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RE: APS Rate Case Docket No. E-01345A-05-0816

Dear Commissioner Jeff Hatch-Miller:

Attached please find a copy of Moody’s Investors Service (“Moody’s’) recent report on
Liquidity Risk Assessment of Arizona Public Service Company dated July 20",

If you or your staff have any questions, please feel free to call me.
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Arizona Public Service Company

Global Credit Research
Liquidity Risk Assessment

investors Service 20 JUL 2006

Liquidity Risk Assessment: Arizona Public Service Company

Arizona Public Service Company

Phoenix, Arizona, United States

Broad Industry: Public Utility

Specific Industry: \ Integrated Electric Utility
Short Term Rating: P-2

Contacts

Analyst Phone

Laura Schumacher/New York 1.212.553.1653

A.J. Sabatelle/New York
Daniel Gates/New York

Opinion

Arizona Public Service Company's (APS: Baa2 senior unsecured, negative outlook) Prime-2 commercial paper
rating reflects the relatively stable and predictable cash flow provided by a vertically integrated electric utility that
serves a substantial portion of the state of Arizona, including the rapidly growing Phoenix area.

Prior to 2005, APS was generally able to meet all of its funding requirements for capital expenditures and
payment of approximately $170 million in annual dividends to parent company Pinnacle West Capital Corporation
(Pinnacle: Baa3 senior unsecured, negative outlook) with internal cash flow. Debt maturities were met by a
combination of internal funds and capital markets refinancing. increasing capital expenditures, delays in fuel cost
recovery, and increased costs due to outages at the Palo Verde Nuclear Facility have resulted in an increased
need for external financing. During 2005, Pinnacle issued approximately $250 million of common stock and
infused the proceeds to APS. In January 2006, Pinnacle infused $210 million of proceeds received from the sale
of its interest in the Silverhawk generating facility into APS.

For the year ended December 31, 2005, APS's cash from operations of approximately $721 million covered
approximately 75% of the total of capital expenditures of approximately $795 million (including approximately
$185 million for the purchase of the Sundance plant), and the payment of $170 million in dividends to Pinnacle.

In 2006, APS is planning to incur approximately $649 million of capital expenditures, with $148 million spent
through 1Q 2006. APS also has $84 million of long term debt due in November. APS is meeting these needs
through a combination of internal and external sources, including the equity infusions from Pinnacle noted above.

APS's pattern of cash flow is seasonal. The bulk of the utility earnings are received during the summer months
due to the extreme weather conditions that exist in APS' service territory. As a result, peak commercial paper
borrowings fypically occur in the second and third quarters of each year. In a normal year, average commercial
paper outstanding is approximately $100 million, as of March 31, 2006 short-term debt was approximately $85
million. For the past few years, there has been no commercial paper outstanding by year end. The utility has
historically maintained very modest cash levels on its balance sheet; as of March 31, 2006, APS had reported
cash and cash equivalents of approximately $77 million.

APS's commercial paper program is sized at $250 million and is currently supported by a $400 million revolving
credit facility expiring in December 2010. The revolver has one financial covenant that requires the ratio of debt to
total capitalization not to exceed 65%. As of March 31, 2006, as calculated in accordance with the credit
documents, APS' debt to total capitalization was approximately 46%. The credit agreement does not require a
Material Adverse Change (MAC) representation for revolver borrowings. No rating triggers exist in any APS credit
facilities though interest costs may increase under various financing agreements if a downgrade occurs.
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© Copyright 2006, Moody's Investors Service, Inc. and/or its licensors including Moody's Assurance Company, Inc.
(together, "MOODY'S"). All rights reserved.

ALL INFORMATION CONTAINED HEREIN IS PROTECTED BY COPYRIGHT LAW AND NONE OF SUCH INFORMATION MAY BE
COPIED OR OTHERWISE REPRODUCED, REPACKAGED, FURTHER TRANSMITTED, TRANSFERRED, DISSEMINATED,
REDISTRIBUTED OR RESOLD, OR STORED FOR SUBSEQUENT USE FOR ANY SUCH PURPOSE, IN WHOLE OR IN PART, IN ANY
FORM OR MANNER OR BY ANY MEANS WHATSOEVER, BY ANY PERSON WITHOUT MOODY'S PRIOR WRITTEN CONSENT. All
information contained herein is obtained by MOODY'S from sources believed by it to be accurate and reliable. Because of the
possibility of human or mechanical error as well as other factors, however, such information is provided "as is" without warranty
of any kind and MOODY'S, in particular, makes no representation or warranty, express or implied, as to the accuracy; timeliness,
completeness, merchantability or fitness for any particular purpose of any such information. Under no circumstances shall
MOODY'S have any liability to any person or entity for (@) any loss or damage in whole or in part caused by, resulting from, or
relating to, any error {negligent or otherwise) or other circumstance or contingency within or outside the control of MOODY'S or
any of its directors, officers, employees or agents in connection with the procurement, collection, compilation, analysis,
interpretation, communication, publication or delivery of any such information, or (b) any direct, indirect, special, consequential,
compensatory or incidental damages whatsoever (including without limitation, lost profits), even if MOODY'S is advised in
advance of the possibility of such damages, resulting from the use of or inability to use, any such information. The credit ratings
and financial reporting analysis observations, if any, constituting part of the information contained herein are, and must be
construed solely as, statements of opinion and not statements of fact or recommendations to purchase, sell or hold any
securities. NO WARRANTY, EXPRESS OR IMPLIED, AS TO THE ACCURACY, TIMELINESS, COMPLETENESS, MERCHANTABILITY OR
FITNESS FOR ANY PARTICULAR PURPOSE OF ANY SUCH RATING OR OTHER OPINION OR INFORMATION IS GIVEN OR MADE BY
MOODY'S IN ANY FORM OR MANNER WHATSOEVER. Each rating or other opinion must be weighed solely as one factor in any .
investment decision made by or on behalf of any user of the information contained herein, and each such user must accordingly
make its own study and evaluation of each security and of each issuer and guarantor of, and each provider of credit support for,
each security that it may consider purchasing, holding or selling.

MOODY'S hereby discloses that most issuers of debt securities (including corporate and municipal bonds, debentures, notes and
commercial paper) and preferred stock rated by MOODY'S have, prior to assignment of any rating, agreed to pay tc MOODY'S for
appraisal and rating services rendered by it fees ranging from $1,500 to $2,400,000. Moody's Corporation {MCO) and its wholly-
owned credit rating agency subsidiary, Moody's Investors Service (MIS), also maintain policies and procedures to address the
independence of MIS's ratings and rating processes. Information regarding certain affiliations that may exist between directors
of MCO and rated entities, and between entities who hold ratings from MIS and have aisc publicly reported to the SEC an
ownership interest in MCO of more than 5%, is posted annually on Moody's website at www.moodys.com under the heading
"Shareholder Relations - Corporate Governance - Director and Shareholder Affiliation Policy.”

This credit rating opinion has been prepared without taking into account any of your objectives, financial situation or needs. You

should, before acting on the opinion, consider the appropriateness of the opinion having regard to your own objectives, financial
situation and needs.
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