investment with a higher interest rate, but not a lot of additional risk, compared to a 

loan to the regulated utility to support its affiliate. ~ 

16 
17 
18 granted? 
19 
20 

21 

22 

23 

24 

Q. As a credit professional, how would you assess PWCC and APS if APS’ request 
to refinance or guarantee $500 million of PWCC debt at the APS level were 

A. I would first analyze the effect of granting the A P S  request (i.e. how would a $500 

million loan or loan guarantee affect APS’ rating with the rating agencies?). Second, 

I would analyze the effect of denying APS’ request (Le., what would happen if the 

debt couldn’t be refinanced at the PWCC level, and the potential effect on APS if, in 

the worst case, PWCC collapsed?). My conclusion would be drawn from these 

25 impacts and the likelihood of each scenario. 



1 
2 
3 
4 

Q. Can you describe the different ratings appraach taken by Moody's and S & P 
regarding their respective ratings on PWCC and APS? 

A. Yes. Moody's, Fitch and S & P take hvo very different approaches to rating power 

5 

6 

7 

8 

9 

10 

11 

12 

13 

companies. Moody's and Fitch follow similar methodologies, while S & P has its 

own unique approach. Let me briefly explain each. The chart below lists the rating 

categories used by Moody's and S & P to express opinions of Creditworthiness (from 

highest to lowest). Fitch and S & P use the same rating symbols, but Fitch rates 

PWCC and APS at the same levels as Moody's. To the right of the rating symbols is 

a brief description of what each symbol indicates about a company's 

creditworthiness. Following the chart is an explanation of how the two different 

approaches used by S & P and Moody's and Fitch result in rating symbols within a 

corporate family to express opinions about the creditworthiness of each member of 

the family. From now on in my testimony, Moody's and Fitch's approach will be 

Summary of Rating Agency Caterrorfat 

. . B d f W L S & P - G e n e m l D e s c r l a l m  ' n  

AAA Aaa Extremely strorrg capaclty to mrtet finandal cornrn&nmts 
AAA- Aaa Extremely strong capacity to meet tlnawlal commllments 

m AA+ Aal Very strong capac#y to financtal wrnmllments 
e Aa2 Very strong cspadty to meet ftMndal awnmilments e AA- Aa3 Very sttmng capdty W meet f ina~~Y commit- 

A+ A I  Stmg capacity to meet RFancral wmm&neW - A A2 strong capacity to neet ftnsncbl commitments 
s A- 1-1 strong capaelty to mttet ~ M W  commltmMts 
c 

Baal 
1-1 Baa2 

Adequate capacity to meet financial commitments 
Adequate capacity to meet finance4 commkmants 

BBB- Baa3 adegoate apacrky to meat financial commitments 

BB+ Bal  
BB Ba2 

0a3 
e+ 81 

83 

- 

__I.__-__pI ~ _ I _  

Speculative characteristics. less wlnenMe to near term events than E, CCC. of D 
Specutatm characlerislics, less wdnerabk to near term events than B. CCC, or D 

m B5- Speculative cWa3emtiw. less vulneraMe to near tern events than 8 ,  CCC. or D 
Spenriatb d\eracteristla, mare vulnerable to near term events than BB s B 62 Spewlatrve chiMCte(isttcs: more vulneraMe to near term events than BB 
Speculatiwe characteristks: more wlmraMe to near term events than BB z g Le+ ~ Speculative characterbticti, currently vulnerable lo near term events 

P ccc . Speculative characlenstrcs. currer.tly vulneraMe to near term events 
- ccc- . Speculatrve charactensbcs. currently wlnerable to near term events $ cc+ . SpmJlatNe charactedsks. currently hlghiy vulnerable to near term events 

Speculative charactensbcs, currently hQMy vulnerable to war  term events 
Speculative charaCteiisUc3, currentty hbhly vulneraMe to m a r  term events 

D 

cc 
cc- 
D - Defautt has occurred 

. 

. 

1 1  ... Denotes corporate credit rating for A ~ ~ L O M  PuMtc Service Co (ratings of 'BEWM") 
%so note that Pinnade West Caprtal Corp maintains aenmr unsecured ratlngs of *BBB-I0aa2' 

!? 



1 referred to as Moody’s. 

2 
3 
4 
5 S & P takes what is called a consolidated approach to the ratings. In doing so, they 

first rate the basic creditworthiness of the “enterprise” as a whole. Simplistically, this 

means S & P takes all the cash flow 5om all the companies in the family and adds it 

together. Then they take all the obligations from all the companies in the family and 

add them together. They then compare the cash flow of the “enterprise” to its 

obligations and arrive at a corporate credit rating based on that relationship. This 

8 

9 

10 

11 forms the basis for S & P’s ratings. Each family member is then assigned a rating 

12 that is close to the “enterprise” rating. 

13 

14 

15 

S & P rarely rates family members more than one rating notch away from each other. 

For example, if the corporate creditworthiness of the “enterprise” is rated a “BBB-”, 

16 

17 

they may assign a “BBB” to the regulated entity to reflect its better business risk, and 

a “BBB-” to the holding company to reflect the holding company’s restricted (by 

18 corporate structure, regulatory requirements and accounting rules) access to cash 

19 flows within the “enterprise.” 

20 

21 S & P has another layer of ratings when a debt obligation is secured by assets. Those 

22 ratings will often be many rating notches above the corporate credit ratings to reflect 

23 

24 

25 

the superior position of the debt holder of a secured debt. The senior secured rating 

applied to APS is “A-”, and remains “A-,’ despite a lowering of the corporate credit 

rating from “BBB+” to “BBB” on November 4,2002 owing to insufficient regulatory 



1 insulation between APS and the rest of the PWCC family. S &: P’s philosophy has 

2 

3 

been that each company will have a distinct effect on all its affiliates and therefore the 

corporate credit rating cannot be separated from those of affiliates by many rating 

4 notches. 

5 
6 Q. What is Moody’s approach and how does it differ from S & P’s? 
7 
8 A. Moody’s approach to this issue is nearly opposite that of S & P. In 2000, Moody’s 

9 

10 

11 

12 

13 

15 

16 

17 

18 

19 

20 

21 

22 

23 

24 

25 

published a Rating Methodology entitled “Electric Utility Holding Companies” in 

which they describe their approach. Moody’s uses a ‘‘building block” approach in 

which each entity within a corporate family is analyzed on a stand-alone basis. Those 

ratings will take into effect whether an affiliate’s situation has a direct impact on the 

rated company because of issues like intertwined lines of business where business 

risks are shared, or a holding company exists that controls the flow of funds within 

the family. . 

Assume an electric utility is rated “A2” and a gas company “Baa2” on a stand-alone 

basis, They happen to be affiliated and a common holding company allocates capital 

to each affiliate according to its needs. The power company pays a dividend of $100 

per year to the holding company. The gas company is an exploration and 

development company, requiring all of its internally generated cash plus some 

contribution fi-om the parent to continue increasing its reserves. The parent company 

is likely to continue to require dividends from the utility at the current, or maybe even 

a greater rate in order to fund the drilling activity. Therefore, the utility could find its 

financiat cushion for unexpected events depleted. Its rating would reflect that 

14 
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15 

16 

17 

18 

19 

20 

21 

22 
23 

pressure and likely be placed one notch lower than it would otherwise be without that 

pressure. In addition, the gas company might benefit by one rating notch from the 

“support” derived from the stronger electric utility. Therefore, the gas company 

would be rated “Baal”, and the electric utility “A3”. 

Once all the subsidiaries in the family are rated on this basis, the ratings are “rolled 

up” in a weighted average to produce a preliminary holding company rating, which in 

this case might be “Baal” reflecting a 45% weighting of the “A3” utility, and a 5 5% 

weighting of the “Baal” gas company. The holding company rating is further refined 

downward if there is a lot of debt at the holding company level. 

In our example, let’s say there is a lot of holding company debt that was incurred to 

finance drilling rigs. Moody’s would notch the holding company down from the 

“Baal” weighted average rating to “Bad” to reflect (i) required cash to pay the 

holding company obligations comes from subsidiaries who have first call on that 

cash, and (ii) the holding company has a lot of debt to be supported, In the summary 

to the published utility rating methodology, Moody’s states that “holding company 

ratings in the electric sector are widening as largely debt-financed investment is 

directed to non-regulated activities”, and that ‘%he credit risk faced by fixed-income 

investors are strongly influenced by where they extend credit within the 

organization”. 

15 



1 
2 
3 
4 

5 

6 

7 

8 

9 

10 

11 

12 

13 

Q. Hovs do these two differing approaches affect tbe rating outcomes at PWCC and 
Arizona Public Service? 

A. Please refer to Table 2 below for a comparison of the (i) “benchmark“ or corporate 

credit, (ii) senior unsecured, and (iii) senior secured ratings of the holding company 

(PWCC) and the regulated utility ( A P S ) .  

Table 2: Comparison of Holdlng Company (PWCC) vs. Regulated Utllity (APS) Credit Ratings 

coiil 1 2 3 4 5 6 7 8 9 10 11 12 

“Benchmark” or 
&I- a 

pwccAps PWCCAPS PWCCAPS 
S&P J&E?akS&PMoodv’s S I P M o o c l v ’ s S L P W l o o d v ’ s  8&PBQ&i!sLS&PJdQ@m- 

AAA Aaa Akri Aaa A A A m M A a a  AAA Aaa M A  &a 
AAA- Aaa AM- Aaa AAA- Aaa AAA- Aaa AAA- Aaa AAA- Aaa 

g AA+ Aal AA+ Aal AA+ Aal A4+ Aal PA+ Aal PA+ Aal 

; 
P PA Aa2 AA Aa2 AA Aa2 A4 Aa2 M A a 2 A A A a 2  

AA- Aa3 AA- Aa3 A4- Aa3 #I- Aa3 AA- Aa3 AA- Aa3 
A+ A1 A+ A1 A+ A1 A+ A1 A+ A1 A+ A1 

M A  A2 A 

kB+ Baal BBB+ Baal 
A- 

A 2 A  
2 A- 

&[;;+ , BaaZ EBB Baa2 BBB Baa2 
EBB- Baa3 BBB- Baa3 

BB+ Bal BB+ Bal BE+ Bal BB+ Bat BE+ Bal BB+ Bal 

m BB- Ba3 BB- Ba3 66- Ba3 BB- €383 BB- Ea3 BB- Ba3 
m B+ 01 

__ - _____-___ ___I__---- ------ 
BB Ba2 BB Ba2 BB Ea2 BB Ba2 BB Ba2 BB Ea2 

B+ B1 B+ 81 B+ B l  B+ 81 B+ 51 73 

82 B 82 B 82 B 82 B B2 B 82 
2 B- 83 i3- 83 B- 83 a- 83 B- 83 B- 83 
$ 6  

: ccc+ - ccc+ - ccc+ - ccc+ ccc+ - ccc+ 
P ccc - ccc - ccc - ccc ccc - ccc 

- cc+ - cc+ - cc+ cc+ - cc+ 
cc - cc . cc - cc cc - cc 

‘ CCC - ccc- CCG - ccc- ccc- - CCC 

* cc- - cc- - C C  C C  - CG 
0 - 0  - #  - D  D - D  
C G  

1 7  Denotes wrrent rating for each entity. 

It is important to understand the differences in how S & P and Moody’s rate utility 

companies and their holding company parents. S & P focuses on the corporate credit 

rating to define the probability that the company will not pay its principal and interest 

when due, while Moody’s uses the senior secured rating to define that probability. 

Each of these starting points is considered the “benchmark” rating. A careful 

comparison of the way S 62 P rates PWCC and APS versus the way Moody’s rates 

16 
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PWCC and 

relationship 

APS is also important. The way each rating agency views the 

etween the holding company and the subsidiary has a profound impact 

on each entity’s ratings. The process often causes S & P and Moody’s to issue 

different ratings for the same entity. Currently, S & P has the same “BBB” corporate 

credit rating for PWCC and APS (columns 1 and 3 above). Moody’s, on the other 

hand, has a “Baa2” rating for PWCC and an “A3” rating for APS (see columns 2 and 

4 above). 

Moody’s, looking at APS as a stand-alone entity, and taking into account its regulated 

status, its balance sheet, its cash flow, and its affiliation with an unregulated power 

company concludes that taking its financial condition is commensurate with an “A3”. 

S & P is saying that despite APS’ financial performance being better than what S & P 

considers adequate for a “ B B B  {see Exhibit A), there is inadequate regulatory 

insulation between APS and PWCC and therefore the corporate credit ratings are 

equal. 

111. IMPACT OF TRANSACTION ON FINANCIAL MARKETS 

Q. How will the financial markets view refinancing $500 million of debt at APS? 

A. Interestingly, two of the rating agencies have already reacted, and one is awaiting the 

outcome of these proceedings before making any decisions. S & P has already made 

clear its concern about the lack of separation between PWCC and A P S  by lowering 

APS’s corporate credit rating to the same level as PWCC on December 4, 2002. In 

addition, Fitch has expressed its concern about the additional 

17 

financial leverage and 
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4 

5 

6 
7 
8 & P would do? 
9 

10 

the concurrent diminution of credit quality the proposed refinancing will cause by 

placing A P S  on Ratings Watch Negative. How lenders and bondholders react 

depends on whether the financial markets concur with Moody’s or with S & P’s 

approach to rating regulated utilities within a holding company structure. The 

approaches result in different rating levels. 

Q. If PWCC refinances $500 million of debt at the APS level, what do you befieve S 

A. S & P has indicated with the November 4,2002 downgrade of APS’ corporate credit 

20 

21 

22 

23 

24 

corporate credit rating to “BBB” on November 4, 2002 is based at least in part on a 

lack of regulatory insulation between APS and the unregulated affiliates. The 

proposed transaction, if anything, further degrades the insulation between the 

members of the PWCC family. Certainly, the transaction does not strengthen APS’ 

credit standing with S 62 P despite the better than “BBB” financial metrics. Thus, 
I 

18 

11 

12 

rating to “BBB” that there is no distinction remaining between APS and PWCC. This 

action reinforces the traditional “enterprise” approach S & P takes. Therefore, the 

13 

14 

“enterprise” approach should dictate that since the same amount of obligation exists 

within the enterprise, and the same level of cash flow is available to service that debt, 

that there would be no reason to revise the ratings further. Financial metrics would 

remain the same, and under S & P’s ratings matrix, APS has stronger metrics than 

necessary on a stand-alone basis for the “BBB” category (see Exhibit A), 

I 

17 

18 Obviously, the parent company debt is a drag on APS’ rating reflecting S & P’s view 

19 that APS is likely to be obligated by PWCC debt. S & P’s downgrade of APS’ 
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3 
4 

given S & P’s concerns about closerdties between APS and PWCC, the transaction 

increases the ratings risk to APS. 

Q. What do you believe Moody’s would do under the same circumstances? 
5 
6 A. It is likely that Moody’s would downgrade APS’ rating by at least one notch because 

7 

8 

9 

the important financial metrics by which they derive their ratings will deteriorate, An 

additional $500 million in debt at AI’S would give rise to an additional amount of 

interest that must be paid. The cash flow from APS’ tariff rates will not change. 

10 

11 

12 

13 

14 
15 

16 including 

17 
18 

19 

20 

Therefore, the relationship between financial obligations and cash flow will 

deteriorate. A simple analysis of the effect of the additional debt burden on the 

company shows that financial indicators deteriorate to a level more consistent with a 

“Baal” rating (see exhibit B). 

Moody’s regards four financial indicators as highly important in a financial analysis, 

1. Cash Coverage of Interest Expense. Cash coverage of interest expense is the ratio 

that shows how much cash a company is receiving from its customers in relation to 

how much interest it owes its creditors. This indicates how much extra cash a 

21 company has in relation to what it owes. If the amount of cash available relative to 

22 interest owed is larger, the greater the ability is of a company to withstand unexpected 

23 

24 

25 

26 

occurrences that may require spending additional cash. It is not unlike the analysis an 

individual would do to determine what size mortgage he or she could afford. The 

mortgage payments can not be larger than a certain portion of the pay an individual 

takes home, Otherwise, there isn’t enough money for food, or to repair the roof after 

19 
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a storm, or to buy new sneakers for the kids before school starts. If APS takes on the. 

additional financial obligation of $500 million, cash coverage of interest expense 

deteriorates approximately 25% from 3 . 9 6 ~  to 2.96~. 

2. Funds from Operations as a Percentage of Outstanding Debt. Funds from 

operations as a percentage of outstanding debt measures how much cash a company is 

receiving from its customers in relation to the amount of debt it has borrowed. This 

indicates how long it would take to pay back all of its debt if a company chose to do 

so. Again, if one wished to pay off ones mortgage early, the amount of cash available 

to do that is similar to the concept of funds from operations as a percentage of 

outstanding debt. People do not necessarily want to pay off their mortgages early, 

and companies do not want to pay off all their debt early. But if either a person or a 

company wanted to, they would need to understand how many years it would take 

given the amount of cash annually. It is a way to understand a company’s debt 

burden in relation to its cash flow. Higher percentages indicate that a company will 

more easily withstand unforeseen negative financial events. For APS, this measure 

deteriorates from 24% to 18%, which is 25% below current levels. 

3. Debt to Total Capitalization. The debt to total capitalization ratio measures how 

much debt a company has borrowed relative to how much equity it has raised or 

generated through retained earnings. This metric shows whether a company has 

depended on (i) borrowed funds or (ii) fimds committed by equity investors or 

generated internally more. Or, relating it again to the individual, it’s like asking 

“How much do you currently owe versus how much have you saved over time?”. 



/ 
1 This ratio deteriorates afler including the $500 million refinancinglguarantee from 

2 47% to 53.2%, which is 13% below current levels. 

3 
2 

4 4. Pretax Interest Coverage. Pre-tax interest coverage is an annual calculation of 

5 how much income a company is receiving from its customers in relation to interest 

owed. Importantly, the calculation of pre-tax interest coverage is based on accepted 

accounting rules rather than cash available. Cash coverage of interest expense, the 

first metric discussed above, is based on cash flow. The financial community prefers 

cash coverage of interest expense over pre-tax interest coverage. Cash coverage 

calculations are more accurate because pre-tax interest coverage is calculated using 

income statements formulated according to accounting principals that are subject to 

7 

8 

9 

10 

11 

12 interpretation. Pre-tax interest coverage is therefore less directly comparable from 

13 one company to another. In addition, the income statement contains numerous non- 

14 

15 

cash items that can result in a different result from interest coverage calculated using 

cash flow. Pre-tax interest coverage deteriorates from 4 . 7 7 ~  to 3.81~. 

16 

17 

18 

19 

20 

Each of these metrics are important in a financial analysis because together, they 

show how much financial flexibility a company has. The greater the deterioration in 

these metrics, the more difficult it is for a company to sustain financial health during 

difficult times. Since companies have to pay their obligations in cash, I would argue 

21 

22 

23 
24 
25 

that #1, Cash Coverage of Interest Expense, and #2, Funds from Operation as a 

Percentage of Outstanding Debt are the more important of the four metrics. 

21 
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Q. Why are those two statistics the more important out of the four? 

A. Ratings essentially reflect the ability of a borrower to pay its obligations. It is not 

unlike the financial situation of any individual. If he or she has enough money in a 

checking account to pay the bills, they are in good shape. If he or she has extra, they 

have a nice cushion for unexpected circumstances. If they don’t have enough cash to 

pay the bills, they are in trouble. Therefore, any metric that delineates the cash 

available to cover the “bills” is going to be scrutinized by the agencies more than 

other less direct indicators. Debt to total capitalization, for instance, does not address 

the ability of the organization to pay its debts. It merely defines how much debt 

exists relative to equity but not the ability to service it. For instance, if a utility had to 

write off a significant amount of equity for some reason, but regulators allowed it to 

maintain the previous level of rates (i.e. not reducing rates to reflect returns on a 

reduced amount of equity) cash flow would remain the same, but the metric “debt to 

total capitalization” would deteriorate. Nevertheless, the level of debt would remain 

the same, and the level of cash flow to service that debt would remain the same, 

making the debt to capitalization metric less meaningfbl. making the debt to capitalization metric less meaningfbl. 

Q. What is the effect of a lower rating? 

A. Primarily, a lower rating will result in increased costs of borrowing money. Thus, its 

Low ratings also makes it more impact will not be fully felt until time passes. 

difficult for a company to do business with its counterparties who require more 

stringent terms of trade for lesser rated (and therefore riskier) entities. For instance, if 

an individual had missed payments on a car in the past, it would be more difficult to 



1 get a new personal loan. However, if that individual were to put up his or her house 

2 

3 

to secure the loan, he or she might be awarded a personal loan. 

Likewise, companies whose creditworthiness deteriorates find that other companies 

with whom they do business want some kind of assurance that they will get paid for 

the goods and services provided. This may entail a security of some kind, or an up- 

7 

8 

9 

10 

11 

front payment, The lower the credit rating, the greater the security required. 

In APS’ case, a downgrading from “A3” to “Baal” could result in an additional 63- 

129 basis points cost, (or, since a “basis point” equals one tenth of one percent, an 

extra 0.63% to 1.29% based on the high and low spread over 7 year treasuries in the 

past 12 months) or $3,150,000 to $6,450,000 on the additional $500 million alone. If 

all APS debt were to be refinanced the additional cost would be $13,923,000 to 

$28,969,362. Any additional interest costs would eventually have to be paid for by 

ratepayers as (i) APS’ debt matures and has to be refinanced at rates commensurate 

with its new, lower credit rating, or (ii) as APS accesses the short term market for 

funds to support working capital needs for standard maintenance requirements. 

16 

17 

18 
19 Q. How will the financial markets view a refinancing at the APS level given the two 
20 
21 
22 

different approaches at the major rating agencies? 

A. Again, it depends on whether the markets view Moody’s approach or S 2% P’s 

23 

24 

approach to be more appropriate. If the market favors Moody’s approach APS could 

pay up to 63 to 129 basis points more for money with a “Baal” rating than an “A3” 

25 rating, according to Moody’s utility yields chart of November 25,2002. 
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8 

The $500 million would be deemed by Moody’s to be “new’’ debt obligations of APS. 

The new debt causes an additional expense of $3 million to $6.5 million in annual 

additional debt service on the $500 million borrowed depending on interest rates at 

the time, and the important financial metrics upon which Moody’s relies fall out of 

the zone of comfort they currently enjoy. 

It is diffkult to account for exactly what determines bond prices since prices reflect 

9 

10 

11 

12 

13 

14 

many factors including credit quality, maturity, and general conditions in the bond 

market (how much money is available for investment, etc.). Bond prices also reflect 

future events, particularly if an issuer is placed on negative or positive “outlook” or is 

on a “watchlist” for upgrade or downgrade by the rating agencies As the table below 

indicates, interest rates for an unsecured A P S  issue were 175 basis points above 

Treasury rates during the week of September 2,2002. 

, 

Table 3: Spreads During the Week of September 2 to September 6 

Basis Point 
Ratina ** Ratings Spread Over 

Issuer S&P Moodv’s ComDarison Treasuries 

Dominion Resources BBB+ Baal Consensus 158 
Carolina Power & Light BBB+ Baal Consensus 165 

Oncor Delivety BBB Baal Split: Moody‘s higher I 72 
APS BBB Baal Split: Moody’s higher 175 

Cinergy Corp. BBB Baa2 Consensus 350 

** Rating of the issue being traded 
Source: Barclay’s 
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A close examination of Table 3 provides some interesting anecdotal evidence about 

the value the market places on Moody’s and S & P’s ratings. Oncor Delivery, an 

operating subsidiary of TXU is, similar to APS, rated the same as its parent by S & P, 

but two rating notches different by Moody’s. Its debt traded that same week at 1.72 

percentage points over treasury rates, close to the 1.75% over Treasuries that APS 

traded. The similarity in interest rates between these two issuers would indicate that 

bondholders regard the credit quality of Oncor and APS to be similar. Moody’s rates 

Oncor and APS “Baal”. S & P rates them both “BBB”, one rating notch lower than 

Moody’s. Nevertheless, they trade in a similar trading range to Dominion Resources 

(1.65% over Treasuries) and Carolina Power & Light (1.58% over Treasuries) which 

are rated “BBB+”/”Baal” (the same rating levels) by S & P and Moody’s. 

On the other hand, Cinergy Corporation traded at 3.5% over Treasuries. Cinergy is 

rated “Bad” by Moody’s and “BBB” by S & P. While Cinergy has the same S & P 

rating as Oncor Delivery and APS, it trades at drastically different spreads in the 

market. However, Cinergy is the only borrower in the group to be rated lower by 

Moody’s than Oncor, APS, Carolina Power & Light and Dominion. It is also the only 

one of the group to trade at dramatically different levels than the other. Of these five 

issuers, investors demand similar additional interest over Treasuries when (i) 

Moody’s and S & P rate issuers the same, and (ii) when Moody’s rates the issuer the 

same but S & P, because of its unique enterprise approach, rates the issuer lower than 

Moody’s 
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In these cases, it appears (i) that the market is more comfortable with Moody’s ratings 

when S & P’s ratings were derived from their unique “enterprise” approach, and (ii) 

3 

7 

8 

the market demanded a consistent premium when the two agencies rated a company 

the same. While this evidence doesn’t prove unequivocally that the market prefers 

Moody’s methodology to S &L P’s, it would seem that in these instances, bond 

investors require different payment for issuers like Oncor and APS, and Cinergy, 

which Moody’s rates differently, even though S & P rates them all the same. 

Whether the markets favor Moody’s or S & P’s approach has never been empirically 

9 proven. However, anecdotal evidence would point to Moody’s approach being more I 
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default and remedy provisions of the proposed transaction will be. More importantly, 

while the proposed transaction benefits Pinnacle West, as I said before, it presents 

serious risk to APS. The proposed refinancing (i) degrades the existing separation 

between APS and its affiliates, which, as we have seen with S & P recent downgrade, 

is disfavored by the financial markets, (ii) opens APS to potential liability from 

corporate commingling and violation of existing affiliate rules, and (iii) exposes A P S  

to potential ratings downgrades and credit degradation. The choice is really quite 

clear - the Commission can protect AE’S and its ratepayers, or expose APS and its 

ratepayers to risks faced by the unregulated affiliate, risks the Commission had no say 

in PWCC undertaking! 

11 
12 

13 

Q. Should Panda Gila River’s concern about the assets moving to APS also be an 

A. Yes. As I noted above, once the loan is made by APS, there will likely be increasing 

area of concern for APS ratepayers? 

1 pressure on APS to seek rate base treatment of the PWEC assets. Although the 

15 

16 

Commission’s order in Decision No. 45154 was clear that “[tlhe results of the 

proceeding on such application shall not affect tEe amount, timing, and manner of the 

17 competitive procurement process” once the assets transfer, whether that be by request 

18 

19 

or through operation of contract, the pressure to change that outcome will be greater. 

In that scenario the ratepayers lose the flexibility to seek the lowest cost energy 

20 SUPP‘Y. 

21 
22 
23 
24 
25 
26 

Q. TO what extent, if any, is your opinion as to the appropriateness of the 
refinancing at  the APS level influenced by the fact that the debt in question was 
raised by PWCC for the benefit of PWEC which was originally intended to be a 
competitive merchant generator with a portfolio of assets that could compete 
with other large generators in the West? 

27 

27 

LI 

27 
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A. From a credit perspective, the partial retreat from deregulation in Arizona is a plus for 

APS and PWCC. More of the assets will continue to be regulated, and while the 

potential upside for PWECRWCC is gone, the downside, which as we’ve seen can be 

quite severe, has also been eliminated. Fixed income holders and rating agencies are 

much more comfortable with stability and predictability than the potential for a 

company to “hit a homerun”. Contrary to Ms. Gomez’ contention in her October 11, 

I 

2002 testimony in referencing the agencies’ views on the potential for PWEC to 

capture market rates versus a PPA, she erroneously assumes that “it may have 

appeared to them [the agencies] more advantageous to PWEC, given then projected 

market prices, than did their alternative assumption of a short-duration PPA.” She is 

completely off base with this assumption. All rating agencies and fixed income 

investors prefer the known to the unknown. Therefore, higher prices that could be 

charged in a mostly spot energy market such as the one experienced in California in 

2000 are considered far less desirable than stable, predictable revenues derived from a 

regulated or bilateral environment, simply because open market rates change 

unexpectedly, and rapidly. Regulated, or any other contractually based, revenues are 

steady and only change after a formal rate case process or contract termination or 

That fact notwithstanding, the debt taken on by PWCC would not have been incurred 

if PWEC had not been formed. APS does not benefit from the incurrence of that 

debt. PWEC, however, has 1700 hIWs of power that was built using the proceeds of 

that debt. It therefore is more appropriately carried at the parent level if PWEC can’t 

refinance on its own given current circumstances. 
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Q. Is there an economic argument for refinancing at the PWCC level? 

A. Yes. If the debt were merely refinanced at that level, everything would remain as it 

is. S & P should continue to appIy its “enterprise” approach to the PWCC family 

although it may revert to a higher rating for APS than PWCC if it viewed the denial 

as a sign of regulatory insulation of APS, and Moody’s would continue to consider 

A P S  a reasonably sound A3 vertically integrated regulated utility. In addition, to 

PWCC’s benefit, there will be less unregulated cash flow in the system, providing for 

more stability and predictability than it would have had PWEC taken all of the 

generating assets into an unregulated, unpredictable and highly volatile merchant 

market. APS will be able to continue to provide cash flow to PWCC in the form of 

$170 million in dividends, as it has been, and dlow PWCC to service the debt. In 

14 addition, those dividends will not have to support a growth strategy at PWEC, and the 

15 risk associated with its merchant generation is greatly reduced, strengthening the 

16 business position of the entire family. 

19 A. Based on my testimony above, I recommend that the Commission reject the 

20 application to finance merchant debt, whether that be via a loan or guarantee, at the 

21 regulated utility level. The proposed financing not only has no benefit for APS 

22 

23 

24 

25 A. Yesit does. 

ratepayers, it creates a number of risks that are unnecessary and inappropriate. 

Q. Does this complete your testimony? 



IC 
0 - 
0 

f 
X m c 
L 

P 







9 

11 

12 

13 

14 

15 

16 

17 

18 

19 

20 

21 

22 

23 

24 

2s 

26 

BEFORE THE ARIZONA CORPORATION COMMISSION 

NILLIAM A. MUNDELL 
Chairman 

IMrRvIN 
Commissioner 

dARC SPITZER 
Commissioner 

N THE MATTER OF THE APPLICATION OF 
W O N A  PUBLIC SERVICE COMPANY FOR 
%N ORDER OR ORDERS AUTHORTZING IT TO 
SSUE, INCUR, OR ASSUME EVIDENCES OF 

TNANCIAL INTEREST OR INTERESTS IN AN 
WILIATE OR AFFILIATES; TO LEND MONEY 

3UARAIVIZE THE OBLIGATIONS OF AN 
4FFILIATE OR AFFILIATES 

,ONG-TERM INDEBTEDNESS; TO ACQUIRE A 

ro AN AFFILIATE OR AFFILIATES; AND TO 

DOCKET NO. E-0 1345A-02-0707 

NOTICE OF FILING 

Panda Gila River, L.P. (“Panda”) hereby prosides notice of filing the Direct 

restimony of Susan Abbott, as required by the Commission’s procedural order in the 

tbove-captioned matter, dated October 9,2002. 

ZESPECTFULLY SUBMITTED this I 9 d a y  of December, 2002 

Frederick D. Ochsenhirt 
Dickstein Shapiro Morin & Oshinsky LLP 
2101 L Street, N.W. 
Washington, DC 20037 

Attorneys for Panda Gila River, L.P. 

Jay L. Shapiro 
Patrick Black 
3003 North Central Avenue 
Suite 2600 
Phoenix, Arizona 85012 

(202) 828-2224 

(602) 916-5000 

1531449 \A,WT_901A DOC 





EXHIBITS NOS. 

P-23 and 

APS 22 through 25 

SUBJECT TO A 

CONFIDENTIALITY 

AGREEMENT. 

BOUND UNDER 

SEPARATE COVER. 



Pinnacle West Capital Corporation 

This presentation contains forward-looking statements that involve risks and uncertainties, which include, but are not 
limited to, the ongoing restructuring of the electric industry; the outcome of the proceedings relating to the restructuring; 
regional economic and market conditions, which could affect customer growth and the cost of power supplies; the cost 
of debt and equity capital; weather variations affecting customer usage; and the strength of the stock market (particularly 
the technology sector) and the real estate market. These factors and the other matters discussed may cause future results 
to differ materially from historical results, or from results or outcomes currently expected or sought by the company. 
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SELECTED EXECUTIVE BIOGRAPHIES 

WILLIAM J. POST is President and Chief Executive Officer of Pinnacle West and of 
Arizona Public Service Company. He became Chief Executive Officer of Pinnacle West 
in 1999 and its President in 1997. Previously, he was Executive Vice President from 
1994 to 1997. He joined the utility in 1973 and has served in a variety of management 
positions with increasing responsibilities; he has been an officer of APS since 1982. 
Mr. Post has been a member of the Boards of Directors of Pinnacle West and APS 
since February 1997 and September 1994, respectively. 

JACK E. DAVIS is Chief Operating Officer and Executive Vice President of Pinnacle 
West, in addition to being President of Energy Delivery and Sales for APS. He was 
named Chief Operating Officer in April 2000 and President of Energy Delivery and 
Sales in 1998. His responsibilities include regulated electricity delivery, power 
marketing and trading and corporate services. Mr. Davis joined the utility in 1973 and 
has held a number of management positions with increasing responsibility. He has 
been a member of the APS Board of Directors since 1998. 

WILLIAM L. STEWART is President of Generation for APS and President of Pinnacle 
West's unregulated generation subsidiary (Pinnacle West Energy), positions he has 
held since 1998 and 1999, respectively. He was APS Executive Vice President, 
Generation, from 1996 to 1998 and APS Executive Vice President, Nuclear, from 1994 
to 1996. He has been a member of the APS Board of Directors since 1998. 

Before joining APS, Mr. Stewart was employed for 24 years by Virginia Power, 
ultimately as Senior Vice President-Nuclear, with responsibility for all areas of the 
company's nuclear program, including the operation of four nuclear generating units. 
He also served in the U.S. Navy nuclear program for 10 years. 

MICHAEL V. PALMERI, C.F.A., is Vice President, Finance of Pinnacle West, a position 
he assumed in 1999. His current responsibilities include corporate finance, treasury 
operations, investor relations, strategic planning and risk management. Previously, Mr. 
Palmeri was Treasurer of both Pinnacle West and APS. He joined APS in 1982 and 
moved to the parent company in 1987. He has held a number of positions in finance 
and treasury with increasing responsibilities. 
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EPS Growth Rate Comparison 
(Moving 3-Year Compound Annual Growth Rates) 
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APS Earned Superior 
Returns on Average Common Equity 

Percent 
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Pinnacle West EPS Growth 
Electric Utility Industry Top Quartile 

Percentile 
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Strategic Areas 

Core business tomorrow 

Western U.S. 

Cash flow 

Cost excellence 

Top performance 

Business drivers 
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+ 
History (1995 = 1999) 

Achieved resolution of regulatory 
transition including stranded costs 

Acquired ability to operate distribution 
and generation 

Established performance-based 
regulatory agreement 

Built risk-driven trading function 

Replaced old technology platform 

Initialized competitive business structure 

Improved performance, cost, price and 
financial strength 
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Today (2000-2003) 
Acquire fossil assets operated for others 
Increase Palo Verde ownership to a majority 
Build new generation sites and alliances 
Drive regulated costs down ahead of price reductions 
Maintain financial strength 
Align expansion with regulated load 
Expand risk-driven trading function 
Emphasize regulatory change function 
Expand technology and related holdings 
Improve asset turn rate 
Improve performance, cost and price 

9 



Tomorrow (2004-2007) 

I + Manage wholesale market conditions 

1 a- + Expand alliances to ownership positions 

a + Optimize non-utility assets 

e T + Re-create performance-based regulatory contract 

of distribution 
0 

6 Aggressively participate in re-regulation 
I 
*T a + Expand generation operating company 

0 6 Align power marketing with generation 

e( + Expand technology focus 

+ Grow return on assets I 
I 
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Pinnacle West’s Markets 
Provide Many Opportunities 

for Growth ... 
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Superior Regional Demand Growth 
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Opportunities for Generation Growth 
In the Southwest 

0 Reserves c 12% 
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Generation in the West 
(2000 Capacity) 

Public 

Merchant 

Investor- 
owned 
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Wholesale Market Characteristics 

Present Future 

4 Narrow Generation Market 4 Liquid Competitive 
Generation Market 

4 Cost Driven 
Generation Pricing 

4 Market Driven 
Generation Pricing 

4 Bundled Service 4 Unbundled Service 

4 Rate Pancaking 4 “License Plate” 
Transmission Access 

+ Reliability + Reliability 
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Market Structure = Desert Star 



Development of Liquid 
Southwestern Wholesale Power Markets 
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Regulated Delivery 
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Regulated Delivery Business 

Superior customer growth 

Performance-based regulation 

Above average returns for investors 

Va ue for customers 
Competitive prices 
Excellent service 
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Retail Customer Growth 
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Regulatory Focus = ACC 

4 November 2000 election 

4 Plant siting 

4 Transmission 

4 Court challenges 

4 Asset transfer 

4 2003 rate filing 



Power Marketing 



Power Marketing 
Enterprise Relationship 

23 
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Power Marketing 
Primary Objectives 



Power Marketing Sales Statistics 
Top 50 Companies 

$ Billions 

400 1 
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Power Marketing Organizational Controls 

Guidelines 

Policies 

f Board 1 
1 Directors Of I 

Middle 
Office 

Independent 
Risk 

Manager 
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Benefits of Hedging Purchased Power Price 
(Summer 2000, Dollars in Millions) 

Cost of Hedge 
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Generation 
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Power Plant Performance 
Nuclear Capacity Factors Coal Capacity Factors 

Percent Percent 
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Production Cost Comparison 
Nuclear Production Costs Coal Production Costs 
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WSCC New Generation Outlook 
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Pinnacle West Energy 
Generation Expansion 

Seven-Year Plan 

+ Generation Mix 

+ Early-Entry Strategy 

+ Focus on Profitability 

+ Western U.S. 



Largest Generation Operators 
in WSCC 

Millions of MWh 
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Generation Growth 
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Pinnacle West Energy 
Announced Generation Expansion Activities 

Commercial PNW 
Operations Share 

2001 West Phoenix 4 m- 120 
Target Unit Partner (MW) 

2002 Redhawk 1 & 2 50% Reliant 530 

2003 West Phoenix 5 50% Calpine 
3 Nevada Units 50% Reliant 

265 
750 

2005 Redhawk 3 -- 530 

2007 Redhawk 4 530 

2.725 
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Generation Construction Costs 

2000 2001 2002 

$1 52M $240M $215M 

$444/kW 
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Gas Price Impact 

c3 Operating Costs Revenues 

Base Case 10% Gas Increase 
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Economic & Financial 
Overview 
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Strong Economic Foundation 
for Operations 

Regional Phoenix Metro Area 
Population Growth Growth Rankings* 
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Fastest Job Growing States in 1999 



Financial Objectives 

4 Continue growing EPS and dividends 
at paces above electric industry average 

4 Optimize strong cash flow 

4 Maintain financial strength 

+ Maintain flexibility 
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Earnings Growth Drivers 

Core business growth Weather effects 

Generation expansion + Competitive 

Regulatory transition 
+ Economic 

Cost management conditions 

developments 

El Dorado & SunCor 
performance 

+ ITC amortization 
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Pinnacle West’s 
Exceptional Cash Flow 
Provides Flexibility for 

Future Growth... 



Strong Consolidated Cash Flow 

Dollars Per Share 
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fffi Capital Expenditures Per Share 
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Superior Financial Results 
7995 - 7999 Dividend Growth 

(5-year CAGR) 
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Capital Expenditures 

$ Millions 
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0 New Generation 

Existing Generation 

fl Regulated Delivery 
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Financing Generation Expansion 

Finance greenfield generation 
predominantly with off-balance 
sheet debt 
- Non-recourse 
- Leverage at least 50% of the project 

Target capital structure of generation 
subsidiary to achieve corporate 
investment grade ratings 
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Issues 
Arizona court appeals 4 

November 2000 election 

Corporate structure 

Public power 

Size 

Federal restructuring 4 

Non-utility assets 

Dividend growth 

M&A 

Risk management 

Liquid wholesale market 

Transmission 

International 
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Shareholder Value Summary 

+ Maintain top quartile position in 
electric industry for EPS growth 

+ Achieve EPS growth comparable 
with broad market average 



NOTES 
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1999 U,S, Nuclear Production Costs 
elkwh 

4.50 

4.00 1 
3.50 

Palo 
Verde 
1.31 
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Non-Energy Subsidiaries Overview 

Assets Objectives 
$474 Million Cash flow and profit potential to parent 

December 31,1999 

Current activities 
. Developing real estate 

in Southwest 
. Harvesting venture capital 

portfolio as it matures 

Growth opportunities 
. Select real estate 

opportunities 
. Future investments 

complementing energy business 
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su nCor Development Company 
Major Property Locations 

ARIZONA NEW MEXICO 

SunCor Development Company 
Major Property Locations 

SEDONA AREA GI 
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Arizona 
us. 

Arizona vs, US.  
Population Growth 

89 90 91 92 93 94 95 96 97 98 99 
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Metropolitan Phoenix 
Single-Family Building Permits 
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Metropolitan Phoenix 
Residential Vacancy Rates 

Single Family 

0 Multi-Family 
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Arizona vs. U.S. 
Unemployment Rate 

89 90 91 92 93 94 95 96 97 98 99 
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Arizona vs. U S .  
Personal Income Growth 
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Investor Relations Contact 

Rebecca L. Hickman 
Director, Investor Relations 

Pinnacle West Capital Corporation 
P.O. Box 53999 Mail Station 9998 

Phoenix, Arizona 85072-3999 
Telephone: (602) 250-5668 

Fax: (602) 250-5640 
E-mail: rhickman@pinnacIewest.com 

mailto:rhickman@pinnacIewest.com


PI 
C A P  I T A  

A 
1 

CLE 
O R A T I O N  

Analyst Conference 
October 25 - 26,2000 

:I: 
I *. 

ation contains forward-looking statements that i 
ongoing restructuring of the electric industry; the outcome of the 
omic and market conditions, which could affect customer growth 

of debt and equity capital; weather variations affecting customer usage; and th 
the technology sector) and the real estate market. Thes 
results to differ materially from historical results, or from 

. .. 
I .  

. .  . .  . .  . .. ~ . . . .  . . .  
.~ . . .  . .. . . . .. .. .. . . . .  .. . . 



Scottsdae Plaza Resort 

- Time 

10:30 a.m. - 530 p.m. 

6:OO p.m. - 8:OO p.m. 

7:OO a.m. - 8:OO a.m. 

8:30 a.m. - 1O:lO a.m. 

1 O : l O  a.m. - 10:25 a.m. 

10:25 a.m. - 12:OO p.m. 

WEDNESDAY, OCTOBER 25,2000 

Palo Verde Nuclear Generating Station 
Tour and Luncheon 

Reception and Registration 

THURSDAY, OCTOBER 26,2000 

Breakfast Available 

Presentations 

Rebecca L. Hickman, Director of Investor Relations 

William J. Post; President and Chief Executive Officer, 
Pinnacle West; Chief Executive Officer, APS 

Michael V. Palmeri, Vice President, Finance. 
Pinnacle West and APS 

Jack E. Davis; Chief Operating Officer, Pinnacle West; 
President, Energy Delivery and Sales, APS 

Break 

Presentations 

William L. Stewart; President, Generation, APS; 
President, Pinnacle West Energy 

James M. Levine, Executive Vice President, 
Generation, APS 

David A. Hansen, Director, Bulk Power Marketing 
and Trading, Pinnacle West 

Economic Overview Presentation 
Elliott D. Pollack, Economic and Real Estate Consultant 
Elliott D. Pollack and Company 

Location 

Bus to depart 
from hotel main 
entrance 

The Lobby Bar 

The Gallery 

El Teatro 

South Terrace 
(next to El Teatro) 

El Teatro 



Agenda 
Scottsdale Plaza Resort 

THURSDAY, OCTOBER 26,2000 
(continued) 

- Time 

12:OO p.m. - 1:00 p.m. Lunch 

1:OO p.m. - 3:OO p.m. Presentations 

Edward 2. Fox, Vice President, Communications, 
Environmental, Health and Safety, Pinnacle West 

Vicki G. Sandler, President, APS Energy Services 

John C. Ogden, President and Chief Executive Officer, 
SunCor Development Company 

Question and Answer Session 

3:OO p.m. - 530 p.m. Free Time 

5:30 p.m. Busses depart for Desert Botanical Garden 

6:OO p.m. - 7:OO p.m. Reception and Desert Botanical Garden Tour 

6:15 p.m. - 6:45 p.m. Guided Tour 

7:OO p.m. - 9:00 p.m. Management Dinner 

9:00 p.m. 

6:30 a.m. - 8:30 a.m. 

Busses depart for Scottsdale Plaza Resort 

FRIDAY, OCTOBER 27 

Breakfast Available 

Location 

Caf6 Cabana 
Main Pool 

El Teatro 

Busses to depart 
from hotel main 
entrance 

Desert Botanical 
Garden 

Desert Botanical 
Garden 

Desert Botanical 
Garden 

South Terrace 
(next to El Teatro) 



Selected Biographies 

William J. Post is President and Chief Executive Officer of Pinnacle West 
Capital Corp. and Chief Executive Officer of its largest wholly-owned 
subsidiary, Arizona Public Service Co. Mr. Post also is a member of the 
Boards of Directors of both Pinnacle West and APS. He previously served as 
Chief Operating Officer and Senior Vice President of APS, Arizona's largest 
and longest-serving electric utility, and as Executive Vice President of 
Pinnacle West. Earlier, Mr. Post held a variety of management positions with 
increasing responsibilities. He joined the company in 1973. 

Michael V. Palmeri, C.F.A., is Vice President of Finance for Pinnacle West 
and APS. His responsibilities include corporate finance, treasury operations, 
investor relations, strategic planning and risk management. Mr. Palmeri 
previously served as treasurer for both Pinnacle West and APS. He has been 
with the company since 1982 in finance and treasury. 

Jack E. Davis is Chief Operating Officer and Executive Vice President of 
Pinnacle West, and President of Energy Delivery and Sales for APS. Mr. 
Davis' responsibilities include regulated energy delivery, and wholesale power 
marketing and trading. He also oversees Pinnacle West's shared services, 
and is a member of the APS Board of Directors. He has held several other 
management positions since joining the company in 1973. 

William L. Stewart is President of Generation for APS and President of 
Pinnacle West's unregulated generation subsidiary, Pinnacle West Energy. 
Mr. Stewart is responsible for the company's electric power production 
business. Previously, he served as APS Executive Vice President of 
Generation and APS Executive Vice President of Nuclear. Before joining the 
company in 1994, he worked as Senior Vice President for Virginia Power, 
where his responsibilities included operations of four nuclear generating units. 
He also served in the U.S. Navy's nuclear program for 10 years. 



Selected Biographies 

James M. Levine is Executive Vice President of Generation for APS, and is 
responsible for the day-to-day operations of the Palo Verde Nuclear 
Generating Station, the largest electric power producer in the U.S., as well as 
the company’s fossil generating facilities. Mr. Levine previously served as 
Senior Vice President of Nuclear Generation and as Vice President of 
Nuclear Production. Before joining the company in 1989, he held executive 
positions with System Energy Resources, Inc., and Arkansas Power and 
Light Co. 

Edward 2. Fox is Vice President of Communications, Environmental, Health 
and Safety for Pinnacle West. Mr. Fox is responsible for strategic 
communications to both internal and external audiences. He oversees all 
environmental, health and safety compliance and “beyond compliance” 
activities that have established the company as a recognized leader in 
environmental and worker protection. He also heads the company’s 
technology development group. Former director of the Arizona Department of 
Environmental Quality, he joined the company in 1995. 

David A. Hansen is Director of Pinnacle West’s Bulk Power Marketing and 
Trading Group. Mr. Hansen is responsible for the company’s power 
marketing and commodity trading activities, including risk management, and 
for its 24-hour power scheduling functions. Under his leadership, Power 
Marketing has increased its contribution significantly since the 1996 opening 
of its trading floor. Mr. Hansen serves on the NYMEX Palo Verde Contract 
Development Committee and the NYMEX Electricity Delivery Committee. He 
joined the company in 1980, and has served in various positions with 
increasing responsibility. 



Selected Biographies 

Vicki G. Sandler is president of APS Energy Services, Pinnacle West's 
competitive retail energy services subsidiary. Ms. Sandler oversees the sales 
of energy and energy-related products and services to direct access 
customers in the western United States. APS Energy Services was the first 
energy services provider to enter the California market in 1996 and the first to 
serve in Arizona's competitive electric marketplace in 1999. Before assuming 
her duties with APS Energy Services, she served as Director of Energy 
Marketing and Direct Access Manager at APS. Earlier, her responsibilities 
included strategic planning integration and legal representation of APS before 
state and federal regulatory commissions. She joined the company in 1982. 

Rebecca L. Hickman is Director of Investor Relations for Pinnacle West. 
Ms. Hickman serves as the company's principal liaison with the investment 
community, and is responsible for communications and marketing to existing 
and potential investors. She previously held a number of positions in finance 
and treasury. Before joining the company in 1980, she was employed by 
Price Waterhouse & Co., serving clients in a wide variety of industries. 

John C. Ogden is President and Chief Executive Officer of SunCor 
Development Company, Pinnacle West's real estate development subsidiary. 
Mr. Ogden oversees SunCor's development of master-planned communities, 
as well as commercial and industrial properties. Under his leadership, SunCor 
also has developed six master-planned communities in Arizona: Tatum 
Ranch, Scottsdale Mountain, SunRidge Canyon, Hidden Hills, Sedona Golf 
Resort and Palm Valley. In 1999, SunCor opened Rancho Viejo in Santa Fe, 
N.M. Development of Coral Canyon, a master-planned community near St. 
George, Utah, is under way, and another, StoneRidge, will be launched this 
year in Prescott Valley, Ariz. SunCor also developed, owns and manages golf 
course amenities in most of these communities. Mr. Ogden joined the 
company in 1972, and held several executive management positions at APS 
before assuming his current position at SunCor 



Selected Biographies 

Elliott D. Pollack is President of Elliott D. Pollack and Company, an 
economic and real estate consulting firm in Scottsdale. Mr. Pollack is widely 
regarded as an authority on economic and real estate matters. His firm 
maintains one of the most comprehensive economic databases in Arizona, to 
conduct accurate economic forecasting, develop economic impact studies 
and prepare demographic analyses and forecasts. Before establishing his 
consulting firm, he served as chief economist of Valley National Bank for 14 
years. 
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Becky Hickman 
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'innacle West 
Unconsolidated Inc t 
(Milli ept Per Share Amoun 

~ 

Three Months Ended 
September 30, 

.2000 I ~ w I  

Income From Continuing Operations 
APS 
SunCor 
El Dorado 
Parent and Other Subsidiaries 

Total 

Earnings Per Share - Diluted 

$916 

7% Decrease 
I 

2 



arter Earr 

Millions of 
Dollars 

g Operations 
I P 19 
I ,= urvl a= ,,,,ctive July 1,2000 (5) 
1 .-;ence c. - TC amortization (131 

I Dorado investment mark-to-market (9) 
ea1 estate operations 3 
ther factors - net (51 

qt 0) - 

EPS 

$ 422 
[0.06) 
tQ.15) 
(0.10) 
0.03 

(Q.Q5); 

$ (0.11) 

3 



(Millions of Dollars, Except hare Amounts) 

Twelve Months Ended 
SeDtember 30, 

1999 

Income From Continuing Operations 
APS 
SunCor 
El Dorado 
Parent and Other Subsidiaries 

Total 

Earnings Per Share - Diluted 8 3-59 

$ 268 
7 - 

P ,$ g60 

2 3.66 

17% Increase 

4 



3-Month 12-Month 
Comparison Comparison 

U U 3 L U I I I G I  U l u U u L l l  3.8% 3.8% 

Electricity (KWH) Sales Growth 
Residential 

ommercial and Industrial 
Total Retail 

Wholesale 
Total 

10.8% 12.5% 
6.8% 3.5% 
8.3% 7.3% 

67.5% 37.1 % 
37.3% 19.9% 

5 
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Notes 

3 



Notes 
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Notes 



Notes 
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Notes 

8 



Notes 



Notes 
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Pinnacle West 
Top Quartile EPS and DiPdend Growth 

1995 - I999 

(1 01% .O% 
Dividend Growth 

10% 2wo 

2 



'NW Financial Objectives 

ieve top quarci ings 
dividend growth 

1 Continue strong cash f lo t~  
to support growth 

tain fin 

3 
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PNW Consolidated Income Statemenl 
Year to Date Se :ember Results 

($ Millions) 

Total Revenues $1,877 I Operating Expenses (1,396) 

Operating Income 481 

14 (2) 

Interest Expense (111) 

Income Tax EXF (143) 

Other Income 

L 

m $ 225 Net  Income 

5 



0 
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1999 1 

APS (Integrated) 

PWEC 

Other Unregulated 

7 



Business Unit Earnings Contrikution 

8 
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a 
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PNW Non-Energy Subsidiwies 

$453M 
SunCor 

10 



El D 
Strategic Focus 

I Capture the value of high-tech investments 
65% realized LTM 

I + Future investments limited to opportunities 
in the energy sector 



Financial Performance 

12 



I K e y  Earnings Factors 

Customer growth 

* Announced generation er-ansion plans 

+ Risk management 

+ 1999 regulatory set€lement 

+ Other non-regulated results 

Other market & economic conditions 

13 



PNW. I -duction vs. Loi 

I 50,000 

40,000 

30,000 

20,000 I -  

L m PNW Production rn SCE Purchase - A B  L a d  
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PNW Consoiidated 
1 Capital Expenditures & Available Cas1 

$ Millions 

- 

- 

-""- 2001 2002 2003 

Capital Expenditures -Available Cash 

. .  . . .  .. . ~ .  . , , . ,  ... . . 

16 



Net Cash Flow % of Capital Expenditurt;, 

1 125% 

100% 

75% 

50% 

0% 4 I I t 

200 2001 2002 2003 

17 



PNW Debt as % of Capitalization* 

6096 

58% 

56% 

54% 

1995 1997 S998 1999 2000 2001 2002 2003 

* A@SW for pvi sate/- 
, .~ . .  .. - ,. ,. . 

18 



Payout Ratio Comparison 

19 



:iiiaiiu Illibalances 

"-ancia1 flexibility 

iarvesr growth in the region 

20 



Ige cas 

Produce premier industry valuation 

I 

21 
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Jack Davis 

Analyst Conference 
October 26,2000 
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A Market Structi 

. fiml:sa”m:m e-- 
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Market Structure 
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5.00 i 

I 4.00 t 
3.00 

1 .oo 

**0° E 
0.00 I 

June 

I 

- 
IC - - 4 

- 2000 Market 
- 1999 Market 

- 

July August 
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0 -  
June I I July August 

I I 
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5 
1,000 I 

50 75 100. 150 
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IS0 Import Capability 

11 



+ 
A 

+ 
+ 
+ 

t comr-ent 

San Francisc , d - not market issue 

- (contractual storage) 

from market 

term market reliance 

Interruptible load - no price signal 

Dlfferent players - different rules 

Changes ??? 

l 

a 
12 
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Enterprise Electrit; Hedge Strategy 

1250 
m- 

2000 2001 
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t STAk vs 

A rea 

Governance 

Market 
Structure 

Pricing 

Purchase 

- Desert Skar 

Requirements Open market 

'P 

PX requirement 

44% 
PI hVAC LE 1 VEST 
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44:44 
PI hUAC LE \VEST 
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Distributio- Busines! Driv 



I 

9 Two seats open 

Virtues of APS settlement 

Competition perspective 

PI AVACLE WEST 

24 
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I 
1985 1990 1995 1999 2000 2001 

2 



40 
1990 1995 1999 2000 2001 

3 
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a 

rg Days per Outage 
70- 

65- 

60- 

55- 

50- 

I I 

1995 1 996 1997 1999 
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- Low pressure turbine rotor repair 

6 



,..flWh 

12 13/ I 
10 

1995 i 1997 
L 

. ,  . . 

I 
1990 1999 

I 
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upaar 
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P V N G S ~  

Redhawk Power Plant 

e 
West Phoenix 
Power Plant 

. 
10 
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June 
2001 

12 
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WEST PHOENIX UNIT 
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June June 
2004 2005 

I 
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W C  applicz pendir 

I pm,cess 

I + Targeted closing still mid-2001 
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Pinnacle West 
Announced New Generation Construction 

Commercial 
Operation 
Targets 

2001 

2002 

2003 

2005 

2007 

Unit Partner 

West Phoenix 4 -- 
Redhawk I & 2 -- 
West Phoenix 5 50% Calpine 

Redhawk 3 - 
Redhawk 4 

PNW 
Share 

116 

(MW) 

996 

258 

51 5 

51 5 

I 2 400 

Pinnacle West 
Announced Generation Acquisitions 

Targeted 
Acquisition 

Date Unit 

Mid - 2001 48% Four Corners 4 & 5 

Mid - 2001 16% Palo Verde 1,2, & 3 

PNW 
Share 
0 

71 0 

600 

1.310 



Pi west Energy 
Seneration Asset Transfer 

J. M. Levine 
Analyst Conference 

October 26,2000 
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! V  aoing 

Transfer all generation ass 

Fossil assets and 

2 



Section 203 - Asset Transfer 
0 Expect FERC approval by end 

Section 205 - Market Rate Tariff 
FERC approval received 9/26/00 

Section 205 - APS Ancillary Services 
FERC approval received 10/1 O/OO 

9 Section 205 - PWE Ancillary Services 
FERC approval received 10/1 WOO 

I 

3 



SFC Application 
Filed for approval to classify PWE as a Public 
Utility under PUHCA section 9(a)(2) 
Expect approval by 4th quarter 2000 

S 
Private letter ruling filed 
Expect approval by 4th quarter 2000 

Environmental Agencies 
APP and NPDES letters sent 
- Publicly noticed for 30 days 

0 All other permits filed 
- Notification only .*:+. 

PI hUACLE \VEST 

4 



Navajo 

Cholla 

No changes 
agreements 

Four Corners 
Amended co-tenancy agreement completed 
Amended operating agreement to allow 
ownership change 

0 Assian PWE as operating -gent 

to co-tenancy or operatin 
needed 

Assian PWE as ooeratina aaent - 
Yucca 

Assigned PWE as operating agent - 10/9/08+4 *-* 

5 



h v , o  Nation and Bureau of 
ndian +=I J Affair5 Consent - 

r Comers and Navajo 

Letters submitted to Nation and BIA to 
obtain approvals 

pected by 4th quarter 2000 
I 

PIAUACLEWEST 

6 



Contract Consents and Notice! 
- ------ 

Vendors, fuel suppliers, permit 
licenses, etc. 

4 Approximately 2000 ent 

+ 18 consents required 
14 approved to date 
4 remaining will be received prior to year-end 

PI ~Y~IC LE \ V E S T  

7 



iffiliare Relationship! 

Formalized agreement 

Master Reciprocal SQ 

h- ster Facilities Mainte 

0 

0 
8 



eracrio 5 

aptern Freiiabrlity 
0 Reliability of the system will 

not be impacted 

Formalized Agreements include: 

- Master Interconnection 

- Master Ancillary Services 

- Transmission Services 

9 
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Power 

David A. Hansen 
Analyst Conference 
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b 

Manage commodity price risk to ensure 
'inancia1 performance of the enterprise 

Provide sufficlelit capacity, energy and ancillary 
serfices to meet native load obligations 

. . .__ 

3 



Core Competencies 

+ Risk n"3nagernenr: 

1 Valuation 

+ Execution 

+ Market Knowledge 



Palo Verde Electricity Prices 
October 1999 Forward 9. :tua' Pri--- --- 

14 

12 

6 

4 

" _. ...".."..,,"I 

5 



I S  
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now We hedge 

IS 

+ NYMEX Futures Contracts 
+ Basisswaps 

+ Swing Options 

7 



I 
m m  

Y 

Hedge 1 

-. . 

~. . 

-.:.... 

1 2 3 4 5 6 6 7 8 4 10 11 12 13 14 15 16 17 18 19 20 21 21 22 23 24 

HOUR 
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Con 

umetric Risk 
b Load Forecast Ris 

4 L. Jather Risk 
4 Unit Outage Ri 

4 Counterparty P 

Jge Structure 
4 Forwards, Options, Swaps? 

4 Fixed, Floating? 

Market Liquidiry 
4 Is the strategy execut&Te? 

4 At what price is the strategy executable? 

10 
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Year-To-Date September 30,2000 
(Millions of Dollars) 

Increased 
Net Fuel 

11 



:rea 
Net Fuel 

and 
Purchase( 

Power 

12 



91-3 IWSC vdriance for Retail Load 
Year-To-Date September 30, 200C 
'Millions of Dollars) 

3wer Prices + Pf 

+ Gasprices 
+ Other 

Increase( 
Net Fuel 

and 
Purchase 

Power 

.. .v. v....,-- 1 Revenue I L + Retail Sales 

a 

a 
13 



Revenue Net of Energy Costs 
fM:'liore of Dollars, Before Income Taxes)  

1997 1998 1999 

14 



:tions to buykell 
r related products 

+ Arbitrage wading of wholesale 
portfolio to capture additional value 

.+:+. 
PI AUACLE \VEST 

15 



I 

Solid Rewtation in Marketplace 

Investment in Infrastructure 

16 



Major WSCC Trading Hub= 
British Columbia 
i 

Southern k 
CA 

17 



Power Marketing Revenue Net of Energy Costs 
(Milliore of Dollars, Before Income Taxes) 

$29 
$23 

$10 m =  

18 



+ FAS 133 

+ Market Liquidity 

Regulatory Response 

19 



k l  I 

HY ARIZONA GROW" 
I ~~ ~~ 

Elliot D. Pollack 
Analyst Conference 

October 26,2000 
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United States Real Gross Domes c Product 
Annual Growth 1970 - 2001 **  

Source: U.S. Bureau of Economic Analysis & Blu - -hip Economic lndicat - - 

Based on chained 1996 dollars. - 2000 - 2001 are forecasts from the Blue Chip Eeonarnic Indicators 

2 



U.S. Business ~ Y C I ~  xpanslans 
Source: National Burex- -f Economic Research 

. 3’ .’% 
-. ,?5,? 

Expandon reriod 
October 1945 - Nov 
October 1949 - July 
May 1954 - August 1 

t April 1958 - ADril 1960 24 
I February 1961 - December 1969 106 1 

November 1970 - November 1973 
March 1975 - January 1980 

November 1982 - July 1990 

36 
58 
12 
92 

July 1980 - July 1981 

I March 1991 - Present* 115 1 
I 1 

Through October 2000 

3 



US.  Economic Outlook 

No recession, but a slowdown 

Inflation past trough for this c; -le 

Economic expansions do not die of old age. 
They die from: 

(1) Unusual shocks 

(2) Structural imbalances 

(3) Fiscal and monetary policy errors 

(oil crisis, price controls) 

4 



Average Daily Expenditure, 
in U.S. by Age Groups 

ource: 1997 Consumer Expenditure Survey, U.S. Bureau of Labor Statistics 

All Aqes <25 25to34 35to44 45to54 55to64 65to74 

$38 $28 $34 
- 
$46 $4, $37 

5 



US, Populati 
Net Change 2000 = 201^ 

Source: U.S. Bureau of the Cen--- - 
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Peak Spending Cycle 
US. Population Ages 45 to 6 

1980 - 2030 
Source: U.S. Bureau of the Census, Consumer Expenditure Survey - 

45 i- 
40 

7 
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... -""". 
2,400 

2,000 

1,600 

1,200 

800 

400 

0 

-400 

-800 

Peak Spending Cycle 
Vet Change in U pulation Ages 45 to 64 
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Arizona 
WHAT IS GOING ON TODAY IS NORMAL FOR A BOOM 

+ US. economy still strong, but slowing 

+ High-tech manufacturing recovering 

+ Services sector strong 

+ Mexican economy still growing 

+ Commercial and residential real estate likely 
to be at peak 

+ Low but steady vacancy rates 

9 



1999 Arizona Employment Distribution ~ 

so -irizona Departm-nt of Ec --'c Security - 

"on-agricultural wage & salary employment 

10 
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WHY ARIZONA GROWS 
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How Arizona Ranks Among the 
States in Percentage Growth 

Source: Arizona DeDartment of Economic Securitv 

Decade 

1950 - 1960 

1960 - 1970 

1970 - 1980 

Emplovment 

3RD 

3RD 

3RD 

1980 - 1990 

1990 - 1999 

3RD 

2ND 

3RD 

2ND 
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Fmployment" Grow 
I990 - 1999 

1 . 

1 

14 



Population Growth Rank 
I 
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GROWS 

I 
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rowth of education system 
nsportation system 

Ability to attract good employees 
Ability to keep good employees 
Education level Crime 
Age demographics 
Informality level 
Company size 

Things for employees to 
Tourist facilities 
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e 

e 

Source: Arizona Department of Economic Securitv and US. Bureau of the Census 

Greater Phoenix 

Arizona 

United States 

Total 

32.9 

33.1 

34.0 

- 

19 



Percent Of Population 25 Years And Owe 
With A High School Diploma Or Better 

Source: U.S. Pllrsau of the Censuc 

Greater Phoenix* 

Arizona I United States 

'Data reflects Maricopa County only. 

81.5% 

78.7% 

75.2% 

20 



80% 
73% 
72% 
43% 
68% 
83% 
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2000* Average Price Ok Existing 
Single Family Home 

Source: National Association of Realtors 

P hoenix-Mesa 

Albuquerque, NM 

Anaheim, CA 

$1 34,400 

$1 32,700 

$321,300 

Chicago, IL $182,100 

Denver, CO $1 95,700 

Las Vegas, NV $1 35,700 

Los Angeles, CA $222,200 
Seattle, WA $229,300 

Tucson, AZ $1 21,800 
1’ l ed  State 

22 



Albuquerque, NM 

Atlanta, GA 

Miami, FL 

Seattle, WA 

Chicago, IL 

$51,000 

$51,400 

$52,200 

$57,000 

23 
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line.,,. ___. 5 a avL..-bilil 
Water: costs & availability 
Land: costs & availabili 
Building: costs & availability 
Geographic location 
Number of flights in & out 
Cost of flights in & out 
Arts & sports amenities 
Perception of community 
Number of other companies in same industry 
Weather 
Proximity to and number of suppliers 
Proximity to markets 
Em p toyment mix 

26 
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U raLsr Phoenix Water Demand 
Source: Arizona Department of Water Resc----e- 

Municipal 
41.4% 

28 



Comparison of Water Usage 
-gricuIture Vs. Residential - 

Source: Arizona Water Resources Assessment, Az DWR 

29 
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uovernment 

Pro-growth government attitude 1 
Tax policy 
Type of taxes 
Regulation policies 
Red tape 
Number of government entitie! 
“Level playing field” 
24 municipalities 
Weak county government 

E &b.. .. 

Ill 
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! -. .-onaState Universitl lure: Statistic 

YEAR RANK 
1990 28 
I991 22 
1992 22 
1993 5 
1994 2 
1995 2 
1996 2 
1997 2 
1998 1 
1999 2 
2000 2 

Latest data available through July 2000. 
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P n oe n I x- M esa 
(Ranking among all mt 

YEAR 

1990 
1991 
1992 
1993 
1994 
1995 
1996 
1997 
1998 
1999 
2000 

Employment 1 th 

RANK 

4 
5 
4 
2 
1 
1 
1 
1 
1 
2 
3 

22 
22 
22 
22 
25 
25 
26 
27 
29 

Latest data available through July 2000. - 
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Annual Percent Change 1975-2001 ** _. 
Arizona Employment* 

35 



Source: Arizona Department of Economic Security 

*Non-agricultural wage & salary employment 

* 2000 - 2001 forecasts are from the Arizona Hue ChiD 
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High-tech Manufacturing 

Employment 2000* $,y 

. As a Percent of Total Manufacturinc EmplcvnelIJ 
of L r Statistics 

Maricopa County 

Arizona 37.5% I 
I 

'Jnited S 

37 



iighltech Manufact 
Employment 2000* 

Percent of Total Manufacturing Employment 
abor Statistics 

Tele- Electronic Aircraft HIGH 

Maricopa County 1 .O% 

** 7.0% 7.oyo 

0.9% 232% 11.7% 

7% 0.8% 18.8% 10.2% 

0% 1.5% 3.5% 2.5% 

6.0% 26.1Y0 

6.4Yo 432% 

6.0% 37.5% 

4.6% 14.1% 

- 
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Arizona Manufacturing 
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Source: Arizona Department of Economic Security 
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Arizona Population 
Annual Percent Change 1975-2001 **  

Source: Arizona State Universitv 
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Source: Arizona Department of Economic Security 
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Arizona Forecas 
20OOand2001 

POPULATION 

EMPLOYMENT 

MUL 

- 1998 1999 - 2000 

2.9% 2.8% 2.8% 

2001 

2.7% 

- 

4.5% 4.1% 4.5% 3.6% 

50,997 51,764 47,000 
13,017 1 1,094 10,600 

43,000 
9,600 

PERSONAL INCOME 8. 6.9% 

RETAIL SALES 7.3% 10.0% 6.3% 
I 6.2% 

5.3% 

47 



Source: Western Blue Chip 

- 1999 

IN 
Arizona 
California 
Colorado 
Idaho 
Nevada 
New Mexico 
Oregon 
Utah 
Washington 
United States 

2.8% 

1.9% 
1.6% 
4.8% 
0.8% 
1.4% 

1.4% 

1.7% 

1.7% 

- 2000 

2.8% 
1.7% 
2.0% 
1.6% 
4.5% 
0.6% 
1.1% 

1.1% 
0.9OA 

1.7% 

2001 - 

2.6% 
1.6% 
1.9% 
1.6% 
3.9% 
0.7% 
1.1% 
1.7% 1 

0.9% 
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restern States Forecast 
2000and2001 

Source: Western Blue Chip 

- 1999 

€iviPLOYMIENT 
Arizona 
California 
Colorado 
Idaho 
Nevada 
New Mexico 
Oregon 
Utah 
Washington 
United States 

4.1 yo 
2.9% 
3.4% 
2.4% 
4.9% 
1.4% 
2.0% 
2.6% 
2.1 Yo 
2.4% 

2000 - 
4.5% 
3.3% 
3.2% 
3.0% 
5.1 yo 
1.9% 
2.9% 
2.6% 

2001 

1.8% 

a 

a 
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Jestern L:ates Forecast 
20OOand200 

Source: Western Blue Chip 

9.5% 
7.0% 
6.5% 
4.0% 3 Utah 

Washington 
United States 

5.5% 
5.3% 
9.0% 

1 
- 

!YO 
7.8% 
7.0% 
4.9% 
5.4% 
5.3% 

5.2 
5.6% 
6.1 Yo 
6.5% 
5.4% 
3.7% 
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2.1 million people. 

More than 875,000 single family homes 
will be built. 

More than 250,000 apartments will be constructed. 
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- 
7505 East Sixth Avenue, Suite 100 Scottsdale, Arizona 85251 
480-423-9200 P 480-423-5942 F www.arizonaeconomy.com 
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lice r n  iden? of EH&S Position 

Board of Directors adds 
environmental oversight 

Enc rsed ^ERES Princ- les 

+ First Electric utility to submit EH&S report 
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New Technologies 
on ati 

Dish Sterling 

Fuel Cells 

+ Renewable Portfolio Standard .+:+. 
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Vicki Sand.,r 
Analyst Presentation 

October 26,2000 
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Control Usage 
Cultivate, 
Shape 

Net Result = sta ibili ty and higher enterprise earnings 
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+ Consultative Energy 
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. Energy Procurement I 
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+ Standardization of business processes 

+ SRP/ Tucson Electric Power levelized playing field 
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Analyst Conference 
John Ogden 

October 26,2000 
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the marketplace. 

To be industry leaders through customer responsiveness, 
quality products, professionalism, and financial strength. 

Committed to a business environment that promotes creativity, 
entrepreneurial spirit, integrihn and attention to detail in all that we  do. 
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Tatum Ranch - Phoenix, Arizona 

SunCor’s first complete master-planned community 
At the time it was built, Tatum Ranch was the only moderately priced, 

1,400-acre community set in the Sonoran Desert in the Northeast Valley 
50 acres of commercial development 
Sold out in 1998 
3,500 homes sold 

desert-oriented master-planned community in Northeast Phoenix 
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Scottsdale Mountain - Scottsdale, Arizona 

More than 700 acres preserved for open space and enhanced views 
One of the most prestigious communities in the Valley 
Dramatic views of the metropolitan area 
1,400-acre, gated community 
Opened for home sales in 1993; now in final close-out phase 
800 homes from $250,000 - $2,000,000 
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Palm Valley - Goodyear, Arizona 

9,000-acre master-planned community with shopping, restaurants, class 
“A office space, medical buildings, golf courses, and a wide range of 
housing 
Quick access to downtown Phoenix 
Pebble Creek retirement community at the center of development 
Opened for home sales in 1993 
Homes range from the low $100’~ to luxury custom homesites 
Various homebuilders currently selling 1,200 - 1,500 homes per year 
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Sedona Golf Resort - Sedona, Arizona 

Created world-class residential and golf destination 
303-acre golf community 
Master plan includes residential, hotel, retail, and vacation 01 

Partnership with WLD Enterprises, Inc. 
Opened for home sales in 1996 

mership ises 

Luxury homes from the low $200'~ and custom homesites from the 
' mid $200'~ 

7 



I 

I 

I 

SunRidge Canyon - Fountain Hills, Arizona 

Secluded golf course community in exclusive area 
950-acre community; includes over 500 acres of desert preserve 
Sales began in 1995 
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Rancho Viejo - Santa Fe, New Mexico 

Design drawn from rich cultural heritage of region 
Quality affordable homes for people who work in area, plus high-end 

21,000 acres in Santa Fe County, New Mexico 
Opened for home sales in November 1998 

custom homesites 
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ALM VALLEY 

Coral Canyon - Washington, Utah 

Gateway to some of nation’s most beautiful national parks 
Village plan with neighborhood amenities as centerpiece 
2,500-acre golf course community north of St. George, Utah 
Opened for home sales in the second quarter of 2000 
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Hidden Hills - Scottsdale, Arizona 

41 9-acre community in the foothills of McDowelI Mountains 
Natural open space, hiking trails, and walking paths accentuate 

356 production homes and premium custom homesites 
Opened for sales in the second quarter of 2000 

desert lifestyle 

11 



StoneRidge - Prescott Valley, Arizona 

1,850-acre master-planned community in Prescott Valley, Arizona 
Built around a core of seven neighborhoods bound by natural features and 

Partnership with WLD Enterprises, Inc. 
Groundbreaking to take place in the fourth quarter of 2000 

connected by pedestrian and bicycle pathways 
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Biltmore Estates - Phoenix, Arizona 

Luxury home development in premier location 
1 ,I IO-acre community 
Completed in 1997 

Ancala Homes (not pictured) 
42-home subdivision completed in 1994 
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Costco / Sports Authority Plaza- Tempe, Arizona 

Retail center is "split," with space built on adjacent corners 
450,000-square-foot shopping center 
100% leased 
Joint venture with KIMCO 
Tenants include Costco, Sports Authority, Homebase, and PetSmart 
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Palm Valley Pavilions - Goodyear, Arizona 

Latest additions: Michael's and other shops 

35-acre shopping center in Goodyear, Arizona 
' Several tenants broke national opening-week sales records 

' Tenants include Target, Cracker Barrel, Chili's, TGI Friday's, 
Holiday Inn Express hotel, and a 14-screen movie theater 
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Palm Valley Marketplace - Goodyear, Arizona 

An 18-acre, 130,000-square-foot shopping center 
Anchored by a Safeway supermarket 
Phase II completed in late 1999 
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Quads on Kyrene - Tempe, Arizona 

155,000-square-foot business park 
Joint venture with SunState Builders 
Four-building, flex-tech industrial complex 
Sold in 1999 
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Talavi Business Park - Glendale, Arizona 

80-acre business park 
Commercial uses include flex-tech and garden office 
Focus on people-gathering areas such as courtyards 
Attracts major tenants like Mattel and COMDISCO 
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Black Canyon Commerce Park - Phoenix, Arizona 

16-acre business park 
Three buildings to total 175,000 square feet 
First two buildings 100% leased 
Construction began in 1999;Phase I & II completed in 2000 
50,000 square feet of office space currently under construction 
in Phase Ill 
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Palm Valley Office Park - Goodyear, Arizona 

First Class-A office park in Goodyear 
IO-acre office park in Goodyear, Arizona 
First phase opened in November 1999 with 60% occupancy 
Currently 92% leased 
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Tempe Autoplex - Tempe, Arizona 

A major component of Tempe Marketplace - a catalyst for new business in 

105-acre auto park 
13.28 acres remaining 
Dealerships include Cadillac, Oldsmobile, Pontiac GMC, Buick, Toyota, 

Other users include Midas and Super Station Car Wash 

the area 

Honda, Saturn, Nissan, Dodge, Daewoo, Mitsubishi and Lincoln-Mercury 

Palm Valley Autoplex (not pictured) - Goodyear, Arizona 

Part of Palm Valley Crossing - a prominent retail and employment center in 

100-acre auto park 
Current home to Yates Pontiac GMC 

the rapidly growing West Valley 

Recent land sales include: Avondale Dodge, Germain Properties of Phoenix, 
and United Auto Group 
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Hayden Ferry Lakeside - Tempe, Arizona 

Catalyst mixed-use project for the visionary Tempe Town Lake 
Premium location close to regional airport and transportation corridors 
Phase I comprises a full-service hotel, 200,000 square feet of high-end 
office space, a restaurant, parking garage and the first of 388 
condominiums 
Phased development to break ground in 2001 
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SunRidge Canyon Golf Course - Fountain Hills, Arizona 

42nd on Golf Magazine’s “Top 100 You Can Play in the U.S.” 
Follows the flow of the land 
Rugged desert course designed by Keith Foster 
6,823-yard, par-71 course open to the public 
35,000 annual rounds 
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Sedona Golf Resort - Sedona, Arizona 

Spectacular setting amid dramatic red rocks 
Acquired in 1995 
18-hole championship course, designed by Gary Panks 
6,642-yard, par-71 course 
40,000 annual rounds 
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Palm Valley Golf Center - Goodyear, Arizona 

Family-oriented golf club caters to all ages, skill levels 
Facility includes Arthur Hills championship course, Hale Irwin 18-hole 
executive course, 9-hole pitch-and-putt course, and lighted practice area 
One of the most complete golf learning facilities in the area 
Among the area's best junior golf programs 
Projected 93,000 annual rounds 
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Sanctuary Golf Course - Scottsdale, Arizona 

18-hole championship golf facility in Scottsdale, Arizona 
Built under the auspices of the Audubon Society 
Prime example of an environmentally sensitive project; n;,,idfuI of wildlife 
habitat, water conservation, and waste control 
Adjacent to WestWorld, a nationally recognized equestrian center 
45,000 annual rounds (projected for 2000) 
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Coral Canyon Golf Course - Washington, Utah 

Breathtaking views in Southern Utah’s “Color Country” near Zion 

Clubhouse complete with golf shop, indoor grill, and outdoor 

Course design by Keith Foster 
Opened September, 2000 
7,029-yard, par-72 course open to the public 
38,000 annual rounds (projected for 2001) 

National Park 

covered pavilion 
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SWNRIDGE CANYON GOLF CLUB 

SEDONA GOLF RESOR 

PALM VALLEY GOLF CENTER 

Club West Golf Club - Phoenix, Arizona 

Desert-style course winds through the Sonoran Desert foothills 
Dramatic elevation changes and panoramic views of South Mountain 
Course design by Brian Whitcomb 
Acquired in September, 2000 
7,024-yard, par-72 course open to the public 
49,000 annual rounds (projected for 2001) 
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StoneRidge Golf Course - Prescott Valley, Arizona 

Groundbreaking scheduled for the fourth quarter of 2000 
Featured amenity for SunCor's newest master-planned community 
Designed to be 7,005-yard, par-72 course open to the public 
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2000 Targets 

+ Coral Canyon opened in first quarter 
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Revenues 
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Land 
Development 

Commercial 
Development 

FECI 
Golf Courses 

Home building 

IRR 
> 30% 

15 - 20% 

20 - 25% 

> 35% 

s trategy 

Debt Cash Risk Stability 
< 50% > 50% 3 1 

> 70% < 30% 1 3 

50 - 70% 30 - 50% 2 3 

90% 10% 1 - 2  2 

Marketability 
1 

,. 
J 

3 

2 

1 = Lowest 
2 = Medium 
3 = Highest 
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