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Scott A. Bauer
Department Leader
Regulatory Affairs
Palo Verde Nuclear
Generating Station

Tel: 6231393-5978
Fax: 6231393-5442
e-mail: sbauer~apsc.com

Mail Station 7636
P.O. Box 52034
Phoenix, AZ 85072-2034

102-05377-SAB/TNW/CJJ
November 17, 2005

ATTN: Document Control Desk
U.S. Nuclear Regulatory Commission
Washington, DC 20555-0001

Dear Sirs:

Subject: Palo Verde Nuclear Generating Station (PVNGS)
Units 1, 2, and 3
Docket Nos. STN 50-52815291530
Submittal of 2004 Annual Financial Reports

Pursuant to 10 CFR 50.71(b), enclosed please find copies of the 2004 Annual Financial
Reports for the Participants who jointly own PVNGS. These Participants are Arizona
Public Service Company, Salt River Project, El Paso Electric Company, Southern
California Edison Company, Public Service Company of New Mexico, Southern Califomia
Public Power Authority, and Los Angeles Department of Water and Power.

No commitments are being made to the NRC by this letter. Should you have any
questions, please contact Thomas N. Weber at (623) 393-5764.

Sincerely,

Enclosure

SAB/TNW/CJJ/ca

cc: B. S. Mallett
M. B. Fields
G. G. Warnick

NRC Region IV Regional Administrator (w/o Enclosure)
NRC NRR Project Manager (w/o Enclosure)
NRC Senior Resident'inspector for PVNGS (w/Enclosure)

A member of the STARS (Strategic Teaming and Resource Sharing) Alliance

Callaway * Comanche Peak * Diablo Canyon * Palo Verde * South Texas Project * Wolf Creek
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Statements in this document, other than statements of historical information, are forward-looking statements that are made pursuant tothe safe harbor provisions of the Private Securities Litigation Reform Act of 1995. Such forward-looking statements, as well as other oraland written forward-looking statements made by or on behalf of El Paso Electric (EPE) from time to time, including statements containedin EPE's filings with the Securities and Exchange Commission and its reports to shareholders, involve known and unknown risks andother factors which may cause EPE's actual results in future periods to differ materially from those expressed in any forward-lookingstatements. Please refer to EPE's 10-K for fiscal year ended December 31, 2004, and EPE's other 34 Act filings for a detailed discussionof these risks and uncertainties. EPE cautions that the risks and factors in such filings are not exclusive. EPE does not undertake toupdate any forward-looking statement that may be made from time to time by or on behalf of EPE, except as required by law.

The company has filed the required certifications under Section 302 of the Sarbanes-Oxley Act of 2002 regarding the quality of our publicdisclosures as Exhibits 31.1 and 31.2 to our annual report on Form 10-K for the fiscal year ended December 31, 2004. In 2004 after ourannual meeting of stockholders, the Company filed with the New York Stock Exchange the CEO certification regarding its compliance withthe NYSE corporate governance listing standards as required by NYSE Rule 303A.12(a).



2004 PERFORMANCE HIGHLIGHTS

Financa ($000) C :00 V0f -
Operating Revenues (net of energy expenses)

Retail Base Revenues

Economy Sales (net of fuel)

Net Income (after extraordinary gain and cumulative effect of accounting change)

Total Assets

Commn StockData

Earnings Per Share (diluted weighted average)

Market Price Per Share (year-end close)

Book Value Per Share

Weighted Average Number of Shares & Dilutive Potential Shares Outstanding

Number of Registered Holders

$ 459,847

$ 444,094

$ 5,455

$ 28,674(a)

$1,648,229

2003
$ 443,403

$ 453,323

$ 22,618

$ 59,957(b)

$1,596,614

2004

$ 447,753
$ 456,382

$ 21,265

$ 35,171(c)

$1,581,355

$ 0.57(a)

$ 11.00

$ 9.13

50,380,468

5,335

$ 1.23(b)

$ 13.35

$ 10.42

48,814,761

4,673

$ 0.73(c)

$ 18.94

$ 11.23

48,019,721

4,486

(a) 2002 information includes the effects of the FERC settlements of $9.5 million, net of tax or $0.19 diluted loss per share.
(b) 2003 information includes the one-time impact of the Customer Information System project impairment loss of $10.7 million net of tax, or $0.22 diluted loss per share. Also, included in 2003 net income and

diluted earnings per share is a cumulatve effect of an accounting change, net of tax, in the amount of $39.6 million or $0.81 per diluted share.
(c) 2004 information includes an extraordinary gain of $1.8 million, net of tax, or $0.04 per diluted share related to the re-application of SFAS No. 71 to EE's New Mexico jurisdictional operations and a $2.2 million,

net of tax, charge for the 2004 employee annual bonus of $0.05 per diluted share.
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physical symbol of El Paso Electric's long-time
commitment to providing reliable and affordable
electric energy to all its customers.

Perhaps the most significant regulatory event
that occurred in 2004, which for the near term
assures stability in EPE's service territory, was
the ruling by the Public Utility Commission of
Texas (PUCT) in October 2004 delaying by several
years the implementation of retail competition in
EPE's service territory. The newly adopted rule
changed the beginningofretail competition from the
date of the expiration of the current rate freeze,
and instead set a schedule which identifies various

milestones EPE must reach before competition
can begin.

The first milestone calls for the development,
approval by the Federal Energy Regulatory
Commission, and commencement of independent
operation of a regional transmission organization
(RTO), including the development of retail market
protocols to facilitate retail competition. The
complete transition to retail competition vill occur

upon the completion of the last milestone which
will be the PUCT's final evaluation of EPE's
readiness to offer fair competition and reliable
service to all retail customers.

EPE's current franchise and rate agreement
with the City of El Paso expires in August of 2oo5.
EPE is currently in discussions with the City
regarding an extension of the franchise and
possible renegotiation of a rate agreement.

Following the repeal of the New IN Mexico retail

competition legislation in 2003, EPE and the New
Mexico Public Regulatory Commission negotiated

a rate settlement that freezes base rates in New
Mexico frorrJune 1, 2004 through May 31, 2007.

The settlement, thich took effect wvith new rates in
June 2oo4, continues rate stability and operational
certainty in our New Mexico service territory
where we have not had a litigated rate decision in

more than 2o years.
El Paso Electric wvas recognized during 2004

for its success in providing reliable electric energy

to its customers. This ongoing commitment to
reliability is reflected in distribution system
reliability measures established by the Public
Utility Commission ofTexas. These measures (wvhich
measure distribution system reliability), known as
System Average Interruption Frequency Index

(SAIFI) and the System Average Interruption
Duration Index (SAIDD), once again ranked El Paso
Electric as the most reliable electric utility among

major electric utilities in Texas. The outstanding
results demonstrate that EPE's service quality has
been and will continue to be one of its greatest
operational assets.

2004 was another great year for El Paso
Electric in the area of corporate citizenship
and helping those in need. In fact, our employees
not only assisted causes in our service territory,
they also offered assistance to those echo needed

in our service territory. Of these, 89.5 percent were
purchases from small businesses, 40 percent were
from minority-owvned businesses and 9.1 percent
were from women-owned businesses. NWe are
proud of our commitment to supporting small
businesses in our area.

El Paso Electric and its Board of Directors
are committed to transparent disclosure policies
and sound principles of corporate governance.

it thousands of miles
away On September
28, 2004, a caravan,
which included i6
El Paso Electric
employees and ten
vehicles, departed
El Paso for Florida to
assist in the restoration
of electricity in areas
affected by hurricanes
that battered the
state. Crew members
spent a total of eight
days away from their
families, battling
hardships and severe

Our 2004 financial,
operational, and

corporate citizenship
achievements have
strengthened our
stability and are
cornerstones to
continuing to

operate a strong,
vertically integrated

electric utility.

Relentless pursuit of
these standards is vitally
important to earning and
retaining the trust of our
customers, employees and
investors. We will continue
to carefully monitor our
operations and procedures
so that they are in the
strictest compliance zvith
the letter and spirit of the
Sarbanes-Oxley Act.
Our corporate governance
standards and polices can
be found on our website
at Nvwwepelectric.com.

Our 2004 financial,
conditions, assistingother electric utility personnel
as they restored power to the area. As a result of this
call to duty, our employees received many letters
and notes of gratitude from both the companies
they assisted as well as Florida residents.

\ithin our service territory our employees
continued their commitment to not only providing
excellent service to customers, but also attending
to the many needs of our communities. In 2004,

EPE employees contributed more than 14,600

volunteer hours to their communities and donated
more than 310 units of blood to our local United
Blood Services agency In addition, EPE
employees pledged more than 5160,400 to area
United Way agencies. With the corporate
contribution, EPE's total commitment to United
\Vay was 524o,668, making EPE the top corporate
contributor to the United Way in El Paso. Our
employees and EPE were also recognized by the
American IHeart Association for being the top
corporate fundraiser, raising more than 544,oo0

for the association's 2004 Heart Walk.
El Paso Electric also continued to be an

important contributor to the El Paso/Las Cruces
economy. In 2004, 522.7 million or 25.6 percent of
EPE's purchases of goods and services were spent

operational, and corporate citizenship achievements
have strengthened our stability and are cornerstones
to continuing to operate a strong, vertically
integrated electric utility. Our operational
resources, as well as our human resources, provide
the foundation for continuing to provide reliable
and safe electric service to our customers and
create value for you - our shareholders. Thank you
for the confidence which is shown by your
investment in El Paso Electric. Our commitment
is to grow your investment with solid business
strategies and results.

Gary R. Hedrick
President and Chief Executive Officer

George W Ed&ards,Jr.
Chairman of the Board
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Gary R. Hedrick
President and Chief Executive Officer

Raul A. Carrillo, Jr.
Senior Vice President, General Counsel
and Corporate Secretary

Fernando J. Gireud
Vice President, Power Marketing
and International Business

J. Frank Bates
Executive Vice President,
Chief Operations Officer

Steven P. Busser
Vice President, Regulatory Affairs
and Treasurer

Customers Served Per
Employee

I 2004 Retail Base Operating Revenues
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2004Nwas truly an exceptional year for El Paso
Electric. Our stock price rose to the highest levels
in recent memory, and our cash flow remained
strong, enabling us to retire S36 million in debt and
repurchase an additional 294,842 shares of common
stock. Both major credit rating agencies rewvarded

balance sheet, pursuing common stock, repurchases
when economically viable, and improving operating

efficiency.
EPE's significant progress in improving its

financial and operational profile was recently
recognized by both Moody's and Standard and

Dear Sareholders
EPE~vith upgrades during the year, we continued to
experience strong customergrou* vthe successfulfly
resolved an Internal Revenue Service (IRS) dispute
covering the treatment of a S688 million tax loss
carry forward, and our regulators provided decisions
that preserved value and established operational
stability in our service territory.

EPE 's stock price outperformed the utility
sector and the broader market during 2004 by
delivering a one-year holding period return Of 41.87
percent to shareholders, closing at a price of
$18.94. In comparison, the DowvJones Utility Index
produced a total return of 30.24 percent while
the S & P Electric Utility Total Return Index
posted an increase of 26.48 percent. EPE has
similarly outpaced utility and other relevant
mark-et indices for 3- and 5-year holding periods.

During the year, we continued to use
our strong free cash flow to repurchase debt
and stock, thereby improving our financial
fundamentals, reducing financial risk, and
enhancing the return to our shareholders. Since
1996, EPE has deployed approximately S902

million to repurchase debt, preferred and common

stock, including approximnately S36 million of
debt repurchased in 2oo4, which decreased annual
fixed charges by approxinmately S3.3 million. In
2004, EPE also repurchased 294,842 common

shares of its new two-mill ion-share repurchase
program that was approved by the Board of
Directors in February 2004. Since the initiation

-- of our comnmon share repurchase program in '999,
EPE has repurchased a total of i5.3 million shares
at a total cost of approximately $175.6 million,
including commissions.

A~s a result of EPE's aggressive debt reduction
and conservative financial policies, EPE common

stock equity represented 47 percent of our total
capitalization at year-end 2004, slightly exceeding
the industry average level of approximately 46
percent. EPE remains focused on strengthening its

Poor's credit rating agencies. In August 2004,

Standard and Poor's raised EPE's senior secured
debt rating from B13B- to BBB and upgraded its
unsecured debt rating to BBB-. In September2004,
Moodly's increased EPE's senior secrned debt rating
from Baa3 to Baa2 and raised its unsecured debt
rating to Baa3. EPE now enjoys an investment-
grade rating on all of its outstanding corporate
debt. EPE is extremely proud of these credit
upgrades because they demonstrate our continuing
commitment to conservative financial policies
on behalf of our shareholders and reflect
our employees hard work and dedication to
providing EPE customers with the highest
quality service in the most efficient manner.
These credit upgrades should enable EPE to lower
its interest costs when we have the opportunity
to refinance debt, and should contribute to the
fiurther improvement of our financial fundamentals.
In August 2005, EPE will remarket approximately
S193 million of Pollution Control Bonds, and in
2006 EPE has the opportunity to refinance
its Series D and Series E First Mortgage Bonds,
aggregating approximately S359 million.

In 2004, EPE reported basic earnings per
share of So.7o before the extraondinarygain related
to the re-application ofSFAS No. 7 I in EPE's New
Mlexico jurisdictional operations. Earnings were
affected by premiums paid on debt repurchases,
a rise in pension and benefit costs, higher
depreciation and amortization expenses, and
increased Palo Verde operation and maintenance
costs, in addition to several non-recurring items
such as an I RS settlement and an increase to our coal
reclamation liability~ The impact of these items was
partially offset by increased retail kWh sales grow~th

and by a decline in non-Palo Vlerde maintenance
expenses which resulted from our aggressive
cost control efforts at our local generating plants.

EPE's core business remained strong in 2004,
with our customer base expanding at a 2.5 percent

annual rate. Every segment of our retail business
exhibited growth during the year as a turnaround in
our regional economy helped contribute to our retail
kTh sales growthand partially offset the impact of
significantly higher precipitation levels in the third
quarter of the year. As a result of our increasing
retail kWh sales and above-average customer
growth, EPE attained a record native system
peak, Of 1,332 MW in July 2004, which exceeded
our previous record Of 1,308 MNW set in 2003.

EPE experienced a strong year in economy
sales despite reduced availability of certain resources

due to outages. EPE had margins of Szi.3 million
during 2004 (before taxes and sharing wth Texas
customers). The 4.3 percent reduction in kWh
sold was almost completely offset by higher
average margins. In 2003, total margins before tax
and sharing were S22.6 million.

Going forward, we wvill continue to actively
pursue opportunities in the wholesale power
market, but there is no guarantee that the improved
conditions in the western wholesale power market
will continue in the future, given the intrinsic
volatility that exists in this mark-et.

The Palo MWrde Nuclear Generating Station
continued to be ranked as the nation's largest
power producer for the thirteenth consecutive
year, with an output of 28.1 billion k\Vh. Palo
Verde provided 49 percent of our energy in
2004. Replacement of the steam generator and
low pressure turbine in Unit 2 wvas successfuly
completed in the fall Of 2003 with Units i and
3 scheduled for replacement in the fall Of 2005

and 2007, respectively. It is anticipated that
these replacements wvill increase efficiency, extend
unit lives, and improve the probability of license

extensions.
In addition, to meet the anticipated future

need for generation resources in our service
tenritory, EPE entered into a 20-year agreement
with Southwestern Public Service to purchase 133

MIW beginning in 2006 assuring our customers of
diversity in fuel source and access to a significant

coal-based resource. We are currently evaluating
the need for additional resources in the 2007 to
2009 timefralme.

2004 also marked the commemoration of the

75-th anniversary of our Rio Grande Power Plant,
which is still in operation today. In i929, it took

6oo workers only eight months to complete the
original faucility, which was considered record time
for this type of construction. The plant stands as a

I



Helen Knopp
Vice President,
Public Affairs

Kerry B. Lore
Vice President,
Administration

Robert C. McNiel
Vice President,
New Mexico Affairs

Guillermo Silva, Jr.
Vice President,
Information Services

John A. Whitacre
Vice President,
Transmission and Distribution

Scott D. Wilson
Vice President, Corporate
Planning and Controller

Hector R. Puente
Vice President,
Power Generation

Operatnal 2002 2003 2004
Retail GWh Sold 6,322 6,450 6,581

% Change 1.67% 2.02% 2.03%
Native Peak (MW) 1,282 1,308 1,332
Customers atYear-End* 315,650 324,020 332,125

% Change 2.10% 2.65% 2.50%
Employees at Year-End 1,021 999 996
*Revised to conform with new 2004 commercial and industrial, large billing system which counts customers by service
location rather than by meter. This change did not affect sales or revenues of the Company.

Palo Verde Capacity
Factor

Generating Capacity
Plant
Palo Verde
Newman
Rio Grande
Copper
Four Corners

Entitlement
600 MW
482 MW
246 MW
68 MW

104 MW

Fuel Source
Nuclear

Natural Gas
Natural Gas
Natural Gas

Coal
Purchased Power

Wind**

Energy Mix
49%

} 27%

8%
16%

TOTAL 1,500 MW
*- A 1.32 MW wind project began operating in April 2001.

1999 2000 2001 2002 2003 2004100%



Operating Revenues (in thousands): I 2004 | 2 2003 | 2002 | 2001 |
Base Revenues:

Retail:
Residential
Commercial and Industrial, Small
Commercial and Industrial, Large _ -

Sales to Public Authorities
Total Retail

Wholesale: _----

Sales for Resale
Total Base Revenues

Fuel Revenues
Economy Sales..
Other

Total Operating Revenues

Number of Customers (end of year):

Residential _-

Commercial and Industrial, Small
Commercial and Industrial, Large _

Other
Total Customers

Energy Supplied, Net, MWh:
Generated _

Purchased and Interchanged
Total Energy Supplied

Energy Sales, MWh:
Retail: _ _

Residential
Commercial and Industrial, Small
Commercial and Industrial, Large
Sales to Public Authorities

Total Retail

Wholesale:
Sales for Resale
Economy Sales

Total Wholesale
Total Energy Sales

Losses and Company Use
Total, Net

Native Systemn: __

Peak Load, MW
Net Generating Capacity for Peak, MW

Total System:___
Peak Load, MW
Net Generating Capacity for Peak, MW_

System Capacity Factor

$ 174,752 $ 171,459 $ 166,320
165.760 I 165.434 163.553

$ 159,263
161.997

I _ I- I

43,150 43,294 43,419 43,644
.72,720

456,382

1.675
458,057

161,052
78,533
10,986

708.628

296,435
31,079-

58
4,553

332,125

7,611,465
1,410,114
9,021,579

1,986,085
2,115,822
1,236,426
1,243,003
6,581,336

41,094
1,838,467
1,879,561
8,460,897

560,682
9,021,579

1,332
1,500

1,575
1,500

60.1%

73,136
453,323

3,223
456,546

70,802
444,094

32,228
476,322

122,761 1 158,650
76,536

8,519

664.362

289,179
30,254

63
4,524

324,020

7,740,923
1,250,707
8,991,630

1,932,171
2,096,860
1,197,065
1,224,349
6,450,445

67,754
1,920,882
1,988,636
8,439,081

552,549
8,991,630

1,308
1,500

1,546
1,500_

60.1%

43,654
11,459

690.085

281,874
29,281

64
4,431

315,650

7,785,93
1,549.875
9,335,813

1,870,931
2,076,758
1,161,815
1.212.180
6,321,684

986,134
1,483,465
2,469,599
8,791,283

544.530
9,335,813

1,282
1,500

1,509
1,500

61.1%

70,372
435,276

52.879
488,155

164,335
92,452
24.763 I

276,200
28,573

65
4.308

309,146

8,183,713
951,359

9,135,072

1,789,199
2,069,517
1,174,235
1,185,521
6,218,472

1,460,383
929,914

2,390,297
8,608,769

526,303
9, 135,072

1,199
1,500

1,485
1 ,500

60.6%

(a) Financial data is based on the results for the Predecessor Company for



OPERATING STATISTICS

$ 157,341
__- _-158,652

44,105
70,548

430,646

$ 150,151
_148,220

_ __45,495.
66,570

410,436

$- 141,718
138,910

43,484
65,533

389,645

45,698
476,344

55,597
466,033

68,924
458,569

__124,126
_ _ 84,918

16,261

701 ,649

_ _ _-109,117
-- ?20,167

6,506

103,011
11,032
3,981

576,593601 ,823

271,588
_ 27,947

_ - -63
4,054

303,652

260,356
26,396

58
3,867

290,677

_ 250,209 _
25,304

_ . - 57
3,7191

2 79,281

_ 8,706,790
905,770

9,612,560

___8,586,098
478,396

9_,~064,494~

7,920,675
7181,791

8__,632,466

1,767,928
2,026,768
1,142,163
1 ,1 77,883
6,114,742

1,621,436
1,891,703
1,314,428
1,120,654
5,948,221

1,545,274
1,779,986
1,216,941
1,110,706
5,652,907

1,282,540
1,714,288
2,996,828

_ 9,111 ,570
500.990

_9_,612,560

1,757,880
888,708

2,646,588
8,594,809

469,685
9,064,494

_1,753,553
757,999

2,511,552
_ 8,164,459

468,007
8,632,466

_ 1,159
1,500

____ -1,167
1,500

1,105
1,500

1,427
1,500

66.0%

1,464
1,500

61 .9%

1,387
_ _ 1,500

57.2%

periods prior to February 11, 1996 and the Reorganized Company thereafter.



RIO0 GRANDE, POC)ER Si'A'jI'10N~ FACTS

* Construction on the power station began in March
1929 and was completed in a record-setting
8 months in November 1929.

* An average of 600 workers were employed during
construction and were under the supervision
of Mr. R.G. Taber.

* The power station building, equipment, feeder lines
and substations cost $5 million to build in 1929.

* The power station was built in what was then called
El Paso's upper valley, now Sunland Park, New Mexico. The name
was befitting of the location of its construction since the plant was
built on the border of the Rio Grande River on what had been
thought to be the Texas side. As a result of a meandering river and
eventual legislation in the United States Congress,
El Paso Electric's property where the power station is sited was
deeded to New Mexico.

* More than 200 citizens of El Paso, Juarez and the
valleys were guests of El Paso Electric at a dinner on
November 26, 1929 when the Rio Grande Power
Station was placed in operation for the first time.
The Honorable R.E. Thomason, Mayor of El Paso,
pressed the button that placed the facilities of the
new power station at the service of the people in this
community. Dinner was served in the giant turbine room.

!7uzlIF
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1929-Units 1 & 2:19 and 25 MW,

Electric and Westinghouse
Turbine-Generators

General

1941- Unit 3: 20 MW, General El
Turbine-Generator

1948 -Unit 4:36 MW, Westinghouse
Turbine-Generator

ectric 1953 - Unit 5: 34 MW, General
Electric Turbine-Generator

I



* In 1941, auxiliary boiler 1 B was added to meet the

steam requirements of units 1, 2, and 3.

* On January 1, 1950, addition of the front office

building was completed.

* The power station's cooling water medium was

converted from direct intake from the canal to well

water systems and cooling towers in 1953.

* The method of producing distilled water was changed

from Evaporators to a Reverse Osmosis System

in 1981.

* The power station has expanded to include eight

generating units.

* Today, only units 6, 7, and 8 are operational. The

other units were retired in 1988. The units

operate primarily on natural gas, but can also

operate on fuel oil.

* The Rio Grande Power Station has the

capacity to generate 246 MW of electricity.

I

1957 - Unit 6: 50 MW, Westinghouse 19
Turbine-Generator

1958 - Unit 7: 50 MW, General Electric
Turbine-Generator

72 - Unit 8: 150 MW,
Westinghouse
Turbine-Generator

-I



System Average Interruption System Average Interruption
Duration Index - SAIDIFrequency Index - SAIFI
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SAIFI - the average number of sustained interruptions (5 minutes
or more) that each customer on the system could expect to
experience over a one-year period. On average, EPE customers
could have expected 0.31 interruptions over one year.

SAIDI - the average duration of sustained interruptions (5 minutes
or more) that each customer on the system could expect to
experience over a one-year period. As a complement to SAIFI,
customers on EPE's system could expect 0.31 interruptions over
one year, and that interruption would last 32.5 minutes.

Address Shareholder Inquiries to:
The Bank of New York
Shareholder Relations
Church Street Station
RO. Box 11258
NewYork, NY 10286-1258
Website: http://www.stockbny.com

Annual Meeting of Shareholders
The annual meeting of El Paso Electric's
shareholders will be held at 10 a.m.,
Mountain Daylight Time on Wednesday, May
4, 2005 at the Stanton Tower Building, 100 N.
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DEFINITIONS

The following abbreviations, acronyms or defined terms used in this report are defined below:

Abbreviations
Acronyms or Defined Terms

ANPP Participation Agreement.............

APS........................................................
CFE........................................................

Common Plant or Common Facilities....

Company................................................
DOE.......................................................
FASB ................ . . .
FERC .....................................................
Four Corners..........................................
Freeze Period.........................................

1113..................................................

kW.;
kWh.................
Las Cruces.............................................
MiraSol..................................................M'Wh ........MW.....................................................
Las C ..uces..............................................

New Mexico Commission......................
New Mexico Restructuring Act .............
New Mexico Stipulation .................

NRC.......................................................
Palo Verde .............................................
Palo Verde Participants .................

PNM~~~~ ~ .................................

PNM. :
SFAS .....................................................
SPS ......
TEP ................................................
Texa ...................................................Texas Commission .................
Texas Fuel Settlement............................

Texas Rate Stipulation...........................

Texas Restructuring Law.......................

Texas Settlement Agreement .................

TNP .......................................................

Terms

Arizona Nuclear Power Project Participation Agreement dated August 23, 1973,
as amended

Arizona Public Service Company
Cormisi6n Federal de Electricidad de Mexico, the national electric utility of

Mexico
Facilities at or related to Palo Verde that are common to all three Palo Verde

units
El Paso Electric Company
United States Department of Energy
Financial Accounting Standards Board
Federal Energy Regulatory Commission
Four Corners Generating Station
Ten-year period beginning August 2, 1995, during which base rates for most

Texas retail customers are expected to remain frozen pursuant to the Texas
Rate Stipulation

Imperial Irrigation District, an irrigation district in southern California
Kilovolt(s)
Kilowatt(s)
Kilowatt-hour(s)
City of Las Cruces, New Mexico
MiraSol Energy Services, Inc., a wholly-owned subsidiary of the Company
Megawatt(s)
Megawatt-hour(s)
New Mexico Public Regulation Commission
New Mexico Electric Utility Industry Restructuring Act of 1999
Stipulation and Settlement Agreement in Case No. 03-00302-UT dated April 27,

2004 between the Company and all other parties to the Company's rate
proceedings before the New.Mexico Commission providing for, among other

things, a three-year freeze on base rates after an initial 1% reduction
Nuclear Regulatory Commission
Palo Verde Nuclear Generating Station
Those utilities who share in power and energy entitlements, and bear certain

allocated costs, with respect to Palo Verde pursuant to the ANPP Participation
Agreement

Public Service Company of New Mexico
Statement of Financial Accounting Standards
Southwestern Public Service Company
Tucson Electric Power Company
Public Utility Commission of Texas
Settlement Agreement in Texas Docket No. 23530 dated November 1, 2001,

between the Company,, the 'City of El Paso and various parties whereby the
Company increased its fuel factors, implemented a fuel surcharge and revised
its Palo Verde Nuclear Generating Station performance standards calculation

Stipulation and Settlement Agreement in Texas Docket No. 12700 dated
August 30, 1995, between the Company, the City of El Paso, the Texas Office
of Public Utility Counsel and most other parties to the Company's rate
proceedings before the Texas Commission providing for a ten-year rate freeze
and other matters

Texas Public Utility Regulatory Act Chapter 39, Restructuring of the Texas
Electric Utility Industry

Settlement Agreement in Texas Docket No. 20450 dated March 25, 1999,
between the Company, the City of El Paso and various parties providing for a
reduction of the Company's jurisdictional base revenue and other matters

Texas-New Mexico Power Company
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- .-FORWARD-LOOKING STATEMENTS

Certain matters discussed in this Annual Report on Form 10-K other than statements of historical
information are "forward-looking statements.", The Private Securities Litigation Reform Actof 1995 has
established that these statements qualify for safe harbors from liability Forward-looking statements may
include words like the Company ''believes", "anticipates", targets", "expects", "pro forma", ."estimates",
"intends" and words of similar meaning. Forward-looking statements describe the Company's future
plans, objectives, expectations or goals. Such statements address future events and .conditions
concerning: - .

* capital expenditures? . - .; -; ,. ,
* earnings, . .

* liquidity and capital resources
* litigation, . i -

* accounting matters,, ,

possible corporate restructurings, acquisitions and dispositions,.
* compliance with debt and other restrictive covenants,
* interest rates and dividends,
* environmental matters,
* nuclear operations, and
* the overall economy of the Company's service area.

These forward-looking statements involve known and unknown risks that may cause the
Company's actual results in future periods to differ materially from those expressed in any forward-
looking statement. Factors that would cause or contribute to such differences include, but are not limited
to, such things as:

* the Company's rates following the end of the Freeze Period and the New Mexico Stipulation,
* loss of margins on off-system sales,
* increased costs at Palo Verde,
* unscheduled outages,
* electric utility deregulation or re-regulation,
* regulated and competitive markets,
* ongoing municipal, state and federal activities,
* economic and capital market conditions,
* changes in accounting requirements and other accounting matters,
* changing weather trends,
* rates, cost recoveries and other regulatory matters,
* the impact of changes and downturns in the energy industry and the market for trading wholesale

electricity,
* political, legislative, judicial and regulatory developments,
* the impact of lawsuits filed against the Company,
* the impact of changes in interest rates,
* inability to refinance maturing debt,
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* changes in, and the assumpktions used' for, pension and other post-retirement and post-
employment benefit liability calculations, as well as actual and assumed investment returns on
pension plan assets, --

the impact of changing cost anidcost'escalation and other'assumptions on the Company's nuclear
decommissioning liability for the Palo Verde Nuclear Generathig Station,

.t Texas, New Mexico and electric industry utility service reliability standards,'
* homelaiid security considerations,;
* coal, natural gas, oil and wholesale electricity prices, and
* other circumstances affecting anticipated operations, sales and costs.

These lists are not all-inclusive because it is not possible to predict all factors. A discussion of
some of these factors is included in this document under the headings "Risk Factors" and "Management's
Discussion and Analysis" "-Summary of Critical Accounting Policies and Estimates" and "-Liquidity
and Capital Resources." This report should be read in its entirety. No one section of this report deals
with all aspects of the subject matter. Any forward-looking statement speaks only as of the date such
statement was made, and the Company is not obligated to updat'eany forward-looking statement to
reflect events or circumstances after the date on which such statement was made except as required by
applicable laws or regulations.
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PART I

Item 1. Business

General

El Paso Electric Company is a public utility engaged in the generation,- transmission and

distribution of electricity in an area of approximately 10,000 square miles in west Texas and southern

New Mexico. The Company also serves a wholesale customer in Texas and periodically in the Republic

of Mexico. The Company owns or has significant ownership interests in six electrical generating

facilities providing it with a total capacity of approximately 1,500 MW. For the year ended

December 31, 2004, the Company's energy sources consisted of approximately 49% nuclear fuel, 27%

natural gas, 8% coal, 16% purchased power and less than 1% generated by wind turbines.

The Company serves approximately 332,000 residential, commercial, industrial and wholesale

customers. The Company distributes electricity to retail customers principally in El Paso, Texas and

Las Cruces, New Mexico (representing approximately 59% and 9%, respectively, of the Company's

operating revenues for the year ended December 31, 2004). In addition, the Company's wholesale sales

include sales for resale to other electric utilities and periodically sales to the CFE and power marketers.

Principal industrial and other large customers of the Company include steel production, copper and oil

refining, and United States military installations, including the United States Army Air Defense Center

at Fort Bliss in Texas and White Sands Missile Range and Holloman Air Force Base in New Mexico.

The Company's principal offices are located at the Stanton Tower, 100 North Stanton, El Paso,

Texas 79901 (telephone 915-543-571 1). The Company was incorporated in Texas in 1901. As of

February 28, 2005, the Company had approximately 1,000 employees, 33% of whom are covered by a

collective bargaining agreement. A new collective bargaining agreement, which expires June 2006, was

entered into with these employees in' July 2003. In addition, the Company is presently conducting

collective bargaining negotiations with an additional 138 employees from the Company's meter reading

and collections area, facilities services area and- customer service area who voted for union

representation in 2003 and 2004.

The Company makes available free of charge through its website,. www.epelectric.com, its

annual'report on Form 10-K, quarterly reports on Form 10-Q, current reports 'on Form 8-K, and all

amendments to those reports as soon as reasonably practicable after such material is electronically filed

with or furnished to the Securities and Exchange Commission ("SEC"). In addition, copies of the annual

report will be made available free of charge upon written request. The SEC also maintains an internet

site that contains reports, proxy and information statements and other information regarding issuers that

file electronically with the SEC. The address of that site is www.sec.mov.

Facilities

The Company's net installed generating capacity of approximately 1,500 MW consists of

approximately 600 MW from Palo Verde Units 1, 2 and 3, 482 MW from its Newman Power Station,

246 MW from its Rio Grande Power Station, 104 MW from Four Corners Units 4 and 5, 68 MW from

its Copper Power Station and 1.32 MW from Hueco Mountain Wind Ranch.
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Palo Verde Station

The Company owns a 15.8% interest in each of the three nuclear generating units and Common
Facilities at Palo Verde, in Wintersburg, Arizona. The Palo Verde Participants include the Company
and six other utilities: APS, Southern California Edison Company ("SCE"), PNM, Southern California
Public Power Authority, Salt River Project Agricultural Improvement and Power District ("SRP") and
the Los Angeles Department of Water and Power. APS serves as operating agent for Palo Verde.

The NRC has granted facility operating licenses and full power operating licenses for Palo Verde
Units 1, 2 and 3, which expire in 2024, 2025 and 2027, respectively. In addition, the Company is
separately licensed by the NRC to own its proportionate share of Palo Verde.

Pursuant to the ANPP Participation Agreement, the Palo Verde Participants share costs and
generating entitlements in the same proportion as their percentage interests in the generating units, and
each participant is required to fund its share of fuel, other operations, maintenance and capital costs. The
ANPP Participation Agreement provides that if a participant fails to meet its payment obligations, each
non-defaulting participant shall pay its proportionate share of the payments owed by the defaulting
participant.

Decommissioning. Pursuant to the ANPP Participation Agreement and federal law, the Company
must fund its share of the estimated costs to decommission Palo Verde Units 1, 2 and 3, including the
Common Facilities, through the term of their respective operating licenses. The Company's
decommissioning costs are estimated every three years based upon engineering cost studies performed
by outside engineers retained by APS.

In accordance with the ANPP Participation Agreement, the Company is required to establish a
minimum accumulation and a minimum funding level in its decommissioning account at the end of each
annual reporting period during the life of the plant. The Company remained above its minimum funding
level as of December 31, 2004. The Company will continue to monitor the status of its
decommissioning funds and adjust its deposits, if necessary, to remain at or above its minimum
accumulation requirements in the future.

In August 2002, the Palo Verde Participants approved the 2001 Palo Verde decommissioning
study. Some changes in the cost calculations occurred between the prior 1998 study and the 2001 study.
The 2001 study estimated that the Company must fund approximately S311.6 million (stated in 2001
dollars) to cover its share of decommissioning costs. The previous cost estimate from the 1998 study
estimated that the Company needed to fund approximately $280.5 million (stated in 1998 dollars). The
2001 estimate reflects an 11.1% increase, or 3.6% average annual compound increase, from the 1998
estimate primarily due to increases in estimated costs for site restoration at each unit, pre and post-
shutdown transitioning and decommissioning preparations, spent fuel storage after operations have
ceased and the Unit 2 steam generator storage. The decommissioning study is stated in 2001 dollars and
makes no inflation assumptions. See "Spent Fuel Storage" below.

Although the 2001 study was based on the latest available information, there can be no assurance
that decommissioning cost estimates will not continue to increase in the future or that regulatory
requirements will not change. In addition, until a new low-level radioactive waste repository opens and
operates for a number of years, estimates of the cost to dispose of low-level radioactive waste are subject
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to significant uncertainty. The decommissioning study is updated every three years. The 2004 study is
expected to be complete in the second quarter of 2005. See "Disposal of Low-Level Radioactive Waste"
below. ,

Historically, regulated utilities such as the Company'have been permitted to collect in rates the
costs of nuclear decommissioning. The Company, through an affiliated transmission and distribution
utility, will be able to continue to collect from customers the costs-of decommissioning if and when it
becomes subject to the Texas Restructuring Law. The collection mechanism utilized in Texas is a "non-
bypassable wires charge" through which all customers, even those who choose to purchase energy from a
supplier other than the Company's retail affiliate, will be required to pay a fee, which includes the cost of
nuclear decommissioning, to the Company's affiliated transmission and distribution utility. In the
Company's case, collection of the fee through the Company's transmission and distribution utility will
begin in Texas if and when retail competition is implemented in the Company's Texas service territory.
See "Regulation - Texas Regulatory Matters - Deregulation" for further discussion.

Spent Fuel Storage. The original spent fuel storage facilities at Palo Verde had sufficient
capacity to store all fuel discharged from normal operation of all three Palo Verde units through 2003.
Alternative on-site storage facilities and casks have been constructed to supplement the original
facilities. In March 2003, APS began removing spent fuel from the original facilities as necessary, and
placing it in special storage 'casks which are stored at the new facilities until it is accepted by the DOE
for permanent disposal. The 2001 'decommissioning study assumed that costs to store fuel on-site will
become the responsibility of the DOE after 2037. APS believes that spent fuel storage or disposal
methods will be available for use by Palo Verde to allow its continued operation through the term of the
operating license for each Palo Verde unit.

Pursuant to the Nuclear Waste'Policy Act of 1982, as amended in 1987 (the "Waste Act"), the
DOE is legally obligated to accept and dispose of all spent nuclear fuel and other high-level radioactive
waste generated by all domestic power'reactors. In accordance with the Waste Act, the DOE entered
into a'spent nuclear fuel contract with the Company and all othei Palo Verde Participants. The DOE has
previously reported that its spent nuclear fuel disposal facilities''would not be in operation until 2010.
Subsequent judicial decisions required the DOE to start accepting spent nuclear fuel by January 31,
1998. The DOE did not meet' that deadline, and the Company cannot currently predict when spent fuel
shipments to the DOE's permanent disposal site will commence.

The Company expects to incur significant on-site spent fuel storage costs during the life of
Palo Verde that the Company'believes are the responsibility of the DOE. These costs will be amortized
over the bum' period of the fuel that will necessitate the use of the alternative on-site storage facilities
until an agreement is reached with the DOE for recovery' of these costs. In December 2003,' APS, in
conjunction with other nuclear plant operators, filed suit against the DOE on behalf of the Palo Verde
Participants to recover' monetary, damages associated with the delay in the DOE's acceptance of spent
fuel. The Company is unable to predict the outcome of these matters at this time.

Disposal of Low-Level Radioactive Waste. Congress has established requirements for the
disposal by' each state of low-level radioactive waste generated within its borders. Arizona, California,
North Dakota and South Dakota have entered into a compact (the "Southwestern Compact") for the
disposal of low-level radioactive waste. California will act as the first host state of the Southwestern
Compact, and Arizona will serve as the second host state.' The construction and opening of the
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California low-level radioactive waste disposal site in Ward Valley has been delayed due to extensive

public hearings, disputes over environmental issues and review of technical issues related to the

proposed site. Palo Verde is projected to undergo decommissioning during the period in which Arizona

will act as host for the Southwestern Compact. The opposition, delays, uncertainty and costs

experienced in California demonstrate possible roadblocks that may be encountered when Arizona seeks

to open its own waste repository. APS currently believes that interim low-level waste storage methods

are or will be available for use by Palo Verde to allow its continued operation and to safely store low-

level waste until a permanent disposal facility is available.,

Steam Generators. Palo Verde has experienced degradation in the steam generator tubes of each

unit. The projected service lives of the Palo Verde steam generators are reassessed by APS periodically

in conjunction with inspections made during scheduled outages at the Palo Verde units. New steam

generators were installed at Unit 2 during 2003 at a total cost :to the Company of approximately

$45.4 million. This replacement was based on an analysis of the net economic benefit from expected

improved performance of the unit and the need to realize continued production from that unit over its

full licensed life.

APS has identified accelerated degradation in the steam generator tubes in Units 1 and 3 and has

concluded that it is economically desirable to replace the steam generators at those units. The eventual

total project cash expenditures for steam generator replacements for Units 1, 2 and 3 are currently

estimated to be $724.0 million excluding replacement power costs (the Company's portion being

$114.4 million). As of December 31, 2004, the Company has paid approximately $59.0 million of such

costs. The remaining balance is expected to be paid - over the course of the. steam generator

replacements. The Company expects its portion will be funded with internally generated cash.

The Texas Rate Stipulation precludes the Company . from seeking a rate increase to recover

additional capital costs incurred at Palo Verde during the Freeze Period. The Company cannot assure

that its wholesale power rates and its competitive retail rates will be sufficient to recover its costs when

or if retail competition for generation services begins. See also Part II, Item 7, "Management's

Discussion and Analysis of Financial Condition and Results of Operations - Overview."

Liability and Insurance Matters. In 1957, Congress enacted the Price-Anderson Act as an

amendment to the Atomic Energy Act of 1954 to provide a system of financial protection for persons

who may be injured or persons who may be liable for a nuclear incident. The Price-Anderson Act

expired on December 31, 2003. Existing licensees, such as the Company, are grandfathered and will

continue to be subject to the provisions of the Price-Anderson Act in the event Congress does not

reauthorize the Price-Anderson Act. Despite extensive debate. the 108th Congress adjourned without

passing comprehensive energy legislation which would have extended the Price-Anderson Act. While

introduction of energy legislation in the 109th Congress is pending, it remains unclear what its course

may be. Proposals to separate less controversial provisions -such as the reauthorization of the Price-

Anderson Act from the comprehensive legislation were resisted by the House and Senate leadership.

Current versions of energy omnibus legislation, if passed, would provide for the reauthorization

of the Price-Anderson Act, thus amending the Atomic Energy Act to: (i) increase from $63 million to

$95.8 million the maximum amount of standard deferred premiums charged a licensee following any

nuclear incident under an industry retrospective rating plan and (ii) increase from $10 million to

$15 million (adjusted for inflation) in any one year the maximum amount of such premiums for each
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facility for which the licensee must maintain the maximum amount of primary financial protection. The

aggregate amount of DOE indemnification currently available to all licensees under the Price-Anderson

Act is '$9.4 billion. Additionally,' the Palo Verde Participants -have public liability insurance against

nuclear energy hazards up to the-full limit of liability under the Price-Anderson Act. The insurance

consists of $200 million of primary liability insurance'provided by commercial insurance carriers, with

the balance being provided by an industry-wide retrospective as'sessment program, pursuant to which

industry participants would be required to pay a retrospective assessment to cover any loss in excess of

$200 million. Presently, the maximum retrospective assessment per reactor'for each' nuclear incident is

approximately $88.1 million, subject to an annual limit of $10 million per incident. Based upon the

Company's 15.8% interest in Palo Verde, the Co npany's maximum potential retrospective assessment

per incident' is approximately $41.8 million for all 'three units'with an annual paymnenit limitation of

approximately $4.7 million.

The Palo Verde Participants maintain "all risk" (includin'g nuclear hazards) insurance f6r damage

to, and decontamination of, property at Palo Verde in the aggregate amount of $2.75 billion, a substantial

portion of which must first be'applied to stabilization and decontamiination.' The Comffipany also has

obtained insurance against a portion of any increased cost of generation or purchased power which may

result from' an accidental 'outage'of aniy of the three Palo Verde units if the outage exceeds 12 weeks.

Newman Power Station' .'

The Company's Newmian Power Station, located in El Paso, Texas, consists of three steam-

electric generating units and one combined cycle generating unit with anaggregate&'capacity of

approximately 482 MW.' The'units operate primarily on natural'gas but can also operate on fuel oil.

Rio Grande Power Station , :

The Company's Rio Grande Power Station, located.in Sunland Park, New Mexico, adjacent to

El Paso, Texas, consists of three steam-electric generating units with an aggregate capacity of

approximately 246 MW. The units operate primarily on natural gas but can also operate on fuel oil.

Four Corners Station - -

The Company owns a 7%,interest, or approximately 104 MW, in Units 4 and 5 at Four Corners,

located in northwestern New Mexico. Each of the two coal-fired generating units has a total -generating

capacity of 739 MW. The Company shares power entitlements'and certain allocated costs of the two

units with APS (the Four Comers operating agent) and the other participants, PNM, TEP, SCE and SRP.

Four Corners is located on land held on easements from the federal government and a lease from

the Navajo Nation that expires-in'2016, with a one-time-option to extend the term for an additional

25 years. Certain of the facilities associated with Four Corners; including transmission lines and almost

all of the contracted coal sources, are also located on Navajo land. Units 4 and 5 are located adjacent to

a surface-mined supply of coal. . . . , - - - ' -'
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Copper Power Station

The Company's Copper Power Station, located in El Paso, Texas, consists of a 68 MW
combustion turbine used primarily to meet peak demands. The unit operates primarily on natural gas but
can also operate on fuel oil. The Company leased the combustion turbine until December 2003 at which
time the Company purchased the facilities.

Hueco Mountain Wind Ranch

The Company's Hueco Mountain Wind Ranch, located in Hudspeth County, east of El Paso
County and adjacent to Horizon City, currently consists of two wind turbines with a total capacity of
1.32 MW.

Transmission and Distribution Lines and Agreements

The Company owns or has significant ownership interests in four major 345 kV transmission
lines in New Mexico, three 500 kV lines in Arizona, and owns the transmission and distribution network
within its New Mexico and Texas retail service area 'and operates these facilities' under franchise
agreements with various municipalities. The Company is also a party to various transmission and power
exchange agreements that, together with its owned transmission lines, enable the Company to deliver its
energy entitlements from its remote generation sources at Palo Verde and Four Comers' to its service
area. Pursuant to standards established by the North American Electric Reliability Council and the
Western Electricity Coordinating Council, the Company operates its transmission system in a way that
allows it to maintain system integrity in the event that any one of these transmission lines is out of
service.

Springerville-Diablo Line. The Company wholly owns a 310-mile, 345 kV transmission line
from TEP's Springerville Generating Plant near Springerville, Arizona, to the Luna Substation near
Deming, New Mexico, and to the Diablo Substation near Sunland Park, New Mexico. This transmission
line' provides an interconnection with TEP for delivery of the Company's generation entitlements from
Palo Verde and, if necessary, Four Corners.

Arroyo-West Mesa Line. The Company wholly owns a 202-mile, 345 kV transmission line from
the Arroyo Substation located near Las Cruces, New Mexico, to PNM's West Mesa Substation located
near Albuquerque, New Mexico. This is the primary delivery point for the Company's'generation
entitlement from. Four Comers, which is transmitted to the West Mesa Substation over approximately
150 miles of transmission lines owned by PNM.

Greenlee-Newman Line. The Company owns 40% of a 60-mile, 345 kV transmission line
between TEP's Greenlee Substation near Duncan, Arizona to the Hidalgo Substation near Lordsburg,
New Mexico, approximately 57% of a 50-mile, 345 kV transmission line between the Hidalgo
Substation and the Luna Substation and 100% of an 86-mile, 345 kV transmission line between the Luna
Substation and the Newman Power Station. These lines provide an interconnection with TEP for
delivery of the Company's entitlements from Palo Verde and, if necessary, Four Corners. The Company
owns the Afton 345 kV Substation located approximately 57 miles from the Luna Substation on the
Luna-to-Newman portion of the line which interconnects a generator owned and operated by PNM.
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-AMRAD-Eddy County Line. The Company owns 66.7% of a 125-mile, 345 kV transmission line
from the AMRAD Substation near Oro Grande, New Mexico, to the Company's and TNP's high voltage
direct current tenninal at the Eddy County Substation near Artesia, New Mexico. The Company owns
66.7% of the terminal. This terminal enables the Company to connect its transmission system to that of
SPS, providing the Company with access to purchased and emergency power from SPS and power
markets to the east.

Palo Verde Transmission and Switchyard. The Company owns 18.7% of two 45-mile, 500 kV
lines from Palo Verde to the Westwing Substation located northwest of Phoenix near Peoria, Arizona
and 18.7% of a 75-mile, 500 kV line from Palo Verde to the Kyrene Substation located near Tempe,
Arizona. These lines provide the Company with a transmission path for delivery of power from Palo
Verde. The Company also owns 18.7% of two 500 kV switchyards connected to the Palo Verde-Kyrene
500.kV line: the Hassayarnpa switchyard adjacent to the southern edge of the Palo Verde 500 kV
switchyard and the Jojoba switchyard approximately 24 miles from Palo Verde. These switchyards were
built to accommodate the addition of new generation and transmission in the Palo Verde area.

Environmental Matters'

The Company is subject to regulation with respect to air, soil and water quality, solid waste
disposal and other environmental matters by federal, state, tribal and local authorities. Those authorities
govern current facility operations and have continuing jurisdiction over facility modifications. Failure to
comply with these environmental regulatory requirements can result in actions by regulatory agencies or
other authorities that might seek to impose on the Company administrative, civil, and/or criminal
penalties. If the United States regulates green house gas emissions, the Company's fossil fuel generation
assets will be faced with the additional cost of monitoring, controlling and reporting these emissions. In
addition, unauthorized releases of pollutants or contaminants into the environment can result in costly
cleanup obligations that are subject to enforcement by the ,regulatory agencies. Environmental
regulations can change rapidly and are often difficult to predict. While the Company strives to prepare
for and implement changes necessary ,to comply with changing environmental regulations, substantial
expenditures may be required for the Company to comply with such regulations in the future.

The Company analyzes the costs of its obligations arising from environmental matters on an
ongoing basis and believes it has'made adequate provision in its financial statements to meet such
obligations. As a result of this analysis, the Company has a provision for environmental remediation
obligations of approximately $1.3 million as of December 31, 2004, which is related to compliance with
federal and state environmental standards. However, unforeseen expenses associated with compliance
could have a material adverse effect on the future operations and financial condition of the Company.

Along with many other companies, the Company received from the Texas Commission on
Environmental Quality ("TCEQ") a request for information dated October 15, 2003 in connection with
environmental conditions at a facility in San Angelo, Texas that has been owned and operated by the
San Angelo Electric Service Company ("SESCO"). The Company's written response to TCEQ notes that
SESCO performed repair services for certain Company electrical equipment between 1981 and 1991,
prior to the Company's bankruptcy. Although the SESCO site has not been designated as a state or
federal Superfund site and the Company has not been named as .a "responsible party" or a "potentially
responsible party" at that site, the Company received in October 2004 an invitation to participate in site
cleanup activities from a group of private companies that are conducting certain cleanup activities at the
SESCO site. At this time, the Company has not agreed to participate in the cleanup of the SESCO site

7



and is unable to predict the outcome of this matter, although the Company has no reason at present to
believe that it will incur material liabilities in connection with the SESCO site.

Except as described herein, the Company is not aware of any other active investigation of its
compliance with environmental requirements by the Environmental Protection Agency, the TCEQ or the
New Mexico Environment Department which is expected to result in any material liability.
Furthermore, except as described herein, the Company is not aware of any unresolved, potentially
material liability it would face pursuant to the Comprehensive Environmental Response, Comprehensive
Liability Act of 1980, also known as the Superfund law.

Construction Program

Utility construction expenditures reflected in the following table consist primarily of local
generation (including cost of capacity to replace units to be retired), expanding and updating the
transmission and distribution systems and the cost of capital improvements and replacements at Palo
Verde, including the fabrication and installation of Palo Verde Units I and 3 steam generators.
Replacement power costs expected to be incurred during the replacement of Palo Verde steam generators
are not included in construction costs. Studies indicate that the Company will need additional supply-
side and demand-side resources to meet increasing load requirements on its system. As a result, the
Company is currently evaluating various alternatives to meet its load requirements, but those costs are
not included in the table.

The Company's estimated cash construction costs for 2005 through 2008 are approximately
$498 million. Actual costs may vary from the construction program estimates shown. Such estimates
are reviewed and updated periodically to reflect changed conditions.

By Year (1)(2) By Function
(In millions) - (In millions)

2005 .................. $ 95 Production'(1)(2) .................. $ 284
2006... ....... 83 Transrmission ................... 32
2007 .................. 141 Distribution ...... 126
2008 .... ' 179 General .... 56

Total ..... . . ... $ 498 Total ..... ' . $ 498

(1) Does not include acquisition costs for nuclear fuel. See "Energy Sources -
Nuclear Fuel."

(2) Includes $159.6 million for local generation, $15.4 million for the
Four Corners Station and $109.4 million for the Palo Verde Station.
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Energy Sources

General

The following table summarizes the percentage contribution of nuclear fuel, natural gas, coal and
purchased power to the total kWh energy mix of the Company. Energy generated by wind turbines
accounted for less than 1% of the total kWh energy mix.

Years Ended December 31,
Power Source 2004 2003 2002

Nuclear fuel ........................................ 49% 50% 52%
Natural gas ........................................ 27 27 25
Coal........8 9 6.. .. . .. . .. . .............................................. .....
Purchased power................................................................. 16 14 17

Total.............................................................................. .....00% 100% 100%

Allocated fuel and purchased power costs are generally passed through directly to customers in
Texas and New Mexico pursuant to applicable regulations. -Historical fuel costs and revenues are
reconciled periodically in proceedings before the Texas and New Mexico Commissions to determine
whether a refund or surcharge based on such historical costs and revenues is necessary. See "Regulation
- Texas Regulatory Matters" and "- New Mexico Regulatory Matters."

Nuclear Fuel

The nuclear fuel cycle for Palo Verde consists of the following stages: the mining and milling of
uranium ore to produce uranium concentrates; the conversion of the uranium concentrates to uranium
hexafluoride ("conversion services"); the enrichment of uranium hexafluoride ("enrichment services");
the fabrication of fuel assemblies ("fabrication services"); the utilization of the fuel assemblies in the
reactors; and the storage and disposal of the spent fuel. The Palo Verde Participants have contracts in
place that will furnish 100% of Palo Verde's operational requirements for uranium concentrates,
conversion services and enrichment services through 2008. Such contracts could also provide 100% of
enrichment services in 2009 and 2010. The Palo Verde Participants have a contract for fabrication
services through 2016 for each Palo Verde unit.

Nuclear Fuel Financing. Pursuant to the ANPP Participation Agreement, the Company owns an
undivided interest in nuclear fuel purchased in connection with Palo Verde. The Company has available
a total of $100 million under a revolving credit facility that provides for both working capital and up to
$70 million for the financing of nuclear fuel. This facility was' renewed in 2004 for a five-year term
ending December 17, 2009. At December 31, 2004, approximately $41.2 million had been drawn to
finance nuclear fuel. This financing is accomplished through a trust that borrows under the credit
facility to acquire and process the nuclear fuel. The Company is obligated to repay the trust's borrowings
with interest and has secured this obligation with First Mortgage Collateral Series Bonds. The Company



Natural Gas

The Company manages its natural gas requirements through a combination of a long-term supply
contract and spot market purchases. The long-term supply contract provides for firm deliveries of gas at
market-based index prices. In 2004, the Company's natural gas requirements at the Rio Grande Power
Station were met with both short-term and long-term natural gas purchases from various suppliers. This
is expected to continue in 2005. Interstate gas is delivered under a base firm transportation contract that
expires in July 2005. The Company expects to renew this contract beyond 2005, on terms to be
negotiated between the parties. The Company anticipates it will continue to purchase natural gas at spot
market prices on a monthly basis for a portion of the fuel needs for the Rio Grande Power Station for the
near term. The Company will continue to evaluate the availability of short-term natural gas supplies
versus long-term supplies to maintain a reliable and economical supply for the Rio Grande Power
Station.

Natural gas for the Newman and Copper Power Stations is primarily supplied pursuant to an
intrastate natural gas contract that expires in 2007. The Company will also continue to evaluate short-
term natural gas supplies to maintain a reliable and economical supply for the Newman and Copper
Power Stations.

Coal

APS, as operating agent for Four Corners, purchases Four Corners' coal requirements from a
supplier with a long-term lease of coal reserves owned by the Navajo Nation. APS, on behalf of the
Company and the other Four Comers Participants, has extended the Four Corners coal contract with the
supplier to 2016 to coincide with the Four Corners Plant lease with the Navajo Nation. Based upon
information from APS, the Company believes that Four Corners has sufficient reserves of coal to meet
the plant's operational requirements for its useful life.

In the fourth quarter of 2004, upon preliminary review of a study conducted by an outside
engineering firm, the Company increased its estimated final reclamation and coal mine closure liability
related to the Company's interest in Four Corners from $7.4 million to $10.5 million. The $3.1 million
increase (in 2004 pre-tax dollars) in its estimated reclamation and coal mine closure liability resulted in a
$2.4 million charge to energy expense and a $0.7 million increase in regulatory assets.

Purchased Power

To supplement its own generation and operating reserves, the Company engages in firm and non-
firm power purchase arrangements which may vary in duration and amount based on evaluation of the
Company's resource needs and the economics of the transactions. The Company purchased 103 MW of
firm energy in 2004 and will continue to purchase an identical annual amount through 2005 based on a
purchase agreement entered into in 2001. This agreement includes demand, energy and transmission
charges. In 2004, the Company entered into a 20-year contract, beginning in 2006, for the purchase of
up to 133 MW of capacity and associated energy from SPS. This contract includes a demand charge,
energy charge and a transmission charge. Other purchases of shorter duration were made primarily to
replace the Company's generation resources during planned and unplanned outages.
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Operating Statistics

Years Ended December 31.

Operating revenues:
Base revenues:

Retail:
Residential..................................................................
Commercial and industrial, small ....................... '
Commercial and industrial, large...............................
Sales to public authorities......................................

Total retail base revenues ....... ......... '
Wholesale:

Sales for resale..Salesfor rsale..........................................................
Total base revenues. ......................................

Fuel revenues........................................................................
Economy sales......................................................................
Other....................................................................................

Total operating revenues ................ .
Number of customers (end of year):

Residential ............................................................................
Commercial and industrial, small......
Commercial and industrial, large .........................................
Other.....................................................................................

Total ......................................................................
Average annual kWh use per residential customer....................
Energy supplied, net, kWh (in thousands):

Generated...........Geneate...................... ...................................................
Purchased and interchanged....................... .

Total ....................... .
Energy sales, kWh (in thousands):

Retail:
Residential.......;...............................................................
Commercial and industrial,' small ........................-
Commercial and industrial, large ...................................
Sales to public authorities I.....................................

Total retail ........... :. . . .
Wholesale:

Sales for resale . ... ....... . :. .
Economy sales........

Total wholesale.........................................................
Tota enegy sles.................................................Total energy sales ......

Losses and Company use......................................................
Total ......................................................................

Native system:
Peak load, kW.......................................................................
Net generating capacity for peak, kW .............................-

Total system:
Peak load, kW (2) ................................................................
Net generating capacity for peak, kW (3) .'
System capacity factor (4)................. ' ;

2004

$ 174,752
165,760
43,150
'72,720

'456,382

1,675
458,057
161,052
78,533

-10.986

296,435
31,079

58
4.553

332,125

',611,465
1,410.114

_9,QZLi279

1,986,085
2,115,822
1,236,426-
1i243,003
6,581,336

41,094
1,838,467'
1,879,561
8,460,897

9,021,579

1,332,000

1,575,000
1,500,000

60.1%

2003

$ 171,459
165,434
43,294
73,136

453,323

3,223
456,546
122,761
76,536
8,519

S 664,362

289,179
30,254

63(1)
4.524-

324,020~

7,740,923
1.250,707

,8.99 1.63Q

1,932,171
2,096,860
1,197,065
1,224,349
6.450.445

67,754
1.920,882
1.988,636
8,439,081

552,549
8,991,630

1,308,000

1,546,000
1,500,000
- 60.1%

2002

$ 166,320
163,553
43,419
70.802

444,094

32,228
476,322
158,650
43,654
11.459

281,874
29,281

64 (1)
4.431-

3_!15,6-50

7,785,938
1,549,875
9,335,813

1,870,931
2,076,758
1,161,815
1.212.180
6.321,684

986,134
1.483,465
2,469.599
8,791,283

544,530

1,282,000

1,509,000
1,500,000

61.1 %

(1) Revised to conform with new 2004 commercial and industrial'large billing system which counts customers
by service location rather than by meter. This change did not affect sales or revenues of the Company.

(2) Includes spot firm sales of 245,000 kW, 355,000 kW: and 150,000 kW for 2004, 2003 and 2002,
respectively.

(3) Excludes 103,000 kW, 103,000 kW and 153,000 kW of firm on and off-peak purchases for 2004, 2003 and
2002, respectively.

(4) -System capacity factor includes average firm system purchases of 103,000 kW, 103,000 kW and
143,000 kW for 2004, 2003 and 2002, respectively.
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Regulation

General

In 1999, both the Texas and New Mexico legislatures enacted electric utility industry
restructuring laws requiring competition in certain functions of the industry and ultimately in the
Company's service area. In Texas, the Company has been exempt from the requirements of the Texas
Restructuring Law, including utility restructuring and retail competition. The Texas Commission
recently adopted a rule that would further delay competition in the Company's Texas service territory
until at least the time that an independent regional transmission organization ("RTO") begins operation
in its relevant power markets. In April 2003, the New Mexico Restructuring Act was repealed and as a
result, the Company's operations in New Mexico will continue to be fully regulated. The Company
cannot predict at this time the full effects the repeal of the New Mexico Restructuring Act will have on
the Company should it be required to ultimately implement the Texas Restructuring Law.

Federal Regulatory Matters

Federal Energy Regulatory Commission. The FERC has been conducting an investigation into
potential manipulation of electricity prices in the western United States during 2000 and 2001. On
August 13, 2002, the FERC initiated a Federal Power Act ("FPA") investigation into the Company's
wholesale power trading in the western United States during 2000 and 2001 to determine whether the
Company and Enron engaged in misconduct and, if so, to determine potential remedies. The Company
reached settlements with the FERC and other parties in 2002 and 2003. The Company believes the
FERC's order resolved all issues between the FERC and the other parties to this investigation. Under the
settlements, the Company agreed to refund $15.5 million and to make wholesale sales pursuant to its
cost of service rate authority rather than its market-based rate authority for the period December 1, 2002
through December 31, 2004. This agreement allowed the Company to sell power into wholesale markets
at its incremental cost plus $21.11 per MWh. To the extent that wholesale market prices exceeded these
agreed upon amounts, the Company lost the opportunity to realize these additional revenues. This
provision did not have a significant impact on the Company's revenues through December 31, 2004.
The Company's ability to make wholesale sales pursuant to its market-based rate authority was restored
on January 1, 2005.

RTOs. FERC's rule ("Order 2000") on RTOs strongly encourages, but does not require, public
utilities to form and join RTOs. The Company is an active participant in the development of
WestConnect, formerly known as the Desert Southwest Transmission and Reliability Operator. As a
participating transmission owner, the Company will ultimately transfer operational authority of its
transmission system to WestConnect subject to receiving any necessary regulatory approvals. On
October 10, 2002, FERC issued an order indicating that the Company's WestConnect proposal satisfied,
or with certain modifications would satisfy, the FERC requirements for an RTO under Order 2000.
WestConnect will continue to work with the FERC and two other proposed RTOs in the west to achieve
a seamless market structure. The Company, however, is anticipated to be no more than a 9% participant
in WestConnect and cannot control the terms or timing of its establishment. WestConnect will not be
operational for several years. The establishment of an independent RTO in the Company's service area
is a prerequisite for the Company to be considered part of a Qualified Power Region as defined in the
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Texas Restructuring Law. The timing of the operations of WestConnect could affect when and whether

the Company's Texas service territory is deregulated under the Texas Restructuring Law.

Department of Energy. The DOE regulates the Company's exports of power to the CFE in

Mexico pursuant to a license granted by the DOE and a presidential permit. The DOE has determined
that all such exports over international transmission lines shall be made in accordance with Order

No. 888, which established the FERC rules for open access.

The DOE is authorized to assess operators of nuclear generating facilities a share of the costs of

decommissioning the DOE's uranium enrichment facilities and for the ultimate costs of disposal of spent

nuclear fuel. See "Facilities - Palo Verde Station - Spent Fuel Storage" for discussion of spent fuel

storage and disposal costs.

Nuclear Regulatory Commission. The NRC has jurisdiction over the Company's licenses for

Palo Verde and regulates the operation of nuclear generating stations to protect the health and safety of

the public from radiation hazards. The NRC also has the authority to conduct environmental reviews

pursuant to the National Environmental Policy Act.

Texas Regulatory Matters

The rates and services of the Company are regulated in Texas by municipalities and by the Texas

Commission. The largest municipality in the Company's service area is the City of El Paso. The Texas

Commission has exclusive appellate jurisdiction to review municipal orders and ordinances regarding

rates and services within municipalities in Texas and original jurisdiction over certain other activities of

the Company. The decisions of the Texas Commission are subject to judicial review.

Deregulation. The Texas Restructuring Law required certain investor-owned electric utilities to

separate power generation activities from transmission and distribution activities by January 1, 2002, and

on that date, retail competition for generation services was instituted in some parts of Texas. The Texas

Restructuring Law, however, specifically recognized and preserved the Company's Texas Rate

Stipulation and Texas Settlement Agreement by, among other things, exempting the Company's Texas

service area from retail competition until the end of the Freeze Period. On October 13, 2004, the Texas

Commission approved a rule further delaying retail competition in the Company's Texas service
territory. The rule approved by the Texas Commission sets a schedule which identifies various

milestones for the Company to reach before competition can begin. The first milestone calls for the

development, approval by the FERC, and commencement of independent operation of a RTO, including

the development of retail market protocols to facilitate retail competition. The complete transition to

retail competition would occur upon the completion of the last milestone which would be the Texas

Commission's final evaluation of the market's readiness to offer fair competition and reliable service to

all retail customers. The Company believes that adoption of this rule will likely delay retail competition
in El Paso for at least several years. There is substantial uncertainty about both the regulatory
framework and market conditions that will exist if and when retail competition is implemented in the

Company's service territory, and the Company may incur substantial preparatory, restructuring and other

costs that may not ultimately be recoverable. There can be no assurance that deregulation would not

adversely affect the future operations, cash flows and financial condition of the Company.
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Renewables and Energy Efficiency Programs. Notwithstanding the Commission's approval of a
rule further delaying competition in the Company's Texas service territory, the Company will become
subject to the renewable energy and energy efficiency requirements of the Texas Restructuring Law on
January 1, 2006. Under the renewable energy requirements, the Company will have to annually obtain
its pro rata share of renewable energy credits as determined by the Texas Commission, based on total
Texas retail sales subject to renewable energy credit allocation. The Company's ultimate obligation to
obtain renewable energy credits will not be known until January 31 of the year following the compliance
year, and it will have until March 31 to obtain, if necessary, and submit to the Texas Commission,
sufficient credits. In addition, by January 1, 2007 and January 1, 2008, the Company will be required to
fund incentives for energy efficiency savings that will achieve the goal of meeting 5% and 10% of its
growth in demand through energy efficiency savings, respectively. Preparatory costs incurred by the
Company to meet these requirements will not be recoverable in the Company's Texas service territory
prior to the expiration of the Freeze Period.

Termination of Freeze Period. The Freeze Period expires on August 1, 2005. Thereafter, the
Company will be subject to traditional cost of service regulation by the Texas cities it serves and by the
Texas Commission. Its present rates will stay in effect until changed by a city or the Texas Commission.
Any such change would be initiated with either a request by the Company or a complaint by a regulator
or customer. Any rate change order would be preceded by discovery and presentation of evidence. Any
decision by a city would be subject to appellate review by the Texas Commission. The Company has no
present intention to request a base' rate change, and no complaints against the Company's base rates are
pending.

The end of the Freeze Period may also bring an end to the 50/50 sharing of off-system sales
margins between the Company and its customers. The current fuel rule in Texas provides that'such
margins are to be fully credited to customers.

The Company's ten-year franchise with the City of El Paso ("City") expires on August 1, 2005.
The franchise governs the Company's usage of City-owned property, including the payment of franchise
fees.

The Company is meeting with the City to discuss the Company's franchise and rate treatment
after the expiration of the Freeze Period. The Company is unable to predict the outcome of these
discussions.

Fuel. Although the Company's base rates are frozen in Texas pursuant to Texas Commission
rules and the Texas Rate Stipulation, the Company can request adjustments to its fuel factor to more
accurately reflect projected energy costs associated with providing electricity and seek recovery of past
undercollections of fuel revenues,; subject to periodic final review by the Texas Commission in fuel
reconciliation proceedings.

The Company reconciled its Texas jurisdictional fuel costs for the period January 1, 1999
through December 31, 2001 in PUC Docket No. 26194, and on May 5, 2004, the Texas Commission
issued its final order. At issue was the Company's request to recover an additional $15.8 million, before
interest, from its Texas customers as a surcharge due to fuel undercollections from January 1999 through
December 2001. The Texas Commission disallowed approximately $4.5 million of Texas jurisdictional
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expenses, before' interest, consisting primarily of (i) approximately $4.2 million of purchased power

expenses which the Texas' Commission characterized,. as ",imputed capacity charges;" 'and

(ii) approximately $0.3 million in fees which were deemed to be administrative costs, not recoverable as

fuel. This disallowance was recorded as a reduction of fuel revenue during the fourth quarter of 2003:

In Texas, capacity charges are not eligible for recovery as fuel expenses but are to be recovered through

the Company's base rates. As the Company's base rates were 'frozen during the period in which the

imputed capacity -charges were deemed, to have been incurred, the $4.2 million of imputed' capacity

charges were therefore permanently disallowed, and not recoverable from its Texas customers. The

Texas Commission's decision has been appealed by two parties and the Company, 'and the Company is

unable to predict the ultimate outcome of the appeals.:

The Company has incurred similar purchased power costs for the fuel reconciliation period

beginning January 1, 2002. 'The Company believes that it'has- accounted for its purchased power costs

during the reconciliation period -beginning, January 2002 in 'a manner consistent with the Texas

Commission's decision' in PUC Docket No. 26194. However,, the Texas Commission recently

commenced a generic rulemaking proceeding to determine a statewide policy for the appropriate pricing

of capacity in purchased power contracts. On August 31, 2004, the Company filed an application (PUC

Docket No. 30143) to. reconcile Texas jurisdictional fuel costs for the' period January l, 2002 to

February 29, 2004. There can be no assurance as to the outcome of the rulemaking and its potential

impact-on the Company with respect to fuel recovery in future reconciliation periods,'including those in

PUC Docket No. 30143. ' . ' -' -

Palo Verde Perfonmance Standards. 'The Texas Commission -established performance standards
for the operation of Palo Verde pursuant to which each Palo' Verde unit- is evaluated annually to

determine whether its three-year rolling average capacity factor entitles the Company to a reward or

subjects it to a penalty.: The capacity factor is calculated as the ratio of actual generation to maximum

possible generation.' If the capacity factor, as measured on a station-wide basis -for any consecutive

24-month period, should fall below!35%, the Texas Commission can also reconsider the rate treatment

of Palo Verde, regardless of the provisions of the Texas Rate Stipulation and the Texas Settlement

Agreement. The-removal of Palo Verde from rate base 'could have a significant negative impact on the

Company's revenues and financial condition.: Under the performance standards as modified by the Texas

Fuel Settlement, the Company has calculated the performance rewards for the reporting periods ending

in 2004,'2003 and 2002 to be approximately $0.2 million,~ $0.8 million and'$1.3 million' respectively.

These rewards will be included, along with energy costs incurred and revenues billed, as part- of the

Texas Commission's review during -a future periodic fuel reconciliation proceeding as discussed above.

Performance rewards are not 'recorded'on the Company's books until'the Texas Commission has ordered'

a final 'determination' in -a fuel -proceeding or comparable.'evidence of collectibility is obtained.

Performance penalties are recorded when assessed as probable by the Company. -

New Mexico Regulatory Matters

The New Mexico Commission has jurisdiction over the Company's rates and services in

New Mexico and over certain' other activities of the 'Company, including prior approval of the issuance,

assumption or guarantee of securities. The New Mexico Commission's decisions are subject to judicial

review. The largest city in the Company's New Mexico'service territory is Las Cruces. -

15



Deregulation. In April 2003, the New Mexico Restructuring Act was repealed, and as a result,
the Company's operations in New Mexico'will continue to be'fully regulated. The Company cannot
predict at this time. the full effects the repeal of the New Mexico Restructuring Act will have on the
Company if it ultimately transitions to retail competition in Texas.

New Mexico Rate Stipulation. On June 1, 2004,' the Company implemented new rates according
to the New. Mexico Stipulation whereby, among other things, the Company agreed for a period of three
years beginning June 1,' 2004 to (i) freeze base rates after an initial non-fuel base rate reduction of 1%;
(ii) fix fuel and purchased power cost associated with 10% of the Company's jurisdictional retail sales in
New Mexico at $0.021 per kWh; (iii) leave subject to reconciliation the remaining 90% of the
Company's New Mexico jurisdictional fuel and purchased power costs not collected in base rates;
(iv) continue the collection of a portion of fuel and purchased power costs in base rates as presently
collected in the amount of $0.01949 per kWh;' (v) price power provided from Palo Verde Unit 3 to the
extent of its availability at an 80% nuclear, 20% gas fuel mix; and (vi) deem reconciled,, for the period
June 15, 2001. through May 31, 2004, the Company's fuel: and purchased power costs for the
New Mexico jurisdiction. -

-Fuel. In- April 2004, the New Mexico Commission, as part of the New Mexico Stipulation,.
approved a fuel and purchased power cost adjustment clause. The Company will continue to recover
fuel and purchased power costs in base rates in the amount of $0.01949 per kWh and continue the fuel
and purchased power cost adjustment to recover 90% of the remaining fuel and purchased power costs.
Fuel and purchased power costs associated with the remaining 10% of the Company's jurisdictional
retail sales in New Mexico are fixed at $0.021 per kWh. The Company and all intervenors entered into
the New Mexico Stipulation on the Company's compliance filing.-

Renewables. The New Mexico Renewable Energy Act of 2004 requires that, by January 1, 2006,
renewable energy comprise' no less than 5% of the Company's total retail sales to New Mexico
customers. - The requirementc increases by 1 % annually until January 1, 2011, when the renewable
portfolio standard shall reach. a level of 10% of the Company's total retail- sales to New Mexico
customers and will remain fixed at such level thereafter. On September l, 2004, the Company filed its
Transitional Procurement Plan detailing its proposed actions to comply with the Renewable Energy Act.

The New Mexico Commission approved the Company's Transitional Procurement Plan with
modifications to shorten the, term for the Company's proposed contract to purchase'renewable energy
credits and to address diversity provisions of the Renewable Energy Act. These modified provisions will
be incorporated into the:-renewable procurement plan. to be filed by the Company no later than
September 1, 2005 for the 2006 year. Costs incurred by the Company to meet the requirements of the
New Mexico Renewable Energy Act are to be recovered from New Mexico customers pursuant to the
Renewable Energy Act and the New Mexico Commission's rules.

Sales for Resale

Thea Company provides up to 10 MW: of firm capacity, associated energy, and transmission
service'to the Rio Grande Electric Cooperative pursuant to an ongoing contract which requires a
two-year hotice to tenninate. No such notice has been received.
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Power Sales Contracts

On November 9, 2004, the Company entered into transactions for the sale of 50 MW to be

supplied during the off-peak periods in 2005. The revenues from these sales are anticipated to be

approximately $8.2 million in 2005.

The Company also has an agreement with a counterparty for power exchanges under which the

Company received 30 MW of on-peak capacity and associated energy during 2004 at the Eddy County

tie and concurrently delivered the same amount at Palo Verde and/or Four Corners. The on-peak

exchange amount remains at 30 MW through 2005. The agreement also gives the counterparty the

option to deliver up to 133 MW of off-peak capacity and associated energy through 2005 at the Eddy

County tie and concurrently receive the same amount at Palo Verde and/or Four Corners. The Company
will receive a guaranteed margin on any energy exchanged under the off-peak agreement. See

"Purchased Power."

Franchises and Significant Customers

City of El Paso Franchise

The Company's largest franchise agreement is with the City. The franchise agreement includes a

2% annual franchise fee (approximately $7.9 million per year currently) and allows the Company to
utilize public rights-of-way necessary to serve its retail customers within the City. The franchise with

the City extends through August 1, 2005.

The Company's franchise agreement with the City included an option to acquire all of the non-

cash assets of the Company at the end of the term of the franchise on August 1, 2005. To exercise the

option, the City was required to deliver written notice to the Company one year prior to the expiration of
the franchise term. The option expired unexercised on August 1, 2004.

Las Cruces Franchise

In February 2000, the Company and Las Cruces entered into a seven-year franchise agreement

with a 2% annual franchise fee (approximately $1.2 million per year currently) for the provision of

electric distribution service. Las Cruces is prohibited during this seven-year period from taking any

action to condemn or otherwise attempt to acquire the Company's distribution system, or attempt to

operate or build its own electric distribution system. Las Cruces will have a 90-day non-assignable
option at the end of the Company's seven-year franchise agreement to purchase the portion of the

Company's distribution system that serves Las Cruces at a purchase price of 130% of the Company's

book value at that time. If Las Cruces exercises this option, it is prohibited from reselling the

distribution assets for two years. If Las Cruces fails to exercise this option, the franchise and standstill

agreements will be extended for an additional two years.

Military Installations

The Company currently serves Holloman Air Force Base ("Holloman"), White Sands Missile

Range ("White Sands") and the United States Army Air Defense Center at Fort Bliss ("Ft. Bliss"). The

Company's sales to the military bases represent approximately 3% of annual operating revenues. The

Company currently has contracts with all three military bases that it serves. The Company signed a
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contract with Ft. Bliss in December 1998 under which Ft. Bliss will take retail electric service from the
Company through December 2008. The Company has a contract to provide retail electric service and
limited wheeling services to Holloman for a ten-year term which expires in December 2005. In May
1999, the Army and the Company entered into a ten-year contract to provide retail electric service to
White Sands.
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Risk Factors

Like other companies in our industry, our consolidated financial results will be impacted by
weather, the economy of our service territory, fuel prices, the performance of our customers and the
decisions of regulatory agencies. Our common stock price and creditworthiness will be affected by
national and international macroeconomic trends, general market conditions and the expectations of the
investment community, all of which are largely beyond our control. In addition, the following
statements highlight risk factors that may affect our consolidated financial condition and results of
operations. These are not intended to be an exhaustive discussion of all such risks, and the statements
below must be read together with factors discussed elsewhere in this document and in our other filings
with the SEC.

Our Costs Could Increase if There are Problems
.at the Palo Verde Nuclear Generating Station

A significant percentage of our generating capacity, assets and operating expenses is attributable
to Palo Verde. The Company's 15.8% interest in each of the three Palo Verde units total approximately
600 MW, of generating capacity., Palo Verde represents approximately 40% of our available net
generating capacity and represented approximately 49% of our available energy for the twelve months
ended December 31, 2004. Nuclear fuel represented approximately 49% of the total kWh energy mix of
the Company for the twelve months ended December 31, 2004. We face the risk of additional or
unanticipated costs at Palo Verde resulting from (i) increases in operation and maintenance expenses;
(ii) the replacement of steam generators in Palo Verde Units 1 and 3; (iii) an extended outage of any of
the Palo Verde units; (iv) increases in estimates of decommissioning costs; (v) the storage of radioactive
waste, including spent nuclear fuel; (vi) insolvency of other Palo Verde Participants; and
(vii) compliance with the various requirements and regulations governing commercial nuclear generating
stations. At the same time, the Company's retail base rates in Texas are effectively capped through a-rate

freeze ending in August 2005. As a result, the Company cannot raise its base rates in Texas prior to the
expiration of the Freeze Period in the event of increases in non-fuel costs or loss of revenue.
Additionally, should retail competition occur, there may. be competitive pressure on the Company's
power generation rates which could reduce its profitability._ The Company cannot assure that its
revenues will be sufficient to recover any increased costs, including any increased costs in connection
with Palo Verde or other operations, whether 'as a result of inflation, changes in tax laws or regulatory

requirements, or other causes.

Our Retail Rates Are Subject to Change Following the
Termination of our Ten-Year Rate Freeze'in' August 2005

Our rates in Texas, which account for 68% of our revenues, have been frozen and not subject to
regulatory review since August 2, 1995. The Freeze Period expires on August 1, 2005. Thereafter, we
will be subject to traditional cost of service regulation by the Texas-cities that we serve and the Texas
Commission. There can be no assurance that we will be able'to maintain our Texas rates after expiration
of the Freeze Period. In addition, the end of the Freeze Period may mean that we will no longer be
entitled to retain 50% of our'margins from off-system sales. -If a return to cost of service regulation leads
to lower rates or the retention by us of less of the margin' from off-system sales, there would be a
material negative impact on our revenues, earnings, cash flows and financial position.
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Our Franchise With the City of El Paso
Expires in August 2005

El Paso is the largest city in our service area, representing 59% of our revenues for the twelve
months ended December 31, 2004. Our ten-year franchise with the City of El Paso expires on August 1,
2005 and there can be no assurance that we will be able to negotiate a new franchise on terms that are
acceptable to us.

We May Not Be Able to Pass Through
All of Our Fuel Expenses to Customers

In general, through regulation, we can pass through our fuel and purchased power expenses to
our customers. Nevertheless, we agreed in 2004 to a fixed fuel factor for ten percent of our retail
customers in New Mexico. This subjects us to the risk of increased costs of fuel that would not be
recoverable. The portion of fuel expense that is not fixed is subject to reconciliation by the Texas and
New Mexico Commissions. Prior to the completion of a reconciliation, the Company records fuel
transactions such that fuel revenues equal fuel expense except for the portion fixed in New Mexico. In
the event that a disallowance occurs during a reconciliation proceeding, the amounts recorded for fuel
and-purchased power expenses could differ from the amounts allowed to be collected by us from our
customers and we would incur a loss to the extent of the disallowance.

Equipment Failures and Other External Factors
Can Adversely Affect Our Results

The generation and transmission of electricity require the use of expensive and complex
equipment. While we have a maintenance program in place, generating plants are subject to unplanned
outages because of equipment failure. We are particularly vulnerable to this due to the advanced age of
several of our generating units in or near El Paso. In these events, we must acquire power from others at
unpredictable costs in order to supply our customers and comply with our contractual agreements. This
can increase our costs materially and prevent us from selling excess power at wholesale, thus reducing
our profits. In addition, decisions or mistakes by other utilities may adversely affect our ability to use
transmission lines to deliver or import power, thus subjecting us to unexpected expenses or to the cost
and uncertainty of public policy initiatives. We are particularly vulnerable to this because a significant
portion of our available energy (at Palo Verde and Four Corners) is located hundreds of miles from El
Paso and Las Cruces and must be delivered to our customers over long distance transmission lines.
These factors, as well as weather, interest rates, economic conditions, fuel prices and price volatility, are
largely beyond our control, but may have a material adverse effect on our consolidated earnings, cash
flows and financial position.

Competition and Deregulation Could Result in a
Loss of Customers and Increased Costs

As a result of changes in federal law, our wholesale and large retail customers already have, in
varying degrees, alternate sources of economical power, including co-generation of electric power. In
addition, in recent years, both New Mexico and Texas passed industry deregulation legislation requiring
us to separate our transmission and distribution functions, which would remain regulated, from our
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power generation and en'ergy- services businesses,' which would operate in a competitive market, in the
future. New Mexico repealed-the.NewMexico Restructuring .Act-in April 2003, and.the Company's
operations in New Mexico will remain fully regulated. On October 13, 2004, the Texas Commission
approved a rule delaying retail 6conipetition in the Companyis Texas service territory. There is
substantial uncertainty about both the regulatory framework and'mkarket conditions that would exist if
and when retail competition isiimplemnented in the Company's'Texas 'service territory, anid w(e may incur
substantial preparatory, restructuring and othei costs that mn'ay^not ultimately be recoverable. There can
be no assurance that deregulation would not adversely affect our future operations, cash flows and
financial condition__-,
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Executive Officers of the Registrant

The executive officers of the Company as of February 28, 2005, were as follows:

. I Name *Age I . , Current Position and Business Experience . -- o _
Gary R. Hedrick'...... ...... .. 50 Chief Executive Officer, Presidenf and' Director since November 2001,;

Executive Vice President,, Chief Financial and Administrative Officer
from August 2000 to'November 2001;. Vice President, Chief Financial
Officer and Treasurer from August 1996 to August 2000.

Terry Bassham (1) ............ 44 Executive Vice President, Chief Financial and Administrative Officer since
November 2001;' Executive Vice President nd 'General C6unse'l from
'August 2000 to Novein6ler 2001; Vice -President anid General Counsel
from January, 1999 to August 2000.' -' -

J. Frank Bates .54 Executive Vice President and Chief Operations Officer' sin6ce November
2001; Vice President - Transmission and Distribution from August 1996
to November 2001.

Raul A. Carrillo, Jr.42 Senior Vice President, General Counsel and Corporate Secretary since
February 2003; Senior Vice President and General Counsel from July
2002 to February 2003; General Counsel from January 2002 to July 2002;
Associate and Shareholder with Sandenaw, Carrillo & Piazza, P.C. from
March 1996 to January 2002.

Steven P. Busser .36 Vice President - Regulatory Affairs and Treasurer since February 2005;
Treasurer from February 2003 to February 2005; Assistant Chief
Financial Officer from June 2002 to February 2003; Vice President -
International Controller for Affiliated Computer Services, Inc. from
August 2001 to June 2002; Vice President - International Controller for
National Processing Company, Inc. from June 2000 to August 2001;
Assurance Manager with KPMG, LLP from June 1998 to June 2000.

Fernando J. Gireud .47 Vice President - Power Marketing and International Business since February
2003; Vice President - International Business from July 2002 to February
2003; Director - International Business Affairs from February 2002 to
July 2002; Director - International Business Affairs - MiraSol from
November 1999 to February 2002; Manager of Environmental Affairs
from April 1994 to November 1999.

Helen Knopp .62 Vice President - Customer and Public Affairs since April 1999.

Kerry B. Lore .45 Vice President - Administration since May 2003; Controller from October
2000 to May 2003; Assistant Controller from April 1999 to October 2000.

Robert C. McNiel .58 Vice President-New Mexico Affairs since December 1997.

Hector R. Puente .48 Vice President - Power Generation since April 2001; Manager - Substations
and Relaying from August 1996 to April 2001.

Guillermo Silva, Jr .51 Vice President - Information Services since February 2003; Secretary from
January 1994 to February 2003.

John A. Whitacre .55 Vice President - Transmission and Distribution since July 2002; Assistant
Vice President - System Operations from August 1989 to July 2002.

Scott D. Wilson .51 Vice President - Corporate Planning and Controller since February 2005;
Controller from September 2003 to February 2005; Owner of Wilson
Consulting Group from June 1992 to September 2003.

(1) On March 4, 2005, Mr. Bassham announced his resignation from the Company, effective as of March 18,
2005, to accept a similar position with another public utility company.

The executive officers of the Company are elected annually and serve at the discretion of the
Board of Directors.
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Item 2. Properties

The principal properties of the Company are described in Item 1, "Business," and such
descriptions are' incorporated herein by reference. Transmission -lines are located either on private
rights-of-way, easements, or on streets or highways by public consent. Substantially all of the Company's
utility plant is subject to liens-to secure the First Mortgage Bonds.

In addition, the Company leases executive and administrative offices in El Paso, Texas under a
lease which expires in May 2007 and certain warehouse facilities in El Paso, Texas under a lease which
expires in January 2006 with two concurrent renewal options of six months each.

Item 3. Legal Proceedings

The Company is a party to various legal actions. In many of these matters, the Company has
excess casualty liability insurance that covers the various claims, actions and complaints. Based upon a

review of these claims and applicable insurance coverage, the. Company believes that, except as
described below, none' of these claims will have a material adverse effect on the financial position,
results of operations or cash flows of the Company.

On January 16, 2003, the Company was served with a complaint on behalf of a purported class of
shareholders alleging violations of the federal securities laws (Roth v. El Paso Electric Company, et al.,
No. EP-03-CA-0004). The complaint was filed in the El Paso Division of the United States District
Court for the Western District of Texas. The suit seeks undisclosed compensatory damages for the class
as well as costs and attorneys' fees. 'IThe lead plaintiff, Carpenters Pension Fund of Illinois, filed a
consolidated amended complaint on July 2, 2003, alleging, among other things, that the Company and
certain of its current and former directors and officers violated securities laws by failing to disclose that
some of the Company's revenues and income were derived from an allegedly unlawful relationship with
Enron. The allegations arise out of the FERC investigation of the power markets in the western United
States during 2000 and 2001, which the Company previously'settled with the FERC Trial Staff and

certain intervening parties. On August 15, 2003, the Company and the individual defendants filed a

motion to dismiss the complaint for failure to state a claim .upon which relief can be granted. On
November 26, 2003, the Court denied the motion to dismiss as to the Company and three of the
individual defendants and granted the motion to dismiss as to two individual defendants.' On April 13,
2004, theCourt granted a motion of the Company and the remaining individual defendants requesting
permission to file an interlocutory appeal to the U. S. Court of Appeals for the Fifth Circuit regarding
certain legal questions relating to the Court's denial of the motion to dismiss the complaintvas to those
defendants. On April 27, 2004, the Court entered an order staying the district court proceedings until the
Fifth Circuit completed its review. On June 7, 2004, the U. S. Court of Appeals denied the appeal which
automatically lifted the stay in the district court. This matter is presently set for trial on September 19,
2005, but such date may be'extended. While the Company',believes the lawsuit is without merit and
intends to defend itself vigorously, the Company is unable to predict the outcome or the range of any

possible loss.
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On May 21, 2003, the Company was served with a complaint by the Port of Seattle seeking civil
damages under the Sherman Act, the Racketeer Influenced and Corrupt Organization Act, and state anti-
trust laws, as well as for fraud (Port of Seattle v. Avista Corporation, et al., No. CV03-1170P). The
complaint was filed in the United States District Court for the Western District of Washington. The
complaint alleges that the Company, indirectly through its dealings with Enron, conspired with the other
named defendants to manipulate the California energy market, which had the effect of artificially
inflating the price that the Port of Seattle paid for electricity. The Company, together with several other
defendants, filed a motion to dismiss. On May 12, 2004, the Court granted the Company's motion, and
the suit was dismissed. The Port of Seattle has filed an appeal of the Court's decision with the
U. S. Court of Appeals for the Ninth Circuit. The parties have filed briefs and are awaiting a hearing and
decision. While the Company believes that these matters are without merit, the Company is unable to
predict the outcome or range of any possible loss.

On November 3, 2003, TNP filed a complaint against the Company with the FERC, asking the
FERC to make a determination that TNP has certain "rollover rights" to network-type transmission
service over the Company's transmission system as a result of a power sales agreement between it and
the Company which expired at the end of 2002. TNP asserted that it has such rights under the rollover
provisions of FERC Order No. 888. The Company responded to TNP's complaint by contesting TNP's
assertion of rollover rights on several grounds. Due to existing transmission constraints, a FERC ruling
granting TNP's complaint could have adversely impacted the Company's ability to import lower cost
power from Palo Verde and Four Corners to serve its retail customers, which could have resulted in
higher rates for the Company's retail electric customers. A hearing on this matter before an
administrative law judge ("ALY") was held on July 19 and 20, 2004, and, on September 20, 2004, the
AUJ issued a proposed decision, dismissing TNP's complaint and concluding that TNP has no rollover
rights over the Company's transmission system. On March 2, 2005, the Commission issued its order
affirming the dismissal of TNP's complaint.

On June 29, 2004, the Company filed suit against TNP in the Third Judicial District Court of
New Mexico, claiming that TNP acted in bad faith by claiming such transmission rights and seeking to
obtain use of more transmission rights than originally allocated to TNP under its original contract with
the Company. The Company seeks both actual and exemplary damages from TNP as well as a
declaration that TNP breached its agreements with the Company, acted in bad faith and violated
New Mexico law prohibiting such actions. On November 1, 2004, the Company filed a motion for leave
to amend the complaint to add PNM as a defendant in this action, alleging, among other things, that
PNM tortiously interfered with the Company's contractual relationships with TNP. On November 22,
2004, the Company, TNP and PNM entered into a settlement agreement (contingent upon FERC
approval) whereby (i) TNP would withdraw its complaint against the Company with the FERC and no
longer seek certain rollover transmission rights from the Company, (ii) the Company would dismiss its
claims against TNP and PNM in the New Mexico district court; and (iii) TNP would reimburse the
Company for certain costs incurred in defending the FERC action. On March 2, 2005, the settlement
was approved by the FERC.

On May 5, 2004, Wah Chang, a specialty metals manufacturer which operates a plant in Oregon,
filed suit against the Company and other defendants in the United States District Court for the District of
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Oregon. (Wah Chang v. Avista Corporation, et al., No. 04-619AS). The complaint makes substantially

the same allegations as were made in Port of Seattle and seeks the same types of damages. In addition,

on June 7, 2004, the City of Tacoma filed suit against the Company and other defendants in the United

States District Court for the Western District of Washington (City of Tacoma v. American Electric

Power Service Corp., et al., C04-5325RBL). This complaint also makes substantially the same
allegations as were made in Port of Seattle and seeks civil damages (including treble damages) from the

Company and the other defendants for violations of certain antitrust provisions under the Sherman Act.

Both of these matters were transferred to the same court that heard and dismissed the Port of Seattle

lawsuit and on February 11, 2005, the Court granted the Company's motion to dismiss both cases. Wah

Chang and the City of Tacoma have thirty days in which to appeal the Court's decision with the U.S.
Court of Appeals for the Ninth Circuit. While the Company believes that these matters are without

merit, the Company is unable to predict the outcome or range of any possible loss.

Item 4. Submission of Matters to a Vote of Security Holders

No matter was submitted to vote of the Company's security holders through the solicitation of

proxies or otherwise during the fourth quarter of 2004.
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PART II

Item 5. Market for Registrant's Common Equity, Related Stockholder Matters and Issuer
Repurchases of Equity Securities

The Company's common stock trades on the New York Stock Exchange under the symbol "EE."
The high, low and close sales prices for the Company's common stock, as reported in the consolidated
reporting system of the New York Stock Exchange for the periods indicated below were as follows:

Sales Price
High Low Close

(End of period)
2003

First Quarter .......................... $ 11.99 $ 10.10 $ 10.80
Second Quarter .......................... 12.50 10.76 12.33
Third Quarter ....... 12.55 10.90 11.55
Fourth Quarter ........................... 13.63 11.55 13.35

2004
First Quarter .......................... $ 14.68 $ 13.07 $ 13.84
Second Quarter .......................... 15.60 13.42 15.44
Third Quarter .......................... 16.10 14.58 16.07
Fourth Quarter .......................... 19.12 15.90 18.94

As of February 28, 2005, there were 4,456 holders of record of the Company's common stock.
The Company does not anticipate paying dividends on its common stock in the near-term. The
Company intends to continue its stock repurchase programs and to repurchase debt with coupons in
excess of market rates when it is economically advantageous to do so, with the goal of maintaining or
improving its capital structure, bond ratings, and earnings per share.

Since the inception of the stock repurchase programs in 1999, the Company has repurchased
approximately 15.3 million shares in total at an aggregate cost of $175.6 million, including
commissions. During 2004, the Company repurchased 294,842 shares of common stock for
$4.5 million, including commissions, pursuant to the two million share buyback program authorized by
its Board of Directors in February 2004. An additional 1,705,158 shares are authorized to be
repurchased under the program. No shares were repurchased during the fourth quarter of 2004. The
Company may continue making purchases of its stock pursuant to its stock repurchase plan at open
market prices and may engage in private transactions, where appropriate. The repurchased shares will be
available for issuance under employee benefit and stock option plans, or may be retired.
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Item 6. Selected Financial Data.

As of and for the following periods (in thousands except for share data):

- -Years Ended December 31,
2004 2003 2002 2001 2000

Operating revenues .................................. $

Operating income ......................................
Income before extraordinary item and cumulative

effect of accounting change .
Extraordinary gain on reapplication of

SFAS No. 71, net of tax..........................
Cumulative effect of accounting change, net:

of tax............................................................
Net' income..................................................
'Basic earnings per share A>:.

Income before extraordinary item and
cumulative effect of accounting change....

Extraordinary gain on re-application of
SFAS No. 71, net of tax............................

Cumulative effect of accounting change, net
of tax.........................................................

Net income ............................................
Weighted average number of shares

outstanding ..................................................
Diluted earnings per share:

Income before extraordinary item and
cumulative effect of accounting change....

Extraordinary gain on re-application of
SFAS No. 71, net of tax............................

Cumulative effect of accounting change, net
of tax.........................................................

Net income ..........................................
Weighted average number of shares and

dilutive potential shares outstanding....;..
Cash additions to utility property, plant.

and equipment......................................
Total assets ....
Long-term debt and financing and capital- ;

lease obligations, net of current portion.......
Common stock equity.....................................

708,628 $ 664,362 $ 690,085
93,622 ' 79,735 7 t , 110,127

33,369 .. 20,322 - 28,674

1,802' - .- <= - -

S 769,705 $
167,122

63,365

63,365

i 1.25

701,649
168,495

58,099

58,099

1.07

_ 39,635
35,171 59,957

0.70 0.42

0.04 _

28,674

0.58

0.74
0.82
1.24 0.58 1.25 1.07

47,426,813 . 48,424,212 ,49,862,417
. . -I X .~ i -

50,821,140 54,183,915

0.42 0.570.69 1.23 1.06

0.04

0.73.

48,019,721

72,499
1,581,355

379,636
532,147

0.81 -

1.23 , 0.57

-48,814,761 ,. -50,380,468

77,080 65,065
1,596,614- . 1,648,229

1.23
5 1 I 2... 1

-51,722,351

1.06

55,001,625

70,739 64,612
1,646,158 1,662,304

619,365 - .740,223
446,726 i" 408,861

608,722
495,768

614,375
452,882

, li, , .I o . . .

I . 1 1. I �
. 1., ., - - ;
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Item 7. Management's Discussion and Analysis of Financial Condition and Results of
Operations

As you read this Management's Discussion and Analysis, please refer to the Company's
Consolidated Financial Statements and the accompanying notes, which contain the Company's operating
results.

Summary of Critical Accounting Policies and Estimates

Note A to the Consolidated Financial Statements contains a summary of the significant
accounting policies utilized by the Company. The preparation of these statements requires management
to make estimates and assumptions that affect the amounts reported in the consolidated financial
statements and related notes for the periods presented and actual results could differ in future periods
from those estimates. Critical accounting policies and estimates, which are both important to the
portrayal of the Company's financial condition and results of operations and which require complex,
subjective judgments, include the following:

* SFASNo.71
* Collection of fuel expense
* Value of net utility plant in service
* Decommissioning costs and estimated asset retirement obligation
* Future pension and other postretirement obligations
* Reserves for tax dispute

SFAS No. 71

Regulated electric utilities typically prepare their financial statements in accordance with SFAS
No. 71. Under this accounting standard, certain recoverable costs are shown as either assets or liabilities
on a utility's balance sheet if the regulator provides assurance that these costs will be charged to and
collected from its customers (or has already permitted such cost recovery). The resulting regulatory
assets or liabilities are amortized in subsequent periods based upon their respective amortization periods
in a utility's cost of service.

Beginning in 1991, the Company discontinued the application of SFAS No. 71 to its financial
statements. This decision was based on the Company's determination that its rates were no longer
designed to recover its costs of providing service to customers. Upon emerging from bankruptcy in
1996, the Company again concluded that it did not meet the criteria for applying SFAS No. 71 because
of the ten-year rate freeze in Texas and its ongoing intention not to seek changes in its New Mexico
rates, which had been established in 1990. Although the Company believes the rates established in
1995 were based upon its costs of service, the unusual length of the rate freeze period created substantial
uncertainty as to the ultimate recovery of its costs over the entire freeze period. Consequently, the
Company determined that it should not re-apply SFAS No. 71 to its Texas jurisdiction at the time it
emerged from bankruptcy in February 1996. As the freeze period draws to a close, the Company will
continue to evaluate whether it meets the criteria for the re-application of SFAS No. 71 to its Texas
jurisdiction.
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During 2004, the Company determined that it met the criteria necessary to re-apply SFAS No. 71

to its New Mexico jurisdictional operations. For the New Mexico jurisdiction, two key events transpired

that, when considered together, resulted in the Company's decision to re-apply SFAS No. 71. In April of

2004, the Company received a final order approving a unanimous stipulation which established new base

and fuel rates for its New Mexico customers which were implemented June 1, 2004. The Company's

approved rates were based upon'its cost of providing service in New Mexico. That event, coupled with

the repeal of New Mexico's electric utility industry restructuring law which occurred in April of 2003,

resulted in the Company meeting the criteria for the reapplication of SFAS No. 71 to New Mexico,

beginning July 1, 2004. The re-application of SFAS No.'71 to the Company's New Mexico jurisdiction

resulted in the recording of $18.5 million of regulatory assets, $5.0 million in related accumulated

deferred income tax assets, $16.2 million of regulatory liabilities, $5.5 million in related accumulated

deferred tax liabilities and a $1.8 million extraordinary~ gain, net of tax, or $0.04 basic and diluted

earnings per share. The Company's continued ability to meet the criteria for the application of SFAS

No. 71 for the New Mexico jurisdiction may be affected' in 'the future by competitive forces and

restructuring in the electric utility industry. In the event that 'SFAS No. 71 no longer applies to the

New Mexico jurisdiction, the related regulatory assets and liabilities would'be written off unless an

appropriate regulatory recovery mechanism is provided.

Collection of Fuel Expense

In general, through regulation, the Company's fuel and purchased power expenses are passed

through to its customers. These costs are subject to reconciliation by the Texas and New Mexico

Commissions. Prior to the completion of a reconciliation, the Company records fuel transactions such

that fuel revenues equal fuel expense except for the portion fixed in New Mexico. In the event that a

disallowance occurs during a reconciliation proceeding, the amounts recorded for fuel and purchased

power expenses could differ from the amounts allowed to-be- collected by the Company from its

customers and the Company could incur a loss to the extent of the disallowance.

Value of Net Utility Plant in Service

In 1996, when it -emerged from bankruptcy, the Company recast its financial statements by

applying fresh-start reporting 'in'accordance with Statement of Position 90-7 "Financial Reporting by

Entities in Reorganization Under the Bankruptcy Code." In'athis process, the Company attributed value

to its integrated utility system, including its generation assets, after it had established the value of it's pro

forma capital structure based on management's estimates of future operating results. The Company

valued its generation assets such that the depreciated value of 'its generation assets would be

approximately equal to their estimated fair value at the end of the Freeze Period. This is important

because at the beginning of retail competition in Texas, the Company will no longer be permitted to

recover in rates any "stranded costs", that is, the difference between the book value and the market value

of its electric generation assets. If at any time the. Company determines that estimated, undiscounted

future net cash flows from the operations of the generation assets are not sufficient to recover their net

book value, then it will be required to write down the value of these assets to their fair values. Any such

writedown would be charged to earnings. The Company currently believes that its rates are sufficient to

29



collect before the expiration of the Freeze Period substantially all costs that would otherwise be
"stranded" under relevant laws in Texas and that future net cash flows after the expiration of the Freeze
Period from the generating assets will be sufficient to recover their net book values.

Decommissioning Costs and Estimated Asset Retirement Obligation

Pursuant to the ANPP Participation Agreement and federal law, the Company must fund its share
of the estimated costs to decommission Palo Verde Units 1, 2 and 3 and associated common areas. The
Company recorded a liability and a corresponding asset for- the fair value of its decommissioning
obligation (ARO) upon implementation of SFAS No. 143. The Company will adjust the liability to its
present value periodically over time, and the corresponding asset will be depreciated over its useful life.
The determination of the estimated liability requires the use of various assumptions pertaining to
decommissioning costs, escalation and discount rates.

The Company and other Palo Verde Participants rely upon decommissioning cost studies and
make discount rate, rate of return and inflation projections to determine funding requirements and
estimate liabilities related to decommissioning. Every third year, outside engineers perform a study to
estimate decommissioning costs associated with Palo Verde Units 1, 2 and 3 and associated common
areas. The Company determines how it will fund its share of those estimated costs by making
assumptions about future investment returns and future decommissioning cost escalations. The funds
are invested in professionally managed investment trust accounts. The Company is required to establish
a minimum accumulation and a minimum funding level in its decommissioning trust accounts at the end
of each annual reporting period in accordance with the ANPP Participation Agreement. If actual
decommissioning costs exceed estimates, the Company would incur additional costs related to
decommissioning. Further, if the rates of return earned by the trusts fail to meet expectations, the
Company will be required to increase its funding to the decommissioning trust accounts. Although the
Company, cannot predict the results of future studies, the Company believes that the liability it has
recorded for its decommissioning costs will be adequate to provide for the Company's share of the costs,
assuming that Palo Verde Units 1, 2 and 3 operate over their remaining lives (which includes an
assessment of the probability of a license extension) and that the DOE assumes responsibility for
permanent disposal of spent fuel at plant shut down. The Company believes that its current annual
funding levels of the decommissioning trust will adequately provide for the cash requirements associated
with decommissioning; Historically, regulated utilities such as the Company have been permitted to
collect in rates the costs of nuclear decommissioning. Should the Company become subject to the Texas
Restructuring Law, the Company expects to continue to be able to collect from customers the costs of
decommissioning.

Future Pension and Other Postretirement Obligations

The Company's obligations to retirees under various benefit plans are recorded as a-liability on
the consolidated balance sheets. This liability is calculated on the basis of significant assumptions
regarding discount rate, expected return on plan assets, rate of compensation increase and health care
cost inflation. These assumptions as well as a sensitivity analysis of the effect of hypothetical changes in
certain assumptions are set forth in detail in Note K "Employee Benefits" to the Notes to Consolidated
Financial Statements. -Changes in these assumptions could have a material impact on both net income
and on the amount of liabilities reflected on the consolidated balance sheets.

30



- - In developing the assumptions, management makes judgments based on the advice of financial
and actuarial advisors and its review of third-party and market-based data. These sources include life
expectancy tables, surveys of compensation and health care cost trends, and historical and expected
return data on various categories of plan assets. The assumed discount rate applied to future plan
obligations is based at each measuring date on prevailing market interest rates inherent in-high quality
(AA and better) corporate bonds that would provide future cash flow needed to pay the benefits as they
become due, as well as on publicly available bond issues. The Company regularly reviews its
assumptions and conducts a reassessment at least once a year. The Company does not expect that any
such change in assumptions will have a material effect on net income for 2005.

Reserves for Tax Dispute -

The Company received final approval from the IRS during the third quarter of 2004 to settle all
issues relative to its 1996 through 1998 federal income tax returns. As part of the settlement, the
Company was required to &icpitalize (for tax purposes) approximately twenty percent of the previously
claimed lease rejection damage deductions. In addition, the IRS conceded the litigation settlement issue
related to a terminated merger agreement. As a result of the IRS settlement, the Company reduced its
estimated contingent tax -liability by $3.5 million related to the resolution of certain tax contingency
items and adjusted its state deferred tax liabilities (net of federal tax benefit) by $2.7 million. The 'IRS
settlement reduced income tax expense by approximately $6.2 million during 2004, which'incireased net
income for such period by the same amount. The IRS is currently performing an examination of the
1999 through 2002 income tax returns. The Company has established, and periodically reviews and
re-evaluates, an estimated contingent tax liability on its consolidated balance sheet to provide for the
possibility of adverse outcomes in tax 'proceedings. Alth6ugh- the ultimate outcome of the ongoing
examination cannot be predicted with certainty, and while the contingent tax liability may not in fact be
sufficient, the Company believei that the amount of contingent tax liability recorded as of December 31,
2004 is a reasonable estimate of any additional tax that may be due.

Overview

The Company derives revenue principally from the sale of power to retail and'wholesale
customers (including economy sales), which accounted for 87% and 11%, respectively, of the
Company's revenues for the year ended December 31, 2004, 'and '87% and 12%, respectively, of the
Company's revenues for the year ended December 31, 2003. Revenues from the sale of electricity
include fuel costs, which are passed through directly to customers, and base revenues. Base revenues
refers to the Company's revenues from the sale of electricity excluding such fuel costs. Economy sales,
which are sales into markets outside the Company's service -territory, represented 11% and 12% of
revenues for the years ended December 31, 2004 and 2003, respectively.

R 7 i s. j . ; f r- . - . r )

The Company's retail customers consist of residential customers, small commercial and industrial
customers, large commercial and industrial customers anid public authorities, which accounted for 38%,
36%, 10% and 16%, respectively, of the Company's reetail base revenues for the'- years ended
December31, 2004 and'2003. Sales for resale base reve'nues-consist of sales'pursuant to a long-term
power contract for the year ended December 31, 2004. For the year ended December 31, 2003 sales' for
resale base revenues consist 'of sales pursuant to a long-terina power contract and sales to CFE, which
accounted for 59% 'and 41%, respectively, of the Company's 'sales 'for resale base revenues. Sales to the
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Company's largest wholesale customer, Rio Grande Electric Cooperative, accounted for 0.4% of the
Company's base revenues for the years ended December 31, 2004 and 2003. No retail customer
accounted for more than 3% of the Company's base revenues during such periods.

The Company's business is seasonal, with higher revenues during the summer cooling season.
The following table sets forth the percentage of the Company's revenues derived during each quarter for
the periods presented:

Years Ended December 31,
2004 2003 2002 --

January 1 to March 31 ............................ 22% 22% 22%
April 1 to June 30 ............................ 26 24 26
July 1 to September 30; ............................ 29 30 30
October 1 to December 31 ........................ 23 24 22

Total ........ .................... 100% -100% 100%

Palo Verde, which represents approximately 40% of the Company's available net generating
capacity and approximately 49% of the Company's available energy for the twelve months ended
December 31, 2004, is subject to performance standards in Texas. If such performance standards are not
met, the Company is subject to a penalty. See "Business-Regulation-Texas Regulatory Matters-Palo
Verde Performance Standards."

Historical Results of Operations

Years Ended December 31,
2004 2003 2002

Actual Actual Actual Pro forma

Income before extraordinary
item and cumulative effect
of accounting

change (in thousands) .$ 33,369 S 20,322 $ 28,674 $ 33,297
Diluted earnings per share

before extraordinary item and
cumulative effect of

accounting change .0.69 0.42 0.57 0.66

Income before the extraordinary item and cumulative effect of accounting change increased
$13.0 million, or $0.27 diluted earnings per share in 2004 compared to the restated results for 2003.
This after-tax increase resulted primarily from (i) the 2003 asset impairment loss of $10.7 million on the
Customer Information System ("CIS") project with no comparable loss in the current period; (ii) the
recording of the benefits of the IRS settlement of $6.2 million in 2004 with no comparable amounts in
2003; (iii) decreased 2004 non-Palo Verde maintenance expense of $3.3 million; (iv) the Texas fuel
disallowance in Docket No. 26194 of $2.8 million that was recorded in 2003 with no comparable
amount in the current period; (v) increased 2004 retail sales of $1.9 million; (vi) the extraordinary gain
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in 2004 of $1.8 million'related to the re-application of SPAS -No. 71 to the Company's New. Mexico

jurisdictional operations; and (vii) a 2003 accrual for a gas contract termination charge of $0.9 million

with no comparable amount in the current period. These increases in earnings were partially offset by

(i) increased 2004 pensions and benefits -expense of $3.8 million (including an employee bonus in 2004

with no comparable amount in 2003); (ii)increased 2004 depreciation and amortization expense of

$3.6 million; (iii) increased 2004 loss on extinguishments of debt of $3.3 million; (iv) increased 2004

Palo Verde operations and maintenance expense of $2.6 'nillion (including a Palo Verde employee

annual bonus with no comparable amount in 2003); and (v) an increase in the coal reclamation liability

in 2004 of $1.5 million. , -

The pro forma net income and earnings per share amounts shown above assume SFAS No. 143

had been applied on'a retroactive basis.

Income before the extraordinary item and cumulative effect of accounting change decreased

$13.0 million, or $0.24 diluted earnings per share in 2003 compared to the pro forma results for 2002.

This after-tax decrease resulted primarily from (i) decreased 2003 wholesale sales revenue of

$17.0 million primarily related to the expiration of two long-term contracts; (ii) the impairment loss on

the CIS project of $10.7 million recorded in 2003 with no comparable amount in 2002; (iii) increased

2003 pension and 'benefits expenses of $3.1 million; (iv) Texas fuel disallowance 'of $2.8 million

recorded in 2003 with no comparable amount in 2002, (v) increased 2003 insurance expenses of

$2.8 million; (vi) increased 2003 outside services of $2.2 million; and (vii) increased 2003 expense at

Palo Verde of $1.3 million. These decreases were partially offset by (i) the 2002 accrual for the FERC

settlements of $9.5 million with no comparable amount in -2003; (ii) increased 2003 sales and margins

on economy sales ,of $6.3 million; (iii) increased 2003 retail sales of $5.6 million; (iv) decreased 2003

interest on long-term debt of $2.3 million; (v) decreased: 2003 loss on extinguishments of debt of

$2.1 million; and (vi) decreased 2003 MiraSol operating loss of $1.9 million.

Operating revenues net of energy expenses' increased $4.4 million in 2004 compared to 2003

primarily due to the Texas fuel disallowance in Docket No. .26194 of $4.5 million that was recorded in

2003 with no comparable amount in the current period and increased 2004 retail sales of $3.1 million,

partially offset by an increase of $2.4 million in 2004 coal reclamation liability.

Operating revenues net of energy expenses decreased $16.4 million in 2003 compared to 2002

primarily due to, (i) decreased 2003 wholesale sales of $25.5 million; (ii) Texas fuel disallowance of

$4.5 million recorded in 2003 with no comparable amount in 2002;' and (iii) a. 2003 $4.0 million

decrease in revenue from the energy service operations partially offset by increased 2003 sales and

margins on economy sales of $10.3 million and increased 2003 retail sales of $9.2 million.
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Comparisons of kWh sales and operating revenues are shown below (in thousands):

Increase (Decrease)
Amount PercentYears Ended December 31: 2004 2003

kWh sales:
Retail:

Residential ........................................
Commercial and industrial, small .....
Commercial and industrial, large......
Sales to public authorities.................

Total retail sales............................
Wholesale:

Sales for resale..................................
Economy sales ..................................

Total wholesale sales....................
Total kWh sales.........................

Operating revenues:
Base revenues:

Retail:
Residential.......Resientil ..................................
Commercial and industrial, small..
Commercial and industrial, large...
Sales to public authorities ............

Total retail base revenues..........
Wholesale:

Sales for resale .........:
Total base revenues ................

Fuel revenues .......................................
Economy sales ......... .; : : _
Other....................................................

Total operating revenues ...........

1,986,085
2,115,822
1,236,426
1.243,003
6,581.336

41,094
1.838.467
1.879,561

8,460,897

$ 174,752
165,760
43,150
72,720

456,382

1,675
458.057

161,052
78,533
10,986

$708,628

1,932,171
2,096,860
1,197,065
1,224,349
6.450.445

67,754
1.920,882
1.988.636
8,439,081

$~ 171,459
165,434
43,294
73.136

453.323

3,223
456,546

122,761
76,536

8,519
$ 664,362

53,914
18,962

-39,361
18.654

130.891

(26,660)
(8j2.,41J5

(109.075)

$ 3,293
,326
(144)
(416)

3,059

(1.548)

1.511

38,291
1,997
2,467

-2. 8Y
0.9
3.3
1.5
2.0

(39.3)
(4.3)
(5.5)

0.3

1.9%
0.2

(0.3).
(0.6)
0.7

(48.0)
0.3

31.2
2.6

29.0 (
6.7

(1)

(1)

(2)
(3)

4)(5)

(1)
(2)

(3)
(4)
(5)

Primarily due to 2003 CFE wholesale power sales with no comparable sales in 2004.
Primarily due to an increase in recoverable fuel expenses as a result of an increase in-the price and,
volume of natural gas burned and an increase in purchased power costs.
Primarily due to higher margins.
Represents revenues with no related kWh sales.
Primarily due to increased transmission revenues.
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Years Ended December31:

kWh sales:
Retail:

Residential ...........................................
Commercial and industrial, small.
Commercial and industrial, large.........
Sales to public authorities....................

Total retail sales.................
Wholesale:

Sales for resale ......... .....
Economy sales .....................................

Total wholesale sales...................

2003 - -2002

1,932,171
2,096,860
1,197,065
1,224,349
6,450.445

-67,754
1.920.882
1,988,636

. . ' _ . .t

1,870,931
2,076,758
1,161,815
1.212.180
6.321,684

986,134
1.483.465
2.469,599

* Total kWh sales .................... 8439,081 - -8,721,283 '
, .: . i I F I . 1

Operating revenues:
Base revenues:

Retail:
Residential ........................................
Commercial and industrial, small
Commercial and industrial, large
Sales to public authorities ...............

Total retail base revenues ...........
Wholesale:

Sales for resale ....Sale forresae...............................
Total base revenues .................. :

Fuel revenues ................. ;
Economy sales ......... .. .
Other .

Total operating revenues .............

I ;

Increase (Decrease)
Amount Percent.

61,240 -3.3%
20,102 1.0
35,250 3.0
12.169 1.0

128.761 2.0

(918,380) (93. 1)
437,417 -29.-5

(480,963) (19.5)
(352,202) (4.0)

$ 5,139 3.1%
1,881 - 1.2
(125) (0.3)

2.334 3.3
9,229 2.1

(29.005) (90.0)
(19,776) (4.2)

(35,889) (22.6)
32,882 75.3'
(2.940) (25.7)

$ (25,723) (3.7)

(1)
(2)

$ 171,459
165,434
43,294
73.136

453,323

3,223
456,546

122,761
76,536

8,519
$ 664,362

$ 166,320
163,553
:43,419
70,802

444.094

32.228
'476.322

;158,650
43,654
-11,459

$ 62Q108

(1)

(3)_
(2)'

(4)(5)

(1) Primarily due to the expiration of a wholesale power contract with IID on April 30, 2002 and TNP on

December 31, 2002, and reduced sales to the CFE.
(2) Primarily due to increased available power as a result of the expiration of the wholesale contracts

mentioned above and higher prices in the economy market.
(3) Primarily due to the expiration of wholesale power contracts with lID and TNP, decreased energy

expenses passed through to Texas and New Mexico customers, and reduced sales to the CFE.

(4) Primarily due to decreased energy services revenues.
(5) Represents revenues with no related kWh sales.

Other operations expense increased $5.5 million in- 2004 compared to 2003 primarily due to

increased pension and benefits expense of $6.1 million (including a $3.2 million increase in employee

bonuses), and increased Palo Verde operations expense of $1.7 million. These increases were partially

offset by'decreased insurance-related expenses of $1.5 million and decreased customer accounts expense

of $1.5 million.
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Other operations expense increased $14.6 million in 2003 compared to 2002 primarily due to
(i) increased pension and benefits expense of $5.0 million resulting from declines in the financial
markets; (ii) accretion expense of $4.8 million related to the implementation of SFAS No. 143;.
(iii) increased insurance related expenses of $4.5 million; (iv) increased legal and consulting fees'of
$3.7 million; and (v) increased Palo Verde expense of $3.4 million. These increases were partially offset
by decreased energy services operations expense of $7.2 million primarily due to a warranty reserve
recorded by the Company in 2002 and the cessation of additional marketing activities by MiraSol in
2002.

The Company abandoned the CIS project and recognized an asset impairment loss of
$17.6 million. in September 2003. The Company is now analyzing various options to meet its current
and projected CIS needs.

The FERC settlements relate to the settlements with the FERC Trial Staff and principal
California parties pursuant to which the Company agreed to refund $15.5 million of revenues it earned
on wholesale power transactions in 2000 and 2001. These settlements were recorded in December 2002.

Maintenance expense decreased $3.1 million in 2004 compared to 2003 primarily due to a
decrease in non-Palo Verde maintenance expense of $5.4 million offset by increased maintenance at
Palo Verde of $2.4 million due to the timing of scheduled refueling and maintenance outages.

Maintenance expense increased slightly in 2003 compared to 2002 primarily due to maintenance
outages in 2003 at local generating stations of $1.7 million offset by reduced maintenance at Palo Verde
of $1.2 million due to the timing of scheduled refueling and maintenance outages.

Depreciation-and amortization expense increased $5.8 million in 2004 compared to 2003
primarily due to depreciation on the new Palo Verde Unit 2 steam generators of $2.2 million, the
implementation of new depreciation rates based on a new depreciation study resulting in an increase of
$1.9 million and increased other depreciable plant balances resulting in an increase of $1.7 million.
Depreciation and amortization expense decreased $2.4 million in 2003 compared to 2002 primarily due
to decreased depreciation expense of $3.7 million resulting from the adoption of SFAS No. 143.

Taxes other than income taxes remain relatively unchanged in 2004 compared- to 2003. Taxes
other than income taxes decreased by $0.5 million in- 2003 compared to 2002' due to a decrease in
property tax.

Other income (deductions) decreased $5.1 million in 2004 compared to 2003 primarily due to
(i) losses on extinguishments of debt of $5.4 million recorded in 2004 with no comparable activity in
2003; (ii) $1.1 million reduction in interest income in 2004' associated with the resolution of the Texas
fuel reconciliation in PUC Docket No. 26194; and (iii) $1.0 million related to certain tax refunds
received in 2003 with no 'comparable amount in 2004.' These decreases were partially offset by an
increase of $2.4 million in investment and interest income related to the decommissioning trust fund.

Other income (deductions) increased $6.9 million in 2003 compared to 2002 primarily due to
losses on extinguishments of debt of $3.4 million recorded in 2002 with no comparable activity in 2003

36



and increased investment and interest income of $2.8 million primarily related to the decommissioning

trust fund. -

Interest charges (credits) decreased slightly in 2004 compared to 2003 primarily due to decreased

interest expense of $2.2 million due to a reduction of outstanding debt as a result of open market

purchases of the Company's first mortgage bonds partially offset by a reduction in capitalized interest of

$2.1 million as a result of transferring Palo Verde Unit 2 steam generators to plant in service. Interest

charges decreased $11.8 million in 2003 compared to 2002 primarily due to (i) an $8.3 million decrease

resulting from the adoption of SFAS No. 143 and (ii) a $3.5 million decrease resulting from a reduction

of outstanding debt as'a result of open market purchases of the Company's first mortgage bonds.

Income tax expense, before the tax effect of an extraordinary item, decreased $4.0 million in

2004 compared to 2003 primarily due to the $6.2 million benefit from the IRS settlement offset by

changes in pretax income and certain permanent differences and adjustments. Income tax expense,

before the tax effect of a cumulative effect of accounting change, decreased $3.3 million in 2003

compared to 2002 primarily due to changes in pretax income and certain permanent differences and

adjustments.

Extraordinary gain on re-application of SFAS No. 71 relates to the Company's 2004 third quarter

determination that it met the criteria necessary to re-apply SFAS No. 71 to its New Mexico jurisdiction.

The decision was based on the Company's receiving the New Mexico Commission's approval for new

rates that were based upon the Company's cost of service and the fact that New Mexico had repealed its

electric utility restructuring law. The reapplication of SFAS No. 71 to the Company's New-Mexico

jurisdiction resulted in the recording of a $1.8 million extraordinary gain.

The cumulative effect of accounting change relates to the adoption of SFAS No. 143 on

January 1, 2003. SFAS No. 143 provides guidance on the recognition and measurement of liabilities

associated with the retirement of tangible long-lived assets. SFAS No. 143 affected the accounting for

the decommissioning of the Company's Palo Verde and Pour Corners Stations and changed the method

used to report the decommissioning obligation.

In November 2004, the FASB issued SFAS No. 151, "Inventory Costs" - an amendment of

Accounting Research Bulletin No. 43, ("ARB No. 43"), ("Inventory Pricing"). ARB No. 43 previously

stated that "under some circumstances, items such as idle facility expense, excessive spoilage, double

freight and rehandling costs may be so abnormal as to require treatment as current period charges."

SFAS No. 151 requires that those items be recognized as current-period charges regardless of whether

they meet the criterion of "so abnormal." The provisions of this statement are effective for inventory

costs incurred during fiscal years beginning after June 15, 2005. The Company does not believe SFAS

No. 151 will have a significant impact on the Company's consolidated financial statements.

In December 2004, the FASB issued SFAS No.' 153, "Exchanges of Nonmonetary Assets" - an

amendment of Accounting Principles Board Opinion No. 29 ("APB No. 29"), "Accounting for

Nonmonetary Transactions." The guidance in APB No. 29 is based on the principle that exchanges of

nonmonetary assets should be measured based on the fair value of the assets exchanged, with certain

exceptions. SFAS No. 153 eliminates the exception for nonmonetary exchanges of similar productive

assets and replaces it with a general exception for exchanges of nonmonetary assets that do not have
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"commercial substance." A nonmonentary exchange has "commercial substance" if the future cash
flows of the entity are expected to change significantly as a result of the exchange. The provisions of
this statement are effective for fiscal periods beginning after June 15, 2005. The Company does not
believe SFAS No. 153 will have a significant impact on the Company's consolidated financial
statements.

In December 2004, the FASB issued a revision of SFAS No. 123, "Accounting for Stock-Based
Compensation." SFAS No. 123 (revised) focuses primarily on accounting for transactions in which an
entity obtains employee services in share-based payment transactions. SFAS No. 123 (revised) requires
a public entity to measure the cost of employee services received in exchange for an award of equity
instruments based on the grant-date fair value of the award (with some limited exceptions). That cost
will be recognized over the period during which an employee is required to provide service in exchange
for the award - "the requisite service period" - typically the vesting period. -No compensation cost is
recognized for equity instruments for which employees do not render the requisite service. SFAS
No. 123 (revised) is effective for public entities that do not file as small business issuers as of the
beginning of the first interim or annual reporting period that begins after June 15, 2005. SFAS No. 123
(revised) applies to all awards granted after the required effective date and to awards modified,
repurchased or cancelled after that date. Additionally, compensation cost for outstanding awards for
which the requisite service has not been rendered as of the effective date shall be expensed as the
requisite service is rendered on or after the required effective date. The compensation cost for that
portion of awards shall be based on the grant-date fair value of those awards as calculated for pro forma
disclosure under SFAS No. 123. Due to timing of the release of SFAS No. 123 (revised), the Company
has not yet completed the analysis of the ultimate impact that this new pronouncement will have on the
Company's financial statements but does not expect this statement to have an effect materially different
than the pro forma disclosures provided in Note A to the Company's consolidated financial statements.

Under SFAS No. 71, regulated electric utilities show certain recoverable costs as either assets or
liabilities on a utility's balance sheet if the regulator provides assurance that these costs will be charged
to and collected from its customers (or has already permitted such cost recovery). The resulting
regulatory assets or liabilities are amortized in subsequent periodsl based upon their respective
amortization periods in a utility's cost of service. The Company's Texas jurisdiction has been operating
under a rate freeze since August 2, 1995. The rate freeze is for a ten-year period which expires on
July 31, 2005. Although the Company believes the rates established in 1995 were based upon its costs
of service, the unusual length of the rate freeze period created substantial uncertainty as to the ultimate
recovery of its costs over the entire Freeze Period. Consequently, the Company determined that it should
not re-apply SFAS No. 71 to its Texas jurisdiction at the time it emerged from bankruptcy in February
1996. As the Freeze Period draws to a close, the Company will continue to evaluate whether it meets the
criteria for the re-application of SFAS No. 71 to its Texas jurisdiction.

For the last several years, inflation has been relatively low and, therefore, has had little impact on
the Company's results of operations and financial condition.
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- . Liquidity and Capital Resources

The Company's principal liquidity requirements in the near-term are expected to consist of the

refinancing of the Company's pollution control bonds and its first mortgage bonds, interest payments on

the Company's indebtedness, operating and capital expenditures related to the Company's generating
facilities and transmission and distribution systems, and income and other taxes. The Company expects

that, for all but the debt refinancing, cash flows from operations will be sufficient for such purposes. As

of December 31, 2004, the Company had approximately $29.4 million in cash and cash equivalents, a

decrease of $5.0 million from the balance of $34.4 million on December 31, 2003.

The Company's contractual obligations as of December 31, 2004 are as follows (in thousands):

Payments due by period
:2006 and 2008 and 2010 and

Total 2005 2007 2009 Later

Long-Term Debt (including
interest):

First mortgage bonds .......... $ 488,330 $ 32,901 $ 212,923 (1) $ 34,508 $ 207,998
Pollution control bonds ....... 200,289 200,289 (2) - - -

Promissory note .................. 35 35 - - -
Financing Obligations (including

interest):
Nuclear fuel (3) ................... 42,558 21,613 20,945 - -

Purchase Obligations:
Capacity power contract 273,217 8,409 22,816 23,551 218,441
Fuel contracts:

Coal (4) .93,737 8,151 1 ] 6,302 16,302 '52,982
Gas (4) .84,176 29,583 54,593
Nuclear fuel (5) 11,960 10,756 1,204

Retirement Plans and Other
Postretirement Benefits (6) ...... 4,842 4,842 - - -

Decommissioning trust
fends (7) ............. 272,213 6,169 . 13,637 15,i19 237,288

Operating lease (8). ... 2.708 128 2 '8 8 1.42 -

Total . 147A6 5 324.030 8

(1) The Company's 8.9% Series D First Mortgage Bonds are'due in February 2006.
(2) The pollution control bonds are scheduled for remarketing on August 1, 2005.,
(3) Interest on nuclear fuel is based on actual interest rates at the end of 2004.
(4) Amount is based on the minimum volumes per the contract and market price at the end of 2004.
(5) Some of the nuclear fuel contracts are based on a fixed price adjusted for an index. The index used

is the current index at the end of 2004.
(6) These obligations include the Company's minimum contractual funding requirements'for the non-

qualified retirement income plan and the other postretirement benefits for 2005. The Company has
no minimum contractual 'funding requirement related to its retirement income plan for'2005.
However, the Company may decide to fund at a higher level than the minimum contractual funding
amounts and expects to contribute $18.5 million and $3.4 million to its retirement plans and
postretirement benefit plan in 2005, as disclosed in Part II, Item 8, Notes'to Financial Statements,
Note K, Employee Benefits. Minimum contractual funding requirements for 2006 and beyond are
not included due to the uncertainty of interest rates and the related return on assets.

(7) These obligations represent funding requirements under the ANPP Participation Agreement based
on the current rate of return on investments.

39



(8) The Company has an operating lease for administrative offices which expires in May 2007 and a
two-year operating lease for a warehouse which expires in January 2006 with two concurrent
renewal options of six months each.

Pollution control bonds of $193.1 million are subject to remarketing on August 1, 2005, and first
mortgage bonds of $175.8 million' are scheduled to mature in 2006. The Company expects that these
obligations will be refinanced through the capital and credit markets. Additionally, the Company has
$183.6 million of first mortgage bonds which become callable in 2006 and which may be refinanced at
that time if market conditions are favorable. The Company's ability to access capital and credit markets
may be adversely affected by uncertainties related to its operating results, conditions in the credit
markets and debt rating agency actions.

Long-term capital requirements of the Company will consist primarily of construction of electric
utility plant and the payment of interest on and retirement and refinancing of debt. Utility construction
expenditures will consist primarily of expanding and updating the transmission and distribution systems,
addition of new generation, and the cost of capital improvements and replacements at Palo Verde and
other generating facilities, including the replacement of steam generators in Palo Verde Units 1 and 3.
See Part I, Item 1, "Business - Construction Program."

During the twelve months ended December 31, 2004 and 2003, the Company utilized
$74.2 million and generated $0.7 million, respectively, of regular federal tax loss carryforwards. The
significant reduction in federal tax loss carryforwards in 2004 was primarily related to the IRS
settlement. The Company anticipates that existing regular federal tax loss carryforwards will be fully
utilized in 2005 and the Company's cash flow requirements are expected to include greater amounts of
cash for income taxes than has existed in recent years.

The Company is continually evaluating its funding requirements related to its retirement plans,
other postretirement benefit plans, and decommissioning trust funds. The Company made contributions
of $15.7 million and $9.9 million during the twelve months ended December 31, 2004 and 2003,
respectively, to its retirement plans. The Company's contributions to its other postretirement benefit
plans were $3.4 million for both 2004 and 2003. ' The Company also contributed $5.9 million and
$10.4 million to the decommissioning trust funds during the twelve months ended December 31, 2004
and 2003, respectively.

The $100 million'revolving credit facility provides up to $70 million for nuclear fuel purchases.
Any'amounts not borrowed by the Company for nuclear fuel purchases are available for use for working
capital needs. As of December 31, 2004, approximately $41.2 million had been drawn for nuclear fuel
purchases. No amounts are currently outstanding on this facility for working capital needs. The
revolving credit facility was renewed for a five-year term in December 2004.

Since inception of its deleveraging program in 1996, the Company has repurchased or retired
with internally generated cash $586.5 million of first mortgage bonds. First mortgage bonds totaling
$36.0 million were repurchased in 2004. Common stock equity as a percentage of capitalization,
including current portion'of long-term debt and financing obligations, was 47%'as of December 31,
2004.
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Since the inception of the stock repurchase programs in 1999, the Company repurchased

approximately 15.3 million shares in total at an aggregate cost of $175.6 million, including

commissions. During 2004, the Company repurchased -294,842 shares of: common stock for

$4.5 million, including commissions, pursuant to the two million share buyback program authorized by

its Board of Directors in February 2004. An additional.1,705,158 shares are authorized to-be

repurchased under the currently authorized program. No shares were repurchased during the fourth

quarter of 2004. The Company may continue making purchases of its stock pursuant to its stock

repurchase plan at open market prices and may engage in private transactions, where appropriate. The

repurchased shares will be available for issuance under employee benefit and stock option plans, or may

be retired.

Off-Balance Sheet Arrangements

The Company has no off-balance sheet arrangements that have or are reasonably likely to have a

current or future effect on the Company's financial condition,'changes in financial condition, revenues or

expenses, results of operations, liquidity, capital expenditures'orbdapital resources.
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Management Report on Internal Control Over Financial Reporting

The Company's management is responsible for establishing and maintaining adequate internal
control over financial reporting. Internal control over financial reporting is defined in Rule 13a-15(f) or
15d-15(f) promulgated under the Securities Exchange Act of 1934 as a process designed by, or under the
supervision of, the Company's principal executive and principal financial officers and effected by the
Company's board of directors, management and other personnel, to provide reasonable assurance
regarding the reliability of financial reporting and the preparation of financial statements for external
purposes in accordance with generally accepted accounting principles and includes those policies and
procedures that:

* Pertain to the maintenance of records that in reasonable detail accurately and fairly reflect the
transactions and dispositions of the assets of the Company;

* Provide reasonable assurance that transactions are recorded as necessary to permit
preparation of financial statements in accordance with generally accepted accounting
principles, and the receipts and expenditures of the Company are being made only in
accordance with authorizations of management and directors of the Company; and

* Provide reasonable assurance regarding prevention or timely detection of unauthorized
acquisition, use or disposition of the Company's assets that could have a material effect on
the financial statements.

Because of its inherent limitations, internal control over financial reporting may not prevent or
detect misstatements. Projections of any evaluation of effectiveness to future periods are subject to the
risk that controls may become inadequate because of changes in conditions, or that the degree of
compliance with the policies or procedures may deteriorate.

The Company's management assessed the effectiveness of the Company's internal control over
financial reporting as of December 31, 2004. In making this assessment, the Company's management
used the criteria set forth by the Committee of Sponsoring Organizations of the Treadway Commission
("COSO") in Internal Control-Integrated Framework.

Based on its assessment, management believes that, as of December 31, 2004, the Company's
internal control over financial reporting is effective based on those criteria.

The Company's independent registered public accounting firm, KPMG LLP, has issued an audit
report on management's assessment of the Company's internal control over financial reporting. This
report appears on page 47 of this report.
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Report of Independent Registered Public Accounting Firm

The Board of Directors and Shareholders
El Paso Electric'Company: -

We have audited the accompanyin'g consolidated balance sheets 'of El Paso Electric Company and
subsidiary as of December 31, 2004 and 2003, 'and the related consolidated statements of operations,-
comprehensive operations, changes in common stock equity, 'and cash flows for each of the years in the-
three-year period ended December 31, 2004. These' consolidated financial statements are the'
responsibility of the Comppany's management. Our responsibility is to express an opinion on these
consolidated financial statements based on our audits.

We conducted our audits in accordance with the standards of the Public Company Accounting Oversight
Board (United States). 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 prin"iples 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, the consolidated financial statements referred to above present fairly, in all material
respects, the financial position of El Paso Electric Company and subsidiary as of December 31, 2004 and
2003, and the results of their operations and their cash flows for each of the years in the three-year period
ended December 31, 2004, in conformity with U.S. generally accepted accounting principles.

As discussed in Note D to the consolidated financial statements, the Company changed its method of
accounting for asset retirement obligations in 2003.

We also have audited, in accordance with the standards of the Public Company Accounting Oversight
Board (United States), the effectiveness of El Paso Electric Company's internal control over financial
reporting as of December 31, 2004, based on criteria established in Internal Control-Integrated
Framework issued by the Committee of Sponsoring Organizations of the Treadway Commission
(COSO), and our report dated March 11, 2005 expressed -an unqualified opinion on management's
assessment of, and the effective operation of, internal control over financial reporting. -

KPMGLLP ."

El Paso, Texas ' ' - . - --

March 11, 2005 -'
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Report of Independent Registered Public Accounting Firm

The Board of Directors and Shareholders
El Paso Electric Company:

We have audited management's assessment, included in the accompanying Management, Report on
Internal Control Over Financial Reporting appearing on page 44, that ElPaso Electric Company
maintained effective internal control over financial reporting as of December 31, 2004, based on criteria
established in Internal. Control-Integrated Framework issued by the Committee of Sponsoring
Organizations of the Treadway Commissions (COSO). El Paso Electric Company's management is
responsible for maintaining effective internal control over financial reporting and for its assessment of
the effectiveness of internal control over financial reporting. Our responsibility is to express an opinion
on management's assessment and an opinion on the effectiveness of the Company's internal control over
financial reporting based on our audit.

We conducted our audit in accordance with the standards of the Public Company Accounting Oversight
Board (United States). Those standards require that we plan and perform the audit to obtain reasonable
assurance about whether effective internal control over financial reporting was maintained in all'm'terial
respects. Our audit included obtaining an understanding of internal control over financial reporting,
evaluating management's assessment, testing and evaluating the design and'operating effectiveness of
internal control, and performing such other procedures as we considered necessary in the circumstances.
We believe that our audit provides a reasonable basis for our opinion.

A company's internal control over financial reporting is a process designed to provide reasonable'
assurance regarding the reliability of financial reporting and the preparation of financial 'statements for
external purposes in' accordance with generally accepted accounting principles. A company's internal
control over financial reporting includes those policies and procedures that (1) pertain to the
maintenance of records that, in reasonable detail, accurately and fairly reflect the transactions and
dispositions of the assets' of the company; (2) provide'reasonable' assurance that transactions are recorded
as necessary to permit preparation of financial statements in accordance'with generally' accepted
accounting principles, and that receipts and expenditures of the company are being made only in
accordancetwith authorizations of management and directors of the company;' and (3) provide reasonable
assurance regarding prevention or timely detection of unauthorized acquisition, use, or disposition of the
company's assets that could have a material: effect on the'financial statements. -

Because of its inherent limitations, internal control over financial reporting'may not prevent or detect
misstatements. Also, projections of any evaluation of effectiveness to future periods are subject-to the
risk that controls may become inadequate because of changes in conditions, or that the degree of
compliance with the policies or procedures may deteriorate.

In our opinion, management's assessment that El Paso Electric Company maintained effective internal
control over financial reporting as of December 31, 2004, is fairly stated, in all material respects,.based
on criteria established in Internal Control-Integrated Framework issued by COSO. Also, in our
opinion, El Paso Electric Company maintained, in all material respects, effective internal control over
financial reporting as of December 31, 2004, based on criteria established in Internal Control-
Integrated Framework issued by COSO.
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We also have audited, in accordance with the standards of the Public Company Accounting Oversight
Board (United States), the consolidated balance sheets of El Paso Electric Company and subsidiary as of
December 31, 2004 and 2003, and the related consolidated statements of operations, comprehensive
operations, changes in common stock equity, and cash flows for each of the years in the three-year
period ended December 31, 2004, and our report dated March 11, 2005 expressed an unqualified opinion
on those consolidated financial statements.

KPMG LLP

El Paso, Texas
March 11, 2005
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EL PASO ELECTRIC COMPANY AND SUBSIDIARY
CONSOLIDATED BALANCE SHEETS

ASSETS
(In thousands)

December 31,
2004 2003

Utility plant:
Electric plant in service..............................................................
Less accumulated depreciation and amortization......................

Net plant in service.....................
Construction work in progress............. .........................
Nuclear fuel; includes fuel in process of $7,128 and

$6,878, respectively.............................................................
Less accumulated amortization. ......................................

Net nuclear fuel ...................................................................
Net utility plant.............................................................

Current assets:
Cash and temporary investments ...............................................
Accounts receivable, principally trade, net of allowance for

doubtful accounts of $3,071 and $3,470, respectively........
Accumulated deferred income taxes..........................................
Inventories, at cost.....................................................................
Undercollection of fuel revenues. .....................................
Income taxes receivables ...........................................................
Prepayments and other...............................................................

Total current assets .......................................................

$ 1,839,924
(666,774)

1,173,150
74,853

69,239
(34.195)
35.044

1,283,047

29,401

70,710
6,509

25,193
19,302
18,999
7,507

177,621

$ 1,788,652
(595.371)

1,193,281
69,175

70,198
-(33.888)

36,310
1.298,766

34,426

66,589
36,248
25,321
12,399
22,051

5.139
202.173

Deferred charges and other assets:
Decommissioning trust funds ....................................................
Regulatory assets (see Note A)..................................................
Other ..........................................................................................

Total deferred charges and other assets........................

89,363
18,487
12.837

120.687

80,475

15.200
95.675

Total assets............................................................

See accompanying notes to consolidated financial statements.

$ 1,581,355
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EL PASO ELECTRIC COMPANY AND SUBSIDIARY
CONSOLIDATED BALANCE SHEETS (Continued)

CAPITALIZATION AND LIABILITIES
(In thousands except for share data)

Capitalization:
Common stock, stated value $1 per share, 100,000,000 shares

authorized, 62,665,550 and 62,487,263 shares issued, and.
102,630 and 146,489 restricted shares, respectively ................................

Capital in excess of stated value ................................... ; .;;
Deferred and unearned compensation........................................................
Retained earnings ........... . i .; ..
Accumulated other comprehensive loss, net of tax .......................................

Treasury stock, 15,365,108 and 15,070,266, shares respectively; at cost.
Common stock equity ..............................................................................

Long-term debt, net of current portion ..........................................................
Financing obligations, net of current portion ................................................

Total capitalization.........................................................................

Current liabilities:
Current maturities of long-term debt and financing obligations....................
Accounts payable, principally trade..............................................................
Taxes accrued other than federal income taxes .............................................
Interest accrued.............................................................................................
Overcollection of fuel revenues ........
Other ..............................................................................................................

Total current liabilities...................................................................

Deferred credits and other liabilities:
Asset retirement obligation ............................................................................
Accumulated deferred income taxes............................................................
Accrued postretirement benefit liability ...................................-
Accrued pension liability...............................................................................
Regulatory liabilities (see Note A) ................................................................

Other .............................................................................................................
Total deferred credits and other liabilities ............................ ;...

December 31,
2004 2003

$ 62,768
268,771

1,127
386,110
(10,553)
708,223

76.076)
532,147
359,362

20,274
911.783

214,092
34,404
15,719
13,609

520
24,726

303,070

60,388
111,991

-98,827
49,055
15,682
306559

366.502

$ 62,633
264,235

(878)
350,939

I(9,613!
667,316

(171.548
495,768
588,536

20.186
1.104.490

22,106
19,197
15,167
14,706
10,070
27,389

108,635

55,149
144,419
94,510
53,000

36,411
383,489

Commitments and contingencies

Total capitalization and liabilities .................................... $ 1,581.355 S 1,596,614

See accompanying notes to consolidated financial statements.
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EL PASO ELECTRIC COMPANY AND SUBSIDIARY
CONSOLIDATED STATEMENTS OF OPERATIONS

(In thousands except for share data)

Years Ended December 31.
2004 2003 2002

Operating revenues......................................................................$ 708.628 $ 664,362 $ 690,085
Energy expenses:

Fuel .......................................... 194,424 165,367
Purchased and interchanged power ....................... 66.451 55.592

260.875 220.959
Operating revenues net of energy expenses ............................................ 447,753 443,403
Other operating expenses:

Other operations ........................................................... ........... 172,985 16 7,497
Impairment loss on CIS project ................................. ; ............. 17,576
FERC settlements....................................................................
Maintenance............................................................................ 45,190 48,246
Depreciation and amortization................................................ 93,372 87,621
Taxes other than income taxes .......................................... 42.584 42,728

354.131 363.668

132,413
97.825

230,238
459,847

152,917

15,500
48,022
90,062
43,219

349,720
Operating income .............................................. 93.622 79,735 110.127
Other income (deductions):

Investment and interest income (loss), net ................... ........... 3,404 1,840 (990)
Loss on extinguishments of debt ............. (5,356) (1) (3,410)
Miscellaneous other income.................................................... 275 . 970 487
Miscellaneous other deductions .............................................. *(3.102) (2,466) (2,682)

14 779) 343 (6,595)
Interest charges (credits):

Interest on long-term debt and financing obligations .............. 49,168
Other interest........................................................................... 535
Capitalized interest and AFUDC ............................................. (3.427)

46,276
Income before income taxes, extraordinary item and

cumulative effect of accounting change ............................... 42,567
Income tax expense....................................................................... 9,198
Income before extraordinary item and cumulative

effect of accounting change.................................................. 33,369
Extraordinary gain on re-application of SFAS No. 71,

net of tax .............................................. 1,802
Cumulative effect of accounting change, net of taxx.............

51,400 55,160
695 8,835

f5,572) (5.641)
46,523 58,354

33,555 45,178
13,233 16.504

20,322 28,674

39.635 -

Net income .................................... $ 35, $ 59,957 $ 2 8,674

Basic earnings per share:
Income before extraordinary item and cumulative

effect of accounting change ......................................... $ 0.70 $
Extraordinary gain on re-application of SFAS No. 71,

net of tax ......... ............... ................. 0.04
Cumulative effect of accounting change, net of tax.............._

Net income.................................................................$
Diluted earnings per share:

Income before extraordinary item and cumulative
effect of accounting change ......................................... $ 0.69 $

Extraordinary gain on re-application of SFAS No. 71,
net of tax ......................................... 0.04

Cumulative effect of accounting change, net of tax.............._
Net income .......................................... 0.73 S

0.42 $ 0.58

0.82 -

;1.24 $ _0.58

0.42 $ 0.57

0.81 -

1.23 0.57

Weighted average number of shares outstanding ...................... 47283
Weighted average number of shares and

dilutive potential shares outstanding ................................... 4 019.21

See accompanying notes to consolidated financial statements.

48,424,212 49,862,417

48,814,761 50,380,468
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EL PASO ELECTRIC COMPANY AND SUBSIDIARY
CONSOLIDATED STATEMENTS OF COMPREHENSIVE OPERATIONS

(In thousands)--

Years Ended December 31,
2004 2003 2002

Net income $
Other comprehensive income (loss):

Minimum pension liability adjustment......................................
Net unrealized gains (losses) on marketable securities:

Net holding gains (losses) arising during period .........................
Reclassification adjustments for net (gains) losses included _

in net income ......................................................................
Total other comprehensive income (loss) before income taxes....;.:;

35,171 $

(1,413)

351

59,957 *$

(4,234)

8,764

28,674

(21,148)

(7,657)

(425) 722 4.245
(1_487) 5,252 (24.560)

Income tax benefit (expense) related to items of other i
comprehensive income (loss):
Minimum pension liability adjustment .532
Net unrealized gains (losses) on marketable securities 1 5

Total income tax benefit (expense) .547

1,673
(2,117)

-(L444)

8,193
-1,194
9,387

Other comprehensive income (loss), net of tax .................................... (940)
Comprehensive income.........................................I.........................................$231

See accompanying notes to consolidated financial statements.

14.808 (15.173)
$ 64,76 $ - 13,501 -
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EL PASO ELECTRIC COMPANY AND SUBSIDIARY ; :
CONSOLIDATED STATEMENTS OF CHANGES IN COMMON STOCK EQUITY

(In thousands except for share data)

Capital
- - in Excess

Common Stock of Stated
Shares Amount Value

Deferred and
Unearned

Compensation

Accumulated
Other

Comprehensive
Retained Income (Loss),
Earnines Net of Tax

Total
Common

Stock
Equity

Treasury Stock
Shares Amount-,

Balances at December 31, 2001 ....... 62,250,297
Grants of restricted common

stock . ........................ 109,240
Deferred compensation-restricted

stock..
Stock awards withheld for taxes.. (23,727)
Forfeitures of restricted common

stock........................................ (23,349)
Deferred taxes on stock incentive

plan.
Stock options exercised

or remeasured ........................ 280,000
Adjustment to federal valuation

allowance.
Net income.
Other comprehensive loss.
Treasury stock acquired, at cost... _

Balances at December 31, 2002 ....... 62,592,461
Grants of restricted common

stock . ........................ 63,090
Deferred compensation-restricted

stock ...
Stock awards withheld for taxes.. (21,799)
Deferred taxes on stock incentive

plan .
Adjustment to federal valuation

allowance.
Net income.
Other comprehensive income.
Treasury stock acquired, at cost...

Balances at December 31, 2003 ....... 62,633,752
Grants of restricted common

stock ........................ 56,413
Deferred compensation-restricted

stock..
Stock awards withheld for taxes.. (12,753)
Forfeitures of restricted common

stock......................................... (1,074)
Deferred taxes on stock incentive

plan.
Stock options exercised ............... 91,842
Adjustment to federal valuation

allowance.
Net income.
Other comprehensive loss.
Treasury stock acquired, at cost...

Balances at December 31, 2004 .......

$62,250 $257,891 S

109 1,477

(2,041) $ 262,308 S 752 11,991,637 $ (134,434) S 446,726

(1,586)

1,865
(24) (312)

1,865
(336)

(23) (297) 320

(553) (553)

280 1,966

2,308

62,592 262,480

63 661

(22) (209)

1,008

295

62,633 264,235

56 756

(12) (160)

(1) (12)

(409)
92 981

3,380

2,246

2,308
28,674 28,674

(15,173) ' (15,173)
-_ '991,358 (12.875) (12.8751

(1,442) 290,982 (14,421) 12,982,995 (147,309) 452,882

(724) _

1,288 1,288
(231)

1,008

295
59,957 59,957

4,808 4,808
2,087.271 (Z4.239) (24.239)

(878) 350,939 (9,613) 15,070,266 (171,548) 495,768

(812)

2,804 2,804
(172)

13

(409)
1,073

3,380
35,171 35,171

(940) (940)
294.842 (4.528) (4.5281

S 1127$ 86,10 (0,53)15,365,0i _17,7)$ 3,4

See accompanying notes to consolidated financial statements.
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EL PASO ELECTRIC COMPANY AND SUBSIDIARY
CONSOLEDATED STATEMENTS OF CASH FLOWS

(In thousands)

;~ ,1, ,Years Ended December 3l.
2004 2003 2002

Cash Flows From Operating Activities:
Net income.....................................................
Adjustments to reconcile net income to net cash provided -.

by operating activities:

35,171 $ 59,957 $ 28,674

Depreciation and amortization of electric plant in service .............. 93,372 87,621 90,062
Impairmeni loss on CIS project . .................................... 17,576
Amortization of nuclear fuel........................17,226 16,374 17,968
,Cumulative effect of accounting change, net of tax................ . .. (39,635).
Extraordinary gain on the re-application of SEAS No. 71, net of tax..... (1,802) . - -

Deferred income taxes, net ...................................... 401 10,063 2,328
Loss on extinguishments of debt ......... ............. ......... 5,356 1 3,410
Other amortization and accretion 108......5 1 . 7,744 11,703
Other operating activities ....................................... (414) - 1,432 2,918

Change in: .... -150'1,0

FERC settlements payable ........................................ (550 1,
Accounts receivable .......................................... (4,121)' (1,258) 8,207
Inventories .. ;................................................413 . (366) . (357)

*Net (under)/overcollection of fuel revenues .......................... (16,453) 16,476 .4,727
Prepayments and other.......................................... (1,787) (17,687) (2,220)
Accounts payable -................ 15,207............................(5,702) 273
Taxes accrued other than federal income taxes ...................... 552 (2,660) 1,674
Interest accrued ..... ....... .(1,097) '(1,259) (895)

Other current liabilities.................................. . ...a....(2,663) .225 4,052
.Deferred charges and credits ............................ . .............. 6... 2.283

Ntcsprvddbopiiit ng aciiis144,086 135,014 ' 190.307

Cash Flows FromlInvesting Activities:'~--'.
Cash additiotis to utility property, plant and equipment ................... (72,499), (700 (65,065)
Cash additions to nuclear fuel.......................................(15,828) (13,848) (16,036)
Capitalized interest and AFUDC: . (53)(520

Utility p roperty, plant and equipment................. I..~ .... . . (3 144) 532(590
Nuclear fuel ...................................... ........... (283) (250) .(351)

Decommissioning trust funds:
Purchases, including funding of $5.9 million, $10.4 million and,

$5.3 million, reispectivel ..................................... (44,640) (21,079) (19,308)
Sales and miaturities.................................................. 36,434 '9,384 14,190

Other investing activities ....... (2,808) 1,467 (469)

Net cash used for investing activities .......................... (102,768) (16728')(932'
Cash Flows From Financing Activities:.

Proc~eedslfrom exercise of stock options ..... 1,073 2,006

Repurchases of comonst6ck..; ...... (4,528) (24,239) (12,875)
Repurchases of and payments on first mortgage bonds ............ (41,048) '(39,360) '(36,344)
Pollution control bonds:

T roceeds ................ 70..........400........
Payments.. .. .. .. .. (70,400)

Nuclear fuel finianicing obligations:'
Proceeds ........ ............ 17,123 15,169 '18,235

Payments.......-. (18,102) (20,207). (19,310)
Other financing activities........................................... _861___3______4

Net cash used for Financing' activities .............................. _4633_6_02_508Q

Neicraedecrease)incashandte' rriiivestment ........ (5,025) ' (40,716) 47,148
Cah Pn tmoayivsments at-beginning of period .................. 34.426 * 75.142 27.994

Cash and temporary investments at end of period ................. _-,' *- 44

See accompanying notes to consolidated financial statements.
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EL PASO ELECTRIC COMPANY AND SUBSIDIARY

NOTES TO CONSOLIDATED FINANCIAL STATEMENTS

A. Summary of Significant Accounting Policies

General. El Paso Electric Company is a public utility engaged in the generation, transmission
and distribution of electricity in an area of approximately 10,000 square miles in west Texas and
southern NewMexico. El Paso Electric Company also serves wholesale customers in Texas and
periodically in the Republic of Mexico.

Principles of Consolidation. The consolidated financial statements include the accounts of
El Paso Electric Company and its wholly-owned subsidiary, MiraSol Energy Services, Inc. ("MiraSol")
(collectively, the "Company"). MiraSol, which began operations as a separate subsidiary in March 2001,
provided energy efficiency products and services previously provided by the Company's Energy Services
Business Group. On July 19, 2002, all sales activities of MiraSol ceased. MiraSol remains a going
concern in order to satisfy current contracts and warranty and service obligations on previously installed
projects. See Note I. All intercompany transactions and balances have been eliminated in consolidation.

Use of Estimates. The preparation of financial statements in conformity with generally accepted
accounting principles requires management to make estimates and assumptions that affect the reported
amounts of assets and liabilities and disclosure of contingent assets and liabilities at the date of the
financial statements and the reported amounts of revenues and expenses during the reporting period.
Actual results could differ from those estimates.

Basis of Presentation. The Company maintains its accounts in accordance with the Uniform
System of Accounts prescribed by the Federal Energy Regulatory Commission (the "FERC").

Re-application of SFAS No. 71 to New Mexico Jurisdiction. Regulated electric utilities typically
prepare their financial statements in accordance with SFAS No. 71, "Accounting for the Effects of
Certain Types of Regulation." Under this accounting standard, certain recoverable costs are shown as
either assets or liabilities on a utility's balance sheet if the regulator provides assurance that these costs
will be charged to and collected from its customers (or has already permitted such cost recovery). The
resulting regulatory assets or liabilities are amortized in subsequent periods based upon their respective
amortization periods in a utility's cost of service.

Beginning in 1991, the Company discontinued the application of SFAS No. 71 to its financial
statements. This decision was based on the Company's determination that its rates were no longer
designed to recover its costs of providing service to customers. Upon emerging from bankruptcy in
1996, the Company again concluded that it did not meet the criteria for applying SFAS No. 71 because
of the ten-year rate freeze in Texas and its ongoing intention not to seek changes in its New Mexico
rates, which had been established in 1990. Although the Company believes the rates established in 1995
were based upon its costs of service, the unusual length of the rate freeze period created substantial
uncertainty as to the ultimate recovery of its costs over the entire freeze period. Consequently, the
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EL PASO ELECTRIC COMPANYAND SUBSIDIARY

NOTES TO CONSOLIDATED FINANCIAL STATEMENTS

Company determined that it should not re-apply SPAS No. 71 to its Texas jurisdiction at the time it

emerged from bankruptcy in February 1996. As the freeze period draws to a close, the Company will

continue to evaluate whether it meets the criteria for the re-application of SFAS No. 71 to its Texas

jurisdiction.

During 2004, the Company determined that it met the criteria necessary to re-apply SFAS No. 71

to its New Mexico jurisdictional operations. For the New Mexico jurisdiction, two key events transpired
that, when considered together, resulted in the Company's decision to re-apply SFAS No. 71. In April of

2004, the Company received a final order approving a unanimous stipulation which established new base

and fuel rates for its New Mexico customers which were implemented June 1, 2004. The Company's
appioved rates were based upon its cost of providing service in New Mexico. That event, coupled with
the repeal of New Mexico's electric utility industry restructuring law which occurred in April of 2003,
resulted in the Company meeting the criteria for the re-application of SFAS No. 71 to New Mexico,

beginning July 1, 2004. The re-application of SFAS No. 71-to the Company's New Mexico jurisdiction
resulted in'the recording of $18.5 million of regulatory assets, $5.0million in related accumulated
deferred income tax assets, $16.2 million of regulatory liabilities, $5.5 million in related accumulated
deferred tax liabilities and a $1.8 million extraordinary gain, net of tax, or $0.04 basic and diluted

earnings per share. The Company's continued ability to meet the criteria for the application of SFAS
No. 71 for the New Mexico jurisdiction may be affected in the future by competitive forces and

restructuring in the electric utility industry. In the event that SFAS No. 71 no longer applies to the

New Mexico jurisdiction, the related regulatory assets and -liabilities would be written off unless an

appropriate regulatory recovery mechanism is provided.

Comprehensive Income. Certain gains and losses that are not recognized currently in the
consolidated statements of operations are reported as other comprehensive income in accordance with

SFAS No. 130, "Reporting Comprehensive Income."

Utility Plant.' Depreciation is provided on a straight-line basis over the estimated remaining lives
of the assets (ranging from 5 to 31 years), except for approximately $298 million of reorganization value
allocated primarily to net transmission, distribution and general plant in service. This amount is being
depreciated on a straight-line basis over the ten-year period of the Texas Rate Stipulation, which ends
August 2005. For all other utility plant, Texas and New Mexico depreciation lives are the same.

In conjunction with a certain regulatory filing in the New Mexico jurisdiction, the Company
implemented new depreciation rates effective January 1, 2004. The new rates had the effect of
increasing depreciation and amortization expense by approximately $1.9 million and decreasing net

income, after tax, by approximately $1.2 million or $.03 basic and diluted earnings per share.

The Company charges the cost of repairs and minor replacements to the appropriate operating
expense accounts and capitalizes the cost of renewals and betterments. Gains or losses resulting from
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retirements or other dispositions of operating property in the normal course of business are credited or
charged to the accumulated provision for depreciation.

The cost of nuclear fuel is amortized to fuel expense on a units-of-production basis. A provision
for spent fuel disposal costs is charged to expense based on requirements of the Department of Energy
(the "DOE") for disposal cost of approximately one-tenth of one cent on each kWh generated. The
Company is also amortizing its share of costs associated with on-site spent fuel storage casks at
Palo Verde over the bum period of the fuel that will necessitate the use of the storage casks. See Note C.

Impairment of Long-Lived Assets. In accordance with SFAS No. 144,. "Accounting for the
Impairment or Disposal of Long-Lived Assets," long-lived assets, such as property, plant, and equipment
and purchased intangibles subject to amortization, are reviewed for impairment whenever events or
changes in circumstances indicate that the carrying amount of an asset may not be recoverable.
Recoverability of assets to be held and used is measured by a comparison of the carrying amount of an
asset to estimated undiscounted future cash flows expected to be generated by the asset. If the carrying
amount of an asset exceeds its estimated undiscounted future cash flows, an impairment charge is
recognized for the amount by which the carrying amount of the asset exceeds the fair value of the asset.

Capitalized Interest. The Company capitalizes interest cost to construction work in progress and
nuclear fuel in process in accordance with SFAS No. 34, "Capitalization of Interest Cost" for its Texas
jurisdictional operations. For its New Mexico jurisdictional operations, the Company capitalizes interest
and common equity costs to construction work in progress and nuclear fuel in process in accordance
with SFAS No. 71. The amount of the equity component of the AFUDC capitalized to construction
work in progress was $0.3 million for the year ended December 31, 2004.

Asset Retirement Obligation. Effective January 1, 2003, the Company adopted SFAS No. 143,
"Accounting for Asset Retirement Obligations." SFAS No. 143 sets forth accounting requirements for
the recognition and measurement of liabilities associated with the retirement of tangible long-lived
assets. An asset retirement obligation ("ARO") associated with long-lived assets included, within the
scope of SFAS No. 143 is that for which a legal obligation exists under enacted laws, statutes, written or
oral contracts, including obligations arising under the doctrine of promissory estoppel. Under the
statement, these liabilities are recognized as incurred if a reasonable estimate of fair value can be
established and are capitalized as part of the cost of the related tangible long-lived assets. In January
2003 the Company began recording the increase in the ARO due to the passage of time as an operating
expense (accretion expense). See Note D.

Cash and Cash Equivalents. All temporary cash investments with an original maturity of three
months or less are considered cash equivalents.
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Investments. The Company's marketable securities, included in decommissioning trust funds in
the balance sheets, are reported at fair market value and consist primarily of equity securities 'and
municipal, federal and corporate bonds in trust funds established for decommissioning of its interest in
Palo Verde. Such marketable securities are classified as: "vailable-for-sale" securities and, as such,
unrealized gains and losses are -included in accumulated other comprehensive income as a separate
component of common stock equity. However, if declines in fair value of marketable securities below
original cost basis are determined to be other than temporary, then the declines are reported as losses in
the consolidated statement of operations and a new cost basis is established for the affected securities at
fair value. See Note M:

Inventories. Inventories, primarily parts, materials,' supplies and fuel coil are stated at average
cost not to exceed recoverable cost. -'

Operating Revenues Net of Energy Expenses. The Company accrues revenues for services
rendered, including unbilled electric service revenues. Energy expenses are stated at actual cost
incurred.' The Company's Texas retail customers are presently being billed under a fixed fuel factor
approved by the Texas Commission. -As of June 2003; the Companys New Mexico retail customers are
being billed under a fuel adjustment clause which is adjusted.monthly, as approved by the New Mexico
Commission in June 2004. 'The Company's recovery of energy expenses in these jurisdictions is subject
to periodic reconciliations -of actual energy expenses incurred-to- actual fuel revenues -collected. The
difference between energy expenses incurred and fuel revenues charged to the' Company's Texas and
New Mexico customers, as determined under Texas and New Mexico Commission rules, is reflected as
net over/undercollection of fuel revenues in the consolidated balance sheets. See Note B.

Unbilled Revenues. Accounts receivable include 'accrued unbilled revenues of $18.0 million and
$16.5 million at December 31, 2004 and 2003, respectively.'. --

Allowance for Doubtful Accounts. Additions, deductions and balances for allowance for
doubtful accounts for 2004, 2003 and 2002 are as follows (in thousands):

2004 2003 2002

Balance at beginning of year ...................-.- $' .3,470 $ 3,234 $ 3,525
Additions:

Charged to costs and expense ................ 1,999 3,096 - 2,909';
Recovery of previous write-offs ............. ... .,422 981 '835!

Uncollectible receivables written off .............. 3.820 3.841 . 4035
Balance at end of year.a .$.3, $ 3,470 $ 3,234
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Income Taxes. The Company accounts, for federal and state income taxes under the asset and
liability. method of accounting, for income taxes. Under, this method, deferred income taxes are
recognized for the estimated future tax consequences of "temporary differences" by applying, enacted
statutory tax rates for each taxable jurisdiction applicable to future years to differences between' the
financial statement carrying amounts and the tax basis of existing assets and liabilities. The Company
records a valuation allowance to reduce its deferred tax assets to the extent it is more likely than not that
such deferred tax assets will not be realized. The effect on deferred tax assets and liabilities of a change
in tax rate is recognized in income in the period that includes the enactment date.

Earnings per Share. Basic earnings per share is computed by dividing net income by the
weighted average number of shares outstanding. Diluted earnings per share is computed by dividing net
income by the weighted average number of shares and the dilutive impact of the sum of unvested
restricted stock and the stock options that were outstanding during the period with the amount of
outstanding options calculated by using the treasury stock method.'

Stock Options and Restricted Stock. The-Company has two stock-based long-term incentive
plans and accounts for them under the recognition and measurement principles of APB Opinion No. 25,
"Accounting for' Stock Issued to Employees," and related interpretations.- Stock options have typically
been granted with an exercise price equal to fair market value on the date of grant and; accordingly, no
compensation expense, is recorded by the Company. Restricted stock has been granted at fair market
value.,. Accordingly,, the, Company recognizes compensation expense by ratablyI amortizing the fair
market value of the restricted stock determined at the date of grant over the restriction period of the
grant. If compensation expense for the option portion of the plans had been determined based on the fair
value of the option at the grant date and amortized on a straight-line basis over the vesting period,
consistent with the provisions of SFAS No. 123, "Accounting for Stock-Based Compensation," the
Company's net earnings and earnings per share would have been reduced to the pro forma amounts
presented below:

Years Ended December 31,
2004 2003 2002

Net income, as reported ..................... ........ 35,171 $ 59,957 $ 28,674
Deduct: Compensation expense, net of tax ...... 894 916 1,326
Pro forma net income ................................. . $ 34277 S_ 59,041 $ 27,348

Basic earnings per share:.
As reported................................................... $ 0.74 $ 1.24 $ 0.58
Pro forma................... ................................ 0.72 1.22 0.55

Diluted earnings per share:
As reported ...................................... 0.73 1.23 0.57
Pro forma .0.71 1.21 0.54
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The fair value for these options was estimated at the grant date using the Black-Scholes option
pricing model. Weighted average assumptions and grant-date fair Value for 2004, 2003 and 2002 are
presented below:

2004 2003 2002

Risk-free interest rate ......................... 4.01% 4.13% .5.22%
Expected life, in years .................. ;. 7.3 7.4 10.0
Expected volatility ......... 22.42% 24.72% , 26.10%
Expected dividen yield ...... I,.;,
Fair value per option . .. $4.87 -. $4.83 $6.75

Restricted Stock. -Restricted stock has been granted at fair market value. Compensation expense
for, the restricted stock -awards is recognized on a fair value basis and is measured by referencing the
quoted market price of the shares at the grant date, amortized ratably over, the restriction period.
Unearned compensation related to restricted stock awards is a reduction of common stock equity and
included in deferred and unearned compensation on the Company's consolidated balance sheets.

Performance Shares. Subject to meeting certain performance criteria, performance shares will be
granted to certain officers under the Company's existing long-term incentive plan on January, 1, 2006 and
2007. The Company currently-recognizes the related compensation expense by ratably amortizing the
current fair market value of awards that would be granted based on the current performance.of,>the
Company over the performance cycles. Consistent with the provisions of APB Opinion No. 25,
compensation expense for performance shares will be adjusted for subsequent changes (such as the
number of shares to be granted, if any, and the fair market value of the Company's stock) in the expected
outcome, of the performance-related conditions until the end of, the performance cycle.. Any such
adjustments are accounted for as a change in estimate, and the cumulative effect of the change on current
and prior periods is recognized in the period of the change. -

Other New, Accounting Standards.: At January 1, 2004, the Company adopted FASB
Interpretation No. 46 ("FIN 46R"), "Consolidation of Variable Interest Entities," which addresses how a
business enterprise should evaluate whether it has a controlling financial interest in an entity through
means other than voting rights and accordingly should consolidate the entity. As of December 31, 2004,'
the Company has had -no transactions that have established a variable interest entity and the:
implementation of this standard did not have an impact on the Company's financial position or results of
operations.

SFAS No. 150, "Accounting for Certain Financial Instruments with Characteristics of both
Liabilities and Equity," was issued in May 2003. This ,statement established standards for the
classification and measurement of certain financial instruments with characteristics of both liabilities and.
equity. The statement also included required disclosures -for -financial instruments within its scope. For
the Company, the statement was effective as of January 1, 2004. The Company currently does not have
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any financial instruments that are within the scope of this statement: and the implementation of this
standard did not have an impact on the Company's financial statements.

In November 2004, the FASB issued SFAS No. 151, "Inventory Costs" - an amendment of
Accounting Research Bulletin No. 43 ("ARB No. 43"), ("Inventory Pricing"). ARB No. 43 previously
stated that "under some circumstances, items such as idle facility expense, excessive spoilage, double
freight and rehandling costs may be so abnormal as to require' treatment as current period charges."
SFAS No. 151 requires that those items be recognized as' current-period charges regardless of whether
they meet the criterion of "so abnormal." The provisions of this statement are effective for inventory
costs incurred during fiscal years beginning after June 15, 2005. The Company does not believe SFAS
No. 151 will have a significant impact on the Company's consolidated financial statements.

In December 2004, the FASB issued SFAS No:. 153, "Exchanges of Nonrionetary Assets" - an
amendment of Accounting Principles Board Opinion No' 29 ("APB No. 29"), "Accounting for
Nonmonetary Transactions." The guidance in APB No. 29 is based on the principle that exchanges of
nonmonetary assets should be measured based on the fair value of the assets exchanged, with certain,
exceptions. SEAS No: 153 amends the opinion to eliminate the exception for nonmonetary exchanges of
similar productive assets and replaces it with a general exception for exchanges of nonmonetary assets
that do not have "commercial substance.'! A nonmonetary exchange has "commercial substance" if the
future cash flows of the entity are expected to change significantly as a result of the exchange. "The
provisions of this'statement are effective for fiscal periods beginning'after June 15, 2005. The Company
does notibelieve SFAS No. 153-will have a significant impact on the Company's consolidated 'financial
statements. ' '

In December 2004, the FASB issued a revision of SFAS No. 123, "Accounting for Stock-Based
Compensation." SFAS No. 123 (revised) focuses primarily on accounting for transactions in which ani
entity obtains employee services in share-based payment transactions. SFAS No. 123 (revised) requires
a public entity to measure the cost of employee services received; in exchange for an award of equity
instruments based on the grant-date fair value of the award (with some limited exceptions). That cost
will be recognized over the' period during which an employee is required to provide service in exchange
for the award "the requisite service period" - typically'the vesting period. No compensation cost is
recognized for equity' instruments for which employees do not render the requisite service. SFAS
No. 123 (revised) is effective for public entities that do' not file as small' business issuers as of the
beginning of the first interim or annual reporting period that begins after June 15, 2005. SFAS No. 123
(revised) applies to 'all awards granted after the required effective date and to 'awards modified,
repurchased or cancelled after that date. Additionally, compensation cost for outstanding awards for
which the requisite service has not been rendered as of the effective date shall be expensed as the
requisite service is rendered on or after the required effective date. The compensation cost for that
portion of awards shall' be based on the grant-date fair value of those awards as calculated for pro forna
disclosure under SFAS No. 123. Due to timing of the release of SFAS No. 123 (revised),' the Company
has' not yet completed the analysis of the ultimate impact, that this new pronouncement will have on the
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Company's financial statements but does not expect this statement to have an effect materially different
than the pro forma disclosures provided in Note A.

Reclassification. Certain amounts in the consolidated financial statements for 2003 and 2002
have been reclassified to conform with the 2004 presentation..,

B. Regulation

General i

In 1999, both the Texas and New Mexico legislatures enacted electric utility industry
restructuring laws requiring competition in certain functions of the industry and ultimately in the

Company's service area. In Texas, the Company has been exempt from the requirements of the Texas
Restructuring Law, including utility restructuring and 'retail competition. The Texas Commission
recently adopted a rule that would further delay competition in the Company's Texas service territory
until at least the time that an independent regional transmission organization ("RTO") begins operation
in its relevant power markets. In April 2003, the New Mexico Restructuring Act was repealed and as a
result, the Company's operations in New Mexico will continue to be fully regulated. The Company
cannot predict at this time the full effects the repeal of the New Mexico Restructuring Act will have on
the Company should it be required to ultimately implement the Texas Restructuring Law.

Federal Regulatory Matters

Federal Energy Regulatory Commission. The FERC has been conducting an investigation into
potential manipulation of electricity prices in the western United States during 2000 and 2001. On
August 13, 2002, the FERC initiated a Federal Power Act ("FPA") investigation into the Company's
wholesale power trading in the western United States during 2000 and 2001 to determine whether the
Company and Enron engaged in misconduct and, if so, to determine potential remedies. The Company
reached settlements-with the FERC and other parties in 2002 and 2003. The Company believes the
FERC's order resolved all issues between the FERC and the other parties to this investigation. Under the
settlements,'the Company agreed to refund $15.5 million-and to make wholesale sales pursuant to its
cost of service rate authority rather than its market-based rate authority for the period December 1, 2002
through December 31, 2004. This agreement allowed the Company to sell power into wholesale markets
at its incremental cost plus $21.11 per MWh. To the extent that wholesale market prices exceeded these
agreed upon amounts, the Company lost the opportunity to realize these additional revenues. This
provision did not have a significant impact on the Company's revenues through December 31, 2004.
The Company's ability to 'make wholesale sales pursuant toits market-based rate authority was restored

on January 1, 2005.

RTOs. FERC's rule ("Order 2000") on RTOs strongly encourages, but does not require, public
utilities to form and join RTOs. The Company is an active participant in the development of
WestConnect, formerly known as the Desert Southwest Transmission and Reliability Operator. As a
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participating transmission owner, the Company will ultimately transfer operational authority of its
transmission system to WestConnect subject to receiving any necessary regulatory approvals.' On
October 10, 2002, FERC issued an order indicating that the Company's WestConnect proposal satisfied,
or with certain modifications would satisfy, the FERC requirements for an RTO under Order 2000.
WestConnect will continue to work with the FERC and two other proposed RTOs in the west to achieve
a seamless market structure. The Company, however, is anticipated to be no more than a 9% participant
in WestConnect and cannot control the terms or timing of its establishment. WestConnect-will not be
operational for several years. The establishment of an independent RTO in the Company's service area
is a prerequisite for the Company to be considered part of a Qualified Power Region as defined in the
Texas Restructuring Law. The timing of the operations of WestConnect could affect when and whether
the Company's Texas service territory is deregulated under the Texas Restructuring Law.

Department of Energy. The DOE regulates the Company's exports of power to the CFE in
Mexico pursuant to a license granted by the DOE and a presidential permit. The DOE has determined
that all such exports over international transmission lines shall be made in accordance with Order
No. 888, which established the FERC rules for open access.

The DOE is authorized to assess operators of nuclear generating facilities a share of.the costs of
decommissioning the DOE's uranium enrichment facilities and for the ultimate costs of disposal of spent
nuclear fuel. See "Facilities - Palo Verde Station - Spent Fuel Storage" for discussion of spent fuel
storage and disposal costs.

Nuclear. Regulatory Commission. The NRC has jurisdiction over the Company's licenses for
Palo Verde and regulates the operation of nuclear generating stations to protect the health and safety of.
the public from radiation hazards. The NRC also has the authority to conduct environmental reviews
pursuant to the National Environmental Policy Act.

Texas Regulatory Matters

The rates and services of the Company are regulated in Texas by municipalities and by the Texas
Commission. The largest municipality in the Company's service area is the City of El Paso. The Texas
Commission has exclusive appellate jurisdiction to review municipal orders and ordinances regarding
rates and services within municipalities in Texas and original jurisdiction over certain other activities of
the Company. The decisions of the Texas Commission are subject to judicial review.

Deregulation. The Texas Restructuring Law required certain investor-owned electric utilities to
separate power generation activities from transmission and distribution activities by January 1, 2002, and
on that date, retail competition for generation services was instituted in some parts of Texas. The Texas
Restructuring Law, however, specifically recognized and preserved the. Companys Texas Rate
Stipulation and Texas Settlement Agreement by, among other things, exempting the Company's Texas,
service area from retail competition until the end of the Freeze Period. On October 13, 2004, the Texas

63



EL PASO ELECTRIC COMPANY AND SUBSIDIARY

NOTES TO CONSOLIDATED FINANCIAL STATEMENTS

Commission approved a rule further delaying retail competition in the Company's Texas service

territory. -The rule approved by the Texas Commission, sets a schedule which identifies various

milestones for the Company to reach before competition can begin. The first milestone calls for the

development, approval by the FERC, and commencement of independent operation of a RTO, including

the development of retail market protocols to facilitate retail competition. The complete transition to

retail competition would 'occur upon the completion of the last milestone which would be the Texas

Commission's final evaluation of the market's readiness to offer fair competition and reliable service to

all retail customers. The Company believes that adoption of this rule will likely delay retail competition

in El Paso for at least several years. There is substantial uncertainty about both the regulatory

framework and market conditions that will exist if and when retail competition is implemented in the

Company's service territory, and the Company may incur substantial preparatory, restructuring and other

costs that may not ultimately be recoverable. There can be no assurance that deregulation would not

adversely affect the future operations, cash flows and financial condition of the Company.

Renewables and Energy Efficiency Programs; Notwithstanding the Commission's approval of a

rule further delaying competition in the Company's Texas service territory, the Company will become

subject to the renewable energy and energy efficiency requirements of the Texas Restructuring Law on

January 1, 2006. Under the renewable energy requirements, the Company will have to annually obtain

its pro rata share of renewable energy credits as determined by the Texas Commission, based on total

Texas retail sales subject to renewable energy credit allocation. The Company's ultimate obligation to

obtain renewable energy credits will not be known until January 31 of the year following the compliance

year, and it will have until March 31 to obtain, if necessary,' and submit to the Texas Commission,'

sufficient credits. In addition, by January 1, 2007 and January 1, 2008, the Company will be required to

fund incentives for energy efficiency savings that will achieve the goal of meeting 5% and 10% of its

growth in demand through energy efficiency savings, respectively. Preparatory costs incurred by the

Company to meet these requirements will not be recoverable in the Company's Texas service territory

prior to the expiration of the Freeze Period.

Termination of Freeze Period. The Freeze Period expires on August 1, 2005. -Thereafter, the

Company will be subject to traditional cost of service regulation by the Texas cities it serves and by the

Texas Commission. Its present rates will stay in effect until changed by a city or the Texas Commission.

Any such change would be initiated with either a request by the Company or a complaint by a regulator

or customer. Any rate change order would be preceded by discovery and presentation of evidence. Any

decision by a city would be subject to appellate review by the Texas Commission. The Company has no

present intention to request a base rate change, and no complaints against the Company's base rates are

pending.

The'end of the Freeze Period may also bring an end to the 50/50 sharing of off-system sales

margins between the Company and its customers. The current fuel rule in Texas provides that such

margins are to be fully credited to customers.
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The Company's ten-year franchise with the City of El Paso ("City") expires on August 1, 2005.
The franchise governs the Company's usage of City-owned property, including the payment of franchise
fees.

The Company is meeting with the City to discuss the Company's franchise and rate treatment
after the expiration of the Freeze Period. The Company is unable to predict the outcome of these,
discussions.

Fuel. Although the Company's base rates are frozen in Texas pursuant to Texas Commission
rules and the Texas Rate Stipulation, the Company can request adjustments to its fuel factor to more
accurately reflect projected energy costs associated with providing electricity and seek recovery of past
undercollections of fuel revenues, subject to periodic final review by the Texas Commission in fuel
reconciliation proceedings.

The Company reconciled its Texas jurisdictional fuel costs for the period January 1, 1999
through December 31, 2001 in PUC Docket No. 26194, and on May 5, 2004, the Texas Commission
issued its final order. At issue was the Company's request to recover an additional $15.8 million, before
interest, from its Texas customers as a surcharge due to fuel undercollections from January 1999 through
December 2001.. The Texas Commission disallowed approximately $4.5 million of Texas jurisdictional
expenses, before interest, consisting primarily of (i) approximately $4.2 million of purchased power
expenses which the Texas Commission characterized as "imputed capacity charges," and
(ii) approximately $0.3 million in fees which were deemed to be administrative costs, not recoverable as
fuel. This disallowance was recorded as a reduction of fuel revenue during the fourth quarter of 2003.
In Texas, capacity charges are not eligible for recovery as fuel expenses but are to be recovered through
the Company's base rates. As the Company's base rates were frozen during the period in which the
imputed capacity charges were deemed to have been incurred, the $4.2 million of imputed capacity
charges were therefore permanently disallowed, and not recoverable from its Texas customers. The
Texas Commission's decision has been appealed by two parties and the Company, and the Company is
unable to predict the ultimate outcome of the appeals.

The Company has incurred similar purchased power costs for the fuel reconciliation period
beginning January 1, 2002. The Company believes that it has accounted for its purchased power costs
during the. reconciliation period beginning January 2002 in a manner consistent with the Texas
Commission's decision in PUC Docket No. 26194. However, the Texas Cornmission recently
commenced a generic rulemaking proceeding to determine a statewide policy for the appropriate pricing
of capacity in purchased power contracts. On August 31, 2004, the Company filed an application (PUC
Docket No. 30143) to reconcile Texas jurisdictional fuel costs for the period January 1, 2002 to
February 29, 2004. There can be no assurance as to the outcome of the rulemaking and its potential
impact on the Company with respect to fuel recovery in future reconciliation periods, including those in
PUC Docket No. 30143.
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Palo Verde Performance Standards. The Texas Commission established performance standards

for the operation of Palo Verde pursuant to which each Palo Verde unit is evaluated annually to

determine whether its three-year rolling average capacity factor entitles the Company to a reward or

subjects it to a penalty. The capacity factor is calculated as the -ratio of actual generation to maximum

possible generation. If the capacity'factor, as measured o6 a: station-wide basis for any consecutive

24-month period, should fall below 35%, the Texas Commission can also reconsider the rate treatment

of Palo Verde, regardless of the provisions of the Texas'Rate Stipulation and the Texas Settlement

Agreement. The removal of Palo Verde from rate base could have a significant negative impact on the

Company's revenues and financial condition. Under the Performance standards as modified by the Texas

Fuel Settlement, the Company has calculated the performance rewards for the reporting periods ending

in 2004, 2003 and 2002 to be approximately $0.2 million, $0.8 million and $1.3 million, respectively.

These rewards will be included, along with energy costs' incurred and revenues billed, as part of the

Texas Commission's review during a future periodic fuel reconciliation proceeding as discussed above.

Performance rewards are not recorded on the Company's books until the Texas Commission has ordered

a final determination in a fuel proceeding or comparable evidence of collectibility is obtained.

Performance penalties are recorded when assessed as probable by the Company.

New Mexico Regulatory Matters

The New Mexico Commission'has jurisdiction'over the Company's rates and services in

New Mexico and over certain' other activities of the Company, including prior approval of the issuance,

assumption or guarantee of securities. The New Mexico Commission's decisions are subject to judicial

review. The largest city in the Company's New Mexico service territory is Las Cruces.

Deregulation. In April 2003, the New Mexico Restructuring Act was repealed, and as a result,

the Company's operations in New Mexico will continue 'to be fully regulated. The Company cannot

predict at this time the full effects the repeal of the New Mexico Restructuring Act will have on the

Company if it ultimately transitions to retail competition in Texas.,

New Mexico Rate Stipulation. On June 1, 2004, the Company implemented new rates according

to the New Mexico Stipulation whereby, among other things, the Company agreed for a period of three

years beginning June 1, 2004 to (i) freeze base rates after an initial non-fuel base rate reduction of 1%;

(ii) fix fuel and purchased power cost associated with 10% of the Company's jurisdictional retail sales in

New Mexico at $0.021 per kWh; (iii) leave subject to reconciliation the remaining 90% of the

Company's New Mexico jurisdictional fuel and purchased power costs not collected in base rates;

(iv) continue the collection of a portion of fuel and purchased power costs in base rates as presently

collected in the amount of $0.01949 per kWh; (v) price power provided from Palo Verde Unit 3 to the

extent of its availability at an 80% nuclear, 20% gas fuel mix; and (vi) deem reconciled, for the period

June 15, 2001 through May 31, 2004, the Company's fuel and purchased power costs for the

New Mexico jurisdiction.
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Fuel. In April 2004, the New Mexico Commission, as part of the New Mexico Stipulation,
approved a fuel and purchased power cost adjustment clause. .The Company will continue to recover
fuel and purchased power costs in base rates in the amount of $0.01949 per kWh and continue the fuel
and purchased power cost adjustment to recover 90% of the remaining fuel and purchased power costs.
Fuel and purchased power costs associated with the remaining 10% of the Company's jurisdictional
retail sales in New Mexico are fixed at $0.021 per kWh. The Company and all intervenors entered into
the New Mexico Stipulation on the Company's compliance filing.

Renewables. The New Mexico Renewable Energy Act of 2004 requires that, by January 1, 2006,
renewable energy comprise no less than 5% of the Company's total retail sales to New Mexico
customers. The requirement increases by 1% annually until January 1, 2011, when. the renewable
portfolio standard shall reach a level of 10% of the Company's total retail sales to New Mexico
customers and will remain fixed at such level thereafter. On September 1, 2004, the Company filed its
Transitional Procurement Plan detailing its proposed actions to comply with the Renewable Energy Act.

The New Mexico Commission approved the Company's Transitional Procurement Plan with
modifications to shorten the term for the Company's proposed contract to purchase renewable energy
credits and to address diversity provisions of the Renewable Energy Act. These modified provisions will
be incorporated into the renewable procurement plan to be filed by the Company no later than
September 1, 2005 for the 2006 year., Costs incurred by.the Company to meet the requirements of the
New Mexico Renewable Energy Act are to be recovered from New Mexico customers pursuant to the
Renewable Energy Act and the New Mexico Commission's rules.

Sales for Resale

The Company provides up to 10MW of firm capacity, associated energy, and transmission
service to the Rio Grande Electric Cooperative, pursuant to an ongoing contract which requires a
two-year notice to terminate. No such notice has been received.
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C. Utility Plant, Palo Verde and Other Jointly-OwnedUtility Plant

The table below presents the balance of each major class of depreciable assets at December 31,

2004 (in thousands):

Gross Accumulated Net
Plant Depreciation Plant

Nuclear Production: ..................... $ 596,371- $ (121,563) $ 474,808

Steam and Other . ............. 259,400 (119,543) 139,857

Total Production .................... 855,771 (241,106) 614,665

Transmission ..................... 342,307 (197,474) 144,833

Distribution .................. 556,013 " (203,163) 352,850

General ..................... 71,781. (22,807) 48,974

Intangible and Other ............ . 14,052 --- (2,224) 11,828

Total . ' .$ 1,839.924 $ 666,774) 1,173150

Amortization of intangible plant (software) is provided on a straight-line basis over the estimated

useful life of the asset (ranging from 3 to 10 years). The amortization expense for intangible plant in

2004 was $0.9 million. The table below presents the estimated amortization expense for the next five

years (in thousands):
- '' '2005 ...................... ' `1''6

2006 ........................ 1',427
2007. 1,273
2008 .. "t 958'
2009 .825' 825-

The Company owns a 15.8% interest in each of the three nuclear generating units and Common

Facilities at Palo Verde, in Wintersburg, Arizona. The Palo Verde -Participants include the Company

and six other utilities: Arizona Public Service Company ("APS"), Southern California Edison Company

("SCE"), Public Service Company of New' Mexico ("PNM"), Southern California Public Power

Authority, Salt River Project Agricultural Improvement and Power District ("SRP") and the Los Angeles

Department of Water and Power. APS serves as operating agent for Palo Verde. The operation of

Palo Verde and the relationship among the Palo Verde Participants is governed by the Arizona Nuclear

Power Project Participation Agreement (the "ANPP Participation Agreement").

Pursuant to the ANPP Participation Agreement, the' Palo Verde Participants share costs 'and

generating entitlements in the same proportion as their percentage interests in the' generating units, and

each participant is required to fund its share of fuel, other operations, maintenance and capital costs.

The Company's share of direct expenses in Palo Verde and other jointly-owned utility plants is reflected
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in fuel expense, other operations expense, maintenance expense, miscellaneous other deductions, and
taxes other than income taxes in the Company's consolidated statements of operations. The ANPP
Participation Agreement provides that if a participant fails to meet its payment obligations, each
non-defaulting participant shall pay its proportionate share of the payments owed by the defaulting
participant. Because it is impracticable to predict defaulting participants, the Company cannot estimate
the maximum potential amount of future payment, if any, which could be required under this provision.

Other jointly-owned utility plant includes a 7% interest in Units 4 and 5 at Four Corners
Generating Station ("Four Corners") and certain other transmission facilities. A summary of the
Company's investment in jointly-owned utility plant, excluding fuel, at December 31, 2004'and 2003 is
as follows (in thousands):

December 31, 2004 December 31, 2003
Palo Verde Other Palo Verde, Other

Electric plant in service .................. $ 596,371 $ 186,838 $ 588,071 $ 187,036
Accumulated depreciation .............. (121,563) (124,146) (108,765) (113,845)
Construction work in progress ......... 32385 4,177 23251 2,729

Total ........................ $ 507,193 $ 66.869 S 502.557 $ 75.920

Palo Verde

Decommissioning. Pursuant to the ANPP Participation Agreement and federal law, the Company
must fund its share of the estimated costs to decommission Palo Verde Units 1, 2 and 3, including the
Common Facilities, through the term of their respective operating licenses. The Company's
decommissioning costs are estimated every three years based upon engineering cost studies performed
by outside engineers retained by APS.

In accordance with the ANPP Participation Agreement, the Company is required to establish a
minimum accumulation and a minimum funding level in its decommissioning account at the end of each
annual reporting period during the life of the plant. The Company remained above its minimum funding
level as of December 31, 2004. The Company will continue to monitor the status of its
decommissioning funds and adjust its deposits, if necessary, to remain at or above its minimum
accumulation requirements in the future.

The Company has established external trust 'with independent trustees, which enable the
Company to record a current deduction for federal income tax purposes of a portion of amounts funded.
As of December 31, 2004 and 2003, the fair market value of the trust funds was approximately
$89.4 million and $80.5 million, respectively, which is reflected in the Company's consolidated balance
sheets in deferred charges and other assets.
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In August 2002, the-Palo Verde Participants approved the 2001 Palo Verde decommissioning

study. Some changes in the cost calculations occurred between the prior 1998 study and the 2001 study.

The 2001 study estimated that the Company must fund approximately $311.6 million,(stated in 2001

dollars) to cover its share of decommissioning costs. The previous cost estimate from the 1998 study

estimated that the Company needed to fund approximately $280.5 million (stated in 1998 dollars). The

2001 estimate reflects an 11.1% increase, or 3.6% average annual compound increase, from the 1998

estimate primarily due to increases in estimated costs for site restoration at each unit, pre and post-

shutdown transitioning and decommissioning preparations, spent fuel storage after operations have

ceased and the Unit 2 steam generator storage. The decommissioning study is stated in 2001 dollars and

makes no inflation assumptions. See "Spent Fuel Storage" below.

Although the 2001 study was based on the latest available information, there can be no assurance

that decommissioning cost estimates will not continue to increase in the future or that regulatory

requirements will not change. In addition, until a new low-level radioactive waste repository opens and

operates for a number of years, estimates of the cost to dispose of low-level radioactive waste are subject

to significant uncertainty. The decommissioning study is updated every three years. The 2004 study is

expected to be complete in the second quarter of 2005. See "Disposal of Low-Level Radioactive Waste"

below. - -.

Historically, regulated utilities such as the Company have been permitted to collect in rates the

costs of nuclear decommissioning. The Company, through an affiliated transmission and distribution

utility, will be able to continue to collect from customers the costs of decommissioning if and when it

becomes subject to the Texas Restructuring Law. The collection mechanism utilized in Texas is a "non-

bypassable wires charge' through which all customers, even those who choose to purchase energy from a

supplier other than the Company's retail affiliate, will be required to pay a fee, which includes the cost of

nuclear decommissioning, to the Company's affiliated transmission and distribution utility. In the

Company's case, collection of the fee through the Company's transmission and distribution utility will

begin in Texas if and when retail competition is implemented in the Company's Texas service territory.

See "Regulation - Texas Regulatory Matters - Deregulation" for further discussion.

Spent Fuel Storage. - The original spent fuel storage facilities at Palo Verde had sufficient

capacity to store all fuel discharged from normal operation of all three Palo Verde units through 2003.

Alternative on-site storage facilities and casks have been: constructed to supplement the original

facilities. In March 2003, APS began removing spent fuel from the original facilities as necessary,-and

placing it in special storage casks which are stored at the new facilities until it is accepted by the DOE

for permanent disposal. The 2001 decommissioning study assumed that costs to store fuel on-site will

become the responsibility of the DOE after 2037. APS believes that spent fuel storage or disposal

methods will be available for use by Palo Verde to allow its continued operation through the term of the

operating license for each Palo Verde unit.

Pursuant to the Nuclear Waste Policy Act of 1982, as amended in 1987 (the "Waste Act"),-the

DOE is legally obligated to accept and dispose of all spent nuclear fuel and other high-level radioactive
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waste generated by all domestic power reactors. In accordance with the Waste Act, the DOE entered
into a spent nuclear fuel contract with the Company and all other Palo Verde Participants. The DOE has
previously reported that its spent nuclear fuel disposal facilities would not be in operation until 2010.
Subsequent judicial decisions required the DOE to start accepting spent nuclear fuel by January31,
1998. The DOE did not meet that deadline, and the Company cannot currently predict when spent fuel
shipments to the DOE's permanent disposal site will commence.

The Company expects to incur significant on-site spent fuel storage costs during the life of
Palo Verde that the Company believes are the responsibility of the DOE. These costs will be amortized
over the burn period of the fuel that will necessitate the use of the alternative on-site storage facilities
until an agreement is reached with the DOE for recovery of these costs. In December 2003, APS, in
conjunction with other nuclear plant operators, filed suit against the DOE on behalf of the Palo Verde
Participants to recover monetary damages associated with the delay in the DOE's acceptance of spent
fuel. The Company is unable to predict the outcome of these matters at this time.

Disposal of Low-Level Radioactive Waste. Congress has established requirements for the
disposal by each state of low-level radioactive waste generated within its borders. Arizona, California,
North Dakota and South Dakota have entered into a compact (the "Southwestern Compact") for the
disposal of low-level radioactive waste. California will act as the first host state of the Southwestern
Compact, and Arizona will serve as the second host state. The construction and opening of the
California low-level radioactive waste disposal site in Ward Valley has been delayed due to extensive
public hearings, disputes over environmental issues and review of technical issues related to the
proposed site. Palo Verde is projected to undergo decommissioning during the period in which Arizona
will act as host for the Southwestern Compact. The opposition, delays, uncertainty and costs
experienced in California demonstrate possible roadblocks that may be encountered when Arizona seeks
to open its own waste repository. APS currently believes that interim low-level waste storage methods
are or will be available for. use by Palo Verde to allow its continued operation and to safely store low-
level waste until a permanent disposal facility is available.

Steam Generators. Palo Verde has experienced degradation in the steam generator tubes of each
unit. The projected service lives of the Palo Verde steam generators are reassessed by APS periodically
in conjunction with inspections made during scheduled outages at the Palo Verde units. New- steam
generators were installed at Unit 2 during 2003 at a total cost to the Company of approximately
$45.4 million. This replacement was based on an analysis of the net economic benefit from expected
improved performance of the unit and the need to realize continued production from that unit over its
full licensed life.

APS has identified accelerated degradation in the steam generator tubes in Units 1 and 3 and has
concluded that it is economically desirable to replace the steam generators at those units. The eventual
total project cash expenditures for steam generator replacements for Units 1, 2 and 3 are currently
estimated to be $724.0 million excluding replacement power costs (the Company's portion being
$114.4 million). As of December 31, 2004, the Company has paid approximately $59.0 million of such
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costs. The "remaining balance' is expected to be paid 'over the course of the steam generator
replacements. i The Company expects its portion will be'funded with internally generated cash.`

The Texas Rate Stipulation precludes the Company from seeking a rate inicrease to'recover
additional capital costs incurred at Palo Verde during the Freeze Period. The Company cannot assure
that its wholesale power rates and its competitive retail rates will be sufficient to recover its costs when
or if retail competition 'for generation 'services begins. See 'also -Part I, Item 7, "Management's
Discussion and Analysis of Financial Condition and Results of Operations - Overview."

Liability, and Insurance Matters. In 1957, Congress enacted the Price-Anderson Act as an
amendment to the Atomic Energy Act of 1954 to provide a system of financial protection for persons
who may be injured or persons who may be liable for a nuclear incident. The Price-Anderson Act
expired on December 31, 2003. Existing licensees, such as the Company, are grandfathered and will
continue to be subject to the provisions of the Price-Anderson Act in the event Congress does not
reauthorize the Price-Anderson Act. Despite extensive.debate, the 108th Congress adjourned without'
passing comprehensive energy legislation which would have extended the Price-Anderson Act.- While
introduction of energy legislation in the 109th Congress is pending, it remains'unclear what its course
may be. Proposals to separate less controversial provisions-.such as the reauthorization of the'Price-
Anderson Act from the comprehensive legislation were resisted by the House and Senate leadership.'-

Current versions of energy omnibus legislation, 'if passied,'would provide for the'reauthorization
of the Price-Anderson Act, thus amending the Atomic Energy Act to: '(i) increase from $63 million to
$95.8 million the maximum amount' of standard deferred premiums charged a licensee following any
nuclear incident under an industry retrospective rating plan and (ii) increase from $10 million 'to
$15 million (adjusted for inflation) in any one year the m'aximnum amount of such premiums for each
facility for which the licensee must maintain the maximum amount of primary financial protection. The
aggregate amount of DOE indemnification currently available to all licensees under the Price-Anderson
Act is $9.4 billion. Additionally, the Palo Verde Participants have public liability insurance against
nuclear energy hazards up to the full limit of liability under the Price-Anderson Act. The insurance
consists of $200 million of primary liability insurance provided by commercial insurance carriers, with
the balance being provided by an industry-wide retrospective assessment program, pursuant to which
industry participants would be required to pay a retrospective assessment to cover any loss in excess of
$200 million. Presently, the maximum retrospective assessment per reactor, for each nuclear incident is
approximately $88.1 million, subject to an annual limit of $10 million per incident. Based upon the
Company's 15.8% interest in Palo Verde, the Company's maximum poitential retrospective assessment
per incident is approximately $41.8 million for all three units with an annual'payment limitation of
approximately $4.7 million.

The Pal oVerde Participants maintain "all risk" (including nuclear hazards) insurance for damage
to, and decontamination of, property at Palo Verde in the aggregate amount of $2.75 billion, a substantial
portion of which must first be applied to stabilization and decontamination. The Company also has
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obtained insurance against a portion of any increased cost of generation or purchased power which may
result from an accidental outage of any of the three Palo Verde units if the outage exceeds 12 weeks.

D. Accounting for Asset Retirement Obligations

Effective January 1, 2003, the Company adopted SFAS No. 143, "Accounting for Asset
Retirement Obligations." The adoption of SFAS No. 143 primarily affected the accounting for the
decommissioning of the Company's Palo Verde and Four Comers Stations and changed the method used
to report the decommissioning obligation. Upon emergence from bankruptcy in 1996, the Company was
required under fresh-start reporting to adopt the concepts of an early exposure draft of the SFAS No. 143
project and accordingly, recognized the present value of its projected Palo Verde asset retirement costs
as both a component of its capitalized cost of Palo Verde and as a decommissioning liability. Beginning
in 1996 and through 2002, the Company recognized accretion of the Palo Verde ARO liability as a
component of interest expense and depreciation of the Palo Verde asset retirement cost as depreciation
expense in its consolidated financial statements. Upon adoption of SFAS No: 143, the net difference
between the amounts determined under SFAS No. 143 and the Company's previous method of
accounting for such activities was recognized as a decrease in the ARO of $95.5 million, a decrease in
net plant in service of $30.9 million, and a cumulative effect of accounting change of $39.6 million, net
of related taxes of $25.0 million. The cumulative effect of accounting change is primarily due to two
factors: (i) using a longer discount period (i.e., longer remaining life) as a result of assessing the
probability of a license extension at Palo Verde and (ii) a change in the discount rate used. In January
2003, the Company began recording the increase in the ARO due to the passage of time as an operating
expense (accretion expense). As the DOE assumes responsibility for the permanent disposal of spent
fuel, spent fuel costs have not been included in the ARO calculation. The Company has six external trust
funds with independent trustees which are legally restricted to settling its ARO at Palo Verde. The fair
value of the fund at December 31, 2004 is $89.4 million.

A reconciliation of the Company's ARO liability for Palo Verde and Four Corners Stations is as
follows (in thousands):

Years Ended December 31,

2004 2003

ARO liability at beginning of year .$ 55,149 $ 50,364

Liabilities incurred. .-

Liabilities settled.

Revisions to estimate.

Accretion expense . .5.239 4,785

ARO liability at end of year .$ 60.388 S 55,149
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The Company has transmission and distribution lines which are operated under various property

easement agreements. If the easements were to be released, the Company may have a legal obligation to
remove the lines; however,, the :Company has assessed the likelihood of this occurring as remote. The

majority of these easements; include'' renewal options' which the Company routinely exercises.

Additionally, the Company has certain components of its l6cal generating stations which may result in

an ARO. However, substantial uncertainty exists surrounding the ultimate removal date for these

facilities. Due to the nature of these assets and the uncertainty of final removal timing and costs, an ARO
has not been included for these assets as the ARO cannot be reasonably estimated at this time.

Amounts recorded under SFAS No. 143 are subject to various assumptions and determinations
such as (i) whether a legal-obligation exists to remove assets; (ii) estimation of the fair value of the costs

of removal; (iii) when final removal will occur; (iv) 'future changes in decommissioning cost escalation

rates; and (v) the credit-adjusted interest rates to be utilized in -discounting future liabilities. Changes that

may arise over time with regard to these assumptions'and determinations will change amounts recorded

in the future as an expense for AROs. If the Company incurs or assumes any liability in retiring any asset

at the end 'of its useful life without a legal obligation to do so, it will record such retirement costs as

incurred: -

The Company's most-recent'Palo Verde decommissioning study, completed in 2001, estimated

that the Company's share of Palo Verde decommissioning costs would be approximately $311.6 million,

in year 2001 dollars. This estimated liability differs from the ARO liability of $60.4 million recorded by

the Company as of December. 31, 2004. This difference can be attributed -to how SFAS No. 143

measures the ARO liability, relative to current cost estimates, and the inherent assumption in SFAS

No. 143 that Palo Verde will operate until the end of its useful life (which includes an assessment of the

probability of a license 'extension). The ARO liability, calculation begins with the same current cost

estimate referenced above, 'then escalates that, cost over the remaining life of the plant, finally

discounting the resulting -cost at a credit-risk adjusted discount rate. Since the Company assumed an

escalation rate of 3.6% and a credit-risk adjusted discount rate of 9.5% in its calculation of the ARO

liability, the ARO liability is significantly less than the Company's share of the current estimated cost to

decommission Palo Verde in'2001 dollars. As Palo Verde approaches the end of its estimated useful life,
the difference between the ARO liability and future current cost estimates will narrow over time due to

the accretion of the ARO liability.

E. Common Stock

Overview

The Company's common stock has a stated value of $1 per share, with no cumulative voting

rights or preemptive rights. Holders of the common stock have the right to elect the Company's directors

and to vote on other matters.

74



EL PASO ELECTRIC COMPANY AND SUBSIDIARY

NOTES TO CONSOLIDATED FINANCIAL STATEMENTS

Long-Term Incentive Plans

The Company shareholders have approved the adoption of two stock-based long-term incentive
plans. The first plan was approved in 1996 (the "1996 Plan"). and authorized the issuance of up to
3.5 million shares of common stock for the benefit of officers, key employees and directors. The second
plan was' approved in 1999 (the "1999 Plan") and authorized the issuance of up to two million shares of
common stock for the benefits of directors, officers, managers, other employees and consultants. The'
common stock may' be issued through the award or grant of non-statutory stock options, incentive stock
options, stock appreciation rights, restricted stock, bonus stock and performance stock.

Stock Options. Stock options have been granted at exercise prices equal to or greater'than the
market value of the underlying shares at the date of grant. The options expire ten years from the date of
grant unless, terminated earlier by the Board of Directors. The following table summarizes the
transactions of the Company's stock options for 2004, 2003 and 2002:

Number of
Shares

Weighted
Average
Exercise

Price

'' Unexercised options outstanding at December 31, 2001'..
Options granted................
Options exercised. ......................................
Options forfeited ...............

Unexercisedoptions outstanding at December 31, 2002....
Options granted......................................................
Options forfeited ...................................................

Unexercised options outstanding at December 31, 2003
Options granted........Optio s grnted........ .......;..:............................:.....
Optiois exercised '.:..
Options forfeited .:.' ............ ' .

Unexercised options outstanding at December 31, 2004....

I '2,255,480
' 257,257

I. '(280,000)
(20,000)

2,212,737
108,717

(150.000)
2,171,454

3,520
i (91,842)

(2 184)
2.080,948

$ I - 9.64
- - :13.39

- 8.02
8.75

10.40:
12.67

- 12.60
10.36
13.64
11.69
15.87

* 10.40
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Stock option awards provide' for vesting periods of up to six years. Stock options outstanding
and exercisable at December 31, 2004 are set forth in the following table: I I -' .e

. Exercise --
Price

Range

Options Outstanding
Average 'Weighted

Remaining' Average
. Number Contractual Exercise
Outstanding Life in Years. -Price.

Options Exercisable
I ':: Weighted

I .. Average
. Number Exercise:

. Exercisable Price

$ 5.56 - $ 8.125

9.50 - 13.85

13.94 - 14.95

950,000

., 580,948
1 .. .. .

,; 550,000
..._2,080,948

2.0 $
. .1 i

7.1 , ' '.

6.73

12.72

950,000 $ 6.73

.6.7 .. , 14.28

252,948

270,000
1,472,948

12.22

I14.33;

The' number of stock options exercisable ard the weighted average exercise price'of these stock
options are as follows: ' ' ' - - -

, 2004

1,472,948
'$. 9.07

December 31.
2003

1,325,454
$ 8.36

Number of stock options exercisable ............;
Weighted average exercise price .'............

2002

1,183,737
- $ '8.04

Restricted Stock. The Company has awarded vested and unvested restricted stock awards' under
the 1996 and 1999 Plans. Restrictions from resale generally lapse, and unvested awards vest, over
periods of three to five years. The market value of vested restricted stock awards is expensed at the time
of grant. The market value of the unvested restricted stock at the date of grant is recorded as deferred
and unearned compensation and is shown as a separate component of common stock equity and is
amortized to. expense over, the, restriction period. During 2004, 2003 and 2002, approximately
$1.2 million, $1.3 million and $1.9 million, respectively, related to restricted stock awards was charged
to expense. The following 'table summarizes the vested and unvest6d restricted -stock awards for 2004,

2003 and 2002: '',>' ''

Vested'.

Restricted shares outstanding"at December 31, 2001 ........-
Restricted stock awiards .............. - ' ::.:...' .... ".'' 10,420
Lapsed restrictions and vesting ...I................;.:.-..... (10,420)
Forfeitures ........................

Restricted shares outstanding at December 31, 2002 ....... -
Restricted stock awards .................................................
Lapsed restrictions and vesting......................................

Restricted shares outstanding at December 31, 2003 ......... -
Restricted stock awards .................................................
Lapsed restrictions and vesting......................................
Forfeitures......................................................................

Restricted shares outstanding at December 31, 2004..... -

Unvested

267,334
-98,820

(139,759)
(23,349)

203,046
63,090

(119,647)
146,489
84,963

(99,198)
(1,074)

131,180

Total

'267,334
! a1 109,240

(150,179)
; (23,349)
203,046

63,090
(l119647)
146,489
84,963

(99,198)
(1,074)

131A18D

76



EL PASO ELECTRIC COMPANY AND SUBSIDIARY

NOTES TO CONSOLIDATED FINANCIAL STATEMENTS

The weighted average market values at grant date for restricted stock awarded during 2004, 2003
and 2002 are $14.60, $11.47 and $14.52, respectively.

The holder of a restricted stock award has rights as a shareholder of the Company, including the
right to vote and, if applicable, receive cash dividends on restricted stock, except that certain restricted
stock awards require any'cash dividend on restricted stock to be delivered to the Company in exchange
for additional shares of restricted stock of equivalent market value.

Performance Shares. On January 1, 2006 and 2007, subject to meeting certain performance
criteria, performance shares will be granted to certain officers under the Company's existing long-term
incentive plan. The Company currently recognizes the related compensation expense by ratably
amortizing the current fair market value of awards that would be granted based on the current
performance of the Company over the performance cycles. Consistent with the provisions of APB
Opinion No. 25, compensation expense for performance shares will be adjusted for subsequent changes
(such as the number of shares to be granted, if any, and the fair market value of the Company's stock) in
the expected outcome of the performance-related conditions until the end of the performance cycle. Any
such adjustments are accounted for as a change in estimate, and the cumulative effect of the change on
current and prior periods is recognized in the period of the change. The actual number of shares granted
can range from zero to 198,000 shares. During 2004, $1.6 million related to performance stock awards
was charged to expense.

Common Stock Repurchase Program

Since the inception of the stock repurchase programs in 1999, the Company has repurchased
approximately 15.3 million "shares in total at an aggregate cost of $175.6 million,; including
commissions, pursuant to the two million share buyback program authorized by its Board of Directors in
February 2004.' During 2004, the Company repurchased 294,842 shares, of common' stock for
$4.5 million, including commissions, pursuant to the two million share buyback program authorized by
its Board of Directors in February 2004. An additional 1,705,158 shares are authorized to be
repurchased -under the currently authorized program. No shares were repurchased during the fourth
quarter of 2004. The Company may continue making purchases of its stock pursuant to its stock
repurchase plan at open market prices and may engage in private transactions, where appropriate., The
repurchased shares will be available for issuance under employee benefit and stock option plans, or may
be retired.
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Reconciliation of Basic and Diluted Earnings Per Share

The reconciliation of basic and diluted earnings per share before extraordinary item and
cumulative effect of accounting-change is presented below:

Year Ended December 31, 2004
Income Shares Per Share

(in thousands)

Basic earnings per share:
Income before extraordinary item and

cumulative effect of accounting change..

Effect of dilutive securities:
Unvested restricted stock.
Stock options .........

Diluted earnings per share:
Income before extraordinary item and

cumulative effect of accounting change..

$ 33,369 47,426,813 $ j0.70

-6 4- - 84,933
_ - 507.975

$ 33.369 48.019,721 $ 0.69

-Year Ended December 31, 2003
-- Income Shares Per Share
(In thousands)

Basic earnings per share:
Income before extraordinary item and

cumulative effect of accounting change..

Effect of dilutive securities:
Unvested restricted stock............................
Stock options ..............................................

Diluted earnings per share:
Income before extraordinary item and

cumulative effect of accounting change..

$ 20,322 48,424,212 $ 0.42

51,809
338,740

LS_2aa 48.814,761

78



EL PASO ELECTRIC COMPANY AND SUBSIDIARY

NOTES TO CONSOLIDATED FINANCIAL STATEMENTS

Year Ended December 31. 2002
Income Shares Per Share

(In thousands)

Basic earnings per share:
Income before extraordinary item and

cumulative effect of accounting change..

Effect of dilutive securities:
Unvested restricted stock............................
Stock options ..............................................

Diluted earnings per share:
Income before extraordinary item and

cumulative effect of accounting change..

$ 28,674 49,862,417 $ 0.58

77,890
440,161

50,380.468 $ 0.57

Options excluded from the computation of diluted earnings per share because the exercise price
was greater than the average market price for the periods presented are as follows:

I
2004

Options excluded ...................... 178,845
Exercise price range .$ 13.77- $15.99

Years Ended December 31,
2003 _

1,029,411
$11.00 - $15.99 $11

2002

633,588
1.19 - $15.99
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F. Accumulated Other Comprehensive Income (Loss)

Accumulated other comprehensive income (loss) consists of the following components (in

thousands): -

Net Unrealized
Gains (Losses)

on
Marketable

Securities --

Minimum
Pension
Liability

Adiustments

Balance at December 31, 2001.....................
Other comprehensive loss ......................
Income tax benefit ...................................

Balance at December 31, 2002.....................
Other comprehensive income (loss).
Income tax (expense) benefit .................... ;.;

Balance at December 31, 2003....................
Other comprehensive loss........................
Income tax benefit ............ ;

Balance at December 31, 2004 .....;..

$ 1,263 $ (511)
(3,412) '; (21,148)
1,194 8,193

(955) (13,466)

9,486 (4,234)
'' '(2,117 1,673

6,414'''''''- (1'6,027)
(74) (1,413)
-15' 532

6, ' '$ (16.908)

Accumulated
Other

Comprehensive
Income (Loss)

$ '752
(24,560)

9,387
(14,421)

5,252
'(444)

'(9,613)
(1,487)

-547
(10.,553)
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G. Long-Term Debt and Financing Obligations, -

Outstanding long-term debt and financing obligations are as follows:

December 31.
2004 2003

(In thousands)
Long-Term Debt-

First Mortgage Bonds (1):
8.90% Series D, issued 1996, due 2006 ..................................... $
9.40% Series E, issued 1996, due 2011 ................................................

Pollution Control Bonds (2):
6.375% 1994 Series A bonds, due 2014 ............................... -
6.375% 1985 Series A refunding bonds, due 2015 ..............
6.250% 2002 Series A refinding bonds, due 2037 .::.;
6.375% 2002 Series A refunding bonds, due 2032 ..

Promissory note, due&2005 (3) ..................................... ;.;.:
Total long-term debt.'.;-- g -. - -- ...................... ........... ;

Financing Obligations:
Nuclear fuel ($20,922 due in 2005) (4).......................................................

Total long-term debt and financing obligations ...........................

175,807 $
183,555

186,182
209,184

r 63,500 63,500
- 59,235 ; 59,235

- 37,100 - 37,100
.f 33,300 33,300

__ 35 " _ 151
0 552,532 588,652

41,196 42.176
593,728 630,828

Current Maturities (amount due within one year) .(214.092) (22,106)
$ 379.636 $ 608,722

(1) First Mortgage Bonds

Substantially all of the Company's utility plant is subject to liens under the First Mortgage Indenture.
The First Mortgage Indenture imposes certain limitations on the ability of the Company to (i) declare
or pay dividends on common stock; (ii) incur additional indebtedness or liens on mortgaged property
and (iii) enter into a consolidation, merger or sale of assets.

The Series D bonds may not be redeemed by the Company prior to maturity. The Series E bonds
may be redeemed at the option of the Company, in whole or in part, at 104.70% of par value
beginning February 1, 2006, 102.35% of par value beginning February 1, 2007, and at par value
beginning February 1, 2008. The Company is not required to make mandatory redemption or sinking
fund payments with respect to the bonds prior to maturity.
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Repurchases, excluding repayment upon maturity, of First Mortgage Bonds made during 2004, 2003

and 2002 are as follows (in thousands):

Years Ended December 31 _
2004 2003 2002

8.25% Series C ...................... $ - $ 3,278 $ 3,553

8.90% Series D . ............ 10,375 -.. 20,500

9.40% Series E . ............ 25,629 - 9,150
Total ...................... $ 3.278 $ 33,20

Internally generated funds were used for the above repurchases. Losses of $5.4 million and

$3.4 million were recorded in 2004 and 2002, respectively, relating to these repurchases and include

premiums paid and unamortized issuance costs.

(2) Pollution Control Bonds

The Company has four series of tax exempt Pollution Control Bonds in an aggregate principal

amount of approximately $193.1 million. Upon the occurrence of certain events, which includes the

remarketing of the bonds, the bonds may be required to be repurchased at the holder's option or are

subject to mandatory redemption. All of the pollution control bonds are classified as current

maturities at December 31, 2004 since they are within one year of being remarketed. The interest

rates will remain at their current fixed interest rates until remarketing in August 2005.

(3) Promissory Note

The note has an annual 'interest rate of 5.5%, is secured by certain furniture and fixtures and is due in

2005.

(4) Nuclear Fuel Financing

The Company has available a $100 million credit facility that was renewed for a five-year term in

December 2004. The credit facility provides for up to $70 million for the financing of nuclear fuel,

which is accomplished through a trust that borrows under the facility to acquire and process the

nuclear fuel. The Company is obligated to repay the trust's borrowings with interest and has secured

this obligation with Collateral Series First Mortgage Bonds. In the Company's financial statements,

the assets and liabilities of the trust are reported as assets and liabilities of the Company. Any

amounts not borrowed by the trust may be borrowed by the Company for working capital needs.

The $100 million credit facility requires compliance with certain total debt and interest coverage

ratios. The Company was in compliance with these'requirements throughout 2004. No amounts are

currently outstanding on this facility for working capital needs.
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As of December 31, 2004, the scheduled maturities for the next five years of long-term debt and
financing obligations are as follows (in thousands):

2005 ................................... $ 193,170
2006 ................................... 175,807
2007 ...................................-
2008 ....................
2009.................................... -

The table above does not reflect future obligations and maturities related to nuclear fuel purchase
commitments.

H. Income Taxes

The tax effects of temporary differences that give rise to significant portions of the deferred tax
assets and liabilities at December 31, 2004 and 2003 are presented below (in thousands):

December 31,

Deferred tax assets:
Alternative minimum tax credit carryforward.....................
Pensions and benefits ..........................................................
Benefits of federal tax loss carryforwards...........................
Asset retirement obligation. ......................................
Investment tax credit carryforward......................................
Other....................................................................................

Total gross deferred tax assets.................................
Less federal valuation allowance......................................

Net deferred tax assets......................................

Deferred tax liabilities:
Plant, principally due to depreciation

and basis differences. ......................................
Decommissioning ................................................................
Other....................................................................................

Total gross deferred tax liabilities...........................
Net accumulated deferred income taxes...........

2004

$ 51,503
55,248

682
21,136

5,579
5,136

139,284
2,911

136,373

(202,520)
(25,854)
(13,481)

(241.855)
$ (105.482

2003

$ 32,555
55,140
26,650
19,302
4,570
7,186

145,403
2,284

143,119

(215,322)
(24,077)
(11891)

(251,290)
$ (108.171)

The deferred tax asset valuation allowance increased by approximately $0.6 million in 2004, and
decreased $0.8 million and $6.8 million in 2003 and 2002, respectively. The 2004 valuation allowance
increase of $0.6 million consists of a revaluation of investment tax credits as a result of the IRS
settlement. The 2003 valuation allowance decrease of $0.8 million consists of (i) a $0.3 million
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adjustment to capital in excess of stated value in accordance with Statement of Position ("SOP") 90-7,

"Financial Reporting by Entities in Reorganization Under Bankruptcy Code" to recognize a tax benefit

for valuation allowance that was not used as a result of investment tax credits that were utilized in 2003

and (ii) a $0.5 million writedown related to expired investment tax credits of $0.8 million less deferred

tax benefits of $0.3 million. The 2002 valuation allowance decrease of $6.8 million consists of (i) a

$4.5 million writedown related to expired investment tax credit of $6.9 million less deferred tax benefits

of $2.4 million and (ii) a $2.3 million adjustment to capital in excess of stated value in accordance to

SOP 90-7 to recognize a tax benefit for valuation allowance that was not used as a result of investment

tax credits that were utilized in 2002.

Based on the average annual book income before taxes for the prior three years and future

projected annual book income, excluding the effects of extraordinary and unusual or infrequent items,

the Company believes that the net deferred tax assets will be fully realized at current levels of book and

taxable income. The Company's valuation allowance of $2.9 million at December 31, 2004, if

subsequently recognized as a tax benefit, would be credited directly to capital in excess of stated value in

accordance with SOP 90-7.

The Company recognized income taxes as follows,(in thousands):

Years Ended December 31,
2004 2003 2002

Income tax expense:
Federal:

Current...........................................................
Deferred............................................................

Total federal income tax.............................

State:
Current..............................................................
Deferred ..........Deferred......... .............................................

Total state income tax ................................

Total income tax expense....................................
Tax expense classified as extraordinary gain on

re-application of SFAS No. 71.........................

$ -10,542
-10.905

I 21.447

,,, , , (1,745)
(9.499)

(11.244)

- ,10,203

$ 1,873.
30,541

-32.414

,1,297
4.553
5,850

38,264

$ ,- 9,668
6.324

15,992

4,508
(3.996)

512

16,504

(1,005)
Tax expense classified as cumulative effect

of accounting change ................................. -- (25.031)
Total income tax expense before extraordinary,

item and cumulative effect of accounting
change.............................I..................................... $ 13,233 $ 16,504

The current federal income tax expense for 2004, 2003 and 2002 results primarily from the

accrual of alternative minimum tax ("AMT"). The significant increase in 2004 from 2003 primarily
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relates to the IRS settlement. Deferred federal income tax includes an offsetting AMT benefit of
$18.9 million, $2.1 million and $13.0 million for 2004, 2003 and 2002, respectively. The state income
tax benefit for 2004 results primarily from the state effects of the re-application of SFAS No. 71 to the
Company's New Mexico jurisdictional operations and the IRS settlement.

Federal income tax provisions differ from amounts computed by applying the statutory rate of
35% to book income before federal income tax as follows (in thousands):

Years Ended December 31.
2004; 2003 2002

Federal income tax expense computed
on income at statutory rate.........................................

Difference due to:
State taxes, net of federal benefit...............................
State taxes, net of federal benefit on

re-application of SFAS No. 71...............................
Other tax regulatory assets and liabilities on

re-application of SFAS No. 71...............................
Reduction in estimated contingent tax liability.........
Other..........................................................................

Total income tax expense. ......................................
Tax expense classified as extraordinary gain on

re-application of SFAS No. 71.....................................
Tax expense classified as cumulative effect of

accounting change .....................................................
Total income tax expense before extraordinary

item and cumulative effect of accounting change..
Effective income tax rate............... .......................
Effective income tax rate without IRS settlement...........

S 15,881 $. 34,377 $ 15,812

333(2,485) 3,802

(4,823)

4,846
(3,520)

304
10,203

85
38,264

359
16,504

(1,005)

$ 9.-2198
2____2.5%

$L 13,233 $ 16,504
39.0% 36.5%

_ 3-9.0% -- 3.%

The effective income tax rate without IRS settlement excludes the tax benefit associated with the
reduction in estimated contingent tax liability of $3.5 million and state taxes net of federal benefit of
$2.7 million. See Note I.

As of December 31, 2004, the Company had $0.5 million of federal tax NOL carryforwards,
$1.4 million of capital loss carryforwards, $5.6 million of investment tax credit ("ITC") carryforwards
including $0.2 million of wind energy tax credit, and $51.5 million of AMT credit carryforwards. If
unused, the NOL carryforwards would expire at the end of 2011, 'the capital loss carryforwards would
expire in 2007 through 2008, the ITC carryforwards would expire in 2005, the wind energy credit
carryforwards would expire in 2016 through 2019, and the AMT credit carryforwards have an unlimited
life.
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I.-< 'Commitments, Contingencies and Uncertainties, ' '

Power Contracts

As of December 31, 2004, the Company had entered into the following significant agreements

with various counterparties for f6rward firm purchases and sales of electricity:

Tvpe of Contract Quantitr' Term -

Sale off-peak 50 MW 2005
-:,Purchase on-peak. - ,. 103 MW 2005 r

Purchase 133 MW 2006 through 2025

The Company also has an agreement with-a counterparty for power exchanges under which the

Company will receive 30:MW 'of on-peak capacity-and associated energy through 2005 at the Eddy

County tie and concurrently deliver the same amount at'Palo Verde and/or Four Corners. The agreement
also gives 'the 'counterparty the option to deliver up to '133 MW -of off-peak capacity and associated

energylthrough.2005 at the Eddy County tie and concurrently receive-the same amount at Palo .Verde
and/or Four. Corners. -The Company will receive a guaranteed'margin on any energy exchanged under

the off-peak agreement.

Environmental Matters - ' ¢:;'
: ~ ~ .. .. , ,r ', .. . .'.. . -.

The Company is subject to"regulation with-respecf:to air,- soil and'water quality, solid waste
disposal and other environmental matters by federal, state,-tribal and local authorities. -Those'authorities
govern current facility operations and have continuing jurisdiction over facility modifications. Failure to
comply with these' environmental regulatory requirements'cariresult in actions by regulatory agencies or
other authorities that might:-seek to' impose'on-the Company administrative, 'civil; and/or criminal
penalties. If the United States regulates green house gas emissi6ns,sthe Company's fossil fuel generation
assets will be faced with the additional cost of monitoring, controlling 'and reporting these emissions.' In

addition, unauthorized rele~ases of pollutants or contaminants into the environment can' result in costly

cleanup obligations that are subject to enforcement' by ;the regulatory agencies. Environmental

regulations can change rapidly and are often difficult to predict. While the Company strives to prepare
for and implement changes necessary to comply with changing environmental regulations, substantial

expenditures may be required for the Company to comply with such regulations in the future.

-The Companry analyzes the costs of its obligations'arising from environmental matters on an'
ongoing .basis and believesit' has made adequate provision 3in its- financial statements to meet such;

obligations.' As a-result of this analysis, the Company has a provision for environmental reniediation
obligations of approximately $1.3 million as of December:31, 2004, which is related to compliance with
federal and state environmental standards. However, unforeseen' expenses associated with compliance
could have a-material adverse effect on the future operations and financial condition of the Company.

i.~~~ ~ ~ ' . 1. - .' ' t '. 't .. .- ' s , .:.z .
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The Company incurred the following expenditures to comply with federal environmental statutes
(in thousands):

Years Ended December 31,
2004 2003' 2002

Clean Air Act: ......... :;........$ -:762 $ 1,060 $ 739
Clean WaterAct (1) ................ 1,206 649, .- 1,930

(1) Includes $0.6 million and $1.6 million in remediation costs for the years ended December 31, 2004
and 2002, respectively.

Along with many other companies, the Company received from the Texas -Commisssion on
Environmental Quality ("TCEQ") a request for information dated October 15, 2003 in connection with
environmental 'conditions at. a facility in San Angelo, Texas that has been owned and- operated by the
San Angelo Electric Service Company ("SESCO"). The Company's written response to TCEQ notes that
SESCO performed repair services for certain Company electrical equipment between 1981 and 1991,
prior to. the Company's' bankruptcy. Although the SESCO site has not been designated 'as; a state' or.
federal Superfund site and the Company has not been named as a "responsible party" or a "potentially
responsible party" at that site, the Company received in October 2004 an invitation to participate in site
cleanup activities from a group of private companies that are conducting certain cleanup activities at the
SESCO site. At this time, the Company has not agreed to participate in the cleanup of the SESCO site
and is unable to predict the outcome of this matter, although the Company has no reason at present to
believe that it will incur material liabilities in connection with the SESCO site.

Except as described herein, the Company is not aware of any other active investigation of its
compliance with environmental requirements by the EnvironmentalProtection Agency, the TCEQ or the.
New Mexico Environment Department which' is.. expected to -result in any material liability..
Furthermore, except as described herein, the Company is not aware. of any unresolved, potentially,
material liability it would face pursuant to the Comprehensive Environmental Response, Comprehensive
Liability Act of 1980, also known as the Superfund law.

Tax Matters

The Company received final approval from the IRS during the third quarter of 2004 to settle all
issues relative to its'l 1996 through 1998 federal income tax returns;' As part of the settlement, the
Company was required to capitalize (for. tax purposes) approximately. twenty percent- of the previously
claimed lease rejection damage deductions. In addition, the IRS conceded the litigation settlement issue
related to a terminated merger agreement. As a result of the IRS settlement, the' Company reduced its
estimated contingent. tax liability.' by '$3.5 million related to the resolution of certain tax contingenccy
items and adjusted its state deferred tax liabilities (net of federal tax benefit) by' $2.7 million. The IRS
settlement reduced income tax expense by approximately $6.2 million during 2004 which increased net
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income for 2004 by the same amount. The IRS is currently performing an examination of the 1999

through 2002 income tax returns. The Company has established, and periodically reviews and re-

evaluates, an estimated contingent tax liability on its consolidated balance sheet to provide for the

possibility of adverse outcomes in tax proceedings. Although the ultimate outcome of the ongoing

examination cannot be predicted with certainty, and while the contingent tax liability may not in fact be

sufficient, the Company believes that the amount of contingent tax liability recorded as of December 31,

2004 is a reasonable estimate of any additional tax that may be due.

MiraSol Warranty Obligations

MiraSol is an energy services subsidiary which offered a variety of services to reduce energy use

and/or lower energy costs. MiraSol was not a power marketer. On July 19, 2002, all sales activities of

MiraSol ceased. MiraSol remains a going concern in order to satisfy current contracts and warranty and

service obligations on previously installed projects. Management of MiraSol continues to assess

projects for potential warranty obligations. As part of the assessment, several discussions have been

held with a large customer on a $5.6 million generator project. -Two warranty issues associated with the

project have been identified, and management has contracted with a third party to address the warranty

claims. As of December 31, 2004, the Company has a reserve for those warranty claims in the amount

of $1.3 million. Accruals, charges and balances for the reserve for warranty claims are as follows:

Years Ended December 31,
2004 2003 2002

Balance at beginning of year ............. $ 1,500 $ 1,413 $ -
Accrual of warranty costs ............. 466 2,000

Charges for work performed ........ (195) (379) (587)

Balance at end of year ....................... $ 1500 $ 1413

While no other probable warranty liabilities have been identified at this time, if it is determined at a

future date that MiraSol has further obligations to this customer or any other customer, and contributions

from MiraSol, its subcontractors or any other third party are insufficient to honor the warranty

obligations, the Company intends to honor any such warranty obligations after making appropriate

regulatory filings, if any.

Customer Information System

During 2003, the Company completed an assessment of the Customer Information System

("CIS") project 'and of alternatives to completion of the project. This assessment included analyzing the

impact that potential delays in the implementation of deregulation and resulting changes in billing

requirements, and the software's ability to perform to specification. Based on this assessment and on

events related to the project which occurred, the Company abandoned the CIS project and recognized an

asset impairment loss of approximately $17.6 million. The Company is now analyzing various options

to meet its current and projected CIS needs. -
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Lease Agreements

The Company has operating leases for administrative offices and certain warehouse facilities.
The administrative offices lease has a 10-year term ending May 31, 2007. The minimum lease payments
are $1.0 million annually and are adjusted each year by 50% of the percentage change of the Consumer
Price Index. The warehouse facilities lease expires in January 2006 and has two concurrent renewal
options of six months each. The lease payments are $0.3 million annually. The lease agreements do not
impose any restrictions relating to issuance of additional debt, payment of dividends or entering into
other lease arrangements. The Company has no significant capital lease agreements.

The Company's total annual rental expense related to operating leases was $1.2 million for 2004
and $1.9 million for 2003 and 2002. As of December 31, 2004, the Company's minimum future rental
payments for the next five years are as follows (in thousands):

2005 .................................... $ 1,282
2006 ................................... 1,026
2007 ................................... 400
2008 ....................................-
2009 ....................................-

Union Matters

In 2003, a majority of employees in the Company's meter reading and collections areas and
facilities services area, comprised of 75 employees, voted in favor of representation by the International
Brotherhood of Electrical Workers, Local 960 ("Local 960"). In 2004, a majority of employees in the
customer service area, comprised of 63 employees, voted in favor of representation by Local 960. The
Company has begun collective bargaining negotiations with Local 960 on behalf of these employees.

J. Litigation

The Company is a party to various legal actions. In many of these matters, the Company has
excess casualty liability insurance that covers the various claims, actions and complaints. Based upon a
review of these claims and applicable insurance coverage, the Company believes that, -except as
described below, none of these claims will have a material adverse effect on the financial position,
results of operations and cash flows of the Company. The Company expenses legal costs, including
expenses related to loss contingencies, as they are incurred.

On January 16, 2003, the Company was served with a complaint on behalf of a purported class of
shareholders alleging violations of the federal securities laws (Roth v. El Paso Electric Company, et al.,
No. EP-03-CA-0004). The complaint was filed in the El Paso Division of the United States District
Court for the Western District of Texas. The suit seeks undisclosed compensatory damages for the class
as well as costs and attorneys' fees. The lead plaintiff, Carpenters Pension Fund of Illinois, filed a
consolidated amended complaint on July 2, 2003, alleging, among other things, that the Company and
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certain of its current and former directors and officers violated securities laws by failing to disclose that

some of the Company's revenues and income were derived from an allegedly unlawful relationship with

Enron. The allegations arise out of the FERC investigation of the power markets in the western United

States during 2000 and 2001, which the Company previously settled with the FERC Trial Staff and

certain intervening parties. On August 15, 2003, the Company and the individual defendants filed a

motion to dismiss the complaint for failure to state a claim upon which relief can be granted. On

November 26, 2003, the Court denied the motion to dismiss as to the Company and three of the

individual defendants and granted the motion to dismiss as to two individual defendants. On April 13,

2004, the Court granted a motion of the Company and the remaining individual defendants requesting

permission to file an interlocutory appeal to the U. S. Court of Appeals for the Fifth Circuit regarding

certain legal questions relating to the Court's denial of the motion to dismiss the complaint as to those

defendants. On April 27, 2004, the Court entered an order staying the district court proceedings until the

Fifth Circuit completed its review. On June 7, 2004, the U. S. Court of Appeals denied the appeal which

automatically lifted the stay in the district court. This matter is presently set for trial on September 19,

2005, but such date may be extended. While the Company believes the lawsuit is without merit and

intends to defend itself vigorously, the Company is unable to predict the outcome or the range of any

possible loss.

On May 21, 2003, the Company was served with a complaint by the Port of Seattle seeking civil

damages under the Sherman Act, the Racketeer Influenced and Corrupt Organization Act, and state anti-

trust laws, as well as for fraud (Port of Seattle v. Avista:Corporation, et al., No. CVO3-1170P). The

complaint was filed in the United States District Court for the Western District of Washington. -The

complaint alleges that the Company, indirectly through its dealings with Enron, conspired with the other

named defendants to manipulate the California energy market, which had the effect of artificially

inflating the price that the Port of Seattle paid for electricity. -The Company, together with several other

defendants, filed a motion to dismiss. On May 12, 2004, the Court granted the Company's motion, and

the suit was dismissed. The Port of Seattle has filed an appeal of the Court's decision with the

U. S. Court of Appeals for the Ninth Circuit. The parties have filed briefs and are awaiting a hearing and

decision. While the Company believes that these matters are without merit, the Company is unable to

predict the outcome or range of any possible loss.

w On November 3, 2003, TNP filed a complaint against the Company with the FERC, asking the

FERC to make a determination that TNP has certain "rollover rights" to network-type transmission

service over the Company's transmission system as a result of a power sales agreement between it and

the Company which expired at the end of 2002. TNP asserted that it has such rights under the rollover

provisions of FERC Order No. 888. The Company responded to TNP's complaint by contesting TNP's

assertion of rollover rights on several grounds. Due to existing transmission constraints, a FERC ruling

granting TNP's complaint could have adversely impacted the Company's ability to import lower cost

power from Palo Verde and Four Comers to serve its retail customers, which could have resulted in

higher rates for the Company's retail electric customers. A hearing on this matter before an

administrative law judge ("AL") was held on July 19 and 20, 2004, and, on September 20, 2004, the
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ALJ issued a proposed decision, dismissing TNP's complaint and concluding that TNP has no rollover
rights over the Company's transmission system. On March 2, 2005, the Commission issued an order
affirming the dismissal of TNP's complaint.

On June 29, 2004, the Company filed suit against TNP in the Third Judicial District Court of
New Mexico, claiming that TNP acted in bad faith by claiming such transmission rights and seeking to
obtain use of more transmission rights than originally allocated to TNP under its original contract with
the Company. The Company seeks both actual and exemplary damages from TNP as well as a
declaration that TNP breached its agreements with the Company, acted in bad faith and violated
New Mexico law prohibiting such actions. On November 1, 2004, the Company filed a motion for leave
to amend the complaint to add PNM as a defendant in this action, alleging, among other things, that
PNM tortiously interfered with the Company's contractual relationships with TNP. On November 22,
2004, the Company, TNP and PNM entered into a settlement agreement (contingent upon FERC
approval) whereby (i) TNP would withdraw its complaint against the Company with the FERC and no
longer seek certain rollover transmission rights from the Company; (ii) the Company would dismiss its
claims against TNP and PNM in the New Mexico district court; and (iii) TNP would reimburse the
Company for certain costs incurred in defending the FERC action. On March 2, 2005, the settlement
was approved by the FERC.

On May 5, 2004, Wah Chang, a specialty metals manufacturer which operates a plant in Oregon,
filed suit against the Company and other defendants in the United States District Court for the District of
Oregon. (Wah Chang v. Avista Corporation, et al., No. 04-619AS). The complaint makes substantially
the same allegations as were made in Port of Seattle and seeks the same types of damages. In addition,
on June 7, 2004, the City of Tacoma filed suit against the Company and other defendants in the United
States District Court for the Western District of Washington (City of Tacoma v. American Electric
Power Service Corp., et al., C04-5325RBL). This complaint also makes substantially the same
allegations as were made in Port of Seattle and seeks civil damages (including treble damages) from the
Company and the other defendants for violations of certain antitrust provisions under the Sherman Act.
Both of these matters were transferred to the same court that heard and dismissed the Port of Seattle
lawsuit and on February 11, 2005, the Court granted the Company's motion to dismiss both cases. Wah
Chang and the City of Tacoma have thirty days in which to appeal the Court's decision with the U.S.
Court of Appeals for the Ninth Circuit. While the Company believes that these matters are without
merit, the Company is unable to predict the outcome or range of any possible loss.

K Employee Benefits

Retirement Plans

The Company's Retirement Income Plan (the "Retirement Plan") covers employees who have
completed one year of service with the Company and work at least a minimum number of hours each
year. The Retirement Plan is a qualified noncontributory defined benefit plan. Upon retirement or death
of a vested plan participant, assets of the Retirement Plan are used to pay benefit obligations under the

91



EL PASO ELECTRIC COMPANY AND SUBSIDIARY

NOTES TO CONSOLIDATED FINANCIAL STATEMENTS

Retirement Plan. Contributions from the Company are at least the minimum funding amounts required

by the IRS under provisions of the Retirement Plan, as actuarially calculated. The assets of the

Retirement Plan are invested in equity securities, debt securities and cash equivalents and are managed

by professional investment managers appointed by the Company.

The Company's non-qualified retirement income plan for 2003 and 2002 is a non-funded defined

benefit plan which covers certain former employees of the Company. During 2004, the Company

adopted a new non-qualified retirement income plan to cover certain active employees of the Company.

The benefit cost for the non-qualified retirement income plans are based on substantially the same

actuarial methods and economic assumptions as those used for the Retirement Plan.

The Company uses a measurement date of December 31 for its retirement plans. The Company

accounts for the Retirement Plan and the non-qualified retirement income plans under SFAS No. 87,

"Employers' Accounting for Pensions." In 2003, the Company adopted SFAS No. 132 (revised 2003),

"Employers' Disclosure about Pensions and Other Postretirement Benefits," ("SFAS No. 132 revised")

which expands the original disclosure requirements of SPAS No. 132.

The obligations and funded status of the plans are presented below (in thousands):

;- II -- ; -December31. ' .
-2a

Retirement
Income

Plan

Change in benefit obligation:
Benefit obligation at end of prior year .............. $ 150,178
Service cost ....... ;.... 4,382
Interest cost ............................................ 8,891
Amendments......................................................-
Actuarial loss .. ...... 6,457
Benefits paid .. ; (4,627

Benefit obligation at end of year a.... '165.281

004
Non-

Qualified
Retirement

Income
- Plans

2003
Non-

Qualified
Retirement Retirement

Income Income
Plan Plans

$''__ 19,816
- . 59

1,227
I . . .1,162

796
(1,656 - .

'''' 21404'

$ 130,754 $
3,812
8,403 .. ;

19,185

.. 1,207

11,513 1,074
(4.304?, _ (1.650 -

'150.178 ' 5 '19.816 '

Change in plan assets:
Fair value of plan assets at end of prior year.
Actual return on plan assets...............................
Employer contribution......................................
Benefits paid ....... .

Fair value of plan assets at end of year ........

Funded status at end of yearf........................
Unrecognized net actuarial loss ...................
Unrecognized prior service cost...................

Accrued benefit cost.............................

87,558 ....-
.8,751. -

14,000 1,656
(4,627) (1.656)

105.682 -

(59,599)' (21,404)
54,915 3,731

176 1.068.
$ (4,508). $ (1-605)

72,466
11,106
8,290

(4.304)
87,558

(62,620)
52,613

196
$L(9,811

1,650
(1.650)

(19,816)
3,029

$ ,(1X787)
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Amounts recognized in the Company's consolidated balance sheets consist of the following (in
thousands):

December 31.
2004

Non-
Qualified

Retirement Retirement
Income Income

Plan Plans

2003
Non-

Qualified
Retirement Retirement

Income Income
Plan Plans

Prepaid benefit cost ................................. $
Accrued benefit cost.
Additional minimum liability.
Intangible assets .................. : ;
Accumulated other comprehensive income.......

Net amount recognized ....... ........ _

- $
(4,508)

(24,128)
176

23.952

(16,605)
(3,814)

147
3,667

$ _
(9,811)

(23,373)
196

23,177

(16,787)
(3,029)

3.029

The accumulated benefit obligation for all retirement plans was $154.7 million
$140.6 million at December 31, 2004 and 2003, respectively.

and

The accumulated benefit obligation in excess of plan assets is as follows (in thousands):

December 31.
2004

Non-

Retirement
Income

Plan

Qualified
Retirement

Income
Plans

2003
Non-

Qualified
Retirement Retirement

Income Income
Plan Plans

Projected benefit obligation....................................
Accumulated benefit obligation.............................
Fair value of plan assets..........................................

$ (165,281) $
(134,317)
105,682

(21,404)
(20,419)

$ (150,178)
(120,742)

87,558

$ (19,816)
(19,816)

The following are the weighted-average actuarial assumptions used to determine the benefit
obligations:

December 31.
2004

Non-
Qualified

Retirement Retirement
Income Income

Plan Plans

2003
Non-

Qualified
Retirement Retirement

Income Income
Plan Plans

Discount rate...........................................................
Rate of compensation increase ...............................

5.75%
5.00%

5.75%
N/A

6.00%
5.00%

6.00%
N/A
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The components of net periodic benefit cost are presented below (in thousands):

Years Ended December 31,
2004

Non-
. Qualified

Retirement Retirement
Income Income

Plan Plans

- 2003
Non-

Qualified
Retirement Retirement
- Income Income

Plan Plans

2002
Non-

Qualified
Retirement Retirement

Income Income
Plan Plans

Service cost.............................................
Interest cost.............................................
Expected return on plan assets ................
Amortization of:

Net loss ..............................................
Prior service cost ..............

Net periodic benefit cost ................

$ 4,382
: 8,891

(7,926)

3,329
21

S. _8697

$ 59
1,227

94
94

$ -1X474

$ 3,812 $
8,403

(7,536)
1,207

$ 3,359
7,867

(7,761)

$
1,257

1,720 16
21 -

$ --- f $ 1

21 _ -
34 $ 1257

The increase in minimum liability included in other comprehensive income is as follows (in

thousands): = -

2004
Non-

Qualified
Retirement Retirement

Income Income
Plan . Plans

Years Ended December 31.
2003

Non-
Qualified

Retirement Retirement
Income Income

Plan Plans

2002
Non-

Qualified
Retirement Retirement

Income Income
Plan Plans

Increase in minimum liability included
in other comprehensive income ......... $ 775 $ 638 $ 3,175 $ 1,059 $ 20,002 $ 1,146

The following are the weighted-average actuarial assumptions used to determine the net periodic

benefit cost at January 1, 2004: - -

2004
Non-

Qualified
Retirement Retirement

Income Income
Plan Plans

--. 2003
Non-

Qualified
Retirement Retirement

Income Income
Plan Plans

2002
Non-

Qualified
Retirement Retirement

Income Income
Plan - Plans

Discount rate ............................... 6.00%
Expected long-term return on

plan assets ........................................... 8.50%
Rate of compensation increase . ............. 5.00%

6.00%

N/A
N/A

6.50%

8.50%
5.00%

6.50%

N/A
N/A

7.00% -7.00%

8.50%
5.00%

N/A
N/A

The Company reassesses various actuarial assumptions at least on an annual basis. The discount

rate is changed at each measurement date based on prevailing market interest rates inherent in high-
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quality (AA and better) corporate bonds that would provide the future cash flow needed to pay the
benefits included in the benefit obligation as they become due, as well as on publicly available bond
indices. The Company changed its discount rate to determine the benefit obligations from 6.00% to
5.75% at December31, 2004. For determining 2005 benefit costs, the 5.75% discount rate is not
expected to change. A 1.0% decrease in the discount rate would increase the 2004 retirement plans'
projected benefit obligation by 16%. A 1.0% increase in the discount rate would decrease the 2004
retirement plans' projected benefit obligation by 13%.

The Company's overall expected long-term rate of return on assets is 8.50%, which is both a pre-
tax and after-tax rate as pension funds are generally not subject to income tax. The expected long-term
rate of return is based on the sum of the expected returns on individual asset categories with a target
asset allocation of 65% equity and 35% debt securities. The expected returns for equity securities are
based on historical risk premiums above the current fixed income rate, while the expected returns for the
debt securities are based on the portfolio's yield to maturity.

Given recent market conditions, the Company has emphasized capital preservation and therefore,
the asset allocations at December 31, 2004 and 2003 do not reflect the targeted long-term asset
allocation which remains unchanged. The Company's Retirement Plan weighted-average asset
allocations by asset category are as follows:

December 31,
2004 2003

Asset Category:
Equity securities .......................... 45% 41%
Debt securities .......................... 32 35
Cash equivalents .......................... 23 24

Total................................................. 100% 100%

The Company's investment goals for the Retirement Plan are to maximize returns subject to
specific risk management policies. Its risk management policies permit investments in equity and debt
securities, mutual funds and cash/cash equivalents and prohibit direct investments in fixed income
derivatives, foreign debt securities, real estate or commingled funds, private placements and tax-exempt
debt of state and local governments. The Company addresses diversification by the use of mutual fund
investments whose underlying investments are in domestic and international equity securities and
domestic fixed income securities. The liquidity of these funds is enhanced through the purchase of
highly marketable securities.

The contributions for the Retirement Plan, as actuarially calculated, are based on the minimum
funding amounts required by the IRS. The Company expects to contribute $18.5 million to its
retirement plans in 2005, although the Company has no 2005 minimum funding requirements for the
Retirement Plan.
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The following benefit payments, which reflect expected future service, as appropriate, are

expected to be paid (in thousands):

Non-
Qualified

Retirement Retirement
Income Income

Plan Plans

2005 ................. $ 5,154 $ 1,769
2006 ..... 5,375 1,582
2007 ................. 5,614 1,553
2008... 5,998 1,521
2009.........I ...... 6,671 1,488
-2010-2014 ................ 44,720 - 7,634

Other Postretirement Benefits

The Company provides certain health care benefits for retired employees and their eligible

dependents and life insurance benefits for retired employees oily. Substantially all of the Company's

employees may become eligible for those benefits if they retire while working for the Company. Those

benefits are accounted for under SFAS No. 106, "Employers' Accounting for Postretirement Benefits

Other Than Pensions." Contributions from the Company are based on the funding amounts required by

the Texas Commission in the Texas Rate Stipulation. The assets of the plan are invested in equity

securities, debt securities, and cash equivalents and are managed by professional investment managers

appointed by the Company. The Company uses a measurement date of December 31 for its other

postretirement benefits plan.

In December 2003, the Company elected to defer recognition of the potential effect of the

Medicare Prescription Drug, Improvement, and Modernization Act of 2003 (the "Act") until

authoritative guidance on the accounting for the federal subsidy is issued. In May 2004, the FASB

issued FASB Staff Position' No. 106-2 "Accounting and Disclosure Requirements Related to the
Medicare Prescription Drug, Improvement and Modernization Act of 2003," ("FSP 106-2") which

provided guidance on the accounting for the effects of the .Act for employers that sponsor a single-

employer defined benefit postretirement healthcare plan for which the employer has concluded that

prescription drug benefits available under the plan are actuarially equivalent to the Medicare Part D

benefit and the expected subsidy will offset or reduce the employer's share of the cost of the benefit. The

Company determined that the prescription drug benefit of its plan were actuarially equivalent to the

Medicare Part D benefit.- FSP 106-2 requires measurement of the accumulated postretirement benefit

obligation and the net periodic postretirement benefit cost to reflect the effects of the subsidy. The effect

of the Medicare Part D subsidy on the accumulated postretirement benefit obligation and net periodic

benefit cost, is shown below (in thousands):
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Accumulated postretirement benefit obligation
as of January 1, 2004................................................

Fiscal 2004 expense:
Service cost...............................................................
Interest cost...............................................................
Expected return on plan assets..................................
Amortization of unrecognized amounts:

Transition obligation (asset) ................................
Prior service cost..................................................
Net actuarial gain.................................................

Net periodic postretirement benefit cost.

Included

S 98,621

$ 3,796
5,839

(1,258)

(251)
(387)

$ 7.739

Excluded

$ 113,562

$ 4,346
6,736

(1,258)

(251)

$ 9,573

The obligations and funded status of the plan are presented below (in thousands):

December 31.
2004 2003

Change in benefit obligation:
Benefit obligation at end of prior year .....................
Service cost...............................................................
Interest cost...............................................................
Amendments .............................................................
Actuarial (gain) loss .................................................
Benefits paid.............................................................
Retiree contributions ................................................

Benefit obligation at end of year .........................

Change in plan assets:
Fair value of plan assets at end of prior year............
Actual return on plan assets......................................
Employer contribution. . .....................................
Benefits paid.............................................................
Retiree contributions ................................................

Fair value of plan assets at end of year................

Funded status.......................................................
Unrecognized net actuarial (gain) loss ................
Unrecognized prior service benefit......................

Accrued postretirement cost............................

$ 118,182
3,796
5,839

(2,210)
(8,490)
(2,800)

320
114.637

20,906
1,359
3,422

(2,800)
320

23.207

(91,430)
(5,438)
(1.959)

$ (98,827)

$ 96,561
3,915
6,468

13,525
(2,597)

310
118,182

16,716
3,055
3,422

(2,597)
310

20.906

(97,276)
2,766

S (94 510)

Amounts recognized in the Company's consolidated balance sheets consist of accrued
postretirement costs of $98.8 million and $94.5 million for 2004 and 2003, respectively. The discount
rates used to determine the accrued postretirement cost were 5.75% and 6.00% at December 31, 2004
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and 2003, respectively. The rate of compensation increase was 5% for both December31, 2004 and
2003.

The components of net periodic benefit cost are presented below (in thousands):

Years Ended December 31,
2004 -2003 2002

Service cost ............................ $ 3,796 $ 3,915 $ 3,118
Interest cost ....................... 5,839 6,468 5,692
Expected return on plan assets . ........ (1,258) (1,020) (999)
Amortization of:

Prior service cost .......................... (251) -

Net gain . .......................... (387 - (794)
Net periodic benefit cost .................. 1 7,739 $ 9,3 7

The following are the weighted-average actuarial assumptions used to determine the net periodic
benefit cost:

2004 2003 2002

Discount rate at beginning of year ................... 6.00% 6.50% 7.00%
Expected long-term return on plan assets ........ 5.90% 5.90% 5.90%
Rate of compensation increase ......................... 5.00% 5.00% 5.00%
Trend rates:

Initial ............................... 9.60% 9.60% 10.80%
Ultimate....................................................... 66.00% .00% 6.00%
Years ultimate reached ................................ 4 4 5

The Company reassesses various actuarial assumptions at least on an annual basis. The discount
rate is changed at each measurement date based on prevailing market interest rates inherent in high-
quality (AA and better) corporate bonds that would provide the future cash flow needed to pay the
benefits included in the benefit obligation as they become due, as well as on publicly available bond
indices. At December 31, 2004, the Company changed its discount rate from 6.00% to 5.75% for the
other postretirement benefits plan. For determining 2005 benefit cost, the 5.75% discount rate is not
expected to change. A 1.0% decrease in the discount rate would increase the 2004 accumulated
postretirement benefit obligation by 19%. A 1.0% increase in the discount rate would decrease the 2004
accumulated postretirement benefit obligation by 16%.

For measurement purposes, a 9.6% annual rate of increase in the per capita cost of covered health
care benefits was assumed for 2005; the rate was assumed to decrease gradually to 6% for 2008 and
remain at that level thereafter. Assumed health care cost trend rates have a significant effect on the
amounts reported for the health care plan. The effect of a 1% change in these assumed health care cost
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trend rates would increase or decrease the benefit obligation by $18.1 million or $14.5 million,

respectively. In addition, such a 1% change would increase or decrease the aggregate service and

interest cost components of the net periodic benefit cost by $1.8 million or $1.4 million, respectively.

The Company's overall expected long-term rate of return on assets, on an after-tax basis, is

5.90%. This return is based on the sum of the expected returns on individual asset categories with a

target asset allocation of 60% equity and 40°/0 debt securities. The expected returns for equity securities
are based on historical risk premiums above the current fixed income rate, while the expected returns for

the debt securities are based on the portfolio's yield to maturity.

Given recent market conditions, the Company has emphasized capital preservation and therefore,
the asset allocations at December 31, 2004 and 2003 do not reflect the targeted long-term asset

allocation which remains unchanged. The Company's other postretirement benefits plan weighted
average asset allocations by asset category are as follows:

December 31-
2004 2003

Asset Category:
Equity securities ............................ 54% 54%
Debt securities ............................ 30 33
Cash equivalents ............................ 16 13

Total................................................. .....100% 100%

The Company's investment goals for the postretirement benefits plan are to maximize returns

subject to specific risk management policies. Its risk management policies permit investments in equity
and debt securities, mutual funds and cash/cash equivalents and prohibit direct investments in fixed

income derivatives, foreign debt securities, real estate or commingled funds and private placements. The

Company's investment policies and strategies for the postretirement benefits plan are based on target
allocations for individual asset categories. The Company addresses diversification by the use of mutual
fund investments whose underlying investments are in domestic -and international equity securities and
domestic fixed income securities. The liquidity of these funds is enhanced through the purchase of
highly marketable securities.

The Com'pany expects to contribute $3.4 million to its other postretirement benefits plan in 2005.

The following benefit payments, which reflect expected future service, as appropriate, are
expected to be paid (in thousands):

2005. .............. $ 3,073
2006 .3,209
2007 .3,617
2008 .4,086
2009 .4,527
2010-2014 .32,219
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401(k) Defined Contribution Plans

The Company sponsors 401(k) defined contribution plans covering substantially all employees.

Historically, the Company has provided a 50 percent matching contribution up to 6 percent of the

employee's base salary subject to certain other limits. Total matching contributions made to the savings'

plans for the years 2004, 2003 and 2002 were $1.3 million, $1.3 million and $1.4 million, respectively.

Annual Short-Term Bonus Plan

The Annual Short-Term Bonus Plan (the "Bonus Plan") provided for the payment of cash awards

to eligible Company employees, including each of its named executive officers. Payment of awards was

based on the achievement of performance measures reviewed and approved by the Company's Board of

Directors Compensation Committee. Generally, these performance measures were based on meeting

certain financial, operational and individual performance criteria. For 2004, the financial performance

goals were based on earnings per share and the operational performance goals were based on safety and

customer satisfaction. If a certain level of earnings per share was not attained, no bonuses would have

been paid under the Bonus Plan. The Company was able to attain the required levels of improvements in

the earnings per share and the customer satisfaction goals which resulted in a 2004 bonus of

$3.5 million. The Company was also able to attain the required levels of improvement in the safety

performance measures for medium and high risk employees in 2004, 2003 and 2002, which resulted 'in.

safety bonuses of $0.9 million, $0.7 million and $1.0 million, respectively. The Company has renewed

the Bonus Plan in 2005 with similar goals.

L. Franchises and Significant Customers

City of El Paso Franchise

The Company's largest franchise agreement is with the City. The franchise agreement includes a

2% annual franchise fee (approximately $7.9 million per year currently) and allows the Company to

utilize public rights-of-way necessary to serve its retail customers within the City. The franchise with

the City extends through August 1, 2005.

The Company's franchise agreement with the City included an option to acquire all of the non-

cash assets of the Company at the end of the term of the franchise on August 1, 2005. To exercise the

option, the City was required to deliver written notice to the Company one year prior to the expiration of

the franchise term. The option expired unexercised on August 1, 2004.
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Las Cruces Franchise

In February 2000, the Company and Las Cruces entered into a seven-year franchise agreement
with a 2% annual franchise fee (approximately $1.2 million per year currently) for the provision of
electric distribution service. Las Cruces is prohibited during this seven-year period from taking any
action to condemn or otherwise attempt to acquire the Company's distribution system, or attempt to
operate or build its own electric distribution system. Las Cruces will have a 90-day non-assignable
option at the end of the Company's seven-year franchise agreement to purchase the portion of the
Company's distribution system that serves Las Cruces at a. purchase price of 130% of the Company's
book value at that time. If Las Cruces exercises this option, it is prohibited from reselling the
distribution assets for two years. If Las Cruces fails to exercise this option, the franchise and standstill
agreements will be extended for an additional two years.

Military Installations

The Company currently serves Holloman Air Force Base ("Holloman"), White Sands Missile
Range ("White Sands") and the United States Army Air Defense Center at Fort Bliss ("Ft. Bliss"). The
Company's sales to the military bases represent approximately 3% of annual operating revenues. The
Company currently has contracts with all three military bases that it serves. The Company signed a
contract with Ft. Bliss in December 1998 under which Ft. Bliss will take retail electric service from the
Company through December 2008. The Company has a contract to provide retail electric service and
limited wheeling services to Holloman for a ten-year term which expires in December 2005. In May
1999, the Army and the Company entered into a ten-year contract to provide retail electric service to
White Sands.

M. Financial Instruments and Investments

SFAS No. 107, "Disclosure about Fair Value of Financial Instruments," requires the Company to
disclose estimated fair values for its financial instruments. The Company has determined that cash and
temporary investments, accounts receivable, decommissioning trust funds, long-term debt and financing
obligations, accounts payable and customer deposits meet the definition of financial instruments. The
carrying amounts of cash and temporary investments, accounts receivable, accounts payable and
customer deposits approximate fair value because of the short maturity of these items.
Decommissioning trust funds are carried at market value.
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The fair values of the Company's long-term debt and financing obligations, including the current
portion thereof, are based on estimated market prices for similar issues and are presented below (in
thousands):

December 31,
2004 2003

Estimated Estimated
Carrying Fair Carrying Fair
Amount Value Amount Value

First Mortgage Bonds. $ 359,362 $ 386,947 $ 395,366 $ 447,662
Pollution Control Bonds .193,135 197,871 193,135 201,700
Nuclear Fuel Financing (1). 41,196 41,196 42,176 42,176

Total................................................ 93 693 ,4 630677 691538

(1) The interest rate on the Company's financing for nuclear fuel purchases is reset every quarter to
reflect current market rates. Consequently, the carrying value approximates fair value.

As of January 1,' 2001, the Company adopted SEAS No. 133, "Accounting for Derivative
Instruments and Hedging Activities," as amended by SFAS No. 149, "Amendment of Statement 133 on
Derivative Instrumnents and Hedging Activities," including any effective implementation guidance
discussed by the FASB Derivatives Implementation Group. This standard requires the recognition of
derivatives as either assets or liabilities in the balance sheet with measurement of those instruments at
fair value. Any changes in the fair value of these instruments are recorded in earnings or other
comprehensive income.

The Company uses commodity contracts to manage its exposure to price and availability risks for
fuel purchases and power sales and purchases and these contracts generally have the characteristics of
derivatives. The Company does not trade or use these instruments with the objective of earning financial
gains on the commodity price fluctuations. The Company has determined that all such contracts, except
for certain natural gas commodity contracts with optionality features, that had the characteristics of
derivatives met the "normal purchases and normal sales" exception provided in SFAS No. 133, and, as
such, were not required to be accounted for as derivatives pursuant to SFAS No. 133 and other guidance.

The Company determined that certain of its natural gas commodity contracts with optionality
features are not eligible for the normal purchases exception and, therefore, are required to be accounted
for as derivative instruments pursuant to SFAS No. 133. However, as of December 31, 2004, the
variable, market-based pricing provisions of existing gas contracts are such that these derivative
instruments have no significant fair value.

102



EL PASO ELECTRIC COMPANY AND SUBSIDIARY

NOTES TO CONSOLIDATED FINANCIAL STATEMENTS

The fair value of the Company's marketable securities at December 31, 2004 was $89.4 million.
Gross unrealized losses on marketable securities and the fair value of the related securities, aggregated
by investment category and length of time that individual securities have been in a continuous unrealized
loss position, at December 31, 2004, were as follows:

Description of Securities:
U.S. Treasury Obligations

and Direct Obligations of
U.S. Govenmuent Agencies ..................

Federal Agency Mortgage
Backed Securities.................................

Municipal Obligations...............................
Corporate Obligations................................

Total debt securities ........................
Common stock...........................................

Total temporarily impaired
securities .............................

Less than 12 Mon
Fair Unreal

Value Loss(

$ 5,314 $

ths 12 Months or Longer Tot
ized Fair Unrealized Fair U
es Value Losses Value

(75) $ 298 $ (8) $ 5,612 $

al
Inrealized
Losses

303
596

1,533
7,746
3.663

(3)
(6)

(19)
(103)
(317)

641 (13)
1,153 (45)

422 (7
2,514 (73)
1.186 (390)

*944
1,749
1,955

10,260
4.849

-

(83)

(16)
(51)
(26!

(176)
(707)

$ 11.409. $ (420) $ $ (463) $ 15,109 $

The total impaired securities are comprised of approximately fifty investments that are in an
unrealized loss position. The Company monitors the length of time the investment trades below its cost
basis. along with the amount and percentage of the unrealized loss in determining if a decline in fair
value of marketable securities below original cost is considered to be other than temporary. In addition,
the Company will research the future prospects of individual securities as necessary. As a result of these
factors, as well as the Company's intent and ability to hold these investments until their market price
recovers, these investments are not considered other-than-temporarily impaired. During the years ended
December 31, 2004, 2003 and 2002, the Company recognized other than temporary impairment losses of
marketable securities of $0.3 million, $0.6 million and $2.7 million, respectively.
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N. Supplemental Statements of Cash Flows Disclosures- - I I

Years Ended December 31.

Cash paid for:
Interest on long-term debt and

financing obligations a
Income taxes ..............................................
Other interest .............................................

Non-cash investing and financing activities:
Grants of restricted shares of

common stock .......... ....
Remeasurements of options.......................
Change in federal and state deferred tax

valuation allowance credited to
capital in excess of stated value (1)

Plant in service acquired through incurring
obligation subject to a service
agreement ............................................

2004 2003
(In thousands)

49,392. ;
9,385

5 -

$ 51,596
17,660

12

2002

$ 55,785
15,133

16

1,586
240

2,308

812

3,380

724

295

8,139

(1) See Note H. I ~'~ f.

- I . i

* ~,' .- ! t .. .I . -.
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0. Selected Quarterly Financial Data (Unaudited) . I

: 2004 Ouarters 2003 Ouarters
4th 3rd 2nd 1st 4th 3rd 2nd _ st

(In thousands except for share data)

Opetating revenues (1) ............ . . ._
Operating incane . . .... . .....................
Income Qoss) before extraoiinary itern and.

cumulative effict of accounting change....................
Extraordiay gain on re-application of

SFAS No. 71, net oftax .... ... ...... . :
Cumulative effect of accounting change, net oftax __.....
Net income (os)A. l_. .__ .i_.__
Basic eanings per share:

Income (kcs)before extraoinary item and
cumulative effect ofaccounting change . . .....

Exftordinaxy gain on reapplication of
SFASNo. 71,netoftax ........

Omulative effect of acootingcange, net of tax--
Net income 0oss) ...... ..

Dflute eadings per share:
Income (om) before extaorny itern and

cunmlative effect of accounting dange....................
Exaomdnay gain on re-application of

SFAS No.71, net of tax ... .... ....

Curmulative effect ofaccounting chang net oftax..-...
Net income (loss).......................................................

$165,629 $204,941
7,853 40,612

(1,182) 23,938

$182,206 $155,852 $156,953
26,337 18,820 16,666.

$197,425 S162,498 $147,486
28,480. 19,175.- -15,414

7,699 2,914 2,185 11,172 4,922 2,043

(1,182)

1,802

25,740 7,699 2,914 11,172- 4,922
39,635
41,678

(0.02) 0.50 0.16 0.06 0.05 0.23 - 0.10 0.04

- 0.04 - 7

(0.02) 0.54 0.16 0.06

.. . .-

- 0.05 0.23 0.10

(0.02) 0.50

(0.02)

0.04

0.54

0.16 0.06. - 0.05 0.23 0.10

0.16 0.06 0.05 0.23 . 0.10.

0.81
0.85

0.04

0.80
0.84

(1) Operating revenues are 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.
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Item 9. Changes in and Disagreements with Accountants on Accounting and Financial
Disclosure

None.

Item 9A. Controls and Procedures

Evaluation of disclosure controls and procedures. During the period covered by this report, the

Company's chief executive officer and chief financial officer, after evaluating the effectiveness of the

Company's "disclosure controls and procedures" (as defined in the Securities Exchange Act of 1934

Rules 13a-15(e) and 15d-15(e)) as of December 31, 2004, (the "Evaluation Date"), concluded that as of

the Evaluation Date, the Company's disclosure controls and procedures (as required by paragraph (b) of

the Securities Exchange Act of 1934 Rules 13a-15 or 15d-15) were adequate and designed to ensure that

material information relating to the Company and the Company's consolidated subsidiary would be made

known to them by others within those entities.

Management's Annual Report on Internal Control Over Financial Reporting. Included herein

under the caption "Management Report on Internal Control Over Financial Reporting" on page 44 of this

report.

Changes in internal control over financial reporting. There were no changes in the Company's

internal control over financial reporting in connection with the evaluation required by paragraph (d) of

the Securities Exchange Act of 1934 Rules 13a-15 or 15d-15, that occurred during the quarter ended

December 31, 2004, that materially affected, or that were reasonably likely to materially affect, the

Company's internal control over financial reporting.

Item 9B. Other Information

None.

PART III and PART IV

The information set forth in Part m and Part IV has been omitted from this Annual Report to

Shareholders.
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* /

he Southern California Public Power Authority (SCPPA), with headquar-

ters in Pasadena, California, is a joint powers authority consisting of eleven
municipal utilities and one irrigation district. SCPPA members currently

deliver electricity to over 2 million customers over an area of 7,000 square miles,
arid with a total population exceeding 5 million.

: The' mnermbers are the municipal utilities of the cities of Anaheim, Azusa' Banning,

.Burbank, Cerritos, Colton, Glendale, Los Angeles, Pasadena, Riverside, and
,Vernon, and the Imperial Irrigation District.

Formed in 1980 to finance the acquisition of generation and transmission

resources for its members, SCPPA currently has three generation projects and

three transmission projects in operation, generating and bringing power from

Arizona, New Mexico, Utah, and Nevada. A fourth generation project, wholly

owned by the Authority, is a combined cycle natural gas-fired generating plant

with a nominally rated net base capacity of 242 megawatts currently in the con-

struction phase and commercial operation is expected to begin in mid-2005.

The projects have been financed through the issuance of tax-exempt bonds,
backed by the combined credit of SCPPA members participating in .ea6h project.'

As of June 30, 2004, SCPPA has issued $9.8 billion in bonds, notes, and refunding
bonds, of which $2.5 billion wasboutstanding.

SCPPA's role has evolved over the 'years to include advocacy at the state and

national levels, and various cooperative efforts to reduce member costs and
improve efficiency.

MISSION
SCPPA provides
financing and
oversight for large
joint projects in
the electric utility
industry and through
coordinated efforts,
it will facilitate,
implement, and
communicate infor-
mation relative to
issues and projects
of mutual interest to
its members as
determined by the
Board of Directors

VISION
SCPPA will provide
cost-effective joint
action services that
supplement member
programs and activi-
ties, and that secure
long-term physical
supplies at pre-
dictable pricing
levels for usage in
power generation to
assure continued
member success.
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A t the turn of the century, California was in the midst of the great 'deregulation
'experiment'. The viability of public power systems and joint action agencies became

i1..uncertain. Southern California Public Power Authority (SCPPA) responded to the ^;
numerous challenges by working together2 and by taking action to implement a clear strate-
gic plan. As a result, SCPPA and its members have become known as part of the 'solution"
to California's electricity industry problem, rather than part of the problem.

The story of SCPPAs success continues. The Authority's Members have worked together
since 1980. On a combined basis, they currently deliver electricity and provide services to 2
million customers over an area of approximately 7,000 square miles. SCPPA is a participant
in three major transmission projects and has three generation projects in operation, generat-
ing and bringing power to Southern California from Arizona, Nevada, New Mexico, and Utah.

SCPPA Members believe, and are continuing to demonstrate, that together more can be
accomplished, and through joint action every participant can benefit. The latest example is
the SCPPA-owned Magnolia Power Project (MPP). The MPP is a nominal,'250 mregawatt
(peak 310 megawatt), natural gas-fired combined cycle generation facility scheduled to go
into commercial operation in May 2005. The project will serve the communities of Anaheim,
Burbank, Cerritos, Colton, Glendale, and Pasadena. The project is located in an'urban set-
ting, near downtown Burbank, and the Project Manager, Burbank Water and Power, has
been extremely successful in gaining local support for the project from the City Council and
its citizens. The project utilizes existing infrastructure, and is designed to operate solely on
reclaimed waste water. When completed. MPP will be one of the most efficient and envi-
ronmentally sensitive projects of its kind.

Through collaborative efforts of its members, SCPPA has developed a comprehensive and
dynamic strategic plan that is a common vision for its members and a platform for action.
SCPPA has dramatically increased its involvement in legislative and regulatory affairs at both
state and federal levels to protect represented customers, and its executive team has assist-
ed SCPPA in becoming highly successful by assuring resource adequacy, excellent reliability,
and environmental stewardship. Much of this success can be attributed to SCPPAs
Executive Director, Bill Carnahan. Under Bill's direction, the Authority's involvement and
services to its members have grown dramatically during his tenure. SCPPA has provided
effective forums of collaboration by the establishment of new committees that include
Customer Service, Transmission and Distribution, Engineering and Operations, Public
Benefits (conservation, research and energy demonstration programs), and Resource
Planning and Renewables. These committees are assisting members to produce bench-
marking and best practices; training; joint contracting for services and fuel acquisition for
power generation; as well as, acquisition of renewable supplies such'as wind, land-fill gas,
and geothermal.

As President of SCPPA, I am proud to be part of the many accomplishments and the excit-
ing opportunities for the Southern California public power utilities. With one of the
strongest financial ratings in the utility industry. SCPPA continues in its traditional role of pro-
viding financing for our Members' generation and transmission projects by finding ways to
reduce capital costs through debt refinancing. Working together, SCPPA members are pro-
viding and delivering reliable service with competitive and stable rates. . v

SCPPA is meeting the energy needs of our Members' customers and the communities they
serve. Through the continued collaborative efforts of its members, SCPPA is well positioned
to respond in meeting the new challenges in our industry. --

, ." � v

THROUGH

COLLABORATIVE

EFFORTS OF ITS

MEMBERS, SCPPA

HAS DEVELOPED

A COMPREHENSIVE

AND DYNAMIC

STRATEGIC PLAN

THAT IS A COMMON

VISION FOR ITS

MEMBERS AND

A PLATFORM

FOR ACTION.

Ronald E. Davis -I D E N
President - I
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I" nvesting in the future", describes this year. Traditionally, SCPPAs investments have been
in the areas of hydroelectric, nuclear, coal, and natural gas-fired generation as well as high
voltage transmission to deliver the energy to California . To meet the challenges and

increasing demand for energy, new investments in local base load and peaking natural gas-fired
units will help satisfy these needs and increase overall system reliability. Planned expansion
and re-powering projects through the year 2010 will add approximately 2,000 Megawatts of
new gas-fired generation, and will be built to either replace current third-party power contracts'
or to retire older less efficient local generating units. Investments are also being made to pro-
vide customers with more renewable generation and energy efficiency. In the role as SCPPAs
Executive Director, I am very proud to be a part of this expansion and continued success.

As a Joint Action Agency, SCPPA continues in its traditional role of providing financing for
our Members' generation and transmission projects, managing various projects, and finding
ways to reduce capital costs through debt refinancing. To take advantage of market condi--
tions and low interest rates and maintain and reinforce our financial stability, we restructured
debt, which resulted in over $18 million in gross debt service savings for our Members during
the fiscal year.

The twelve Members of SCPPA are each independent, locally owned, and highly successful
utilities. They provide reliable energy at competitive and stable rates and are sensitive to the
communities and the environment in which they serve. Over the last few years, SCPPA has
been expanding its role in order to meet the challenges facing the electric industry The rimost
dramatic example of success is the Magnolia Power Project (MPP), the first wholly-owned and
operated SCPPA project MPP, a combined cycled natural gas-fired plant, is located in Burbank,
California. The Project is currently under construction and scheduled for operation in May 2005.
When completed, MPP will generate 242 megawatts to meet base-load capacity and have a
peaking capacity of more that 300 megawatts. Magnolia will utilize the latest technology requir-
ing less fuel, is more efficient, and produces significantly less pollution than the older power
plants it replaces. Most importantly, Magnolia will meet the strictest environmental standards
and regulations in the nation.

Natural gas fired power generation has historically fulfilled peaking or intermediate
demands, however, for economic, environmental and reliability reasons, SCPPA members have
recently invested in a significant amount of base-oad natural gas generation. While the new
units will use less fuel on a per-unit basis, they will require natural gas at stable prices to pro-
duce reliable low-cost electricity. The SCPPA Board approved the Natural Gas Acquisition
Project as a Study Project and entered into project development agreements with certain of its
members and three non-SCPPA public utilities (the City of Redding, the Turlock Irrigation
District, and the Southern Nevada Water Authority) to study the feasibility of purchasing non-
operating working interests in natural gas producing properties. SCPPAs largest Member, the
Los Angeles Department of Water and Power, was appointed and serves as the Project
Manager, responsible for leading the project pursuant to the Natural Gas Project Development
Agreement. The acquisition program will include several different properties acquired over a
period of time. The overall form of financing for the project will include additional options for
the SCPPA members to "bring their own money' or finance through SCPPA. An investment-
banking firm was selected to lead the project's financing activities for SCPPA and a natural gas
property advisor and engineering firms were hired to advise SCPPA regarding the desirability of
potential gas property acquisitions.

In addition to the traditional type of investments, renewable energy will also continue to play
an important role for the future. Investments by SCPPA members in renewable programs, have
totaled nearly $70 million over the past five years. New renewable projects will further diversify
generation portfolios, and also benefit the environment by reducing air emissions when com-
pared to conventional generation.

Today, providing financing for new projects, seeking ways to reduce financing costs for
existing projects, and coordinating all activities that provide collective benefits to the Members
remain SCPPA's primary goals. SCPPA is also securing the future for its Members through both
traditional and non-traditional investments. Through SCPPA, the Members have realized the
value of collective leadership and the key to their success has been the collaborative efforts
which they are applying in new and exciting directions in responding to the challenges and
opportunities in our industry.

Working together in partnership with its Members, SCPPA is investing in the future.

THROUGH SCPPA,

THE MEMBERS HAVE

REALIZED THE VALUE

OF COLLECTIVE

LEADERSHIP AND

THE KEY TO THEIR

SUCCESS HAS BEEN

THE COLLABORATIVE

EFFORTS WHICH THEY

ARE APPLYING IN

NEW AND EXCITING

DIRECTIONS IN

RESPONDING TO THE

CHALLENGES AND

OPPORTUNITIES IN

OUR INDUSTRY.

v1

CUTWVE DIRECTOR S

F -
Bill D. Camahan
Executive Director
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ive SCPPA participants own 41.8% of Unit 3 at

the San Juan Generating Station, a coal-fired plant

in New Mexico. A series of Interim Invoicing

Agreements for fuel has led to high capacity factors and

lower per unit fuel costs.

After two decades of surface strip mining at the adjacent

coal mine, operations have transitioned to long-wall under-

ground mining. The underground mine has reached steady

state, completed the first long-wall move, and is building

reserve inventory.

SA N>; J U3AN
U NIlT -3 O PE RA TIO N S

G -e ll Percentage of
SCPPA member

Bauing participation
in San Juan Project

Wal bkdgpion
- Distict

*I I I I I I I
--0% 10% 20 30% 40% 50% WO 70%
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T he two 500-kV transmission lines, which

connect Phoenix to Las Vegas. and Las Vegas

to Southern California, completed their sev-

enth year of dependable operation for the nine SCPPA

members who participate in the projects.
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C onstruction iss progressing on schedule on the

Magnolia Power Project, a 240 megawatt natural

gas-fired, combined cycle plant, located on the site of

an existing plant in the City of Burbank. It will replace an older,

less-efficient unit. The result will be more power from less fuel,

with less pollution.
Nus&" -

CGefMa* -

The plant is scheduled to be operational by late spring of 2005,

and will be the first project to be wholly-owned by SCPPA mem-

bers. The Participants are Anaheim, Burbank, Cerritos, Colton,

Glendale, and Pasadena.

Bubw* -

.CdtDn -

Ar~m-

IcenftM-

Percentage of
SCPPA member
participation In
Magnolia Power
Project

= -
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0% o% 20% 30% 4f 0% 6M o70%
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IF It IATPi C, I NC
Palo Verde Escrow Restructuring - Phase II

In August 2003, a second phase of the Palo Verde escrow restructuring was completed

with respect to the Escrow Fund created for the Authority's Project Revenue Bonds, 1992

Refunding Series B and Power Project Revenue Bonds, 1992 Refunding Series C, and

generated a gross benefit to SCPPA of $667,522. The transaction was designed to capi-

talize on a current low interest rate environment and the fact that the Authority had

retained the rights to sell the securities in the Escrow Fund and to redeem certain of its

Series 1992B Bonds, which previously had been escrowed to maturity. The overall trans-

action mechanics consisted of the liquidation of ten existing Refcorps securities and 17

State and Local Government Securities (SLGS) interest-bearing and zero coupon securi - J

ties, amendment of the Float Agreement with respect to the Series 1992B Bonds cash

flows, purchase of one U.S. Treasury Bill scheduled to mature on the September 2003 call

date of the Series 1992B Bonds, and subscription of five SLGS for the non-caliable Series

1992C Bonds. The restructuring was completed using a comprehensive competitive bid

process that relied on the procurement of securities on a 'security-by-security" basis.

SCPPA entered into agreements with UBS Financial Services, Inc. and Public Financial

Management, Inc. to execute the restructuring.

Mead-Adelanto/Mead-Phoenix Project Revenue Bonds, Series 2004A

In March 2004, SCPPA entered into two floating-to-fixed interest rate swaps. The swap

provider for the transactions was UBS AG. The transactions consisted of $28.7 million and

$96.0 million above-market forward-starting interest rate swaps for the Mead-Phoenix and

Mead-Adelanto Projects, respectively. Under these transactions, SCPPA will pay UBS a

fixed rate of 3.894% on the Mead-Phoenix swap and 3.890% on the Mead-Adelanto swap,

and in exchange receive 65% of 1-month LIBOR. In addition, in exchange for paying an :

above-market fixed rate. SCPPA received upfront payments from UBS of a combined

amount of $7.7 million to comply with a par-to-par restriction on the refunded bonds. The

forward swaps hedged the refunding savings then available on existing fixed-rate bonds.

12
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SCPPA's key objective is to provide low-cost, reli-
able power to its customers through strong local
control over its operations. SCPPA remains commit-

ted to building and acquiring new generation assets for its
members, with a particular commitment to renewable gen-
eration. In order to realize these goals, SCPPA and its
members speak in a common voice on vital energy issues
in Sacramento and Washington, D.C.. providing greater
impact on issues that affect the public power community.

The second year of the 2003-04 legislative session found
the Democratic-dominated California State Legislature fac-
ing newly-elected Republican Governor Arnold
Schwarzenegger. following the recall by voter referendum
of Gray Davis. Recognizing that a new Administration
brings its own agenda to the legislative debate, SCPPA
immediately called upon its existing relationships with staff
for the new Governor. In doing so. the transition from one
Administration to the new became as seamless as possi-
ble and ensured SCPPA's voice was heard from the start
of the new Administration. Energy policy came into focus
near the end of session, after the Governor faced other
more urgent priorities. Legislation to encourage the use
of solar power generation took center stage during the ses-
sion's final week, with both the Governor and the Senate
Democrats introducing separate bills with similar subject
matter. Both pieces of legislation targeted the reduction of
electricity purchases by providing alternative solar energy
during peak demand, while providing rebates to encourage
installation of grid-connected solar energy systems in new
homes. Both bills died: the Administration's bill failed in
the Assembly Utilities and Commerce Committee and the
Senate version stalled on the Senate floor when a key
issue failed to be resolved. The Governor's Office has
signaled that it may revive legislation to encourage installa-
tion of solar energy to mitigate peak demand in the next
legislative session.

SCPPA, along with the California Municipal Utilities
Association (CMUA) and other municipal utilities, spon-
sored Assembly Bill 426 (AB 426); which would have
prohibited the California Public Utilities Commission (CPUC)
from imposing an exit fee on customers of a municipal
utility if the customer's service location had not previously
been served by an investor-owned utility (IOU). The bill
was authored by then-Republican Assembly member now
Senator Dave Cox and garnered strong bi-partisan support
from both Chambers. However, the bill faced a roadblock in

S C-PPA
the Assembly Utilities and Commerce Committee and
became inactive. This issue of exit fees is also pending
before the CPUC; if an unfavorable decision is reached in
that forum, AB 426 as written or a modified version spon-
sored by CMUA will likely emerge in the 2005 legislature.
Senate Bill 1478 (SB 1478) was' introduced by Democrat
Senator Byron Sher. SB 1478 reflected the new Governor's'
commitment to accelerate,.from 20% in 2017 to 20% in
2010, the amount of renewable generation required by the
state's investor-owned utilities. SCPPA worked with CMUA
and representatives of the environmental community to
craft language amended into SB1478, preserving local con-
trol while encouraging increased public power investment
in renewable. As the final version of the bill did not meet:..
Governor Schwarzenegger's goal, a vibrant competitive
renewable energy market, the bill was -vetoed on
September 24, 2004.

California's municipal utilities (and cities seeking to start a
municipal utility) continue to face legislative challenges to
local control. Assembly Bill 2499 (AB 2499) would have
required new consumer-owned utilities to meet the same
resource adequacy requirements as lOUs, including
reserve capacity. The bill provided that the California
Energy Commission (CEC), not the local government,
approve long-term resource plans before a new municipal
utility commences operation. AB 2499 would have also
permitted any person or entity - irrespective of whether
that person or entity lives in the community - to challenge
the adequacy of the long-term resource plans submitted to
the CEC by a municipal utility. The bill also would have
imposed exit fees on the new municipal customers. The
bill failed passage on the Senate Floor after an onerous,
related amendment was added to the bill.

Each year legislative changes and challenges provide
SCPPA the opportunity to bring its message to the elected
of the California State Assembly and Senate. For the new
2005-06 legislative session, SCPPA's legislative direction
remains purposeful and focused as in the past: protection
of local control and the interests of approximately two mil-
lion customers we serve.

14
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During the second session of the 108th Congress, H.R. 6,
the Energy PolicyAct of 2003, continued to be the focus of
SCPPAs legislative activity in Washington, D.C. Much of
SCPPA's legislative effort was spent convincing its
Congressional delegation that the electricity title in the bill
provided no net benefits to consumers in Southern
California, and that additional provisions were needed.
SCPPA advocated inclusion of provisions in H.R. 6 that
would strengthen the electricity system in California and
provide protection for its consumers. For example, SCPPA
worked for inclusion of federal reliability standards and lan-
guage that would authorize
voluntary - not mandatory-
regional transmission organ-
izations (RTO). SCPPA also
spent much of its political
capital trying to convince
Congress not to include

* provisions in the bill which
would erode public power's
local control - such as new.
Federal Energy Regulatory
Commission (FERC) authori-
ty to regulate public -
power's transmission facili-F

*ties or order refunds of
short-term wholesale power
sales by large consumer-
owned utilities. Concurrently, SCPPA worked to address
concerns that the California Independent System Operator
(CAISO) was moving more quickly with market protocols
and rules than those in the rest of the Western market.
SCPPA worked with Senators Dianne Feinstein (D-CA) and
Barbara Boxer (D-CA) on efforts to tie provisions in the bill
that would delay FERC's Standard Market Design (SMD)
proposal for 18 months to California's Market Design 2002
(MD 02) initiative. SCPPA also worked to garner House
support for this linkage, with Rep. Duncan Hunter (R-CA)
taking a lead on a letter to FERC Commissioner Pat Wood
encouraging the two market design efforts to be "synchro-
nized" so California did not create an electricity market
separate and different from its neighboring states.
Ultimately, however SCPPAs proposed statutory language
- linking the SMD delay to MD02 efforts - was not
included in the final energy bill.

o. R- T
SCPPA members also vigorously worked to balance the-
impact of repeal of the Public Utility Holding Company Act
(PUHCA), a 1935 law designed to protect investors and
consumers against the risks of holding company diversifi-
cations and other transactions, with the addition of
consumer protections. Senators Boxer and Feinstein
waged an aggressive floor fight with fellow Democrats on
our behalf,-but, unfortunately, those who supported
PUHCA repeal (backed by the powerful holding company
lobby) prevailed. In November of 2003, when the House-
Senate conference committee released the final energy

bill, most observers expected it
to pass and go to the President
for his signature before the end
of the year. The House passed
the $31 billion energy bill rela-
tively easily by a vote of 246 to
180. However, the legislation
ran into a procedural and sub-
stantive roadblock in the
Senate based, in large part on
the MTBE waiver and the over-
all cost of the bill. Sen.
Feinstein helped lead the oppo-
sition to provisions to limit the
liability of the makers of the-
gasoline additive Methyl
Tertiary-Butyl Ether (MTBE), a

key contaminate of California's groundwater in the Senate.
Feinstein, and others, worked to gain Republican support
from her Northeast colleagues to filibuster H.R. 6 when it
came to the Senate floor. Senate Majority Leader Bill Frist
(R-TN) and Energy and Natural Resources Committee
Chairman, Pete Domenici (R-NM), won the support of only
58 Senators, two short of the 60 needed to advance the
bill. Both Senators Feinstein and Boxer voted against the
bill, in part because of the MTBE provisions, but also
because of their objections to the electricity provisions in
the bill, many of which mirrored SCPPA's concerns.

With the comprehensive energy bill stalled for almost a
year in the Senate, Members of Congress sought other
vehicles to move certain "pet" energy provisions, in the
waning days of the 108th Congress. Portions of the ener-
gy tax title from H.R. 6 were included in two separate tax
bills - the corporate tax bill (H.R. 4520 referred to as the

- . (continued on page 18)
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C.ty of naheim City of usa ' - City of Banning.' '
Anaheim Public Utilities celebrated a The City's electric utility was'incorporated - Established in .1913, the Banning 'electncal-
benchmark in 2004with the 125th anniver- in 1898 when it'purchased the assets'of a isysirn 'now 'serves an"'area of approxi- -
sary of its~water utility. The' City's electric 'private utilityon' the 'brink "of bankruptdj.' I matety 22 square miles; Banning's'energy
utility was incorporated in 1894. Today, the' Theforesight and; planningof those early' ,resource base includes portions of coal' '
City of Anaheim is the 'only commuinity in pioneers conrtiues. t6 be the'cornerstone '' nuclear and hydro generating plants, which ' ,
Oralnge County' 'with 'a" publicly' 'owried "' of todays Azusa Ught and Water.'The City ' provide the majority of 6electrcity required'-
water and electric utility. Aniaheim 'resi- *:continues its' tradition of- diligent and pu- 'to meet its summer peak' load of 46 MW'
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S CP PA L E G I S L A T I V E R E P 0 R T (continued)

ZIOBS' bill or the "FSC/E77W bill) and the middle-class tax
relief bill (H.R. 1308, the 'Relief for Working Families Tax
Act of 20041. Relevant to SCPPA members were provi-
sions that expanded and extended, for two years, the 1.8
cents per kWh Production Tax Credit (PTC) for private
developers to include open-loop biomass, geothermal
energy, solar energy, small irrigation power and municipal
solid waste (in addition to wind and closed-loop biomass,
which are both included in the definition under current law.)
Neither of the bills, however, included the "tradable tax
credit" or the "tax credit bond" proposal sought by public
power to incentivize development of renewables by con-
sumer-owned systems. The tradable tax credit was not
included in the final bill because of strong opposition from
Ways and Means Committee Chairman Bill Thomas (R-CA)
and the Treasury Department. The tax credit bond propos-
al was not considered because it was a "new" proposal
(i.e. not in either the House or Senate bills) and, therefore,
was ruled non-germane. Noteworthy is that the expiration
date of the PTC in the JOBS bill is January 1, 2006. Given
the short extension, SCPPA and others in public power will
have an opportunity to push for comparable tax incentives,
such as the tax credit bond, when the PTC comes up for
renewal again next year.

Another legislative priority was SCPPA's effort to reautho-
rize and reform the Department of Energy's (DOE)
Renewable Energy Productive Incentive (REPI) program,
which provides incentives to public power utilities to build
clean renewable energy facilities. SCPPA members
worked successfully with Rep. Mary Bono (R-CA), an origi-
nal sponsor of the legislation, and others, to get the bill
included in H.R.6. SCPPA continues to urge passage of
stand-alone REPI reauthorization legislation during the
lame-duck session, possibly in the Omnibus FY05
Appropriations bill. In addition, SCPPA members actively
participated in an American Public Power Association
(APPA) Washington, D.C. REPI "fly-in" to lobby the Hill and
the Administration to increase funding for this program.
As a result, Reps. Bono and Adam Schiff (D-CA) circulated
a bipartisan "Califomia-only" letter, which garnered support
from 25 members of the delegation, to Energy and Water

Development Subcommittee Chairman David Hobson (R-
OH) and Ranking Member Peter Visclosky (D-IN) in support
of at least $13 million in increased REPI funding in FY
2005. These efforts succeeded in increasing the program's
funding by 25% in the House, from $4 million to $5 million.
Reps. John Doolittle (R-CA), a member of the Energy and
Water Development Appropriations Subcommittee, along',
with Senior Republican Rep. Duncan Hunter (R-CA) were
also instrumental in this effort, on SCPPA's behalf. Sen.
Feinstein, a member of the Senate Energy and Water
Development Appropriations Subcommittee, also assisted
public power in making its case for increased REPI funding
by sending a letter to Appropriations Chairman Pete
Domenici (R-NM) and Ranking Member Harry Reid (D-NV),
requesting at least $13 million in FY05 REPI funding. No
final resolution on the REPI funding has been reached in
the Senate, as Congress has not completed work on the
final FY 2005 Energy and Water Appropriations bill and may
very well push this work over to the 109th Congress.

SCPPA continues to work with Senators Feinstein and
Boxer, and other Western Senators, on the question of
whether increased security costs at Bureau of Reclamation
facilities, such as Hoover Dam, will remain a federal obliga-
tion or whether a portion of those costs must be
reimbursed by power customers, as proposed in the
Bureau of Reclamation's FY 2005 budget request. SCPPA
hopes to get legislative language included in the Omnibus
Appropriations bill that would halt the Bureau's new pro-
posal for at least one year.

With the November 4 elections completed, the President
and leaders of the Republican-dominated Congress are
beginning to flesh out their legislative priorities for the
109th Congress, which begins January 20th. With a larger
majority in both the House and the Senate, Members have
indicated they plan to refocus their attention on passage of
an energy bill, overhaul of the Telecommunication Act of
1996, as well as tackle key environmental issues such as
reforming both the Clean Air Act (CAA) and the
Endangered Species Act (ESA). All of these will be of
interest to SCPPA members and their customer-owners.
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SOUTHERN CALIFORNIA PUBLIC POWER AUTHORITY
MANAGEMENT'S DISCUSSION AND ANALYSIS

JUNE 30. 2004

The following discussion and analysis of the financial performance of each of the projects in which the Southern California Public Power Authority
(the'Authority'or'SCPPA') has interests, provides an overview ofthe projects'financial activities for the fiscal year ended June 30,2004. Descriptions
and other details pertaining to the projects are included in the Notes to Combined Financial Statements. Please read this discussion and analysis
in conjunction with the Authority's Combined Financial Statementswhich begin on page 42.

The Authority is ajoint powers authoritywhose primary purpose has been to provide joint financing for its member agencies that consist of eleven
municipal electric utilities and one irrigation district in California. On a combined basisthese entities provide electricityto morethan 2 million retail
electric customers. A Board of Directors (the'Board) governs the Authority,which consists of one representative from each member agency.

The Authority has interests in the following projects:

Palo VerdeProject-On August 14,1981,the Authority purchased a 5.91% interest in the PaloVerde Nuclear Generating Station ('PVNGS),a 3,810
megawatt nudear-fueled generating station near Phoenix, Arizona, a 5.56% ownership interest in the Arizona Nudear Power Project High Voltage
Switchyard, and a 6.55% share of the right to use certain portions of the Arizona Nuclear Power Project ValleyTransmission System (collectively, the
'Palo Verde Project'). Units 1,2 and 3 of the Palo Verde Project began commercial operations in January 1986, September 1986, and January 1988,
respectively.

Southern Transmission System Project- On May 1, 1983, the Authority entered into an agreement with the Intermountain Power Agency (1PAT
to defray all the costs of acquisition and construction of the Southern Transmission System Project (STS'), which provides for the transmission of
energy from the Intermountain Generating Station in Utah to Southern California. STS commenced commercial operations in July 1986. The
Department of Water and Power of the City of Los Angeles ('LADWP), a member of the Authority, serves as project manager and operating agent
of the Intermountain Power Project (IPP).

Hoover Uprating Project-As of March 1,1986, the Authority and six participants entered into an agreement pursuant to which each participant
assigned its entitlement to capacity and associated firm energy to the Authority in return for the Authority's agreement to make advance payments
to the United States Bureau of Reclamation (USBRI) on behalf of such participants. The Authority has an 18.68% interest in the contingent capa-
city of the Hoover Uprating Project ('HU').

Mead-Phoenix andMead-Adelanto Projects - As of August 4,1992, the Authority entered into an agreement to acquire an interest in the Mead-
Phoenix Project ('Mead-Phoenix), a transmission line extending between the Westwing substation in Arizona and the Marketplace substation in
Nevada. The agreement provides the Authority with an 18.31% interest in the Westwing-Mead project component, a 17.76% interest in the Mead
Substation project component and a 22A1 % interest in the Mead-Marketplace project component.

As of August 4, 199Zthe Authority also entered into an agreement to acquire a 67.92% interest in the Mead-Adelanto Project (Mead-Adelanto'),a
transmission line extending between the Adelanto substation in Southern California and the Marketplace substation in Nevada. Funding for these
projects was provided by a transfer of funds from the Multiple Project Fund and commercial operations commenced in April 1996. LADWP serves



SOUTHERN CALIFORNIA PUBLIC POWER AUTHORITY
: MANAGEMENT'S DISCUSSION AND ANALYSIS

JUNE 30, 2004

ProJects'Stabilization Fund - In fiscal year 1997,the Authority authorized the creation of a Projects'Stabilization Fund. Deposits maybe made into
the fund from budget under-runs,afterauth6rization of individual participantsrand by direct contributions from the participants.Participants have
discretion overthe use oftheir deposits within SCPPA project purposes. This fund is'not a project-related fund;thereforeit is not governed byany

project Indenture of Trust.
. ~. :i , . .. . .

The members participate in the Projects'Stabilization Fund by making deposits to the fund at their discretion.

Participant Ownership Interests -The Authority's participants may elect to participate in the projects. As of June 30, 2004,the members have the
following participation percentages in the Authority's interest in the projects: . *

. -I . I . I II Palo-Z
Partldpants Verde

Hoover e Mead- Med- San
ST upprating Phoetnix - Adelanto man

Magnoria
Power
Project

Cty of Los Angeles
CityofAnaheim
Cityof Riverside
Imperial Irigation District
GtyofVemon
CityofAzusa
Otyof Banning
CtyofColton
GQy of Burbank
City of Glendale
CityofCerritos
Cty of Pasadena

67.0%

!"5.4%

'65%

4.9%

10%
.1.0%

1.0%-

4X%

4.4%

595%

17.6%

102%

4.5%

23%

42.6%

31.9%

4.2%

2.1%

32%

16.0%

24.8% 35.7%

242% e 13.5%

'4.0% 13.5%

1.0% 12%

1.0%; 13%

1.0% 26%

15.4% 115%

14.8% 11.1%

13.8% 8.6%
100.0% 100.0%

51.0%

14.7%

9.8%

14.7%

9.8%

100.0%

38.0% .

4.2%

31.0%

16.5%

4.2%

6.1%

100.0%

4.4% - 5.9%

100.0% 100.0% 100.0%
. . . . . .

The Authority has entered into powersales and transmission service agreements with the above project participants. Under the terms of the con-
tracts,the participants are entitled to power output or transmission service, as applicable. The participants are obligated to make payments on a
'take or pay'basis for their proportionate shire of operating and maintenance expensesand debt service. The contracts cannot be terminated or
amended in any mannerthat will impair or adverselyaffect the rights of the bondholders as long as any bonds issued by the specific project remain

outstanding.

The contracts expire as follows:. - .-, . --

. , . PaloVerde Project .. 2030
Southern Transmission System Project ...... ... . 2027
Hoover Uprating Project . .. . 2018
Mead-Phoenix Project .. . ............... 2030
Mead-Adelanto Project . ........ 2030
SanJuanProject ......... .2030

- l -; MagnoliaPowerProject . . 2036
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Critical Accounting Policies

Method ofAccounting -The accounting records of the Authority are maintained in accordance with accounting principles generally accepted in
the United States of America. In prior years, the Authority, as a government-owned utility, applied all statements issued by the Governmental
Accounting Standards Board (GASB) and all statements and interpretations issued by the Financial Accounting Standards Board (FASB) which were
not in conflict with statements issued by GASB. Effective July 1, 2002, the Authority changed its election under the guidance in GASB Statement
No. 20, Accounting and Financial Reporting for Proprietary Funds and Other Governmental Entities that Use Proprietary FundAccounting, to follow all
GASB statements and only FASB statements and interpretations issued before November 30,1989. See Note 2 to the combined financial statements
discussing the results of this change in accounting principle.

Costs Recoverable - The Authority's billing amounts to the participants are determined by its Board of Directors and are subject to review and
approval by the participants. Billings to participants are designed to recovercostsas defined by the power sales and transmission service agree-
ments. The billings are structured to systematically provide for debt service requirements, operating funds and reserves in accordance with these
agreements. The difference between billings and the Authority's expenses calculated in accordance with generally accepted accounting principles
are deferred as costs recoverable or payable in future periods and are presented as net assets (deficit). It is intended that the deferred amounts will
be recovered through billings for repayment of principal on the related bonds.

InvestmentPolicyandControls -The Authority's investment function operates within a legal framework established by Sections 6509.5 and 53600
et. seq. of the California Government Code, Indentures of Trust instruments governing financial arrangements entered into by the Authority to
finance and operate Projects, and the Authority's Investment Policy. The Indentures of Trust authorize the establishment of specific Project funds
and accounts, specify how monies are to be applied, and name third partyTrustees.

Funds available for investment include proceeds from bonds and notes sales, payments from the participants, maturities of previous investments,
earnings, exchanges of securities and interest from swap agreements. Funds are managed and invested on a separate accounting basis and prin-
cipal and earnings are credited and allocated to designated funds or accounts as outlined in each Project's Indenture of Trust, or in the Projects'
Stabilization Fund which was established by a Board Resolution.

The three fundamental criteria in the investment program, ranked in accordance of importance, are: safety of principal, liquidity and return. An
exceptiontothe preceding criteria is madeforthe PaloVerde NuclearDecommissioningTrustFunds,asliquiditywill notbeafactoruntil 2023. The
investment criteria for the Decommissioning Trust Funds, in order of importance, is as follows: safety, return, and liquidity.

Debt Management Program
The Authority's financing goal is to obtain the lowest prudent rates of interest on debt issues and to issue debt in the most cost-effective manner.
On a combined basis, SCPPA reduced its cost of capital by30 basis points to 4.76%, since June 30,2003. In additionthe Authority will continue to
utilize debt management strategies that reduce the overall cost of borrowing for its members. In general, the Authority issues new money debt
and refunding debt on either a negotiated or competitive basis as determined by the Board. A minimum net present value savings of 5%, as a per-
cent of the refunded par amount, is the general target when determining the potential to refund existing Authority debt.The Authority may also
use interest rate swaps or other derivative products to help meet important financial objectives.

Jointly Owned Utility Plant
The Authority owns interests in several generating stations and transmission systems for which each participant has provided its own financing.
Under these arrangements, a participating member has an undivided interest in a utility plant and is responsible for its proportionate share of the
costs of construction and operation and it is entitled to its proportionate share of the energy produced All utility plant of the Authority with the
exception of the Magnolia Power Project isjointly owned The related cost and accumulated depreciation forthesejointly-owned projects has been
reflected in each project's financial statements in utility plant. Additionally~the Authority's share of expenses for each project is included in the state-
ments of revenues, expenses, and changes in net assets (deficit) as part of operations and maintenance expenses.

Using This Financial Report
This annual financial report consists of a series of financial statements and reflects the self-supporting activities of the Authority that are funded pri-
marily through the sale of energy and transmission services to member agencies under project specific take or pay contracts that require each
member agency to pay its proportionate share of operating and maintenance expenses and debt service with respect to such projects.

Combined Statements of Net Assets (Deficit), Combined Statements of Revenues, Expenses and Changes in Net Assets (Deficit), and
Combined Statements of Cash Flows
The Combined Financial Statements provide an indication of the Authority's financial health. The Combined Statements of Net Assets (Deficit)
include all of the Authority's assets and liabilities, using an accrual basis of accounting. as well as an indication about which assets can be utilized
for general purposes and which assets are restricted as a result of bond covenants and other commitments. The Combined Statements of Revenues,
Expenses and Changes in Net Assets (Deficit) report all of the revenues and expenses during the time periods indicated. The Combined Statements
of Cash Flows report the cash provided and used by operating activities, as well as other cash sources such as investment income, cash payments
for bond principal payments, and capital additions and betterments.
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Palo Verde Project
Finandal Highlights ,.

June30,

2004 2003

Assets
Utilityplantnet .......................................... S 164,943 $ 183,818
Investments .. 682,699 674,924
Cash and cash equivalents .. 160,455 105,142
Other .. 13,955 14,658

S 1,022,52 $ 978,542

Vabilities and Net Assets
Long-term debt ............................................ $ 569,050 $ 609,150
Current labilities . . . 125,057 114,030

- 694,107 723,180

Net assets (deficit): '
Invested In capital asset% net of related debt . .(451,167) (469,233)

Restricted net assets ......... 757,558 706,613
Unrestricted net assets ......... 21,554 17,982

Total net assets ..... . 327,945 255,362
S 1,022,52 $ 978,542

Revenue$Expenses and Changes i NetAssets
Operating revenues .$ 164,884 $ 180,529
Operating expenses ........... ( ... 163,496) (73,650)

Net operating income ....... .. 101,388 106,879

Investment Income . ; 14,14 96,885
Debtexpenses ....... ; . (42.949) (47,941)

Increase in net assets .7'.' ............ - - 72583 155,823
Beginning balance of net assets .255,362 99,539

Ending balance of netassets .................................... $ 327,945 $ 255,362

Net Assets - The Palo Verde Project's Net Assets increased by $72.6 million, mainly due to a $435 million Increase In Assets and a decrease in
Liabilities of $29.1 million.The increase In the Assets of the Project Is primarily due to additional Participant contributions to the Deposit Installment
Escrow Fund undera debt-restructuring plan adopted by the Board through a resolution In 1998 to Increase the competitiveness ofthe Palo Verde
Project by accelerating the repayment of the Project's debt. Under the debt-restructuring plan, the billings to the Palo Verde Project Participants
were increased by approximately $65 million each year through June 30,2004.

During the fiscal year, the Authority restructured the 1992 B & C Escrow Restructuring Account, which resulted in a net gain of $572,000 after
expenses,which was deferred and is being amortized over the life of the related bonds (see Note S of the Notes to Combined Financial Statements).

The decrease in Uabilities is primarily due to a decrease in long-term debt of $40.1 million as a result of principal bond maturities and the amorti-
zation of the bond discounts, premiums and losses on refunding on the related debt, offset by an $11 million increase in current liabilities mainly
due to a $9.7 million increase In payable to Participants resulting from overbilling during the fiscal year.

In September 1998, the Project participants resolved to transfer any overcollection, renewal and replacement excess funds or surplus amounts
through June 30,2004 Into the Project's reserve accountOn November 20,2003,the Authority adopted a resolution to utilize amounts on deposit
in the reserve account to pay a portion ofthe operating and maintenance expenses of the Project starting July 1,2004.
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Long-term Debt-The Authority financed the acquisition of the assets of the PaloVerde Project through the issuance of revenue bonds. Currently,
capital additions to the Project are financed from revenues received from participants.

The following graph provides an indication of the principal and interest payments on the Palo Verde Project that are due each year following June
30,2004 until the bonds mature in Fiscal Year 2017-2018. Interest is reflected on an accrual basis.

PaloVerde Project
Debt Service Requirements
FicalYear Endinglune 30,2004
(IS ntouns

Interest payments on the bonds are payable semi-annually on July 1 and January 1 of each year.

Investment Income - The decrease in the PV investment income of $82.7 million is primarily due to the decline in the market value of Escrow
accounts as a result of the upward trend in interest rates during the last quarter of the fiscal year.
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Southern Transmission System Project (STS)
Finandal Highlights

, pnetamnds) , .. - , .

June 30,
.2004 2003 -

Assets
Utilityplantnet .$ 342,156 S 361,785

Investments .. 56,361 58,802

Cash and cash equivalents .. 41,034 37,936

Other .. 23,519 - 23,001

$ 463,070 $ 481,524

Uabilities and Net Defidt
Long-term debt .............................................. $ 795,222 $ 807,669
Current liabilities ................................ 49,524 40,229

844,746 847,898

Net assets (deficit):
Invested In capital assets. net of related debt .(473,464) (466,659)

Restricted net assets ........ 99,459 100,939

Unrestricted net deficit .(7,671) (654)

Total net deficit.(381,676) (366,374)

S 463.070 $ 481,524

Revenues, Expenses and Changes In Net Defidt
Operating revenues ............ ' .......................... S 72,618 S 82,229
Operating expenses ........... ( ' 33,371) (33,433)

NetoperatingincDme ............. ,.... 39,247 48,796

Investmentincome ................................... 3,044 6,131

Debt expenses ........ (57,593) (62,592)
Extraordinary loss on debt refunding ..- (2,484)

Increase In net deficit ......... . . (15,302) (10,149)
Beginning balance of net deficit .............. . .(............ . (366,374) (356,225)

Ending balance of netdefiet ............ . . . . S (381,676) S (366,374)

Net Defrcit -The Net Deficit in STS increased in 2004 by $153 million due to an $18A million decrease in Total Assets and a decrease in Uabilities

of $3.1 million. Thedecrease inTotal Assets consists mainlyofthescheduledallowance In accumulated depreciation of $19.6 million.

The decrease in Liabilities of $3.1 million Is due to the following: -

* a decrease of S12A million in long-term debtdueto maturities netofamortization of bond discountspremiums and losses on refunding ,and

* an increase of $93 million in current liabilities mainly due to this fiscal year's overbilling.

r *. .- k , t -.,, *_
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The Net Deficit of $382 million atJune 30,2004 consists of non-cash expenses~which are not billed to the participants but are required to be record-
ed as expenses under generally accepted accounting principles. These non-cash expenses are primarily comprised of depreciation on utility plant
amortization of debt related expenses, amortization of bond premiums and discounts, and losses on refundings. These costs will be recovered at
the time the Authority collects revenues to pay the principal portion of debt service costs.

Long-term Debt-The Authority acquired the STS assets through the issuance of revenue bonds. Capital additions are currently financed with rev-
enues received from participants. Principal bond maturities redeemed on July 1, 2003 totaled $29.7 million.

Southern Transmission System Project
Debt Service Requirements
FiscaI Year Ending June 30, 2004
(SinthwugndsI

The graph above provides an indication of the principal and interest payments on the STS Project that are due each year following June 30,2004
until the bonds mature in Fiscal Year 2023-2024. Interest is reflected on an accrual basis.

Interest payments on the bonds are payable semi-annually on July 1 and January 1 of each year.

Operating Income -The decrease in STS operating income of $9.6 million is due mainly to the decrease in revenues as a result of lower debt ser-
vice requirements in the current fiscal year.

DebtExpense -The decrease in STS debt expense of $4.9 million is largely due to the decrease in interest expense, amortization of bond discounts,
and loss on refunding relating to the refunding of the 1993 A Subordinate Refunding Bonds by the 2003 A Subordinate Refunding Bonds.
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- Hoover Uprating Project
Finandal Highlights

(hItoisads)

June30,
2004 2003

Assets
Utilityplantnet.. .
Investments .. 2,918

Cash and cash equivalents .. 1,241
Other . .19,400

S 23,559

500
3,726

20,674

S 24,900

Liabilities and Net Assets
Long-term debt ..........................................
Current liabilities ..........................................

$ 18,575
1,537

20,112

S 19,404
1,643

21,047

Net assets
Invested In capital assetsnet of related debt .........................

Restricted net assets . . . . ...........................
Unrestricted net assets .....................................

Total net assets ...........................................

RevenuesExpenses and Changes In NetAssets
Operating revenues ............ . .
Operating expenses ........................................

Net operating Income. ....... .

Investment income.
Debt expenses ................................... ......
Extraordinary loss on debt refunding................................
Decrease in net assets .......................................
Beginning balance of net assets. ............ ; .

2,104
1,343
3,447

$ 23,559

$ 2,554
(2,331)

223

18
(647)

(406)
3,853

2,699
1,154

3,853

S 24,900

S 2,330
(2,381)

(51)

73
(331)

(309)
4,162

$ 3,853Endingbalanceofnetassets.. . ..... S 3,447

NetAssets -The Net Assets of the Hoover Uprating Project decreased by $406,000. The net decrease is primarily due to a decrease in the Advances

for capacity and energy balance. This balance consists of $19 million in advances provided by the Participants to the Hoover Power Plant, net of

credits provided by the plant manager. In accordance with the agreements, these advances are returned to the Authority through an annual

amount of energyand capacity credits billed bythe plant. Annual billings decrease the Advances for capacity and energy balance up to the amount

of principal paid on debt by the Authority. Credits in excess of principal paid on debt decrease the Project's current year interest expense. During

the currentyear,the project billed SCPPA $2.1 million,ofwhich approximately $1.2 million was used to decrease the Advances balance. The remain-

ing credits of $0.9 million were utilized to offset debt expense.
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Long-term Debt-The Authority acquired its interest in the Hoover Uprating Project through the issuance of revenue bonds.The following graph
provides an indication of the principal and interest payments on the Hoover Uprating Project that are due each year following June 30,2004 until
the bonds mature in Fiscal Year 2017-2018. Interest is reflected on an accrual basis.

Hoover Uprating Project
Debt Service Requirements
FiscalYear Ending June 30,2004
(Sfrihouands)

Interest payments on the bonds are payable semi-annually on October 1 and April 1 of each year. Principal maturities of S1.2 million were paid on
October 1,2003.
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Mead-Phoenix Project
finandal Highlights.

June 30,
2004 2003

Assets
Utilityplantnet . ......................................... $ 41,394 $ 42,786
Investments .. 8,709 9,751
Cash and cash equivalents .. 1,768 1,617
Other .. ... ; ,.., 5,638 4,957

v-. .S 57,509 S 59,111

Liabilities and Net Defidt
Long-term debt . .......................................... $ 65,463 $ 64,224
Current liabilities .1,458 2,841

66,921 67,065

Net assets (deficit):
Invested in capital asset net of related debt. (23,013) '(20,672)

Restricted net assets .13,508 13,495
Unrestricted netassets (deficit) .................. :.;...... 93 . (777)

.Totalnetdefiit . (9,412) (7,954)

S 57,509 $ 59,111

Revenues, Expenses and Changes In Net Defidt
Operating revenues .......... S 4,679 $ 3,987
Operating expenses ... ; u 470) (1,557)

Net operating Income .. ...... '. ;. 2,209 2,430

Investment Income . .......... . 573 700
Debt expenses ........ I (4,240) (4,236)

Increasein net deficit ........ (1,458) (1,106)
Beginning balance of net deficit .. (7,954) (6,848)

Ending balance of netdeficit .................. (9,412) $ (7,954)

Net Deficit- Net Deficit of the Mead-Phoenix Project increased by $1.5 million mainly due to the scheduled depreciation of utility plant of
$1.4 million.
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Long-tern Debt- The acquisition of the assets of the Mead-Phoenix Project was provided by a transfer of funds from the Multiple Project Fund
(See Note 1 of the Notes to Combined Financial Statements). In March 1994,the Authority issued Mead-Phoenix Project Revenue Bonds to advance
refund a portion of the Multiple Project Fund Bonds. During the year, the Authority issued new refunding bonds as follows:

ParArnountof Parrnountof Debt Stnie
Refunded Bonds Refunding Issue savnpDesciptlon of Bonds

Present Bond Ratings
Value Savings byS&P/Moodo

Mead-Phoenix Project Revenue Bonds
2004 Series A

$ 42,235,000 $ 42225,000 $ 4,081,649 $ 2,928,381 -AWAaa

The following graph provides an indication of the principal and interest payments on the Mead-Phoenix Project that are due each year following
June 30,2004 until the bonds mature in Fiscal Year 2020-2021. Interest is reflected on an accrual basis.

Mead-Phoenix Project
Debt Service Requirements
FiscalYear Ending June 30,2004
(SlstnuAnd sy

Interest payments on the bonds are payable semiannually on July 1 and January 1 of each year.
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Mead-Adelanto Project
Finandal Highlights

(Intougnds)

June30,
2004 2003

Assets
Utility plant net'. ... 135,531 S 140,031
Investments .. 23,893 -27,471

'Cash and cash equivalents ...... ...... 3,976 2,791
Other .. 16,070 14,236

$ 179,470 S 184,529

Liabilities and Net Defidt
Long-term debt .......... .s.. .. S $ 210,861 S 207,307
Current Rabilnies .. 3,522 7,338

214,383 214,645

Net assets (deficit):
Invested in capital assets, net of related debt . .(71,830) (64,540)

Restricted net assets ...................................... 36,073 35,469
Unrestricted net assets (deficit)...... (441,045)

Total net deficit...(34,913) (30,116)
$ 179,470 S 184,529

Revenues, Expenses and Changes hi Net Defidt
Operating revenues ........ .. $ 13,552 S 11,792
Operating expenses ........... ( - 6,597) (4,955)

Net operating income ....................................... 6,955 6,837

Investment income .......... 1,463 1,860
Debt expenses . .. (13,215) (13,432)

Increase in net deficit . . . (4,797) (4,735)
Beginning baance of net deficit . . . (30,116) (25,381)

Ending balance of netdeficit ; ... S (34,913) S (30,116)

Net Deficit - The Net Deficit of the Mead-Adelanto Project increased by $4.8 million mainly due to the scheduled depreciation on utility plant of

$45 million.
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Long-term Debt
Similar to the Mead-Phoenix Project, the interest in the Mead-Adelanto Project was acquired by the Authority through a transfer of funds, and the
bonds issued to obtain these funds from the Multiple Project Fund (See Note 1 of the Notes to Combined Financial Statements). In March 1994,
the Authority issued Mead-Adelanto Project Revenue Bonds to advance refund the Multiple Project Fund Bonds. During the year, the Authority
issued new refunding bonds as follows:

ParAmountof ParAmountof DebtSeike Present BondRatings
DesuiptionofBonds RefundedBonds Refundingissue Savings ValueSavings byS&P/Moodffs

Mead-Adelanto Project Revenue Bons S 141,155,000 $141,150,000 $13,645,006 $ 9,798,503 AJAaa
2004 Series A

The following graph provides an indication of the principal and interest payments on the Mead-Adelanto Project that are due each year following
June 30,2004 until the bonds mature in Fiscal Year 2020-2021. Interest is reflected on an accrual basis.

Mead-Adelanto Project
Debt Service Requirements
Fiscal Year Ending June 30,2004
ISkin ousd -....

Interest payments on the bonds are payable semi-annually on July 1 and January 1 of each year.
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Multiple Project Fund '

Finandal Highlights - --

(In; t.,onnds.

June 30,

2004 2003

Ap.

Assets
Investments . ........................................... $ 238,839 $ 243,437

Cash and cash equivalents. - -

Other .. 8,504 8,673
$ 247,343 S 252,110

Liabilities and Net Assets
tong-term debt ............. '.'.-.; .... 209,524 $ 216,445
Current liabilities ...... : 30,712 28,973

240,236 245,418

Net assets: '
Invested incapitalassetsnetofrelateddebt ............................

Restricted net assets ..... ........ .......... 7,107 6,692

Unrestricted net assets .............. . '..

Total net assets ...... '............ 7,107 6,692

$ 247,343 S 252,110

RevenuesExpensesand f angesin NetAssets
Investmentincome .......................................... $ 16,973 $ 17,275

Debt expenses ........................................... (16,558) (16,938)

Increase (decrease) In net assets ............... ; ........... 415 337

Beginning babnceofnetassets .............. 6,692 6,355

Ending balance of net assets....... $......;...... $ 7,107 S 6,692

NetAssets -The Increase in Net Assets of $415,000 Is due to a $52 million decrease inTotal Liabilities representing primarily payment of principal

maturities during the fiscal yearwhich is partially offset by a $4.8 million net decrease in investments drawn down to pay for such principal matu-

rities.The increase in net assets represents the difference between investment Income earned on bond proceeds deposited in the Multiple Project

Fund and the debt expense on such bonds.
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Long-term Debt-The Multiple Project Fund was established by the issuance of revenue bonds. The bond proceeds are to be used to finance costs
of construction and acquisition of ownership interests or capacity rights in one or more projects that the Authority expects to undertake. Certain of
these funds were used to finance the Authority's interest in the Mead-Phoenix and Mead-Adelanto Projects (See Note 1 of the Notes to Combined
Financial Statements).

The following graph provides an indication of the principal and interest payments on the Multiple Project Fund that are due each year following
June 30,2004 until the bonds mature in Fiscal Year 2020-2021. Interest is reflected on an accrual basis.

Multiple Project Fund
Debt Service Requirements
Fiscal Year Ending June 30, 2004
(S Inh ounds)

Interest payments on the bonds are payable semi-annually on July 1 and January 1 of each year. Par value of bonds that matured and were
redeemed on July 1,2003 was S7.1 million. A total of S50 v million of the outstanding Multiple Project Revenue Bonds are not subject to redemp-
tion prior to maturity.
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San Juan Project
rinandal Highlights

Onthousands

June 30,
- 2004 2003

Assets
Utility plant net .......................................... 70,452 S 80,989
Investments .. 26,944 21,602
Cash and cash equivalents .. 12,671 15,930
Other .. 10,442 :14,859

S 120,509 S - 133,380

Liabilities and Net Defidt
Long-term debt .. . . . $ 191,277 S 200,699
Current labilities ...... ;-..;.. 18,317 16,980

209,594 217,679

Net assets (deficit):
Invested in capital assets, net of related debt . .(127,SS7) (125,669)

Restrincted netassets ....... 29,722 27,548
Unrestricted net assets ................... I . 8,750 13,822

Total net deficit .. (89,085) (84,299)

S 120,509 S 133,380

Revenues, Expenses and Changes In Net Defidt
Operating revenues . .............. - . 1 . 61,735 S 70,636
Operating expenses ....... .. ... ;.:.;.(57,704) (56,783)

Netoperatingincome(loss) ............................... '. 4,031 13,853

Investment income ............ 1,321 1,289
Debt expenses .. .......... (10,138) (10,771)
Extraordinary kss on debt refunding - (74)

Decrease (increase) In net deficit .. (4786) 4,297
Beginning balance of net deficit .. (84,299) (88,596)

Ending balanceof net deficit.S (89,085) S (84,299)

Net Deficit -The Net Deficit of the San Juan Project increased by $4.8 million,primarily due toa decrease of $12.8 million InTotal Assets and a

decrease inTotal Liabilitiesof$8.1 million. The decrease inTotal Assets is largelyduetothedecrease in utilityplant dueto $1.9 million plantretire-

ments and the scheduled depreciation allowance of $10.2 million.The decrease In assets was offset mainly by the $8.4 million reduction In long-

term debt representing maturity payments during the fiscal year.

Net Operating Income (Loss) - Net Operating Income decreased by $9.8 million when compared to last year. This decrease is primarily due to a

decrease In revenues relating to the $9.8 million coal contract buyout from the prior fiscal year. Additionallythere were some offsetting changes

in debt service and operational revenue requirements;a $32 million decrease In debt service revenue requirement was offset bya similar increase

for capital improvements.
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Long-term Debt -The Authority financed its acquisition of the assets of the San Juan Project by the issuance of revenue bonds. Currently, cap-
ital additions are financed from revenues received from participants. Principal bond maturities that were redeemed on January 1,2004 totaled
S8.4 million.

The following graph provides an indication of the principal and interest payments on the San Juan Project that are due each year following June
30,2004 until the bonds mature in Fiscal Year 2019-2020. Interest is reflected on an accrual basis.

San Juan Project
Debt Service Requirements
FiscalYearEndingJune30,2004
($hS In onds)

Interest payment on the bonds are payable semi-annually on July 1 and January 1 of each year.
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Magnolia Power Project
Background- In 2000,the City of Burbank (the'City'),an Authority member, initiated a study to determine the requirements for replacing an aging
power plant within the city limits. A decision was reached that it would be more economical to build a plant with more capacity than would be
required to meet the City's power demands. The City introduced the idea to the Authority and four members, the Cities of Anaheim, Colton,
Glendale, and Pasadena (the 'Project A Participants), expressed their Interest in joining the City of Burbank in pursuing the Project. The City of
Cerritos (the Project B Participant) alsojoined in the development of the project when It became a member of the Authority In July 2001.

In March 2003,the Califomia Energy Commission gave its approval for construction of the Magnolia Power Project.The Project is a natural gas-fired
generator and is designed to generate 242 megawatts to meet baseload capacity, but will be able to generate more than 300 megawatts for short
periods of time during peak demand periods.The plant is the first to be owned by the Authority, and the Gty of Burbank will manage its construc-
tion and operation. Tofinancethe Project,the Authorityissued $300 million of Magnolia Power Project A,Revenue Bonds,2003-1 and $14.1 million
of Magnolia Power Project B, Lease Revenue Bonds (City of Cerritos, California) 2003-1 in April 2003 (Refer to Note 5 of the Notes to Combined
Financial Statements).

The following table summarizes the financial position of the Project as of June 30,2004.

June30,

2004 .2001

Assets
Utilitypantnet .................. ' .'.'.... S 203,703 $ 93,610

Investments ............. 128,425 70,426

Cash and cash equivalents ......... 7,883 162,381

MOther . . 6,106 7,234

S 346,117 $ 333651

LUablities and Net Assets
Long-tern debt .. $......................................... . . 321,327 $ 321,730
Current liabilities . ... . . . .24,790 11,921

346,117 333,651

Net assets:
Invested in capital assetsnet of ,elated debt .(103,986) (59,638)

Restricted netassets ........ . 103,986 .59,638

Unrestricted net assets.. . . . . . . . . - -

Total net assets .... $. . . 346,117 *. $ 333,651

To date, the Project had no revenues and Is not anticipated to have any until the Project becomes operational. During the 2004 fiscal year, addi-
tional costs related to the construction ofthe plant of S97A million and debt service costs of$15.1 million offset by Investment income of $2.5 mil-
lion,were capitalized as part of the utility plant balance. Once the plant becomes operational,these costs will be recovered through future billings
to participants.
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The following graph provides an indication of the principal and interest payments on the Project that are due each year on July 1 until the bonds
mature in Fiscal Year 2036-2037. Interest is reflected on an accrual basis.

Magnolia Power Project
Debt Service Requirements
rFcal Year Ending June 30,2004
($ In dnds)

Interest payments on the bonds are payable semi-annually on July 1 and January 1 of each year.

Projects'Stabilization Fund - In 1996, the Board adopted a resolution to establish the Projects'Stabilization Fund. Monies deposited by the par-
ticipants to this Fund are used to pay for Authority costs as directed by the Participants (See Note 1 of the Notes to Combined Financial
Statements). At June 30,2004 the Fund had a balance of $51.5 million.

Financial Outlook - The Authority's credit strength is based on:

* The collective credit strengths of each project participant;

* The absence of concentration risk as evidenced by the lack of substantial reliance by one participant on the resources financed;
* The low cost powerthe Project provides the participants and,

* Strong legal provisions.

The Authority has take-or-pay power sales and transmission service contracts which unconditionally require the Participants to pay for the cost of
operating and maintaining the Projects, induding debt servicewhether or not the Projects are operating or operable.Although the contracts have
not been court-tested,a municipal utility's authority to enter into such contracts is rooted in the State's constitutional provisions for municipal elec-
tric utilities.

The Authority continues to play an important role as a legislative advocate and its focused strategic plan continues to provide benefits to member
agencies as they prepare for increased competition. The Authority's management continues to focus on lowering the fixed costs of its projects to
ensure the flexibility needed to perform in a more competitive marketplace. During the fiscal year, the Authority refunded S183A million of the
Authority's long-term debt~which generated S1 7.7 million of debt service savings. In additionthe Authority restructured the PaloVerde 1992 B and
CEscrow Funds resulting in a net gain of S572,000,which was deferred and is being amortized over the remaining period of the related bonds.Over
the last three years, market opportunities allowed the Authority to save $93.5 million in gross debt service having a present value of $61.0 million
by restructuring its debt obligations.
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Natural Gas Reserve Acquisition Project
Several SCPPA members, Including LADWP, the cities of Anaheim, Burbank Colton, Glendale, and Pasadena, reached a decision to participate in a
project for the potential acquisition of natural gas reserves for their own generating facilities.

SCPPA has also allowed other municipal utilities: Turlock Irrigation DistrictCity of Redding,and the Southern Nevada Water Authoritysto participate
in the Natural Gas Project.Their participation is limited to project development work only.These three participants will contract directly with each
seller as gas properties are identified for acquisition and will not participate in any SCPPA financing.

The SCPPA Board has approved the Natural Gas Project Development Agreementas well as declared the Natural Gas Acquisition Project as a Study
Project.The project participants have signed the Development Agreement, and the LADWP has been appointed the Project Manager responsible
for leading the project pursuant to the Agreement.The acquisition program will Include several different properties acquired over a period of time.
Full participant approval to participate in the entire acquisition program is expected by the end of 2004.

The overall form of financing for the project has been agreed to by the SCPPA participants and will include additional options for the SCPPA mem-

bers to 'bring their own money or finance through SCPPA. An investment-banking firm was selected to lead the project's financing activities for

SCPPA and a natural gas property advisor was hired to advise SCPPA regarding the desirability of potential gas property acquisitions.

Renewable Projects
SCPPA members are committed to the use of renewables in the future.

During the fiscal year, energy from the High Winds Energy Center in Solano County, California, has become a part of the participating members'
resource portfolios.SCPPA members including the cities of Anaheim,Azusa,Colton,Glendaleand Pasadena contracted with PPMEnergy (a division
of Pacificorp Holdings) for 30 megawatts (MW) of the 150 MW wind facility. PPM also provided a firming service,which guaranteed SCPPA mem-
bers firm delivery of energy, at predetermined rates, regardless of the wind conditions at the site. Although the purchase contracts under the pro-

ject were between the individual members and PPM, SCPPA played a key role in bringing this project to a reality through the issuance of the
Renewable RFP and coordinating contract negotiations.

SCPPA has entered into a Power Purchase Agreement with Ameresco Chiquita Energy LLC for 100% of the electric generation from a landfill gas to

energy facility to be located at the landfill site in Valencia, California (Ameresco Landfill Gas to Energy Project).The SCPPA participants in this pro-

ject include the cities of Anaheim, BurbankGlendale,and Pasadena,with their respective shares listed below.This project,which is expected to go

on-line in early 2006, will Initially be for 1.3A Megawatts with two options to Increase the output by an additional 10 Megawatts in the future when

additional gas becomes available.

PARTIIPANTS CONTRACTSHARE

cltyofAnaheim ..... 333333%
CtyoffBurbank ..... 16.6667%
Otyoflendale ..... 333333%

ty of Pasadena ..... 16.6667%

SCPPA continues to look for additional renewable project opportunities on behalf of its members. As projects are identified, expressions of interest

from the members will be sought to determine those projects worthy of further consideration and development.
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REPORT OF INDEPENDENT AUDITORS

To the Board of Directors and Participants of the
Southern California Public Power Authority-.' -

In our opinion, the accompanying combined statements of net assets (deficit) and the related combined statements of revenues,

expenses and changes in net assets (deficit) and cash flows present fairly, in all material respects, the financial position of the

Southern California Public PowerAuthority(theAuthorityl) atJune 30,2004and 2003,andthechanges in its net assets (deficit) and

its cash flows for the years then ended in conformity with accounting principles generally accepted in the United States of America.

These financial statements are the responsibilityof the Authority's management;our responsibility is to express an opinion on these

financial statements based on our audits. We conducted our audits of these statements in accordance with auditing standards gen-

erally accepted in the United States of America,which require that we plan and perform the audit to obtain reasonable assurance

aboutwhetherthe financial statements are free of material misstatement. An audit includes examining,on a test basis,evidence sup-

porting the amounts and disclosures In the financial statementsassessing the accounting principles used and significant estimates

made by managementand evaluating the overall financial statement presentation. We believe that our audits provide a reasonable

basis for our opinion.

In our opinion,the accompanying statements of net assets (deficit) and the related statements of revenues, expenses and changes

in net assets (deficit) and cash flows present fairly, in all material respects, the financial position of each of the Authority's Palo Verde

Project, Southem Transmission System Project, Hoover Uprating Project, Mead-Phoenix Project, Mead-Adelanto Project, Multiple

Project Fund, San Juan Project, Magnolia Power Projectand Projects'Stabilization Fund at June 30,2004 and 2003, and the changes

in their net assets (deficit) and their cash flows for the years then ended In conformity with accounting principles generally accept-

ed in the United States of America. These financial statements are the responsibility of the Authority's management; our responsi-

bility is to express an opinion on these financial statements based on our audits. We conducted our audits of these statements in

accordance with auditing standards generally accepted in the United States of America,which 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, assessing the accounting

principles used and significant estimates made by management, and evaluating the overall financial statement presentation. We

believe that our audits provide a reasonable basis for our opinion.

As discussed in Note 2 to the financial statements, effective July 1, 2002, the Authority changed its election under Governmental
Accounting Standards Board Statement No. 20, Accounting and Financial Reporting for Proprietary Funds and Other Governmental

Entities that Use Proprietary FundAccounting, and no longer applies Financial Accounting Standards Board statements and interpre-

tations issued after November 30,1989.

The management's discussion and analysis included on pages 20-39 is not a required part of the basic financial statements but Is

supplementary information required by the Govemmental Accounting Standards Board. We have applied certain limited proce-
dures,which consisted principally of inquiries of management regarding the methods of measurement and presentation of the sup-

plementary information.Howeverwe did not audit the information and express no opinion on it.

Our audits were conducted for the purpose of forming an opinion on the basic financial statements taken as a whole. The supple-

-mental financial information, as listed In the accompanying index, is presented for purposes of additional analysis and Is not a

required part of the basic financial statements. Such Information has been subjected to the auditing procedures applied in the audit
of the basic financial statements and,in our opinion,is fairly stated in all material respects in relation to the basic financial statements
taken as a whole. -

September 16,2004
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SOUTHERN CALIFORNIA PUBLIC POWER AUTHORITY
COMBINED STATEMENTS OF NET ASSETS (DEFICIT)

JUNE 30, 2004
(hnounts In usinds)

iune3O,2004
Southlem

Palo Transmission Hoover Mead. Mead. Multiple San Ma.noela Project?
Verde System Uprating Phoenx AdelaintO Project Juan Power Stabilzation Total
Project Project Proj Proct ProjeCt Fund Project Project Fund Total Eliminations Combined

ASSETS

Noncurrent Assets
Utilityplant

Production ................ S634,940 $ - $ - S - S -S 171,781 S - S - S 806,7215 -S8%,721
Transmission .14,062 674,606 - 50,770 172,319 - - - - 911,757 - 911,757
General .206 9 9 .. ,Z699 18,911 21 2,640 473 - 7,- _ 32169 - - 32,169

651,701 693,517 21 53,410 172,792 - 179,206 - 1,750,647 - 1,750,647
Less-Accumulateddepredation. 5 5 11,0171,017 351,361 21 17028 37,261 - 111,282 - - 1,022970 - 1,022,970

140,684 342,156 - 41,382 135,531 - 67,924 - - 727,677 - 727,677
Constructionworkinprogress .. . .. 9,950 - - 12 - - 2,528 203,703 - 216,193 - 216,193
Nudearfueiatamortizedcost .14,309 - - - - - - - - 14,309 - 14,309

Netutilityplant .164,943 342,156 - 41,394 135,531 - 70,452 203,703 - 958,179 - 958,179

Spedal funds:
Restricted investments
Escrow accounts ........ ... 481,730 10,354 - - - - - - - 492,084 - 492,084
Decommissioning fund .126,94 .. .126,943 - - - - 126,943 - 126,943
Other funds .53,524 46,007 2,358 8,709 23,893 238,839 26,944 128,425 49,935 578,634 - 578,634

662,197 56,361 2,358 8,709 23,893 238,839 26,944 128,425 49,935 1,197,661 - 1,197,661
Unrestricted Investments

Otherfunds .20,502 - 560 - - - - - - 21,062 - 21,062
Total spedal funds .682,69 . 68Z699 56,361 U918 8,709 23,893 238R839 26,944 128,425 49,935 1,218,723 - 1,218,723

Other Noncurrent Assets
AdvancetolPA-restricted . -.1.1.0.... . . - - - - - - - 11,550 - 11,S50
Advances for capacity and energ%

net-restrited .- ... . . . . . . . ... - 18,974 - - - - - - 18,974 - 18,974
Unamortized debt expenses .4 R S .. 4,854 8,136 399 1,055 3,500 - 2,330 5,755 - 26,029 - 26,029
Totalothernoncurrentassets ....... 4,854 19,686 19,373 1,055 3,500 - 2,330 5,755 - 56,553 - 56,553
Total noncurrent assets . 852,496 ......... . 418,203 22291 51,158 162,924 238,839 99,726 337,883 49,935 2,33,455 - 2,33,455

Current Assets
Spedial funds:

Cashandcashequivalerrts-restricted 155,285 38,048 410 1,247 2,680 - 7,826 7R83 955 214,334 - 214,334
Cahandcashequivalents-unrestricted 5,170 2,986 831 521 1,296 - 4,845 - - 15,649 - 15,649
Interest receivable . ................ . .1,387 26 27. 339 900 8,504 48 351 565 12,147 - 12,147

Accounts receivable .. ............... .929 3,807 - - - - 4,798 - - 9,534 9,534
Due from other project- restricted . .-..... - - 4,244 11,670 - - - - 15,914 -
Materialsandsupplies. .. 6,785 -S- - - - 3,266 - 10,051 - 10,051

Total current assets . .169,556 44,67 1,268 6,351 16,546 8.504 20,783 8,24 1,520 277,629 - 261,715
Totalassets . ............ . 1,022,052 463,070 23,559 57,509 179,470 247,343 120,509 346,117 51,455 2,511,084 (15,914) 2,495,170

LU TiU1ES

Noncurrent liabilities
Long-term debt, . 69.5.. ... 569,050 795,222 18,575 65,463 210,861 209,524 191,277 321,327 - 2,381,299 - 2,381,299
Commitments and contingencies (Note 7) -

Total noncurrent Liabilities .569,05 .5..69,050 795,222 18,575 65,463 210,861 209,524 191,277 321,327 - 2,381,299 - 2,381,299
Current liabilities:

Debt due within one year .SlRO . 51,800 28,535 1,230 - - 7,600 8,5 - - 97,970 - 97,970
Accrued interest .5 9 3 3 . . . . ........ 5,933 6,525 255 1,030 3,070 7,198 5,095 7,585 - 36,691 - 36691
Accounts payable and accruals .65,776 14,464 52 428 452 - 4,052 17,205 - 102,429 - 102,429
Accruedpropertytax .1,548 ........... 1,W - - - - - 365 - - 1,913 - 1,913
Coal contracts buyout. -.-.-. .-.-.-.-.-.-.
Duetootherpmojects . .-........... - - - 15,914 - - - 15,914_

Totalcurrentliabilities .125,05 . 125,057 49,524 1,537 1,458 3,522 30,712 18,317 24,790 - 254,917 - 239,033
Total liabilities .6 9 4,1 07...............694,107 844,746 20,112 66,921 214,383 240,236 209,594 346,117 ; - 2,636,216 (15,914) 2,620,302

NET ASSETS (DEMFlT)

Inviested in capitai assets,net of related
debtanddeferredcredits .(451167 .. (451,167) (473,464) - (23,013) (71,830) - (127,557) (103,986) - (1,251,017) - (1,251,017)

Restricted net assets . 757,558 99,459 2,104 13,508 36,073 7,107 29,722 103,986 51,455 1,100,972 - 1,100,972,
Unrestricted netassets (deficit). 21,554 (7,671) 1,343 93 844 - 8,750 - - 24,913 - 24,913

Total net assets (deficit) ......... 327,945 $ (381,676) S 3,447 S (9,41) S (34,913) S 7,107 S (89,085) S - S 51,455 S(125,132) - S (125,132)

The accompanying notes are an integral part of the cnmbined finandial statements.
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SOUTHERN CALIFORNIA PUBLIC POWER AUTHORITY
COMBINED STATEMENTS OF NET ASSETS (DEFICIT)

JUNE 30. 2003
wAnutsinthousarnis)

June 30,2003

Soutbemn
Palo '-TransmissIon Hoover Mead. Mead- Mutpe San Magnolia Projects'

Verde System Uprating Phoenix Adelanto Poetj Juan Power Stabilization Total
'Project Project Project Project Project Fund Project PrOject. Fund Total Elimsinations Combined

ASSETS

Noncurrent Assets
Utility plant
Production.... ..... $623,52 S -$ - $ - $ - $-51 174755 -s - $795,827 S 5795,827
Transmission ......... 14,062 -674,606 - 30,770 172l319 - -- 911,757 - 911,7S7
General .2....705. n 13,911 22 2Z640 473 - 8,067 - - 32.818 - 32.818

640,119 693,517 22 53,410 172,792 - 180,542 - - 1,740,402 - 1,740,402
Less-Aocumulateddepreciation....489,707 331,732 22 10,624 32,761 - 99,826 - - 964,672 - 964,672

150,412 _361,785 - 42,786 140,031 - 80,716 M 7,730 - 775,730
Coistnictonvworkin progress .. .. 18,862 -. - - - 273 93,610 - 112,745 - 112745
Nudlear fuel, at amortized cost . 14,54 W - - 14,54 14-54

Net utility plant .. ..... 183,818 361,785 - 4Z,786 140,031 - 80,989 93,610 - 903,019 - 903,019

Special funds:
Resred lnvestrnents

Escrow accounts. ........... 420,766 - 16,83 - - - - -- 437,649 - 437,649
Decommissioning fund .......... 116,936 - - - - - -- - 116,936 - 116,936

Otherfunds. ... II.........124,227 41,919 - 9,751 27,471 243,437 21,602 70,426 53,044 591,877 - 591,877

661,929 58,802 - 9,751 27,471 243,437 21,602 70,426 53,044 1,146,462 - 1,146,462

Unrestricted Investments
-Otherfunds. .............. 12,995 - 50Soo - - 13,495 - 13,495

Total special funds. .......... 674,924 - 58,802 500 9,751 27,471 243,437 -~21,602 70,426 53,044 1,159,957 - 1,159,957

Other Noncurrent Assets
Advanceto IPA -restricted .-.. 11,5 .. 50 - - - - - -- 11,550 - 11,550

Advances for capacity and energy,
net - restricted .-..... ....- 20,197 - - '- -- - 20,197 - 20,197

Unamortizeddebtexpenses. ....... 5,382 8,945 476 766 2,736 - 2,590 6,100 - 26,995 - 26,995

Total other noncurrent assets. ...... 5,382 20,495 20,673 766 2,736 - 2,590 6,100 - 58,742 - 58,742

Total noncurrent assets. ......... 864,124 441,082 21,173 53,303 170,238 243,437 105,181 170,136 53,044 2,121,718 Z.- 21 21,718

Current Assets
Special funds-

Cashandcashequivalents-restricted 96,075 37,372 2,884 1,498 2,616 - 11,236 162,381 42,941 357,003 - 357,003
Cah and cash equivalents -unrestricted 9,067 564 842 119 175 - 4,6594 - - 15,461 - 15,461
Interest receiviable. ........... 1,405 137 1 343 915 8,673 13 1,061 436 12,984 12,9984

Accounts receivable. ........... 1,043 2,369 - - 3 - 9,021 73 - 12,S09 - 12,509
Due fiom other project -restricted .-.. -.- 3,848 10,582 - - - - 14,430-
Materials and supplies. .......... 6,828 - - - - - 3,235 - - 10,063 - 10,063

Toacretses.1,1 042 3,727 5,0-421 8,673 28,199 163,1 4-3,377 422,450 - 408,020

Total assets ................... 978,542 481,524 24,900 59,111 184,529 252,110 133,380 333,651 96,421 2,544,168 (14,430) 2,529,738

LIABILITES
Noncurrent liab~ilties

Long-term debt ... ........... 609,150 807,669 19,404 64,224 207,307 216,445 200,699 321,730 - 2,446,628 - 2446,628
Commitments and contingencies (Note 7) .

Totalrnoncurrent liabilities . ....... 609,150 807,669 19,404 64,224 207,307 216,445 200699 321,730- - 2,446.628 - Z2446,628

Current habflities:
Debt due within one year . ........ 49,190 29,720 1,190 - - 7,100W 8,390 - - 95,590 - 95,590
Accrued interest .... .......... 7,197 6,922 265 1,945 6,116 7,443 5,303 4,467 - 39,658 AM9,5

Accounts payable and accruals . ...... 56,095 3,587 188 896 1,222 - 2,887 7,454 - 72,329 - 72,329
Accrued property tax ... ......... 1,54W - - - - 400 - - 1,948- 1,94

Coal contracts buyout ... .-. . . .-.-..- - - ---

Due to other projects .... .-. -. -. .- - 14,430 - - - 14,430 --

Total current liabilities . ........ 114,030 40,229 1,643 2,841 7,338 28,973 16,980 11,921 - 223,955 - 209,525

Total bibilities .... ............ 723,180 847,898 21,047 67,065 214,645 245,418 217,679 333,651 - 2,670,53 (14,4301 2,656,153

NET ASSETS (WQD

Invested In capital assets net of related
debt and deferred credits. ........ (469,233) (466,639) - (20,672) (64,540) - (1 25,69) (59,638) - (1,206,411) - (1,20,411)

Restricted net assets. ............ 706,613 100,939 2,699 13,495 35,469 6,692 27,54 59,638 96,421 1,049,514 - 1,049,514
Unrestricted net assets (defici). ....... 17,982 (654) 1,154 (777) (1,045) - 13,8122 - - 30,482 - 30,482

Total net assets (deficit).S..... 255,362 $ (366,374) $ 3,853 S (7,954) S (30.116) S 6,692 $ (84,2199) S S 96,421 S (126,415) S (126,415)

The acrnpanglngotes are an Integraltoft te combined Inadal statements.
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SOUTHERN CALIFORNIA PUBLIC POWER AUTHORITY
COMBINED STATEMENTS OF REVENUES, EXPENSES AND CHANGES IN NET ASSETS (DEFICIT)

FOR THE YEAR ENDED JUNE 30, 2004
uinounands)

YearEndediun*30,2004
Southern

Palo Transmission Hoover Mead- Mead- Multiple San M nlagnola Projecti
Verde Sp.tem Upradng Phoenix Adelanto Project Juan Powr Stabiliztion
Project Project Pe Project PNe Fund Project Project Fund Total

Operating revenues:
Sakes of electric energy.
Sales of transmission serves..

Total operating revenues.

Operating expenses
Operations and maintenance.
Depredation.
Amortization of nuclear fuel.
Decommissioning.

Total operating expenses.
Operating income (oss).

Non operating revenues (expenses)
Investment Income.
Debtexpense.

Net non operating revenues
(expenses) . .

Increase (decrease) in net assets (deficit)
before extraoniinary items.

Extraordinary loss on refunding
of debt.

Net increase (decrease) in net
assets (defick).

$ 164,884 S - $ 2,554 - S - S - S 61,73$S -
- 72.618 - 4,679 13,552 - - -

164,884 72,618 2,554 4,679 13,552 - 61,735

26,767 13,743 2,331 1,066 2,097 - 44,382 -
17,946 19,628 - 1,404 4,500 - 10,209 -
7,883 - - - _ _ _

10,900 - - - - - 3,113 -

63,496 33,371 2,331 2,470 6,597 - 57,704 -

101,388 39,247 223 2,209 6,955 - 4,031 -

14,144 3,044 18 700 1,844 16,973 1,321
(42,949) (57.593) (647) (4,240) (13,215) (16,558) (10,138) _

(28,805) (54,549) (629) (3,540) (11,371) 415 (8Wo17) _

$

379

379

379

379

$ 229,173
90,849

320,022

90,386
53,687
7,883

14,013
165,969
154,053

38,423
(145,340)

(106,917)

47,136

(508)

46,628

72,583

72583

(15,302)

(15,302)

(406) (1,331) (4,416) 415 (4,786) -

- (127) (381) -

(406) (1,458) (4,797) 415 (4,786)

Netassets(deficit)-beginningofyear ..... 255,362 (366,374) 3,853 (7,954) (30,116) 6,692 (84,299)

Net withdrawals by participants . . . . . . . -

Net assets (deficit)- enddofyear ..... $. . S 327,945 $ (381,676) $ 3,447 S (9,412) $ . (34,913) $ 7,107 $ (89,085) S

Theaccompanying note arm an integral part fthr combnkrd fianda statemerits.

96,421 . (126,415)

(45,345) (45,345)

$ 51,455 S: (125,132)
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SOUTHERN CALIFORNIA PUBLIC POWER AUTHORITY
COMBINED STATEMENTS OF REVENUES, EXPENSES AND CHANGES IN NET ASSETS (DEFICIT)

FOR THE YEAR ENDED JUNE 30. 2003
VinorsInsthoiunds)

! YearEndedhJim30,2003
Southern

Palo Transmission
Verde System -
Project Project

Hoover
Uprating

Project

Mead- M Md- Multiple
Phoenbi Adeanto Project
Project Project Fund

San Magnola Projecs'
Juan Power Stabilization

Project Project Fund Total

Operating revenues:
Salesofelectric nergy ......... .. 180,529 $ -S 2,330S -S -S -S 70,636 S
Salesoftransmissionservices .. ; - 82,229 - 3,987 11,792

Total operating revenues .......... . 180,529 82,229 2,330 3,987 11,792 - 70,636

Operating expenses
Operationsandmaintenance .27,462 13,804 2,377 152 454 - 43,586
Depreciation 26,702 19,629 4 1,405 4,501 - 10,084
Amortization of nudearfued 8,586 - - - - -

Decommissioning .10,900 - - - - - 3,113

Total operating expenses .73,650 33,433 2,381 1,557 4,955 - 56,783
Operating income (loss) .106,879 48,796 (51) 2,430 6,837 - 13,853

Non operating revenues (expenses)
Investment Income .96,885 6,131 73 700 1,860 17,275 1,289
Debtexpense ............... (47,941) (62,592) (331) (4,236) (13,432) (16,938) (10,771)

S - S 253,495
-- 98,008

* - 351,503

* - 87,835
- . 62,325

* - 8,586
-I - 14,013

_ - n17759
* - 178,744

2,372 126,585
- (156,241)

Net non operating revenues
(expenses) ................ . 48,944 (56,461) (258) (3,536) (11,572) 337

Increase (decrease) In net assets (deficit)
beforeextraordinary tems ........ . 155,823 (7,665) (309) (1,106) (4,735) 337

Extraordinary loss on refunding
ofdebt ... _._._._.(.......... - 2,484) - - - -

Net increase (decrease) in net
assets (defici) ......... ...... . 155,823 (10,149) (309) (1,106) (4,735) 337

Net assets (deficit) -beginning of year
as restated (note 2) .99,539 (356,225) (4,162 (6,848) (25,381) 6,355

Net withdrawals by partidpants ._._._._._._.

Netassets (deficit)- end of year ..... S 255,362 --l366,374) S 3,853 S (7,954) S (30,116) S 6,692

The accompanying notes are an integral part of the ombined firandal saerments.

(9,482)

4,371

- 2,372 (29,656)

- 2,372 - 149,088

(74) - - (2,558)

. 4,297 - 2,372 146,530

(88,596) - 173,785

- - (79,736)

$ (84,299) S - S 96,421

(193,209)

(79,736)

S (126,415)

I
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SOUTHERN CALIFORNIA PUBLIC POWER AUTHORITY
COMBINED STATEMENTS OF CASH FLOWS

FOR THE YEAR ENDED JUNE 30, 2004
amounts In unds)

YeYEndedJnel30,2004

Soutlrnr
Palo Transmission Hoover Mead- Mead- Multiple

Verde System Uprating Pho.OI Adetanto Project
Proiect Project Pjt Pro roct Fund

San Magnolia Pro)et
Juan Powr Stabilization

Project Project Fund Total

Cash (lows from operating activities
Receipts from participants ....... . S 174,793 S 87,653 S 2,428 S 4,515 S 13,747 $ - $ 65,055 S - S - $ 348,191
Payrnentsto operating managers . . . . (28,055) (18,976) (254) (1,275) (2,320) - (43,104) - - (93,984)
Otherreceipts .153 - - 159 - - - - - 312
Net cash fOw from operating

activities .146,891 68,677 2,174 3,399 11,427 - 21,951 - - 2S4,519

Cash flaws from noncapital
financing activities

Withdrawals by partipants net ..... _ _ - - - - - 16 (45,345) (45,329)

Cash flows from capital and related
financing adivities:

Additionstoplantnet .......... (16,681) - - (12) - - (2,154) (87,669) - (106,516)
Debtinterestpayments ..... . . . . (32,649) (41,230) (1,041) (4,351) (13,570) (14,641) (10,606) (1,052) - (130,140)
Proceeds from sale of bonds . . - - - 44,004 147,064 - - - - 191,068
Proeeds from escrowrestnrcturing . . . 628 - - - - - - - - 628
Payment for escrm restructuring costs (56) - - (56)
Payment for defeasance of

revenue bonds.- - - (44,061) (147,259) - - - - (191,320)
Principal payments on debt. (49,190) (29,720) (1,190) - - (7,100) (8,390) - - (95,590)
Transferoffundsfromesrw ..- 6,545 - - 6,545
Paymentfbrbondissuecosts ... . - (220) - (572) (1,913) _ _ (12) - (2,717)
Net cash provided by (used fcr)

capital and reated financing
actrities .(............ . . t97,948) (64,625) (2,231) (4,992) (15,678) (21,741) (21,150) (99,733) - (328,098)

Cash flows from investing activities:
Interest received on investments .... . 7,469 2,949 49 701 1,853 17,142 1,284 4,076 1,594 37,117
Purnhasesof investments ..... . . . (360,555) (42,473) (2,977) (784) (1,877) (1,271) (13,264) (105,005) (62,942) (591,148)
Proceeds from sale/maturity

of investments ....... . . . . . 359,456 38,570 500 1,827 5,460 5,870 7,920 46,148 64,707 530,458
Net cash provided by (used for)

investing activities ...... . . . . 6,370 (954) (2,428) 1,744 5,436 21,741 (4,060) (54,781) 3,359 (23,573)
Net increase (decrease) in cash

andcashequivalents ..... . . . . 55,313 3,098 (2,485) 151 1,185 - (3,259) (154,498) (41,986) (142,481)
Cash and cash equivalents at beginning

ofyear .................. . 105,142 37,936 3,726 1,617 2,791 - 15,930 162,381 42,941 372464
Cashandcashequivalentsatendofyear . . . S 160,455 S 41,034 S 1,241 $ 1,768 S 3,976 $ - $ 12,671 $ 7,883 S 955 $ 229,983

Reconciation of operating income to net
cash provided by operating activities:

Operatingincome .$...... . . . . . S 101,388 S 39,247 S 223$ 2,209 $ 6,955$ - 4,031 - S - $ 154,053
Adjusinents to reconcle operating

income to net cash provided (used)
by operating activities:

Deprecation 17,946 19,628 - 1,404 4500 - 10,09 - - 53,687
Decommissioning .10,900 - - - - 3,113 - - 14,013
Advancesforcapacityandenergy . - - 2,085 _ _ _- - - 2,085
Amortizationofnuclearfud 7,883 - - - - 7,883

Changes in assets and liabilities:
Accounts receivable .174 (1,438) - - 3 - 4,223 - - 2,962
Accountspayableandaccruals . . 8,577 11,240 (134) (214) (31) - 503 - - 19,941
Othr .23 - - _ _ _ (128) - (105)

Netcas.pr ..idedbyoperating S 146,891 S 68,677 S 2,174 S 3,399 S 11,427 S - S 21,951 $ - - $ 254,519

The accompanying notes an an Inhtrta part of the combined financial tateents
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SOUTHERN CALIFORNIA PUBLIC POWER AUTHORITY
COMBINED STATEMENTS OF CASH FLOWS

FOR THE YEAR ENDED JUNE 30, 2003
£Airwcntslniliowinds)

Pao *, Southern
Pao Transmisson Hoe

Verde System Uprating
Project Project . Project

Cash flows fromn opertn activities: -

Receiptsfrom participants . $ 191,357 7Zf665 $ 2,289
Payments to operating managers . . .. (29,317) *(13,475) (261)
Otherreceipts. .............. 166 -'*'3 3

Net cash flow from operating
activities. .............. 162,206. 59,193 2,031

Cash flows from noncapital..
financing activities:

Withdrawals by participants, net .-.- .-

Cash flow from capital and related
financing activities:

Additionstoplant~net. ......... (15,996) -

Debt interest payments .(3.. .. 5,192) (42,149) (1,077)
Proceeds from safeof bonds .- ... 93,658-
Proceeds from bond escrow

restructuring. ............ 17,292,
Payment for defeasance of -,

revenue bonds . ...............- - (108,945) -

Principal payments on debt. ... (47,395) (26,695) (905)
.Transferoffundsfromescmo . . .

*Paymentfor bond Isswecosts ....... (580) (1,605) -

*Net cash provided by (used for)
capital and related financing (1,7) 8536 (,92
activities ... ._.__..__..__.. __1,71 __ 85_736__ __1_982_

Cash flows from investing activities:
Interest received on investments. .... .9,017 . 4,217 77
Purdiases of investments. ....... (550,977) (4,4) (4,122)
Proceeds from sale/maturity
*of investments ......... .506,618 74,274 - 7,595

*Net cash provided by (used for)
Investing activities. ......... (35,342)' 30,947 3,550

Net increase (decrease) in cash
*and cash equivalents ........... 44,993 * 4,404 3,599

Cash and cash equivalents at beginning
of year. ................... 60,149 33,532 127

Cash and cash equivalents at end of year . . .S 105,142 S .37,936 $ 3,726

Yeaw Ended June 30,2003

Mead- Mead-- multiple
Phoenix Adelanto Proect
Project -Project. Fund

$ 4,179 $ .11,407 $' -

(1,009) (1,125) *

1004.

3,270 . .10,286 :. -

ISan IMagnolia Projects'
Juan .Power StabIlizatIon

Project Project Fund .Total

(53,811)-

7,312 - -

S .- $ 343,020
- (98,998)

- 276

- . 244,298

-- . - -- (79,736) (79,736)

- (290) (84,119) -

(3,89) (12232) (15,111) (7,485)--
- 80,750 322,582-

- (72,34)* --

(6,600) (1,600)--

- (,28) (6,270)-

(100,405)
(117,135)
496,990

.17,292

(181,289)
(83,195)

(3,889) (12,232) (21,711) (2,187) 232,193 - 22,585

689 1,832 .. 17,6 W 1,270 199 Z 2421 37,286
(69 R(4,84 . 38 - (15,553) (75,783) ,(92,323) (792,93)

75 -3,905 -5,334 10,025 5,7 197,609 811,207

155 .- 843 21,710 (4,258) (69,812) 107,707 . 55,500

(464) (1,103) (1) 867 162,381 27,971 . . 242,647

Reconciliation of operating income to net
cash provided by operating activities:

Operating Income (loss) ......... . $ 106,879 $
Adjustments to reconcile operating

Income to net cash provided (used)
by operating activities:

Depreciation. .......... . 26,702
Deo~mmissonng. ........ 10,900
Mdancesforcapadtyandenergy -

Amortization ofnudearfued .. ; . 8,586
Changes In assets and liabilities:

Accounts receivable. ........ 201
Accounts payable and accruals ... 8,88
Other .5......0 .... s

Net cashprovided by operating $
activities ............... 1620 S

.(51)

2,081 3,894, r . 1
$ 1,617 $ . . 2,791. -

$ 2,430$i' 6,838 $ ' -'-'48,796 $

..19,629 4.-

2,124

1,405 ,-..4,S01

. . 7 -

15,063 - 14,970 129,817
$ 15,930 $ 162,381 $ 42,941 $ 372,464

$ 13,853 $ -$ -$ 178,745

10,084 - - 62,325
3,1 13 -- .- 14,0 13

-. 2124
- 8,586

(8,812) - - (10,983)
(10,855) -9 475

(71) - - (1,037)

S 7,312$ - -$ 244,29

(2,369) . -
(5,829) (56)
(1,034) 10

59,193 $ 2,031

(565) (1,058)

$ 3,270 $ 10,86$ -

The accrpanying notes are an Integral part oftdhe combined tmnandal statemnents.
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SOUTHERN CALIFORNIA PUBLIC POWER AUTHORITY
NOTES TO COMBINED FINANCIAL STATEMENTS

1. Organization and Purpose
The Southem Califomia Public Power Authority (the Authority1),a pub-
lic entity organized under the laws of the State of California, was
formed by a Joint Powers Agreement dated as of November 1, 1980
pursuant to the Joint Exercise of Powers Act of the State of California.
The Authority's participants consist of eleven Southern California cities
and one public district of the State of California. The Authority was
formed for the purpose of planning, financing, developing, acquiring,
constructing, operating and maintaining projects for the generation
and transmission of electric energy for sale to its participants. The Joint
Powers Agreement has a term of fifty years.

The Authority has interests in the following projects:

Palo Verde Project - On August 14,1981, the Authority purchased a
5.91% interest in the Palo Verde Nuclear Generating Station (PVNGS'),
a 3,810 megawatt nuclear-fueled generating station near Phoenix,
Arizona, a 556% ownership interest in the Arizona Nuclear Power
Project High Voltage Switchyard, and a 655% share of the right to use
certain portions of the Arizona Nuclear Power Project Valley
Transmission System (collectively, the 'Palo Verde Project'). Units 1,2
and 3 of the Palo Verde Project began commercial operations in
January 1986, September 1986, and January 1988, respectively.

Southern Transmission System Project - On May 1, 1983, the
Authority entered into an agreement with the Intermountain Power
Agency ('IPA), to defray all the costs of acquisition and construction of
the Southern Transmission System Project ('STS"), which provides for
the transmission of energy from the Intermountain Generating
Station in Utah to Southern California. STS commenced commercial
operations in July 1986. The Department of Water and Power of the
City of Los Angeles ('LADWP), a member of the Authority, serves as
project manager and operating agent of the Intermountain Power
Project (NIPP).

Hoover Uprating Project - As of March 1,1986, the Authority and six
participants entered into an agreement pursuant to which each partic-
ipantassigned its entitlement to capacityand associated firm energy to
the Authority in return for the Authority's agreement to make advance
payments to the United States Bureau of Reclamation ("USBR") on
behalf of such participants. The Authority has an 18.68% interest in the
contingent capacity of the Hoover Uprating Project ('HU).

Mead-Phoenix and Mead-Adelanto Projects - As of August 4,1992,
the Authority entered into an agreement to acquire an interest in the
Mead-Phoenix Project (Mead-Phoenix"),a transmission line extending
between theWestwing substation in Arizona and the Marketplace sub-
station in Nevada. The agreement provides the Authority with an
1831% interest in the Westwing-Mead project component, a 17.76%
interest in the Mead Substation project componentand a 22.41% inter-
est in the Mead-Marketplace project component

As of August 4,1992the Authority also entered into an agreement
to acquire a 67.92% interest in the Mead-Adelanto Project ('Mead-
Adelanto'), a transmission line extending between the Adelanto sub-
station in Southern California and the Marketplace substation in
Nevada. Funding for these projects was provided bya transfer of funds
from the Multiple Project Fund and commercial operations com-
menced in April 1996. LADWP serves as the operations manager of
Mead-Adelanto

Multiple Project Fund - During fiscal year 1990, the Authority issued
Multiple Project Revenue Bonds for net proceeds of approximately
S600 million to provide funds to finance costs of construction and
acquisition of ownership interests or capacity rights in one or more,
then unspecified, projects for the generation or transmission of electric
energy. Certain of these funds were used to finance the Authority's
interests in Mead-Phoenix and Mead-Adelanto.

San Juan Project - Effective July 1, 1993, the Authority purchased a
41.80% interest in Unit3 and related common facilitiesof the San Juan
Generating Station ('SJGS") from Century Power Corporation. Unit 3, a
497-megawatt unit, is one unit of a four-unit coal-fired power generat-
ing station in New Mexico.

Magnolia Power Project (the "Project) - In March 2003, the
Authority received approval from the California Energy Commission for
construction of the Magnolia Power Project.The Project will consist of
a combined cycle natural gas-fired generating plant with a nominally
rated net base capacity of 242 megawatts and is currently being built
on a site in the City of Burbank Califomia.The plant is the first that is
wholly owned by the Authority and entitlements to 100% of the capa-
city and energy of the Project have been sold to six of its members. The
City of Burbank a Project participant, is managing its construction and
operation. Construction is under way and commercial operation is
expected to begin in mid-2005. During the current year, the Project
had no revenues and is not anticipated to have any until the Project
becomes operational. Costs related to the construction of the plant of
S975 million and debt service costs of S15.1 million offset by invest-
ment income of S2.5 million,were capitalized as part of the utility plant
balance. Once the plant becomes operational, these. costs will be
recovered through future billings to participants.

Projects' Stabilization Fund - In fiscal year 1997, the Authority autho-
rized the creation of a Projects' Stabilization Fund. Deposits may be
made into the fund from budget under-runs, after authorization of
individual participants, and by direct contributions from the partici-
pants. Participants have discretion over the use of their deposits within
SCPPA project purposes. This fund is not a project-related fund; there-
fore, it is not governed by any project Indenture of Trust

The members participate in the Projects'Stabilization Fund by mak-
ing deposits to the fund at their discretion.

Participant Ownership Interests - The Authority's participants may
elect to participate in the projects. As of June 30,2004, the members
have the following participation percentages in the Authority's interest
in the projects:
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Palo Hoovwr Mead- Md- , San MagnOra
p rddwts Verde ST5 Uprating Pbotnix Veinto Juan Power

CityofLosAngeles 67.0% 595% 24.8% 35.7%
City of Anaheim 17.6% 42.6% 24.2% 135% 38.0%
Cityof Riverside 5.4% 10.2% 31.9% 4.0% 135%
Imperial Irrigation

District 6.5% 51.0%
City of Vernon 4.9%
City of Azusa 1.0% 4.2%- 1.0% *2.2% 14.7%
Cityof Banning 1.0% 2.1% '1.0% 13% 9.8%
CityofColton - 1.0% 3.2% 1.0% 2.6% 14.7% 4.2%
CityofBurbank 4.4% 4.5% 16.0% 15.4% 11.5% 31.0%
City of Glendale 4.4% 23% 14.8% '11.1% 9.8% 16.5%
City of Cenitos 42%
Cityof Pasadena 4.4% 5.9% 13.8% 8.6% - 6.1%

100.0% 100.0% 100.0% 100.0% 100.0% 100.0% 100%

The Authority has entered into power sales and transmission ser-
vice agreements with the above project participants. Under the terms
of the contracts,the participants are entitled to power output or trans-
mission service, as applicable. The participants are obligated to make
payments on atake or pay"basis for their proportionate share of oper-
ating and maintenance expenses and debt service. The contracts can-
not be terminated or amended in any manner that will impair or
adversely affect the rights of the bondholders as long as any bonds
issued by the specific project remain outstanding.

The contracts expire as follows:

Palo Verde Project ...........
SouthernTransmission System Project . . .
Hoover Uprating Project . .. ... ..
Mead-Phoenix Project ... . . . . . .
Mead-Adelanto Project .
San Juan Project ............
Magnolia PawerProject .........

...... . 2030
.. ....... 2027

..... .. 2018
.. ....... 2030
.2. ....... 2030
.. ....... 2030
.. ....... 2036

low all GASB statements and only FASB statements and interpretations
Issued before N6vember 30,1989.

Accounting Changes
Change In Ekection of Application of GASB 20- Effective July 1,2002,the
Authority changed Its election under the guidance in GASB 20 and no
longer follows FASB statements Issued after November 30,1989. The
impact on the Authority's financial statements as a result of this change
was the discontinuation of the application of FASB Statement No.133,
Accountirig for Derivative Instruments and Hedging Activities (FASB 133).
The Authority adopted FASB 133 in fiscal year 2001 and consequently
began reporting its derivative instruments at fair value. With this
accountring'&hange, the Authority is no longer required to report its
derivative Instruments at fair value under the guidance applicable to
state and local governments. The Authority believes that this was a
change to a preferable method of accounting.

Adoption of GASB Statements Nos 34,37, and 38 - On July 1,2001, the
-Authorityadopted GASB Statement No.34 (GASB 34), 'Basic Finandal
Statemnents and Management's Discussion and Analysis for State and
Local Governments'; GASB State me nt No. 37 (GASB 37),'Basic Financial
Statements and Management's Discussion and Analysis for State and
Local Governments: Omnibus - an Amendment of GASB Statements No.
21 andNo. 34'and GASB Statement No. 38 Certain FinancialStatement
NoteDisclosures'(GASB 38). GASB 34,as amended, and GASB 38 estab-
lish specific standards for external financial reporting for all state and
local governments. As a result of adopting these Standards, the basic
financial statement presentation was significantly changed, including
adding management's discussion and analysis of operating, Investing
and financing activities. GASB 34 also requires the classification of net
assets (deficit) into three components - invested in capital assetsnet of
related -debt; restricted; and unrestricted. These classifications are
defined as follows:

* Invested in capital assets, net of related debt -This component of
net assets consists of (a) capital assets, (b) net of accumulated
depreciation and (c) unamortized debt expenses, reduced by the
outstanding balances of any bonds or other borrowings that are
attributable to the acquisition, construction, or improvement of
those assets. If there are significant unspent related debt proceeds
at year-endthe portion of the debt attributable to the unspent pro-
ceeds Is not Included in the calculation of Invested in capital assets,
net of related debt. Rather, that portion of the debt is included In
the same net assets component as the unspent proceeds.

* Restricted -This component consists of net assets on which con-
straints are placed as to their use. Constraints include those
Imposed by creditors (such as through debt covenants), contribu-
tors, or laws or regulation of other governments or constraints
imposed by law through constitutional provisions or through
enabling legislation.

* Unrestricted net assets -This component of net assets consists of
net assets that do not meet the definition of'restrictedor'invested
in capital assets, net of related debt'

Under GASB 34, the statements of equity and of other comprehen-
sive Income were eliminated; the statement of income was renamed
the statement of revenuesexpenses and changes in net assets (deficit);
and the statement of cash flows presentation was changed to the
direct method (including a reconciliation of operating cash flows to
operating Income). The adoption of GASB 34 had no significant effect

The Authority's interests in generation and transmission projects
are jointly owned with other utilities, except for the Magnolia Project,
which is wholly owned by the Authority. Under these arrangements, a
participating member has an undivided Interest in a utility plant and is
responsible for its proportionate share of the costs of construction and
operation and it Is entitled to its proportionate share of the energy pro-
duced. Each joint plant participant including the Authority, is respon-
sible for financing Its share of construction and operating costs. The
financial statements reflect the Authority's Interest in each jointly
owned project as well as the project that it owns. Additionally, the
Authority's share of expenses for each project is included in the state-
ments of revenues, expensesand changes in net assets (deficit) as part
of operations and maintenances expenses.

2. Summary of Significant Accounting Policies
The accounting records of the Authority are maintained in accordance
with accounting principles generally accepted In the United States of
America. In prior years, the Authority, as a government-owned utility,
applied all statements Issued by the Governmental Accounting
Standards Board (GASB) and all statements and Interpretations Issued
bythe Financial Accounting Standards Board (FASB),which were not in
conflictwithstatements issued by the GASB. EffectiveJuly 1,2002,the
Authority changed Its election under the guidance In GASB Statement
No. 20, Accounting and Financial Reporting for Proprietary Funds and
Other Governmental Entities that Use ProprietaryFundAccounting,to fol-
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on the basic combined financial statements, except for the change
from the indirect method to the direct method of reporting cash flows
and the reclassification of cost recoverable, deferred credits and funds
due to participants to net assets (deficit) in accordance with the
Statement -

Use of Estimates -The preparation of financial statements in confor-
mity with accounting principles generally accepted in the United
States of America requires management to make estimates and
assumptions that affect the reported amounts of assets and liabilities
and disclosure of contingent assets and liabilities at the date of the
financial statements and the reported amounts of revenues and
expenses during the reporting period. Actual results could differ from
those estimates.

Utility Plant - The Authority's share of construction and betterment
costs associated with PVNGS,STS, Mead-Phoenix, Mead-Adelanto, SJGS
and Magnolia Power Projects are included as utility plant Depreciation
expense is computed using the straight-line method based on the esti-
mated service lives, principally thirty-five years for PVNGS, STS, Mead-
Phoenix and Mead-Adelanto and twenty-one years for SJGS.

Nuclear Fuel - Nuclear fuel is amortized and charged to expense on
the basis of actual thermal energy produced relative to total thermal
energy expected to be produced over the life of the fuel. Under the
provisions of the Nuclear Waste Policy Act of 1982, the federal govern-
ment assesses each entity with nuclear operations, including the par-
ticipants in PVNGS, S1 per megawatt hour of nuclear generation. The
Authority records this charge as a current year expense. See Note 7 for
information about spent nuclear fuel disposal.

Nuclear Decommissioning - Decommissioning of PVNGS is expected
to commence subsequent to the year 2024.The total cost to decom-
mission the Authority's interest in PVNGS is estimated to be S116.6 mil-
lion in 2002 dollars ($375.0 million in 2022 dollars, assuming a 6% esti-
mated annual inflation rate). This estimate is based on an updated site
specific study prepared by an independent consultant in 2001. The
Authority is providing for its share of the estimated future decommis-
sioning costs over the remaining life of the nudear power plant
through annual charges to expense, which amounted to $10.9 million
in fiscal years 2004 and 2003. The decommissioning liability is included
as a component of accumulated depreciation and was S181.6 and
$170.8 million at June 30,2004 and 2003, respectively.

A summary of changes in Utility plant follows (amounts in thousands):

Balance
Au.e30,

2003

Babnc
hun.30,

2004Additions Disposals Transfem

Nondepreciable Wlity Plant
Land .. .....................
Construction work in progress ...........
Nudearfuel ....................

Total nondepredable utilty plant ...........

$ 36,187

112,745

14,544

163,476

123,101

5,561

128,662

(5,796)

(5,796)

$ 6,264

(19,653)

(13,389)

$ 42,451

216,193

14,309

27Z953

Depreciable Utility Plant
Production

Nuclear generation (Palo Verde Project) .....
Coalfired plant (San Juan Unit 3 Project) ....

622,636

172475
876,286

32,818General .......................

19,100

529

24

19,653

(67,700)

(7,512)

(1,223)

(673)

(9,408)

(6,264)

(6,264)

634,224

171,781

870,022

32,169

1,708,196Total depreciable utiity plant ........... 1,704,215

Less accumulated depreciation ........... (964,672) 9,402 (1,022,970)

Total utility plant net. . ......... S 903,019 $ 80,615 S (5,802) S (19,653) 5 958,179

tNudear Nel Mpsalsrepresent ar=*lfatkLol
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-The Authority contributes to external trusts set up in accordance
with the Arizona Nuclear Power Plant participali6n agreement and
Nuclear Regulatory Commission requirements. As of June 30, 2004,
decommissioning funds totaled approximately $128.1 million, includ-
ing approximately $1.16 million of interest receivable.

Demolition and Site Reclamation - Demolition and site reclamation
of SJGS, which involves restoring the site to agreen'condition, is pro-
Jected to commence subsequent to the year 2014. Based upon the
study performed by an independent engineering firm, the Authority's
share of the estimated demolition iand site reclamation costs is $30.8
million in 2003 dollars. The Authority Is providing for its share of the
estimated future demolition costs over the remaining life of the power
plant through annual charges to expense of $3.1 million. The demoli-
tion liability is included as a component of accumulated depreciation
and totaled $34.2 million and $31.1 million at June 30,2004 and 2003,
respectively.

As of June 30,2004, the Authority has not billed participants for the
cost of demolition nor has it established a demolition fund.

Investments - Investments include United States government and
governmental agency:securities, guaranteed investment contracts,
medium term notes and money market accounts. These investments
are reported at fair value and changes In unrealized gains and losses
are recorded in the statement of revenues, expenses and changes in
net assets (deficit) with the exception of the guaranteed investment
contracts which are recorded at amortized cost. Gains and losses real-
ized on the sale of investments are generally determined using the spe-
cific identification method.

The Bond Indentures forthe seven Projects fnd the Multiple Project
Fund require the use of trust funds to account for the Authority's
receipts and disbursements. Cash and investments held in these funds
are restricted to specific purposes as stipulated in the Bond Indentures.

Advances for Capacity and Energy - Advance payments to the
United States Bureau of Reclamation for the uprating4of the 17 genera-
tors at the Hoover Power Plant are Included In advances for capacity
and energy. These advances are being reduced bythe principal portion
of the credits on billings to the Authority for energy and capacity.

Cash and Cash Equivalents - Cash and cash equivalents include cash
and investments with original maturities of 90 days or less.

Unamortized Debt Expenses - Debt premiums, discounts and issue
expenses are deferred and amortized to expense over the lives of the
related debt Issues. Losses on refunding related to bonds redeemed by
refunding bonds are amortized over the shorter of the life of the
refunding bonds or the remaining term of bonds refunded. Losses on
early extinguishment of debt are recognized immediately.

Arbitrage Rebate and Yield RestrictIons -The unused proceeds from
the issuance of tax-exempt debt have been invested in taxable finan-
cial Instruments. The excess of earnings on Investments if any over the
amount that would have been earned if the Investments had a yield
equal to the bond yield or yield restricted rate is payable to the IRS
within five years of the date of the bond offering and each consecutive
five years thereafter until final maturity of the related bonds.

The recorded liability of the Multiple Project Fund of $15.9 million
($4.2 million payable to the Mead-Phoenix Project and $11.7 million
payable to the Mead-Adelanto Project) is a result of the cumulative sav-
ings from the 1994 refunding of the 1989 Multiple Project Bonds. The
partial refunding within five years of the original issuance triggered a

recalculation of the arbitrage yield, reducing the Multiple Project Fund's
rebate liability2 ' f

During the fiscal year ended June 30, 2004, the Authority made
rebate payments to the IRS of $0.6 million for the STS bonds, $0.4 mil-
lion for Mead-Phoenix bonds, and $1.2 million for the Mead-Adelanto
bonds. .

Recorded arbitrage rebate and yield restriction liabilities as of June
30,2004, were $1.1 million for Palo Verde, $13 million for STS, $0.1 mil-
lion for Mead-Phoenix, and $02 million for Mead-Adelanto.

Revenues - Revenues consist of billings to participants for the sales of
electric energy and transmission service in accordance with the partic-
ipation agreements. Generally, revenues are fixed at a level to recover
all operating and debt service costs over the commercial life of the
property.

In September 1998,the Palo Verde participants approved a resolu-
tion authorizing the Authority to bill the participants an additional $65
million annually through June 30,2004 to pay for Increased debt ser-
vice costs as a result of a refunding completed in October 1997. In addi-
tion,the participants resolved to transfer any overbillings, renewal and
replacement excess funds or surplus amounts through June 30,2004
into the Palo Verde reserve account On November 20, 2003, the
Authority adopted a resolution to utilize the amounts on deposit in the
reserve accounts to pay a portion of the operating and maintenance
expenses of the Palo Verde Project starting July 1, 2004. Funds held in
the reserve account as a result of this resolution totaled $553 million
and $45.5 million as of June 30,2004 and 2003, respectively.

3. Investments
The Authority's investment function operates within a legal frame-
workestablished bySections 65095 and53600etseq.ofthe California
Govemment Code,indentures of Trust, instruments governing financial
arrangements entered into by the Authority to finance and operate
Projects and the Authority's Investment Policy.

Eligible 'securities and general limitations are derived from each
Project's Indenture of Trust for the issuance of senior and subordinate
lien bonds. Additional limitations are derived from the Government
Code and the Authority's evolving investment practices.

The operative Indentures of Trust in which securities are authorized
for investment purposes relate to the Hoover Uprating Project Bonds,
the San Juan Project Bondsthe PaloVerde Project Bondsthe Southern
Transmission System Project Bonds, the Mead-Phoenix Project Bonds,
the Mead-Adelanto Project Bonds, the Multiple Project Fund Bonds,
and the Magnolia Power Project Bonds. Authorized investments forthe
Projects'Stabilization Fund are set forth in a resolution approved by the
Board In 1996.

Eligible securities include:

* United States Treasury Securities, which are bonds or other obliga-
tions secured by the full faith and credit of the United States of
America;

! Federal Agency Obligationswhich have the full financial backing of
the US.Government

* Government Sponsored Enterprise Obligations, which are created
by acts of Congress to provide liquidity for selected lending pro-
grams targeted by Congress;
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* Repurchase Agreements, which are collateralized loan contracts
where the seller includes a written agreement to repurchase the
securities at a later date for a specified amount;

* Negotiable Certificates of Deposit, which are deposit liabilities
issued by a nationally or state-chartered bank, a savings or a fed-
eral association or by a state-licensed branch of a foreign bank
which has a short-term ratings of at leastA-1 by S&P and at least
'P-1 'by Moody's;

* Banker's Acceptances, a short term draft or bill of exchange guaran-
teed for payment at face value to the holder of the instrument on its
maturity datewhich has a short-term rating of at leastA-l'by S&P
and at least P-l 'by Moody's;

* Commercial Paper, a short-term unsecured promissory note issued
by non-financial or financial firms with a rating ofA-l'by S&P and
'P-l'byMoody's;

* Medium Term Notes rated Aor better and only those issued by cor-
porations organized and operating within the United States, or by
depository institutions licensed by the United States or any state
and operating within the United States;

* Equity-Linked Noteswhich are categorized as medium-term corpo-
rate notes and are subject to the constraints set forth in the
Govemment code.

Investments at June 30,2004 and 2003 are as follows:

Jtme 30,2004
Southern

Palo TransmissIon Hoover
Verde System Uprating
Prolect ProieCt Project

Mead- Me*- Multiple San Magnolia Projects'
Phoenix Adelants Project Juan Power Stabiliation
ProJect Project Fund Proiec Proiect rund Total

Federalagencies. . S 338,770-
US government securities. . . 481,729.
Guaranteed investment contracts.
Money market investment account . .18,107
Medium term notes . .4,460
Cash ........... ................ 88

Total S 843,154

Restricted investments .S 662i197
Non-restricted investments . .20,502
Cash and cash equivalents. . 160,455

Total $ 843,154

S 49,116
10,354
36,465

1,422

38

S 3,922

221

16

$ 1,075

8,709
681

S 2,970 $

23,893
996

7,435
231,404

S 17,999

21,599
(3)

$ 42,154

93,536
602

16

$ 49,935

548

407

$ 505,941
499,518
415,606
U,5Z74

. 4,460
607

$ 1,448,706

12 10 - 20

$ 9795 $ 4,159 $ 10,477 $ 27,869 $ 238,839 $ 39,615 $ 136,308 S 50,890

$ 56,361

41,034

$ 2,358
560

1,241

$ 8,709

1,768

$ 23,893

3,976

$ 238,839 S 26,944

12,671

S 128,425

7,883

S 49,935 S 1,197,661
; -- 21,062

* 955 229,983

S 50,890 $ 1,448,706S 97395 $ 4,159 $ 10,477 $ 27,869 $ 238,839 $ 39,615 $ 136,308

Jne 30,2003
Southern

Palo Transmission Hoover
Verde System Uprating

Proiect Project Prolect

Mead- Mead- Mulp San Magnolia Projecte
Phoenix Adelanto Project Juan Power Stabilization
Project Project Fund Project Project Fund Total

. . .

Federalagencies .$ 351,717
US. government securities . .420,763
Guaranteed investment contracs.
Money market investment accounts . .3,123
Medium term notes . .4,367
Cash ........... ................ 96

Total $ 780,066

Restrcted investments.. . . ..... S 661,929
Non-restricted investments . .12,995
Cash and cash equivalents . .105,142

S 40,265
10,337
36,423
9,673

40

S 2,955

1,253

18

$ 437

9,314
1,605

12

S 3,283

24,898
2,069

12

$ 7,435

236,002

S 15,514

21,599
397

22

S 46,945

35,397
150,465

S 89,239
5,711

1,035

S 557,790
436,811
363,633
169,620

4,367
* 200

S 96,738 $ 4,226 $ 11,368 $ 30,262 $ 243,437 $ 37,532 $ 232,807 $ 95,985 $ 1,532,421

S 58,802

37,936

$ -

500
3,726

$ 4,226

S 9,751

1,617

$ 27,471

2,791

$ 243,437 $ 21,602

15,930

$ 70,426

162,381

$ 53,044

42,941

$ 1,146,462
13,495

372464

S 1,532,421Total S 780,066 $ 96,738 $ 11,68 $ 30,262 $ 243,437 $ 37,532 $ 232,807 $ 95,985
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4. Derivative Instruments
Objective of the swaps. In order to protect against the potential of ris-
ing interest rates, the Authority has entered Into six separate pay-fixed,
receive-variable interest rate swaps at a cost less than what the
Authority would have paid to issue fixed-rate debt.

Termsfairvalues, andcreditrisk The termsincluding the fair values and
credit ratings of the counterparties under the outstanding swaps as of
June 30,2004,are included below. In most casesthe notional amounts
of any swaps match the principal amounts of the associated debt.
Except as discussed under the rollover riskthe Authority's swap agree-
ments contain scheduled reductions to outstanding notional amounts
that are expected to approximately follow scheduled or anticipated
reductions in the associated'bonds payable'category. .

* MP2004 Swap - In connection with the Issuance of the 2004 Mead-
Phoenix Project Revenue Bonds Series A auction-rate security in
May2004,theAuthorityentered intoan Interest rate swap on March
3,2004. The floating-to-fixed rate swap created synthetic fixed-rate
debt for the Authority. Under the Swap Agreement, the Authority
pays the counterparty a fixed rate of 3.894% and In exchange the
Authority receives a floating rate index equal to 65% of one-month
UBOR. The swap agreement expires July 1, 2020. The Authority
received approximately $1.8 million in an upfront payment in con-
nection with the execution of the swap, which has been deferred
and is being amortized as an interest yield adjustment over the life
of the option. Approximately $135 million In Mead-Phoenix 2004
Project Revenue Bonds Series A are not swapped and remain float-
ing-rate bonds. The floating rate on the related bonds as of June 30,
2004 was 1.00%.

* MA 2004 Swap - In connection with the Issuance of the 2004 Mead-
Adelanto Revenue Bonds Series A auction-rate securityin May2004,
the Authority entered Into an interest rate swap on March 3,2004.
The floating-to-fixed rate swap created synthetic fixed-rate debt for
the Authority. Under the Swap Agreement, the Authority pays the
counterparty a fixed rate of 3.89% for the swap and in exchange the
Authority receives a floating rate index equal to 65% of one-month
LIBOR. The swap agreement expires July 1, 2020. The Authority
received approximately $5.9 million in an upfront payment in con-
nection with the execution of the swap, which has been deferred
and is being amortized as an interest yield adjustment over the life
of the option. Approximately $45.1 million in Mead-Adelanto 2004
Project Revenue Bonds Series A are not swapped and remain float-
ing-rate bonds. The average floating rate on the related bonds as of
June 30,2004 was 1.01%.

* STS2003 Swap' In April 2003,the Authority entered into an Interest
Rate Swap agreement'with a third party for the purpose of hedg-
ing against'interest rate variations arising from the Issuance of the
2003 Subordinate Refunding Series A Southern Transmission
Project 'Revenue Bonds.- 'The notional 'amount of the'Swap
Agreement is equal to the par value of the bonds. The Swap
Agreement provides for the Authority to make payments'to the
counterparty on a fixed rate basis of 3266%, and for the counter-
party to make reciprocal payments based on a floating rate of 65%
of one-month UBOR.The floating rate on the related bonds at June
30,2004 and 2003 was 1.08% and 0.857%, respectively. The agree-
mentfexpires on July 1,2022.

* S5S SwaotioniSwap - In February 2001,the Authority entered into a
transaction vhereby It sold an option (the'Swaption) on a floating-
to-fixed rinterest rate swap. The Swaption was exercised on April 1,
'2002. Thefloating rate on the swap paid by the counterparty is 60%
of one-month LIBOR the annual fixed rate on the swap paid by the
Authority is 4.25%.' In exchange for the right to exercise the
Swaption,the counterparty paid the Authority a one-time up front
option premium amount of $7.9 million which has been deferred
and is being amortized as an interest yield adjustment over the life
of the option. The swap expires on July 1,2022.

* STS2001 Swap- In June 2001,the Authorityentered into an interest
rate swap'agreement with a counterpartyforthe purpose of hedg-
ing agjinst Interest rate variations arising from the issuance of the
2001 Subordinate Refunding Series A 'Southern Transmission
Project Revenue Bonds. The notional amount of the Swap
Agreement Is equal to the par value of the bonds. The Swap
Agreement 'provides for the Authority to make payments to the
counterparty at a fixed rate of 4.24%, and for the counterparty to
make recpiocal payments based on a variable rate. The reset dates
of the variable rate occurweeklyand the rate fora reset date will be
the ratedetermined by the Bond Market Association Municipal
Swkap Index ('BMA) minus 40 basis points. The counterparty has
the optioi to terminate the agreement on July 5,2006 and on every
Fixed Rate Payer Payment Date, thereafter, should the BMA Index
average more than 7% over a consecutive 1 80-day period. The float-
ing rates on the bonds were 1.00% and .95% at June 30,2004 and
2003, respectively. The swap expires on July 1,2021.

MP004RevenueSeriesABonds.. . .

MA 2004 Revenue Series A Bonds .............. .

STS2003SubordinateRefunding SedesABonds.

STS 2001 Subordinate Refunding Seies A Bonds . . ........

STS Swaption/Swap. ....... . . .

itneitsiEdmousands)
Variable Swap Counttrparty

Notional Effective Fi R ate' Ra Rate F Termination . Creidit
Amount Date PaWd - ReeiWd Values Date Rating

28,700 f7/004 .:

96,025 Sf7/2004

51,750 424/2003 ;

3.894% - -

3.890%' -

*31266%,

65% of LIBOR (4,313), 7/1/2020 - AA+Aa2

79,795 6/14/2001 4.240% ,.
2 2101

125,000 V 2l/2D001 4.7.50%,.

65% of LIBOR ' (1301)

65% of LIBOR 1,351

SMA less
40 basis points . -(7,673)

60% of LIBOR (17,734)

.Bond variable S(490
coupon rate (

$ (104,610)

7/1/2020 'A4/Aa2

7/1/2022 . AA-/Aal

7/1/2021 AA+/Aa2.

. -

7/1/n022 AA-/Aal

' STS 1991 Revenue Bonds Series A ......... . . . $ ; 284,200

- : - $ 665,470

4/17/1991
. I

16.380%'
-. ..

..- -

6/30n019 AAWAaa
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* SS 1991 Swap - In fiscal year 1991, the Authority entered into an
interest rate swap Agreement with a counterparty for the purpose
of hedging against interest rate fluctuations arising from the
issuance of the 1991 Subordinate Refunding Series Southern
Transmission Project Revenue Bonds. The notional amount of the
Swap Agreement is equal to the par value of the bonds. Under the
Swap Agreement, the Authority pays the counterparty a fixed rate
of 638%; in exchange, the Authority receives payments mirroring
the bond variable coupon rate (1.04% and 0.85% at June 30,2004
and 2003, respectively). The swap expires on June 30,2019.

Fairvalue. All but the 2003 Swap had a negative fairvalue as ofJune 30,
2004.These fair values take into consideration the prevailing interest
rate environmentthe specific terms and conditions of a given transac-
tion and any upfront payments that were received. All fair values were
estimated using the zero-coupon discounting method.. This method
calculates the future payments required by the swap, assuming that
the current forward rates implied by the yield curve are the market's
best estimate of future spot interest rates. These payments are then
discounted using the spot rates implied by the current yield curve for a
hypothetical zero-coupon rate bond due on the date of each future net
settlement on the swaps.

Type of Derivadt
Im SagWs 2001 2003 MA2004 MPZOO4
Swag s wa p Sa . swap Swap SWo

Rxedpaymrntstocounterpartj 6.380% 4250% 4140% 3266% 3890% 3.894%

Lessvadablepaymentsfrom counterparty 1.040% 0.666% 0.670% 0.724% 0.15% 0315%

Net interest rate swap payments 5340% 3584% 3570% 2.542% 3.175% 3.179%

Add,valable-ratebondouponpapments 1.040%. 1.000% 1.000% 1.080% 1.10% 1.000%

Synthetic interest rate on bonds 6.380% 4.584% 4370% 3.822% 4.185% 4.179%

Termination risk The Authority or the counterparty may terminate any
of the swaps if the other party fails to perform under the terms of the
contract. In addition,the 2001 Swap provides the counterparty with an
option to terminate the swap agreement if the consecutive 180-day
averaged rate of the BMA index exceeds 7.0%. However, the termina-
tion option has a 5-year lockout preventing the swap's termination
prior to July 5,2006. If any of the swaps were terminated, any associat-
ed variable rate bonds would no longer be hedged to a fixed rate. If at
the time of termination the swap has a negative fair value, the
Authority would be liable to the counterparty for a payment equal to
the swap's fair value.

Rolloverrisk Rollover risk is the risk that the swap contract is not co-ter-
minus with the related bonds. The Authority is exposed to rollover risk
on the 2001 swap because the counterparty has the option to termi-
nate the agreement prior to the maturity of the associated debt In the
event that this swap terminates, the Authority would be exposed to
variable interest rates on the underlying bonds. The following debt is
exposed to rollover risk

Creditrisk As of June 30,2004,the Authority was not exposed to coun-
terparty credit risk on its outstanding swaps. For each counterpartythe
net fair values of the Authority's applicable swaps were negative.
However, should interest rates change and the fair values of the swaps
become positive, the Authority would be exposed to credit risk in the
amount of the derivatives' fair value..

The swap agreements contain varying collateral agreements with
the counterparties. The swaps require full collateralization of the fair
value of the swap should the counterparty's (or guarantors of the coun-
terparty, as applicable) credit rating fall below. AA- as issued by
Standard & Poor's or Aa3 as issued by Moody's Investors Service for the
1991. Swap; A-/A3 for the 2001, the 2003 and the 2004 Swaps; and
Baal/BBB+ for the Swaption/Swap. Collateral on all swaps is to be in
the form of US government securities held by a third-party custodian.

The swap agreements provide that when the Authority has more
than one derivative transaction with a given counterparty involving
the same Authority project (and having the same swap/bond insurer),
should one party become insolvent or otherwise default on its obliga-
tions, close-out netting provisions permit the nondefaulting party to
accelerate and terminate all such related transactions and net the
transactions' fair values so that a single sum will be owed by, or owed
to, the nondefaulting party.

Basis risk Basis risk is the risk that the interest rate paid by the Authority
on underlying variable rate bonds to bondholders exceeds the variable
swap rate received from a counterparty With the exception of the 1991
Swap, the Authority bears basis risk on each of its swaps. The 1991
Swap is perfectly hedged since the counterparty pays the Authority its
actual variable bond rate on the 1991 bonds. All the other Swaps have
a basis risk since under each of those swaps the Authority received a
percentage of UBOR (or BMA less 40 basis points) to offset the actual
variable bond rate the Authority pays on any related bonds. The
Authority is exposed to basis risk should the floating rate that it
receives on a swap be less than the actual variable rate the Authority
pays on any related bonds. Depending on the magnitude and duration
of any basis risk shortfall, the expected cost savings from a swap may
not be realized. The 2001 swap is based on BMA rate minus 40 basis
points; similar to the LIBOR-based swaps, BMA minus 40 bps may not
exactly hedge the underlying variable rate. As of June 30, 2004, the
BMA rate was 0.670%, whereas 60% of UBOR was 0.666%, and 65% of
LIBOR was 0.724%.The following is a summary of interest rates paid to
and received from the counterparties as of June 30,2004:

Assoiated
Debt Issuance

Debt
Matuity Date

Optond
SwapTeminaton Date

STS 20O1 Subordinate
Refunding Series A July1,2021 July 5,2006

, / .,"

Swap payments and associated debt Using rates as of June 30, 2004,
debt service requirements of the Authority's outstanding variable rate
debt and net swap payments are as follows. As rates vary, variable rate
bond interest payments and net swap payments will vary.

FiscalYew Variable-Rate Bonds
Ending June 30 Prindpal Interest

Interest Rate
Swaps.Net Total

2005
2006
2007
2008
2009-2013
2014-2018
2019-2022

S 1,725
5,100
5,300

18,300
138,400
319,095
190,700

$ 678,620

$ 6,918
6,866
6,812
6,623

29,557
16,326
2.206

S 75,308

$ 28,122
27,933
27,735
26,845

117,599
62,517

6.983

$ 297,734

$ 35,040
34,799
34,547
33,468

147,156
78,843
9,189

$ 373,042

5. Long-Term Debt
Long-term debt outstanding at June 30, 2004 consisted of. 'new
money* bonds and refunding bonds due in varying annual amounts
through 2036. The new money bonds were issued to finance the pur-
chase and construction or acquisition of the Authority's interest in each
of the Projects. The subordinate refunding bonds were issued to
refund specified new money bonds. The Multiple Project Revenue
Bonds were issued on January 4,1990 to finance acquisition of owner-
ship interests in one or more Projects expected to be undertaken with-
in five years after issuance. In October 1992, $103.6 million and S285.0
million of these bonds were transferred to the Mead-Phoenix Project
accounts and the Mead-Adelanto Project accounts, respectively.
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In accordance with the bond iridentures,'thi new money bonds
and refunding bonds are special, limited obligations of the Authority.
With the exception of the Magnolia Power Project B, Lease Revenue
bonds (City of Cerritos, California) 2003-1 ('Project B Bonds"),the bonds
issued by each project are payable'solely from and secured solely by
interests in that project as followsi

* Proceeds from the sale of bonds; -

* All revenues, Incomes, rents and receipts attributable to that project
and interest earned on'securities held under the bond indenture or
indentures;and

* All funds established by the indenture or indentures.

The Authority has agreed to certain covenants with respect to
bonded indebtedness, including the requirement to enforce the power
and transmission sales agreements with the participants. At the option
of the Authority, all outstanding new money bonds and refunding
bonds are subject to redemption prior to maturity, except for the 1996
Subordinate Refunding Series A and portions of the 1989A, 1992B and
1993A Refunding Series bonds issued for the Palo Verde Project; the
1996 Subordinate Refunding Series A bonds, the 2002 Subordinate
Refunding Series B bonds, and portions of the 1988A Refunding and
1992 Subordinate Refunding borids Issued for the Southern
Transmission System; and a total of $125.5 million of the Multiple
Project Revenue Bonds. L-

Revenue Bonds
Magnolia PowerProject Revenue Bonds -To finance the acquisition and
construction ofthe Magnolia PowerProjectthe Authorityin April 2003,
issued S300.0 million Magnolia Power Project A, Revenue Bonds,2003-
1 ('Project A Bonds'). 'Simultaneously with the issuance of the Project
A Bonds,the Authority issued $14.1 million Project B Bonds. The Project
Manager expects that proceeds of both 'the Project A and Project B
Bonds, together with applicable interest eamings, will be sufficient to
pay all costs necessary to construct and acquire the Project.

The Project B Bonds will be secured by lease rental payments to be
made by the City of Cerritos (the'City') in connection with the lease of
certain facilities and premises'owned by the City to the Authority and
the leaseback of such facilities and premises to the City. The Base
Rental Payments will be equal to the principal and interest on the
Project B Bonds. In accordance with the Assignment Agreement
between the Authority and theTrusteethe Authoritywill assign certain
of its rights under the Lease, including Its right to receive the Base
Rental Payments, to the Trustee for the benefit of the Owners of the
Project B Bonds.

The City has covenanted to budget and appropriate sufficient
funds to make all payments required to be made under the Lease. The
Lease has a term of 55 years.

The bonds mature on July 1,2036.'

Refunding Bonds
Mead-Adelanto/Mead-Phoenix Project Refunding Bonds - On May 27,'
2004, the Authority issued $141.2 million of the 2004 Mead-Adelanto
refunding bonds and $42.2 million of the Mead-Phoenix refunding
bonds (the'2004 Refunding Bonds") to refund $141.2 million of Mead-
Adelanto 1994 Series A Bonds and $42.2 million of Mead-Phoenix 1994
Series A Bonds (collectively, the 'Refunded Bonds'). Funds released
from the debt service accounts related to the Refunded Bonds were
approximately $2.8 million and $850,000 for the Mead-Adelanto and
Mead-Phoenix bonds, respectively.' The Refunded Bonds were
redeemed on July 1,2004.

The 2004 Bonds were issued as Auction Rate Certificates (ARCs).
They will bear interest from the date of delivery of the bonds to July 1,

2020. These bands bear interest at the applicable auction rate and will
generally reset every seven (7) days. In addition, approximately $96.0
million of Meid-Adelanto bonds and $28.7 million of Mead-Phoenix
bonds are swapped to create synthetic fixed rate obligations. The swap
agreerrients obligate the Authority to pay to the counterparty an annu-
al interest rate of 3.89% and 3.894% under the Mead-Adelanto and the
Mead-Phoenix swap agreements, respectively. In exchange, the
Authority receives 65% of one-month UBOR under each of the swap
agreements (See Note 4). Approximately $45.1 million of Mead-
Adelanto and $13.5 million of Mead-Phoenix 2004 Bonds are not
swapped and remain floating-rate bonds.

This transaction resulted in a net loss for accounting purposes of
$26.4 million, consisting primarily of the write-off of unamortized debt
expense and the discount associated with the Refunded Bonds. The
Authority has proportionally allocated this loss between bonds refund-
ed through funds released from debt service accounts and through the
issuance of refunding bonds. The loss allocated to the new bonds of
$25.9 million was deferred and will be amortized over the life of the
new bonds. The portion refunded with cash resulted in immediate
recognition of a $508,000 extraordinary loss in fiscal year 2004.

Son Juan Unit 3 Project Refunding - In October 2002, the Authority
Issued $71.85 million par value SJ 2002 Refunding Series B Bonds
('refunding bonds) to 'refund $70.8 million of SJGS 1993 Series A
Bonds ('refunded bonds). The refunding bonds are being issued as
Auction Rate Certificates ('ARCs). The initial interest period of the
refunding bonds commenced from the date of delivery of the bonds
and ends on January 1,201 2.During this period the interest payable on
the bonds will accrue at525% perannum. Afterthe Initial interest peri-
od, the refuriding bonds will bear Interest at the applicable Auction
Rate.The Auction Dates forthe 2002 Series B Bondswill generally occur
every thirty-five (35) days.

This transaction resulted in a net loss for accounting purposes of
$6.0 millionconsisting primarily of the write-off of unamortized debt
expense and the discount associated with the refunded bonds. The
Authority has proportionately allocated this loss between bonds
refunded through funds released from the debt service accounts and
through the issuance of refunding bonds. The loss allocated to the new
bonds of $6.0 million was deferred and will be amortized over the life of
the new bonds. The portion refunded with cash resulted in immediate
recognition of a $74,000 extraordinary loss in fiscal year 2003.

Subordinate Refunding Bonds
Southern Transmission Project Refunding - In May 2003, the Authority
issued $51.75 par value STS 2003 Subordinate Refunding Series A
('refunding bonds') to refund $58.5 million of STS 1993 Subordinate
Refunding Series A Bonds (refunded bonds). Funds released from the
debt service accounts related to the refunded bonds were $9.8 million.
The refunded bonds were redeemed on July 1, 2003. The refunding
was expected to reduce total debt service payments over the life of the
refunding Issue by approximately $133 million and was expected to
result in present value savings of approximately $9.9 million based on
an average cost of 3.27% on the new bonds.

.The refunding bonds are issued as Auction Rate Securities bearing
interest at a weekly Auction Rate (0.85% at June 24,2003) as deter-
mined by the Auction Agent. The Authority entered Into an interest
rate swap agreement to fix the interest rate at 3266% (see Note 4). -

This transaction resulted in a net loss for accounting purposes of
$9.8 million, consisting primarily of the write-off of unamortized debt
expense, deferred loss on prior refundings and the discount associated
with the refunded bonds. The Authority has proportionately allocated
this loss between bonds refunded through funds released from the
debt service accounts and through the issuance of subordinate refund-
ing bonds. The loss allocated to the new bonds of $8.2 million was
deferred and will be amortized over the life of the new bonds. The por-
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tion refunded with cash resulted in immediate recognition of a $1.6
million extraordinary loss in fiscal year 2003.

In October 2002,the Authority issued $38.8 million par value STS
2002 Subordinate Refunding Series B Bonds ("refunding bonds) to
refund $46A million of STS 1992 Subordinate Refunding Series A Bonds
('refunded bonds). The remaining $5.2 million was funded from debt
service accounts related to the refunded bonds and S2.1 million from
the General Reserve Fund. The refunding is expected to reduce total
debt service payments over the life of the refunding issue by approxi-
mately $8.7 million and is expected to result in present value savings of
approximately $7.3 million based on an average cost of 4.57% on the
new bonds. The refunded bonds were redeemed in December 2002.

This transaction resulted in a net loss for accounting purposes of
$5.93 million, consisting primarily of the write-off of unamortized debt
expense, deferred loss on prior refundings and the discount associated
with the refunded bonds. The Authority has proportionately allocated
this loss between bonds refunded through funds released from the
debt service accounts and through the issuance of subordinate refund-
ing bonds. The loss allocated to the new bonds of $5.03 million was
deferred and will be amortized over the life of the new bonds. The por-
tion refunded with cash resulted in immediate recognition of an
$892,000 extraordinary loss in fiscal year 2003.

Advance Refundings- In prioryearsthe Authority established irrevo-
cable escrow trusts with the proceeds from issuance of subordinate
refunding bonds. These investments will be used to pay specified rev-
enue bonds called at scheduled redemption dates.

PriorYear Defeasance of Debt - In prior yearsthe Authority defeased
specified revenue bonds by placing the proceeds from the issuance of
subordinate refunding bonds in irrevocable trusts to provide for all
future debt service payments on the refunded bonds. The trust invest-
ments and related liability for bonds that are considered legally
defeased are not included in the Authority's financial statements. At
June 30,2004 and 2003, $334.4 million and $555.9 million, respectively,
of revenue bonds outstanding are considered legally defeased.

Palo Verde Nuclear Generating Station (PVNGS) - In, 1997, the Authority
began taking steps designed to accelerate the payment schedule of all
fixed rate subordinate bonds relating to PVNGS so that they would be
paid off by July 1,2004 (the'Restructuring Plan"). Certain outstanding
bonds were refunded for savings and the project participants acceler-
ated payments on the bonds issued by the Authority for PVNGS.The
Restructuring Plan is expected to result in substantial savings to the
PVNGS project participants once the principal and interest on these
fixed rate subordinate bonds have been paid. The Restructuring Plan is
substantially completed and has resulted in increased payments
(approximately $65 million per year) since 1997. Nearly all of these pay-
ments have already been made. Final payment in fulfillment of the
Restructuring Plan was made on July 1,2004.

In March 2003,the PaloVerde 1993 Escrow Fundswhich were cre-
ated to defease to maturity certain of the Palo Verde 1993 Refunding
Series A and 1993 Subordinate Refunding Series Bonds (together the
"1993 Defeased Bonds) were restructured for the purpose of redeem,
ing the 1993 Defeased Bonds on July 1,2003. This was Phase 1 of the
Authority's Palo Verde Escrow Restructuring Plan (the 'Escrow
Restructuring").

On August25,2003,Phase II ofthe Escrow Restructuring was com-
pleted. Previously, proceeds from the Palo Verde 1997 Series B Bonds
were used to create the PaloVerde 1992 Series B Bonds and 1992 Series
C Bonds - Escrow Securities Fund (thel 992 B and C Escrow Fund), to
defease to maturity portions of the 1992 Refunding Series B (the"1 992
Series B Defeased Bonds") and the 1992 Refunding Series C Bonds (the
"1992 Series C Defeased Bonds"). Phase 11 of the Escrow Restructuring
allowed for the restructuring of these securities and in August 2003,the
Escrow Securities comprising the 1992 B and C Escrow Fund were sold.
Proceeds from the sale were used to purchase new securities that were
deposited into the 1992 Series B and C Escrow Fund. The new. 1992
Escrow Securities were used to redeem the 1992 Series B Defeased
Bonds on September 25,2003,and subsequently to pay to maturity the
1992 Series C Defeased Bonds.

In total, Phase I and Phase 11 of the transaction resulted in a gain of
nearly $173 million, net of related expenses of $636,000.

For accounting purposes, this gain is being deferred and amor-
tized as downward yield adjustment over the life of the debt used to
defease the 1992 Series B Defeased Bonds and the 1992 Series C
Defeased Bonds. The funds were used to pay a portion of the 2004 fis-
cal year debt service and capital improvements in the amounts of $7.6
and $8.9 million, respectively.

i

A summary of changes in long-term debt follows:
(Amounts intwsands)

Southen
Transmisson

Palo Verde System
Project Project

Hoover Mead- Mead. Muliple
Uprating Phoenix Adeanto Project
Project Project Proled Fund

Total Long-term debt at June 30, 2003 .............
Total Debt due within one year at June 30,2003.

Total Debt at June 30,2003 ................
rnscipal payments .......................

Revenue bonds issued .....................
Bonds refunded ........................
Refunding bonds issued ....................
Decrease in Unamortized debt-related cost, net.

Total Debt at June 30, 2004 ................
Total Debt due within one year at June 30, 2004.
Total Long-term debt at June 30, 2004 .............

S 609,150
49,190

658,340
(49,190)

11,700
$ 620,850

(51,800)
S 569,050

$ 807,669
29,720

837,389
(29,720)

16,088
S 823,757

(28,535)
S 795,222

S 19,404
1,190

20,594
(1,190)

401
$ 19,805

(1,230)
S 18,575

$ 64,224 $ 207,307

64,224 207,307

42,225 141,150
(42,235) (141,155)

1,249 3,559
$ 65,463 $ 210,861

S 65,463 S 210,861

$ 216,445
7,100

223,545
(7,100)

679
$ 217,124

(7,600)
S 209,524

saniUa
Project

; 200,6
8,3

209,(
(8,3

Magnolia
In Power

t projetd Tobta

i99 S 321,730 S 2,446,628
190 - 95,590
189 321,730 2,542,218

190) - (95,590)
_ - 183,375
- - (183,390)

017) (403) 32.656
082 $ 321,327 2,479,269
105) - (97,970)

277 5 321,327 S 2,381,299

(1I
S 200,(

(8,

$ 191,2
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Unamortized debt-related costs, net are as follows as of June 30,2004 (amounts In thousands):
L n -- - - (n (Preium)

Unamortized debt-relatedwCsbvwnt: . kfianimg Dis 0counit Total

PaloVerde Project .................................. . . .. S 34,871 $ 56,544 $ 91,415
SouthernTransmission System Projec .t...................... 116,U 45 28,146 2144,598
Hoover Uprating Project ...... . . : 3,163 (378) 2,785
Mead-Phoenix Project . . .7,204 (763) 6,441
Mead-Adelanto Project .. .. .. 21,428 (3,119) 18,309
MultipleProjectFund . .' ..... ...... . : .: . . ....... ' 10,876 10,876

San Juan Project . . ......... . . . . ....... "10,148 (14,810) (4662)
''Magnor P erPret . ........ ': . . . .:........ ..... . ' (7,247) (7,247)

- S 193,266 S 69,249 $ 262,515

The scheduled debt service payments for future years ending June 30, FairValue -The fair value ofthe Authority's long-term debt (including
areincludedinthetablebelow.ThevariableratesusedforthePV1996 the current portion) is approximately S2.8 billion and S3.0 billion at
Subordinate Refunding Series B and C, and the STS 1996 Subordinate June 30,2004 and 2003, respectively. Management has estimated fair
Refunding Series B were the rates at June 30,2004 of 1.04% and 0.85%, value based on the quoted market prices for the same or similar Issues
respectively. The variable rates are set by the bond remarketing agent or on the current average rates offered to the Authority for debt of
on a weekly basis based on economic conditions and bond ratings.The approximately the same remaining maturitiesexduding the effect of a
variable rate used for the SJ 2002 Revenue Refunding Series B was related interest rate swap agreement.
assumed at 4% per annum starting In January 1, 2012.

lawunts thousands)

Southern
Transmission Hoover Mead- Mead- Multiple Magnolia

PaloVerde System Uprating Pboenix delanto Project San Jan Power
Pfrot Project Project Project Project Fund Project Project Total

51,800 28,535 1,20 - - 7,600 8,805 - 97,970

28,537 37,381 987 3,306 10,280 13,864 10,013 15,170 119,538
2005 Principal ..... . -

Interest .....................

2006 Principal ... . . . .- 31,470 1,275

Interest .28,537 36,844 943

2007 Principal .- 34,230 1,315

Interest .28,537 36,279 893

2008 Principal .- 30,950 1,370

Interest .. 28,537 34,668 838

2009 Principal .28,815 31,550 1,425

Interest ......... ..... . 28,238 32,909 782

- 8,100

3,306 10,280 13,297

3,250 10,850 . -

3,224 10,009 13,297

3,350 11,150 -
3,141 9,730 13,297

3,425 11,400 -
3,055 9,445 13,297

9,160 - 50,005
9,631 15,170 118,008

9,570 3,735 62,950
9,186 15,096 116,521

10,050 4,520 61,390
8,695 15,005 113,911

10,550 4,610 91,775

8,161 14,8% 110,783

75,435 25,535 598,450
28,767 71,478 471,055

59,975 32,010 1,082,735
7,655 64,413 288,427

11,875 41,075 493,915
237 54,937 76,219

2010-2014 Principal ... ; . - .. 108,195 202Z015 8,045 23,580 66,945 88,700

Interest . 139,630 135,144 2,932 11,557 36,738 44,80

2015-2019 Principal . . 523,455 261,990 7,930 26,150 88,125 83,100

Interest .. . . . 81,001 83,655 -755 4,573 15,293 31,082

2020-2024 Principal .. -.- .- ; . - - 347,615 - - 12,150 40,700 40,500

Interest ..................... - 17,769 - 241 808 2,227

2025-2029 Principal.....................
Interest .....................

2030-2034 Principal....................
Interest .....................

2035-2037 Principal.....................
Interest .....................

- - - - - - - 52,400 52,400

- _ _ - _ _ - 43,044 43,044

- - - - - - - 66,880 66,880

- - - - - - - 27,842 27,842

- - - - - - - 83,315 83,315

5,977 5,977

Principal .$................... . S 712,265 $ 968,355 S 22,590 $ 71,905 $ 229,170 $ 228,000 S 195,420 $ 314,080 S 2,741,785

Interest .$................... . S 363,017 S 414,649 $ 8,130 S 32,403 $ 102,583 S 145,170 $ 82,345 S 343,028 $ 1,491,325

Effective costs of capital ......... . . .5........ 590% 434% 4.28% 426% 4.13% 6.56% 3.76% 4.1%
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6. Net Assets (Deficit)
As a result of the adoption of GASB 34, costs recoverable, deferred cred-
its and funds due to participants were reclassified to net assets (deficit)
in accordance with this statement

Costs Recoverable - Billings to participants are designed to recover
'costs' as defined by the power sales and transmission service agree-
ments. The billings are structured to systematically provide for debt
service requirements, operating funds and reserves in accordance with
these agreements. The difference between billings and the Authority's
expenses calculated in accordance with generally accepted accounting
principles are deferred as costs recoverable in future periods and are
presented as net assets (deficit). It is intended that the deferred
amounts will be recovered through billings for repayment of principal
on the related bonds.

Deferred Credits - During fiscal year 1990, the Authority issued
Multiple Project Revenue Bonds for net proceeds of approximately

$600 million to provide funds to, finance costs of construction and
acquisition of ownership interests or capacity rights in one or more,
then unspecified, projects for the generation or transmission of electric
energy. Certain of these funds were used to finance the Authority's
interests in Mead-Phoenix and Mead-Adelanto. The remaining funds
are held in the Multiple Project Fund. Deferred credits represent the
accumulated net earnings of the fund.

Funds Due to Participants - In fiscal year 1997, the Authority autho-
rized the creation of a Projects' Stabilization Fund. Deposits may be
made into the fund from budget under-runsafterauthorization of indi-
vidual participants, and by direct contributions from the participants.
Monies deposited by the participants to this Fund are used to pay for
Authority costs as directed by the participants.This fund is not a pro-
ject-related fund; therefore, it is not governed by any project Indenture
of Trust Funds due to Participants represent the net amount of contri-
butions and net earnings on the invested contributed funds.

Net assets (deficit) are comprised of the following (in thousands):
(Amount in thusands)

June30, FisalYear June O, Fircaffar June30,
2002 2003 Aduity 2003 2004 kctity 2004

GAAP items not induded in biifngs to participants
Depreciation of plant .................... . . . .... $ (752,061)
Nudear fue amortization ....... . ................ . (19,548)

Decommissioning expense ...... . ................ . (125,246)
Amortization of bond discount, debt issue costs

and loss on refundings ...... . ................. . (549,360)

$ (62325)

(6,009)

$ (814,386)
(19,548)

(131,255)

$ (53,687)

(6,009)

$ (868,073)

(19,548)
(137,264)

Interest expense .............................. (63,931)

(35,096) (548,456)

1,654 (62,277)
(31,294) (615,750)

(7,371) (69,648)

Bond requirements induded in billings to participants
Operations and maintenance net of irwestirent income ..........
Costs of acquisition of capacity .......................
Billings to amortize costs recoverable ...................
Reduction in debt service billings due

to transfer of excess funds ........................
Principal repayments ...........................

Other ...................................

175,575
18,769

281,230

(90,020)

693,447
57,796

99,330
1,153

50,410

86,871
7,833

143,821
337

(77,364)

274,905
19,922

331,640

(90,020)
780,318
65,629

(229,528)
6,692

96,421

9,227 284,132
(1,224) 18,698
50,410 38OSO

82,203
3,579

45,834
415

(44,966)

(90,020)
86Z521

69,208

(183,694)
7,107

51,455

(373,349)
Multiple Project Fund Net Assets .............. .. .. .. . . 6,355

Projects'Stabilization Fund Net Assets .1.7.3........ . . . .. . . . 1785

$ (193,209) S 66,794 S (126,415) S 1,283 $ (125,132)
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7. Commitments and Contingencies
Deregulation - When Assembly Bill 1890 (the 'Bill) passed in
September 1996, the electric Industry became chaotic. The investor
owned utilities' (lOUs) creditworthiness deteriorated to a point where
one went bankrupt as a result of compliance with the Bill. The deregu-
lation experiment hasfor the most part, been abandoned and the IOU
situation is improving. The public power systems in the Authority were
not required to comply with the Bill's provisions and continued to plan
for the needs of their customers and were not faced with customers
choosing direct access and leaving the system. Most of the Authority's
members have made investment In new gas-fired peaking or base-
load generation located in Southern California. The members continue
to collect the public benefit charge, and to date have instituted in
excess of $500 million of programs to benefit their customers. The local
governing authority makes the decisions on how these funds are allo-
cated.Funds (approximately 2.95% of gross revenues) have been spent
on renewable resources, conservation, research and development, and
low-income rate subsidies. The Authority cannot predict the impact of
any future direct access or deregulation programs on energy markets
or its participants.

Nuclear Spent Fuel and Waste Disposal - Under the Nuclear Waste
Policy Act,the Department of Energy (DOE") was to develop the facili-
ties necessaryforthe storage and disposal of spentfuel and to have the
first such facility in operation by 1998. That facility was to be a perma-
nent repository, but the DOE has announced that such a repository
now cannot be completed before 2010.There Is ongoing litigation with
respect to the DOE's ability to accept spent nuclear fuel; however, no
permanent resolution has been reached.

In July 2002,a measure was signed into law designating theYucca
Mountain in the state of Nevada as-the nation's high-level nuclear
waste repository. This means the DOE can now file a construction and
operation plan for Yucca Mountain with the Nuclear Regulatory
Commission (NRC). The DOE expects that the Yucca Mountain site
will be open by 2010. The State of Nevada and its congressional dele-
gation are determined to halt the project through the NRC process or
through legal challenges.

Feud over funding of the repository, however, ensues. The
Administration and Congressional leaders continue to push forfull and
adequate funding, In order for the DOE to meet the application dead-
line of 2004. The Nevada delegation has been working diligentlyto try
to delay the DOE's work on the license application for the Yucca site, in
hopes of halting the transfer of nuclear waste to the Nevada facility.

The spent fuel storage in the wet pool at PVNGS exhausted its
capacity in 2003. A Dry Cask Storage Facility (also called the
Independent Spent Fuel Storage Facility) was built and completed in
2003 at a total cost of S33.9 million (about $2 million for the Authority).
In addition to the facility, the costs also account for heavy lift equip-
ment inside the units and at the yard, railroad track, tractors, trans-
porter, transport canister, and surveillance equipment. The facility has
the capacity to store all the spent fuel generated by the plant until
2026,the end of its lifetime. To date, 18 casks, each containing 24 spent
fuel assemblies, were placed in the Storage Facility. The current plan
calls for the removal of between 240 and 288 fuel assemblies from the
units to the Storage Facility every year. The costs Incurred by the pro-
curement, packing, preparation and transportation of the casks are
Included as part of the fuel expenses, and would cost approximately
$12 million a year (about $700,000 forthe Authority). If the permanent
repositoryinYucca Mountain Is opened as scheduled in 2010,the spent
fuel from PVNGS will be shipped to the repository starting in 2031.

Nuclear Insurance -The Price-Anderson Act (the"Act) requires that all
utilities with nuclear generating facilities share in payment for claims
resulting from a nuclear incident. The Act limits liability from third-
party daims to approximately $10.8 billion per incident Participants in
the Palo Verde Nuclear Generating Station currently insure potential
claims and liability through commercial insurance with a $300 million
limit;the remainder of the potential liability is covered by the industry-
wide retrospective assessment program provided under the Act This
program limits assessments to $101 million per reactor for each
licensee for each nuclear incident occurring at any nuclear reactor in
the United States; payments under the program are limited to $10 mil-
lion per reactor, per incident, per year. Based on the Authority's 5.91%
interest In Palo Verde, the Authority would be responsible for a maxi-
mum assessment of $17.8 million, limited to payments of $1.8 million
per incident, per year.

Other Legal Matters - With respect to the San Juan Generating
Station (including the Authority's ownership interest in Unit 3 thereof),
the Sierra Club and the Grand Canyon Trust have filed suit against
Public Service Company of New Mexico ("PNM) in federal court alleg-
ing violations of the Clean Air Act and of the conditions of the San Juan
Generating Station's operating permit. PNM is a co-owner of the San
Juan Generating Station and is the operating agent of the station. The
lawsuit seeks penalties as well as injunctive and declaratory relief. The
Authority Is not a defendant in the litigation. However, if the plaintiffs
prevail in the litigation, the Authority may be required to pay a portion
of any damages resulting from the litigation.

PNM has informed the Authority that it is vigorously defending
against the plaintiffs'claims. If the matter goes to trial, PNM will present
its case that the violations were not of such a nature as to require large
penalties-or Injunctive relief. The Authority is unable to predict the out-
come of this litigation.

Claims and a lawsuit for damages have been filed with the
Authority, Intermountain Power Authority (the IPAJ) and the LADWP
seeking $100 million in special damages and a like amount in general
damages. The claimants allege, among other things, that due to
improper grounding of the transmission line of STS, their dairy herds
were damaged and the value of their land was diminished. The
claimants also seek injunctive relief. The Authority, IPA and the LADWP
intend to vigorously defend the claims.

The Authority Is also Involved in various other legal actions. In the
opinion of management, the outcome of such litigation or claims will
not have a material effect on the financial position or the results of
operations of the Authority or the respective separate Projects.

9
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SOUTHERN CALIFORNIA PUBLIC POWER AUTHORITY
PALO VERDE PROJECT I

SUPPLEMENTAL SCHEDULE OF RECEIPTS AND DISBURSEMENTS IN FUNDS
REQUIRED BY THE BOND INDENTURE FOR THE YEAR ENDED JUNE 30, 2004

Anounts indtwisands)

Debt Decom-
Debt Service anissioning Deposit General
Service Reserve Trust Deposit Reserve Esrow Reserve Issue Operating Reerve& Revenue
Fund Fund Fund Installment Instaflnent Account -- Account Account Account Contingenq Fund Total

Balanceatjune30,2003 ..... ......... $ 30,701 S 34,651 S 116,305 S 6,161 S 1,000 I 709,471 S 1,879 S 53,459 S 22,051 S 91,412 S 244 $1,067,334

Additions:
Investmenteamings ............... -i. 780 3,992 - 19 500 - 61 233 593 1 6,179

Discount on imvstment purchases ........ 29 75 34 2 5,827 - 360 43 874 7 7,486

Distributionofinvestmrenteamings .(285) WS) (947) - (27) (22) - 3 (466) (526) (2,197) 4,474 7

Revenuefrompowersales ............ - - - - - - - - 174,793 174,793

Distribution of revenue .22,2 9 .. 295 - 8,004 - - - 108,860 _ 40,041 - (179,200) -

Transfer from escrow fund for prinripal

and interest payments ............ 259,743 - - - - (366,796) - 107,053 -

Transferfromescrowrestructuring . 571 - - - - - (627) - - 56

Other .(6,212) ............... . - - - (2) 50,373 (110,742) 55,874 388 10,213 223 115

Total . 276,347 (138) 12.071 7 (3) (310,723) (1,879) 162,832 40,235 9,483 298 183,580

Dedunions:
Construction expenditures . ....... . - - - - - - - - 87- 8,670

Operating expenditures - 3. . ..... . . - -- 3- - - 28,108 - - 28,111

Debt issucost .- - - - - 125 - - - - - 125

Remarketing/Commitment Fees . .... - - -. - - 458 - - - 458

Fuelcosts . .. . - - - - - - - - 8,011 - - 8,011

Paymentof'principal ....... . . ....... 12,595 - - - - - - 36,595 - - - 49,190

Interest paid -non-escrow ... . . ....... 4,456 - - - - - - 27,735 - - - 32,191

Payment of principal and interest

paid-escrow ..... . 259,743 ' - - - - - 107,053 - - - 366,796

Total .276,794 - 3 - - 125 - 171,841 36,119 8,670 - 493,552

Balanceatiune30,2004 .S 30,254 S 34,513 $ 128,373 $ 6,168 S 997 $ 398,623 - S 44,500 S 26,167 S 92,225 S 542 S 762,362

This sdsedule summarzes the receipts and disbursements in funds required under the Bond Indenture and has been prepared from the tm statements. The balances in the funds consist ofcash and investments at odginal cost for both

on balance sheet hndsand off balance sheetescrowsforlegally defased debt.These balances do not Indudeaccrued interet receivable,unreaIked gain (loss)on investnentSt 8 and $96 heldin the revolvingfund atiune 30,2004 and

2003,respectively.
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SOUTHERN CALIFORNIA PUBLIC POWER AUTHORITY
SOUTHERN TRANSMISSION SYSTEM PROJECT

SUPPLEMENTAL SCHEDULE OF RECEIPTS AND DISBURSEMENTS IN FUNDS
REQUIRED BY THE BOND INDENTURE FOR THE YEAR ENDED JUNE 30, 2004

(Arnturts hi oronds)

Debt Gonerta
Service Escrow Resen e
Fund Fund Fund

Issue Operating Revenue
Fund Fund Fund Total

Balance atJune 30,2003 ... ............................ .$ 4,537 $ 81,680 S 2 S 74,236 S 524 S $ 160,979

Additions
Investment earnings .1......... . ... .. .. .. .. .. .. .. .. . . I
Discount on investment purchases ................. . . ..... . 57
Distribution of investment earnings ...... . . . . . . . . . . . . . . . . . . (58)
Revenue from transmission sales .
Distribution of revenue ........ .. .. .. .. . .. .. . .. .. .. . . 11,161
Transfer from/to escrow fund required

by refunding bondsissuance ....... . .. . . . .. . . .. . . . .. . . . 6,545

Total ..................................... . 17,706

(2)

2,818
217

(3,035)

57,706

3
(4)

21,899

S
9

3,097
87,653

(90,764)

2,825
286

87,653

(66,993)

(66,993)

-_ 60,448

(2) 118,154 21,899 - 90,764

Deductions
Operating expenses ................................
Debtissuecost ............ .. ... ... ... ... . - -

Payment of principal. . . ... .. 11,095
Interest and arbitrage paid .............................
Principal and interest paid on

escrow bonds ..................................

Total ..................................... . 11,095

BalanceatJune30,2004 .$............................. . S 11,148 S 14,687

_ 73
- 220
- 18,625
- 40,657

- 60,448

- 120,023

- $ 72,367

18,903

573

19,476

$ 2,947

18,976
220

29,720
41,230

$

60,448

150,594

$ 101,149

This schedule ssmmarizes the receipts and disbursements In funds required under the Bond Indenture and has been prepared from the trust statements The balances in the funds consist of cash and investments at original cost.These
balances do not indude accrued interest receivables unrealized gain loss) on investment and $38 and $40 held in the revolving fond at June 30,2004 and 2003, repectively.
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SOUTHERN CALIFORNIA PUBLIC POWER AUTHORITY
HOOVER UPRATING PROJECT

SUPPLEMENTAL SCHEDULE OF RECEIPTS AND DISBURSEMENTS IN FUNDS
REOUIRED BY THE BOND INDENTURE FOR THE YEAR ENDED JUNE 30, 2004

(Amourts hthousands)

Debt
Debt Service

Service Reserve
Account Account

General Advance
Escrow Reserve Payment
Fund - Fund Fund

Operating Revenue
Fund Fund Total

Balanceatiune30,2003 .................... . S 1,181

Additions:
Investment eamings .
Discount on investment purchases..
Distribution of investment eamings .()
Revenue fhom power sales .
Distnbution of reenues.1,973

Total.1;. . . 1,

$ -$ - S i,701 $ - 3 $ 1,322 $ - $ 4,207

- 26
(27)

10
9

(19)

300

50
2,428

(2273)

206

11
40

' ' (1)
2,428

2,478- - :- (1) - 300

Deductions:
Operating expenses .......................
Payment of principal .......................
Interest paid ...........................

1,190

1,040

254

254

S 1,368

_ 254
- 1,190
_ 1,040

- - 2,484

S 26 $ 4,201

Total.2,230.. . ... ; 230

BalanceatJune30,2004 .S 924 S - S - $ 1,700 S 3
---- 7-

This sohedule summarizes the receipts and disbursements In funds required under the Bond Indenture and has been prepared from the trunst statements. The balances In the funds consist ofcash and investments at original cost.These

balances do not indude acnued Interest receivable,unrealized gain Coss) on lnvestment and $16 and Sl held in the revolving fund at June 30,20 and 2003,respectively
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SOUTHERN CALIFORNIA PUBLIC POWER AUTHORITY
MEAD-PHOENIX PROJECT

SUPPLEMENTAL SCHEDULE OF RECEIPTS AND DISBURSEMENTS IN FUNDS
REQUIRED BY THE BOND INDENTURE FOR THE YEAR ENDED JUNE 30, 2004

(Amounnsinthousnds)

Debt
Acquisition Semice
Account Account

Debt
StreRnervic
Reserve
Amcount

Resem &
Operating Contingency . Revenue

Fund Fund Fund
costof Esrow

Issuance Account Total

BalanceatJune30,2003 .............. . S - $ 3,513 $ 5,911 S 107 $ 1,818 $ - $ - S - $ 11,349

Additions
Investment eamings ...............
Distribution of investment earnings ........
Transmission revenue ...............
Refunds from operating manager .........
Transfer of revenues ................
Payments from Western Area Power Administration
Balance transfer tolfrom escrow account .....
Bond proteeds ..................
OtLhertransfers ..................

Total ......................

- 141
_ 431

_ 3,701

- (688)

__ (405)

- 3,180

435
(435)

4

4

8
1,569

476

2,053

128 - -

(627) 631
- 4,515 -

35 (5,305) -

- 159 -

- - 630

(7) - _

(535) - 630

_ 704

-_ 4,515
_ 8

_ 159

58 -

44,003 44,003
- 4

44,061 49,393

Deductions:
Operating erpenses ................
Arbitrage paid ..................
Debt Issuance osts ................
Interest paid ...................

Total ......................

- - 1,281
- - - 428

12 - - - 1,293
- - - 428
- 572 - 572
_ - - 3,924

- 572 - 6,217

3,924

_ 3,924 1,709 12

BalanceatJune30,2004 ............ .. .$ - S 2,769 $ 5,915 S 451 $ 1,271 S - $ 58 $ 44,061 ' $ 54,525

This schedule summarizes the receipts and disbursemnts in funds required under the Bond Indenture and has been prepared from the trust statementn. The balances in the funds consist ofcash and investments at original cost. These
balances do not include accrued interest recevableunreafized gain (loss) on investmentand S12 held In the revol'ing fund at both lAme 30,2004 and 2003.
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SOUTHERN CALIFORNIA PUBLIC POWER AUTHORITY
MEAD-ADELANTO PROJECT

SUPPLEMENTAL SCHEDULE OF RECEIPTS AND DISBURSEMENTS IN FUNDS
REOUIRED BY THE BOND INDENTURE FOR THE YEAR ENDED JUNE 30, 2004

Amounts b thsusands)

Debt
Acquisitio Service

Account Account

Debt
Service
Reserve
Account

Reserve &
Operating Contingency Revenue

Fund Fund Fund
Surplus Escow Cost of

Fund Account ISSUanKe Total

Balance at June 30,2003 .. .................. $ - S 6,984 S 16,267 $ 162 S 6,826 $ - S - S - S - S 30,239

Additions
Investment eamings ................
Discount on investment earnings . ......... . . '
Distribution of investment eirnings ...............
Transmission revenue ............. . . .
Refunds from operating manager ................
Distribution of revenues .....................
Payments from Westemn Area Power Administration.
Balance transfer to/frm escrow account ............
Bond proceeds ................. .
Othertransfers ................. .

Total ............................

144 1,196
27 -

1,180 (1,196)

11,305 -

I . . . 501

- (919)

8 -
3,249 128

134,

(14,(

-- - *1,842
_ _ - - 27

'35 - - - -

712 - - - 13,712
- - - - 8

62) - - - -
35 - - - 35
- - 195 2Z107 -
- - 147,064 - ,147,064

- - 147,259 . 2,107 162,688

(2,302)

(1,211)

9,143

_ 1211 I -

- 4,469 (290) _

Deductions:
Interest paid ...........................
Arbitrage paid ..........................
Debt issuance costs .......................
Operating expenses .......................

Total ............................

- 12,358 -- - 12,358
- ., 1,211 - - - - - 1,211
- - - - - - 1,913 1,913

- 2,328 - - - - - 2,328

- 3,539 - - - - 1,913 17,810- 12,358

BalanceatJune30,2004.. . . ...... . S - S 3,769 $ 16,267 $ 1,092 S 6,536 $ - S - $ 147,259 $ 194 $ 175,117

This schedule summarizes the receipts and disbursements In funds required underthe Bond Indenture and has been prepared from the t15st statements. The balances In the funds consist ofsash and Inrestments at original cost. These

balancesdo not Indudeaccrued Interest receivabletunrealized gain (loss) on hivestmentSl0and $12 held In the reolvingfundatJune 30,2004and 2003,jespectively.
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SOUTHERN CALIFORNIA PUBLIC POWER AUTHORITY
MULTIPLE PROJECT FUND

SUPPLEMENTAL SCHEDULE OF RECEIPTS AND DISBURSEMENTS IN FUNDS
REQUIRED BY THE BOND INDENTURE FOR THE YEAR ENDED JUNE 30, 2004

(Amounts in thousands)

Debt
Procees Service Earnings
Account Account Account Total

BalanceatJune30,2003 ............................................. .S 24,250 S - 1,187 S 243,437

Additions
Investment earnings .17,087 12 43 17,142
Transfer of investment earnings to earnings account .(21,769) - 21,769 -

Transfer to debt service account .- 22,999 (22,999)

Total . ................................................. (4,682) 23,011 (1,187) 17,142

Deductions
Interest paid .- 14,640 - 14,640
Payment of principal .- 7,100 - 7,100

Total..................................................... 21,740 - 21,740

BalanceatJune30,2004 .S 237,568 $ 1,271 $ _ $ 2382839

This schedule summarnzes the receipts and disbunements In funds required under the bond Indenture and has been prepared hfom the trust statements. The balances in the funds consist of cash and Investments at original cost. These
balances do not Indude acaruted interest receivable.

66



SOUTHERN CALIFORNIA PUBLIC POWER AUTHORITY
SAN JUAN PROJECT ' -

SUPPLEMENTAL SCHEDULE OF RECEIPTS AND DISBURSEMENTS IN FUNDS
REOUIRED BY THE BOND INDENTURE FOR THE YEAR ENDED JUNE 30, 2004

(rurts n rhousands)

Debt
Debt Servke

Service Reserve
Account Account

Costaf
Escrow Issuance
Account Fund

Reserve & General
operating Contingenq Reserve

Fund Fund Fund
Revenue

Fund Total

Balance at June 30,2003 ... ............ . ... S 5,383 S 21,599 S - $ - S 1,207 S 8,639 S 681 S -' S3 37,509

Additions
Investmentearnings .... . . .-. 1 1,123

Discount on investments ... 39 -

Distribution of investment ea mings ..... ... . (40) (1,123)
Revenue from power sales ........ ........
Distribution of revenues ..... ... . . 18,812
Bond proceeds ........... ..........

Transfer from escrow for prncipal
and interest payments ............-.....

Transfer to escrow funds required
by refunding bond issuance ................

Other ........... ...............

Total .18,812

. - 1 44 5 3
22 52 2 5
(23) (96) (7) 1,289

- - - 65,055

46,716 824 '- (66,352)

1,177
120

65,055

46,716 824 66,352

Deductions.
Operating expenses .......... . .... . - - -. ' 43,104
Construction expenditures .................
Debt issue cost .......................
Paymentof principal . .. ...... . 8,390 - - - -

Interest paid -non-escrow . 10,605 - - - -

Payment of principal and
interest - escrow . ....................

2,11
- - ~- 43,104
54 - - 2154

- - - 8,390

_ , - II - 10,605

Totai .............. 18,995 - - - 43,104 2,154 - - 64,253

BalanceatJune30,2004 .$..... .. . . . . . .. . . . . 5,200 S 21,599 S - $ - S 4,819 $ 7,309 S 681 $ $ 39,608

This schedule summarizes the receipts and disbursements In funds required under the Bond Indenture and has been prepared fronm the trust statements. The balances In the Mnds consist of cash and Investments at original coosThese

balancesdo not Indude accued Interest receivable,unrealited gain (loin) on Investmentand S20 and $22 held In the revolving fund at une 30,2004 and2003,respenively.

67



.i

SOUTHERN CALIFORNIA PUBLIC POWER AUTHORITY
MAGNOLIA POWER PROJECT

SUPPLEMENTAL SCHEDULE OF RECEIPTS AND DISBURSEMENTS IN FUNDS
REOUIRED BY THE BOND INDENTURE FOR THE YEAR ENDED JUNE 30, 2004

(Amourtsibthousands)

Debt
Debt Service

Senve Reset - -. Projet
Account Account . Fund

33,055 $ 19,548 S 164,979Balance atiJune 30,2003........................................ S

Additions
Investment eamings .........................................
Bond proceeds ............................................
Other .................................................

Total ................................................

Deductions:
Construction expenditures ......................................
Interest paid - non-escrow ......................................
Debt issuecost ............................................
Premium and interest paid

on Investment purchases ......................................

Operating Resrve &
Reserve Contingenq

Fund Fund

$ 4,994 S 9,964

141 300

141 300

459 476 2Z735

- - 122

459 476 2,857

Total

$ 32,540-

4,111

122

4,233

12,052
88,054

12

88,054
12,052

12

. _

Total . .12,052

Balanceatiune30,2004 .$.................................. .... S 21,462

20,24 98,066

$ 20,024 S 79,770 $ 5,135 $ 10,264

100,118

$ 136,655

This schedule summarizes the receipts and disbursements In funds required underthe Bond Indenture and has been prepared from the trust statements. The balances in the funds consist otcash and investmentsat originalcost. These
balances do not Indudeaccrued interest receivable and unrealized gain (loss) on investment and $16 held in the revolving fund at June 30,2004.
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City of Anaheim City of Azusa City -of Banning
Cutmers -Retail .. ~... 1.6 CsoesSwdCustomers Served.' . 11,636

Power Generated and Purchased Power Generated and Purchased ,Power Generated and Purchased
(in Megawvatt-ours) (in Megawatt-Hours) (ini Megswati-oursl

Self-Generated ........ 974.395 Self-Gnrt-GeneratGenerated ........ 0

Purchased ....... :... 2.603,955' Purchased . 28263 Purchased..........161.100
V Total Revenues (000s) ...... $295,88. Real.es .~ . :TtlRvne (Os . 1,5

Operating Costs (CO0s). ... .. $278.307? Total Revenues (COOs) .... S26l~. 0, Operating Costs (000s).....$18,709-
*Unauned Operating Costs (0O0s) .. $22.37 u,,o

.Unawowie

City of Burbank City of Cerritos - 3 . City of Colton

Customers Sewved 51,360 Customers Sewved l J Customers Served ....... 17918
-PwrGnrtdand Purchased i Power Generated and Purchased -*-Power Generated and Purchased

(in Megawatt-Hur)(in Megawatt-Hou~rs ..) ,,(in Magawatt4o0uJs)
SefG~rtd115,138 *.Sl-erad ,.Self-Ginieraied.~ 36

Purchased ....... 1,036, 96Purchased . To be deter n - Purchased ..... 322734
Ttl.11214Total Revenues (000s) .'..........0 Total...........3566000

Total Revenues MON.s) . $271 175" Operating Costs (000s) ...... n Total Revenues (OO0s) $0 87
OperaigCssoo) $363 Operating Costs(bOOs)..',. $42 666

City of Glendale impeiali . Los Angeles Deparltment
of WateranPoe

Customers See .. 822Customers Sewevd ~~ ~~ a:

Power Generated and Purchised Power Generated and Purchas -- CsoesSwd .X i.2 3
(in Megawart-Hours) ' i eaatHirlPower Generated and Purchased

Self Genierateda ... 161,38 SefGnrtd1,04 ,15L . (in Megawau44ours) .

Purchased.; . 190,385 Purchased:..'..85'331 , , Sl-eeae 1.2 1
Totl ............. 1,351.770 Total ' 3.02.3N .' .- Purchasf-inried . .. 13.5889323

-TotalRvne (0O0s) . $171,278', Total Reve eeusnues' (000s). -~45O0 . Ttl.: 2.1 4
Operatin Costs (0O0s) . WT 1470 prtn ot O~) .. 4700TtlRne O~) $,2 3

Operating Costs (COos).$2,057,322

'0naudr

~Cit of Pasadena -.City of Riverside City of Vernon
Customers Served. 6.07 -CustomesSwd0,6CutmrSwd200 

-

Power Generated and Purchased .-- Power GenrtdadPrh oe eeae n Pucasd
(mn Megawatt Hours) , (in Megawart-Hours) (in MegawarttHours)

Self-Generated ....... 1225Sl-Generated... 120 Sl-Generated . 0

Pucae 13994Prhsd2Purchase durhaed1339.133
.9.' : Total ......... ..... 1512.169 Total.3470 'Total ........... 1,339,133:.

.-Total .ee es.00s. $177,250 Total Revenues (0O0s). $23809 Ttal Revenues (000s)I. $107.052
.Operating Costs (CO0s)., . $1138.3 OeaigCss(Os$peratin g ertig.ots(C s 92,0711

unaidJr
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AR04 Pinnacle West Capital Corporation

... we spend another $100 on electric infrastructure, because

every six times this light blinks Arizona gains a new resident and

every 32 times this light blinks a resident builds a new home.

That's the relentless pace of Arizona's -growth - and it's our job

to power it. It's a job we take very seriously, every minute of every day.

As for this blinking light, we're told it will stop blinking in about

120 days. By contrast, our company will continue to keep the lights

on for our customers. Just as we have for the last 118 years.

4 IO 19 88-89 90

................................................................................................................................................................................

Letter to Operational Consolidated Board of Directors Sharteholder

Shareholders Overvieuw Fiancial Information & OJfi]eers Infrmnation
................................................................................................................................................................................

Note: The 'blinking light messages" in this Annual Report are based on an eight-hour day. 365 days a year, and the light is set to

blink everyfour seconds. For example, in 2005 our company will spend about $300 million to enhance Arizona's electric infrastructure

and preparefor growth. This computes to roughly $822,000 per day, and using an eight-hour day a little over $100 everyfour seconds.



Financial Highlights.

1. 1,

F INAN1C I AL HIGHLIGHTS
dollars int thousands, eixcept per share arno,*

INCOME HIGHLIGHTS
operating revenues-
income from continiuing operations:
Net income

BALANCE SHEET HIGHLIGHTS
Total assets - year-end
Common stock equity year-end

PER SHARE HIGHLIGHTS
Earnings per share from
continuing operations - diluted
Net Income - diluted
indicated annual dividend - year-end
Book Value per share' Year-end'

STOCK PERFORMANCE
Stock price per shire - year-end
Stock price appreciation

Total return
Market capitalization - year-end,

r . . .. .I I I

.- I * . . I-

31, Growth Rate

; 2002 2004 vs 2003 2003 vs 2002

Year Ended December :

2004 -*' . . 2003-

$ 2,899,725 S 2,759,494
S 235,218 i 225,803

S,243,195 S; 240,579

$ 9,896,747 S 9,519,042
S 2,950,196. $ 2,829,779

S 2.57 S' 2.47
S 2.66 . 2.63

S 1.90: 5- 1.80

S 32.14 .S 30.97

S 44.41 S 40.02
11.0% 17.;4%

15.9% - 23.1%
$ 4,076,965 S 3,657,025

$ 2,405,250
$ 236,563.
$ . 149,408
. k. . .

S 9,139,157
S 2,686,153

S

-S

S

S

2.78

1.76

1.70'

29.40

- 5.1%

: _: 4.2%
1.1%

I - 4.0%

4.3%

4.0%
1.1%

5.6%

-3.8%

. . 3.5%

11.5%

14.7%

- (4.5)%
61.0 %

- 4.2%
5.3 %

(11.2)%

49.4 %
5.9 %
5.3%.

S 34.09
.(18.5)%

(14.8)%

S 3,115,142 17.4%

J
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......................................................................................................... ...............................................................................................................

_ t _ _ < 9 ,

Every -time_this lhight blns, -APS l two mor fet

_ _ Orwire I _esingcustomers

7 h ------ r-- _ ----

.... .............................................................................................................................................................................................

THAT TRANSLATES TO ABOUT

5,000,000 feet of wire a year.
.......................................................................................................................................................................................................................

IN 2004, APS CONTINUED TO WORK HARD
TO IMPROVE ARIZONA'S ELECTRIC INFRASTRUCTURE

AND KEEP UP WITH ITS RAPID GROWTH BY ADDING MORE

- THAN 9 00 MILES OF TRANSMISSION AND DISTRIBUTION
WIRES. IF LAID FROM END TO END, THE WIRE WOULD

STRETCH FROM PHOENIX TO, ENVER.



4 Shareholders Letter

TO OUR SHAREHOLDERS
CHAIRMAN'S L.ETTER

We may nor need a blinking light to tell you how fast we're growing, but it does make the point, doesn't it?

Now that I've got your attention, I'll admit the Arizona growth story is not news. But our re-accelerating

growth is. Customer growth re-accelerated last year to 3.7 percent, back to our five-year average after a slight

dip in 2002 and 2003. And our five-year average growth of 3.7 percent is three times the industry average.

That re-acceleration is news because growth will continue and even accelerate more this year. That story -

and why growth is good for shareholders and customers - is the focus of this year's report to our owners.

Managing Growth in 2004

Reaching agreement on our rate case with customer groups and other stakeholders marked a high point in

2004, but it was only one among many. It was a demanding year for employees, who managed record growth,

worked safer than ever, added another to a string of "top producing power station" years at the Palo Verde

Nuclear Generating Station and calmly and professionally resolved a once-in-a-career transmission event.

Palo Verde's 10-year average capacity factor of 89.5 percent exceeded the 10-year national average by more

than five percentage points. That means, just looking at APS' 29-percenr share of Palo Verde, we averaged

over 500,000 more megawatt-hours of production per year than we would have achieved with merely average

performance. And Palo Verde's three-year-average production cost of 1.35 cents per kilowatt-hour was

27 percent below the national average for nuclear units. Higher capacity factors and lower costs add up

to considerable savings for customers and a sizable contribution to earnings.

For our shareholders, the results in 2004 were strong. We set ourselves apart with our eleventh consecutive

annual dividend increase. Shareholders received a total return (stock price increase plus dividends) of 16

percent. Our stock performance, even in the face of re-regulation, nearly matched the strong utility industry.

Our customers continued to enjoy high reliability, exceptional service and lower prices. From 1996

through 2004, APS invested about $3.6 billion to expand generation and upgrade transmission and

distribution systems. Over this same period, the number of customer outages dropped by a third

and the average interruption decreased in duration by 44 percent.
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Those numbers illustrate our ability to manage growth and improve service. In a testament to the'dedication

to service shared throughout our'company, our customer satisfaction ratings remained outstanding. APS

ranked in the top 10 percent nationally - and first among investor-owned utilities in the West - in overall

customer satisfaction in both the latest J.D. Power and Associates residential and business customer surveys.

In 2004, our customers experienced a full year of prices that were lower than 20 years ago, and 44 percent

lower on an inflation-'adjusted basis. After a decade of price decreases which ended in 2003, nominal prices

are 16 percent lower than they were in 1993. To produce these kinds of numbers, we've been innovative

in finding ways to cut costs and increase efficiencies. Year after year, with a series of price decreases over

the last decade, we improved performance while keeping our regulatory commitments.

Growth means constant'attention to resource planning. We grew into - and now we're outgrowing -

the chunks of base-load generation and transmission capacity we've added over the years. The good news

hidden in 'those enginee'ring reailities is that, with cooperation from our regulators, we can accommodate

growth with upgraded facilities and a faster pace of technological innovation.

Leveraging Growth for Greater Reliability and Environmental Quality

Our customer growth is not just compatible with high reliability and environmental quality - it willI

ultimately enhance both'. A high rate of growth brings opportunities that a stagnant or declining customer

base would not allow - opportunities for achieving new efficiencies and employing new technologies.

Opportunities to replace older equipment come faster because of our growth. At every opportunity we're

leveraging growth to improve reliability with new and better technology and infrastructure. Ultimately,

the result is greater flexibility, cost efficiency and reliability. Growth-generated enhancements will propel

us further and faster toward our goal of becoming a 'model 21sr century utility.

Growth also has advantages for creating a sustainable environment. With the support of our regulators,

we are pursuing growth of solar power - a technology in which we are a national leader among utilities -

and of biomass, wind and hydrogen as future alternative sources of power.
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We know the challenges of growth. We're vigilant, but not intimidated. We have a skilled and experienced
group of men and women who tackle the opportunities. Our employees demand more of themselves today
in order to meet the needs of tomorrow. That's the attitude guiding us toward continuing improvement.

Clashing Visions, Growing Agendas

As we said in last year's Annual Report, we're becoming a new kind of integrated utility. This year, with
our new regulatory platform, we're much closer to our goal: a utility meeting its customers' needs reliably
and efficiently with vertically integrated resources in an evolving market.

That vision is becoming more common as it's evident that competition and regulation - or re-regulation -

will continue to clash and coexist. Clearly, our company will continue to live in both worlds. We're a
vertically integrated company, and that means our generation resources as well as our "wires' infrastructure
will primarily earn a regulated return. Yet we plan to obtain over 1,000 megawatts from the competitive

market in the next three years. And with the high availability factors of our recently completed gas units,

we will sell into the wholesale market. That sounds like competition.

The Federal Energy Regulatory Commission (FERC) and many states, including Arizona, will continue

to adopt new and sometimes discordant positions. It's our job to satisfy both sets of rules and succeed
in both worlds. In reality, market and regulatory structures will be determined by many factors - core

competencies of the utility, marker robustness and liquidity, and the interplay of power, policy and politics
among state regulators, Congress and the FERC. Until there is more clarity, we will continue to balance
these evolving structures, maintaining flexibility to exceed customer and shareholder expectations.

Turning Growth into Shareholder Value

We're confident in our ability to continue long-term improvement in earnings and cash flow. To attract

the capital we need to keep up with growth, we must continue to compensate investors for shouldering

risk. That's also the key that unlocks our ability to continue improving reliability while protecting our
natural environment. We won't diminish our obligation to secure Arizona's energy future for our customers
or concede our commitment to a fair return for shareholders.
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WE HAVE AN ENVIABLE TRACK RECORD OF CONVERTING

GROWTH INTO SHAREHOLDER VALUE, AND WE WILL CONTINUE 1 +-

THAT VALUE CREATION IN THE FUTURE.

Growth is good news for investors because it drives revenue growth that, well managed, produces earnings

growth. We're confident we' can continue' to capture the benefits of growth for investors in the form of

greater overall profitability, improved cash flow and higher dividends.

We have an enviable track record of converting growth into shareholder value, and we will continue that value

creation in the future.'Our strategy to'secure the benefits of customer growth for investors is built around four

major elements: achieving regulatory collaboration, controlling operating and capital costs through operational

excellence and risk management, etching a strong financial profile'and embracing technology and innovation.

First, we will continue to work with regulators to refine our newly restructured regulatory platform. After

avoiding the structural failures of California-style deregulation, we expanded our approach to competition

and regulation. We reached agreement last year with major customer groups on a new regulatory platform,

the main elements of which were endorsed in early March by an administrative law judge. As this report

goes to press, we are awaiting approval by our Arizona regulators.

The new platform will remedy our most urgent regulatory issues- it consolidates our company by putting

the Arizona plants built by Pinnacle West Energy, our unregulated generation subsidiary, into the APS

rate base. There, the'plants will earn a regulated return and provide-valuable, reliable, cost-effective and

environmentally suitable capacity for our customers. It provides for a fuel and purchased power adjustment

clause, our first since 1989, and includes a 4.2 percent rate increase.

Perhaps most important, this long overdue restructured regulatory platform will give us the opportunity

to look forward not backward. Instead of re-doing the regulatory decisions of the late 90s, we can anticipate

the infrastructure and service needs of our customers. We are responsible for meeting our customers' 'needs.

We've done it before and 'we will continue to do so.

Second, we will manage power costs and capacity needs with excellent operations of a broad resource base and

effective risk management strategies. With our low-cost nuclear and coal units fully deployed and achieving

high capacity factors, we are well positioned to supply economical power for our customers. The new gas
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units at Redhawk, West Phoenix and Saguaro will enable a diverse energy supply mix of nuclear, coal and gas.
As supplies tighten and spark spreads widen over the next few years, our gas units will allow us to capture
opportunities in the wholesale market as well as supply our customers' needs.

We've controlled fuel and purchased power risk for years, and we will continue to do so. With a fuel ad just-
ment clause added to our risk management tools, we will not reduce our intensity on minimizing cost. This
fuel adjuster will become increasingly important as we achieve a more-diverse generation fuel mix and as
we contract for additional purchased power. Our new regulatory platform calls for a hiatus on building
generation until 2015 - unless regulators agree the market is failing to provide adequate new capacity.

Third among our strategies for capturing the benefits of growth, we will achieve an improved financial

profile. The new regulatory platform will provide some revenue boost. In addition, with the Arizona gas-
fired units expected soon to be in the APS rare base, our corporate risk profile will be much lower, which

will bolster our financial flexibility.

We've enhanced our cash flow over the last two years with asset sales, primarily by SunCor, our real estate
subsidiary. As we've often said in the past about SunCor, we will maximize the value of our assets for
shareholders over the long term with sales or purchases depending on opportunity and the economy.
Years ago, we adopted a two-pronged financial strategy - maintaining an investment-grade rating on all

corporate-level debt and targeting a steady pace of dividend increases. The former keeps our financing
costs low - essential for a rapidly growing utility like APS - and the latter sets our financial profile apart
from many other utilities.

Finally, innovation and further deployment of technology will help control our generation costs, but the
potential for digital advances on the delivery side - the "wires" and customer service part - of our business
is truly exciting. Technology will allow us to fully utilize our current assets and leverage our talented

employee base. With computer software and digital intelligence facilitating and enhancing our operations,
we will continue to provide better as well as more efficient customer service. In 1994, we served about
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160 customers per employee. In 2004, we served 224 customers per employee while providing outstanding

customer service, including more information, faster response to outages and higher reliability. Over the

next decade, we expect to'see equal or greater productiv'ity gains and continuing service enhancements.

Over the long term, despite 10 years of regulatory uncertainty, market blowups in California and rate

decreases in Arizona', we ve generated a positive earnings and cash flow trend. With historic deregulation

tremors behind us,' we' look forward to a more stable regulatory environment, a more robust wholesale

power market, a better economy - and a resumption of earnings growth.

The past offers strong evidence of our ability to manage growth for the benefit of investors, but the earnings

blip and dip from power marketing over the last few years may disguise the underlying stability of our

core regulated utility business'. Every year over the last 10 years, with the exception of the recession year

2001, our electricity sales growth exceeded bath the Arizona population growth and our customer growth

rates. The regulated core business gave us solid earnings and now it will drive future earnings growth.

what makes this all possible?

The answer is simple -. our people. Each day, they come to the job ready to work hard, solve challenges

and deliver unmatched service to our customers. They are the reasons we have succeeded for 118 years.

They are the reasons we will continue to succeed in the future.'~

WILLIAM J. POST
Chairman;
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Ever ime ti lgt biiTAScustomers-----

_,_ _ __ _nryd*~ by 130_ _7ts _

THAT TRANSLATES TO ABOUT

350,000,000 watts a year.
.= _ _ _._..... =_ =._.=._.= __ . ._._._._, __=_.. _ _ _ _ _ _ _ .__ .=.=.= _, _ = _ = _ = * = =

IN 2005, THE PEAK ENERGY DEMAND OF OUR

CUSTOMERS IS PROJECTED TO INCREASE 350 MILLION

WATTS OVER 2004. THIS INCREASE REPRESENTS
.ENOUGH ENERGY TO SERVE THE EQUIVALENT

OF 100,000 ARIZONA HOMES.



12 Accomplishments-

CREATING VALUE *

Pinnacle West stock outperformed the S&P, 5 00 Index
again in 2004. Pinnacle West's total -return for 2004 was
16 percnt cmp'ared to 10. prcent for the S&P 500.

, . - . , :

ACCOMPLISHMENTS . . . -

* We serve 225 customers for every employee',%coimpared with fewer than 200 customers
per employee' in 1999 - a better than:1II percent efficiency increase..

* APS has significantly and steadily improved system reliability. In 1996, the average
customer experienced 1.5 outages in a year. In 2004, that number decreased to about
one outage -~a 33 percent improvement.

*In both the latest J.D. Power Re'sidential 'and Business Customer Satisfaction Surveys,
APS earned the second highest ranking among utilities in the West in overall customer
satisfaction, 'and ranked first 'am' ong' investor"- owned u tilitl's. in the 'region.

-I, - - ..

* Improved efficiency and strearnlin'ned prociesse-s all6wved APS' to: reduce customer electricity.
prices by about 16 percent since 1993.

* Sixteen APS line trucks and 4 0 crew members trekked across, the country this summer
to lend a mnuch needed hand to overwhelmed Florida electric crews restoring power after
the state's devastating hurricane season.'

2 . , .iI

. . I i
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ACCOMSPLISHMIENTS

* In early 2005, APS surpassed one million customers-for the first time in our

company's 118-year history. This includes more than 300,000 customers added

in the last decade alone.,-

APS installed nearly 42,000 business and'residentialnmeters in 2004 - a new

company record. ' '

* To keep up with Ariz'ona's growth, APS completed 75 substation improvement

projects, five new substations and four new temporary substations in 2004.

* Our company continues to be a leader in renewable'technology. In addition to

expanding and'developing more solar technology, we are exploring new renewable

technologies including'biogas, wind and biomass. '. "

* Our call center fielded a record 4.5 million calls in 2004 and met its goal

of answering calls in a timely manner... ' ; .'' '

* APS Energy Services has steadily grown its energy efficiency and district cooling

and heating services in the Western region.
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ACHI EV INGEXCELLENCE

In 2004; t'he Palo Verde Nuclear Generating. Station,-..,
marked its .13th conseicutive year 'as ,the n'ation,'s largest
power pro~ducer of any kind.

ACCOMPLISHMENTS

in 2004, 6~u'r' cornpany reduced our'numnber of preventable recordable injuries,
breaking theliprevious record low and setting a ne w safety performance standard.

* In the last 20'years, our West Phoenix, Oclotillo'afd Yucca Power Plants have
zero combine~d lost-time' accidents.

* SunCor, our rreal estaite development- co m-pany, produc'ed significant earnings again
this year con'tributin'g$45 million to th'e bottom line.'

* For the third: te in as 'many studies, we earned 'the top rating - AAA-- from
Innovesr Strategic Value Advisors, for our environmental performance.,

•In 2004, Innovest Staraegic Advisors also ranked Pinnacle West as the' top tiit

in its Intangi~lde Value Assessment (IVA). The IVA is designed to uncover investment
value potential by, measuring' compne nareas sucha oprtoenne

community outreach, labor relations an.d regultato~ry relations.-
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IN 2004, THE PHOENIX AREA CONTINUED

TO EXPAND, WITH ABOUT 120 MILLION SQUARE

FEET OF NEW HOMES.-THIS IS THE EQUIVALENT OF

-ADDING THE SQUARE FOOTAGE OF MORE THAN

50 EMPIRE STATE BUILDINGS EACH YEAR.
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SELECTED CONSOLIDATED FINANCIAL DATA (dollasninthousandsexceptpershareamounts)

OPERATING RESULTS

Operating revenues:
Regulated electricity segment
Marketing and trading segment

Real estate segment

Other revenues (a)

Total operating revenues

income from continuing operations
Discontinued operations - net of

Income taxes (b)
Cumulative effect of change in

accounting - net of income taxes (c)(d)

Net income

COMMON STOCK DATA

Book value per share - year-end

Earnings (loss) per weighted average

common share outstanding:

Continuing operations - basic

Discontinued operations (b)

Cumulative effect of change

in accounting (c)(d)

Net income - basic

Continuing operations - diluted

Net income - diluted

Dividends declared per share

indicated annual dividend rate

per share - year end

Weighted-average common shares

outstanding - basic

Weighted-average common shares

outstanding - diluted

BALANCE SHEET DATA

Total assets

Liabilities and equity:

Long-term debt less current maturities

other liabilities

Total liabilities

Common stock equity

Total liabilities and equity

2004

$ 2,035,247

461,870

359,792

42,816

2003 2002 2001 2000

$ 1,978,075

391,886

361,604

27.929

S 1.890,391

286,879

201,081

26.899

S 1,984,305

469,784

168,908

11.771

S 2,538,752

418,532

158,365

3.873

S 2,899,725 S 2,759,494 $ 2,405,250 S 2,634,768 S 3,119,522

235,218 225,803 236,563 327.367 302,332

7,977 14,776 (21,410) - -

- - (65.745) (15.201) -

S 243,195 S 240,579 $ 149.408 S 312,166 S 302,332

$ 32.14 S 30.97 S 29.40 S 29.46 $ 28.09

$ 2.57 S 2.47 S 2.79 S 3.86 S 3.57

0.09 0.17 (0.26) - -

- - (0.77) (0.18) -

S 2.66 S 2.64 S 1.76 $ 3.68 $ 3.57

S 2.57 $ 2.47 S 2.78 $ 3.85 S 3.56

$ 2.66 $ 2.63 S 1.76 $ 3.68 $ 3.56

S 1.825 $ 1.725 S 1.625 S 1.525 $ 1.425

$ 1.90 $ 1.80 S 1.70 5 1.60 S 1.50

91,396.904 91,264,696 84,902,946 84,717,649 84,732,544

91,532,473 91,405,134 84,963,921 84,930,140 84,935,282

$ 9,896,747 $ 9.519,042 S 9,139,157 S 8,529,124 $ 7,697.558

S 2,584,985 $ 2,616,585 $ 2,743.741 S 2,673,078 S 1,955,083

4,361,566 4,072,678 3,709,263 3,356,723 3,359,761

6,946,551 6,689,263 6,453,004 6,029,801 5,314,844

2,950,196 2,829,779 2,686,153 2,499,323 2,382,714

$ 9,896,747 S 9.519,042 $ 9,139.157 S 8,529,124 $ 7,697,558

(a) Includes reclassifications of revenues in 2003 and 2002 related to the discontinued operations of NAC see Note 22 of Notes to Pinnacle West's
Consolidated Financial statements.

(b) NAC and real estate discontinued operations. See Note 22 of Notes to Pinnacle West's Consolidated Financial Statements.
(c) Change In accounting standards related to energy trading activities In 2002. see Note 18 of Notes to Pinnacle West's Consolidated

Financial Statements.
(d) Change in accounting standards related to derivatives In 2001.
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QUARTERLY STOCK PRICES AND DIVIDENDS PAID PER SHARE S&okS)7nbolPNW

Dividends
Per

Share
2004

1st Quarter
2nd Quarter
3rd Quarter
4th Quarter

High

S 40.81

41.50

- 42.99

45.84

Low Close

$ 36.90
36.30
39.63
41.61

S 39.35
40.39
41.50
44.41

S 0.450

0.450

0.450

0.475

High
2003 ' - ,

1st Quarter $ 37.13
2nd Quarter 39.59

3rd Quarter 38.03

4th Quarter , 40.48

Low Close

S 28.34

31.35

32.87

34.91

$ 33.24

37.45

35.50

40.02

Dividends
Per

Share

S 0.425

0.425

0.425

0.450

GLOSSARY

ACC - Arizona Corporation Commission
ADEQ - Arizona Department of Environmental Quality
AFUDC - allowance for funds used during construction
AU - Administrative Law Judge
APS - Arizona Public Service Company, a subsidiary of
the Company
APS ENERGY SERVICES - APS Energy Services Company. Inc.,

a subsidiary of the Company
CC&N - Certificate of Convenience and Necessity
CHOLLA - Cholla Power Plant
CLEAN AIR ACT - Clean Air Act, as amended
COMPANY - Pinnacle West Capital Corporation
DOE - United States Department of Energy
EITF - FASB's Emerging issues Task Force

EL DORADO - El Dorado Investment Company, a subsidiary
of the Company
EPA - United States Environmental Protection Agency

ERMC - Energy Risk Management Committee
FASB - Financial Accounting Standards Board

FERC - United States Federal Energy Regulatory Commission
FIN - FASB Interpretation
FINANCING ORDER -ACC Order that authorized APS'
S500 million loan to Pinnacle West Energy In May 2003

FOUR CORNERS - Four Corners Power Plant
FSP - FASB Staff Position
GAAP - accounting principles generally accepted in the

United States of America
IRS - United States internal Revenue Service
ISO - California Independent System Operator
KWH - kilowatt-hour, one thousand watts per hour
MOODY'S - Moody's investors Service
MW - megawatt, one million watts
MWH - megawatt-hours, one million watts per hour
NAC - collectively, NAC Holding Inc. and NAC International Inc.,

subsidiaries of El Dorado that were sold In November 2004

NATIVE LOAD - retail and wholesale sales supplied under

traditional cost-based rate regulation
1999 SETTLEMENT AGREEMENT.- comprehensive settlement
agreement related to the Implementation of retail

electric competition
NRC - United States Nuclear Regulatory Commission
NUCLEAR WASTE ACT - Nuclear Waste Policy Act of 1982,

as amended

OCI - other comprehensive Income
PALO VERDE - Palo Verde Nuclear Generating Station, also
known as ANPP
PINNACLE WEST - Pinnacle West Capital Corporation,
the Company
PINNACLE WEST ENERGY - Pinnacle West Energy Corporation,
a subsidiary of the Company
PPL SUNDANCE - PPL Sundance Energy, LLC
PSA - power supply adjuster
PWEC DEDICATED ASSETS - the following Pinnacle West
Energy power plants, each of which Is dedicated to serving APS'
customers: Redhawk Units 1 and 2, West Phoenix Units 4 and 5
and Saguaro Unit 3
Px - California Power Exchange
RFP - request for proposals
RULES - ACC retail electric competition rules

SALT RIVER PROJECT - Salt River Project Agricultural
Improvement and Power District
SEC - United States Securities and Exchange Commission
SFAS - Statement of Financial Accounting Standards
SNWA - Southern Nevada Water Authority
SPARK SPREAD - excess of market power price over market
gas price at a specific location
SPE - special-purpose entity
STANDARD & POOR'S - Standard & Poor's Corporation
SUNCOR - SunCor Development Company, a subsidiary of

the Company
SUNDANCE PLANT - PPL Sundance's 450-megawatt
generating facility located approximately 55 miles southeast of
Phoenix, Arizona
T&D - transmission and distribution
TRACK A ORDER'- ACC order dated September 10, 2002
regarding generation asset transfers and related Issues
TRACK B ORDER - ACC order dated March 14, 2003 regarding
competitive solicitation requirements for power purchases by
Arizona's Investor-owned electric utilities
TRADING - energy-related activities entered Into with the
objectiveof generating profits on changes In market prices
2004 SETTLEMENT AGREEMENT - an agreement proposing
terms under which APS' general rate case would be settled
VIE - variable Interest entity
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MANAGEMENT'S DISCUSSION AND ANALYSIS OF FINANCIAL CONDITION
AND RESULTS OF OPERATIONS

INTRODUCTION

The following discussion should be read in conjunction with Pinnacle west's Consolidated Financial Statements and the related Notes.

OVERVIEW

Pinnacle West owns all of the outstanding common stock of APS. APS Is a vertically integrated electric utility that provides either

retail or wholesale electric service to most of the state of Arizona, with the major exceptions of about one-half of the Phoenix

metropolitan area, the Tucson metropolitan area and Mohave County in northwestern Arizona. Through Its marketing and trading

division, APS also generates, sells and delivers electricity to wholesale customers in the western United States. APS has historically

accounted for a substantial part of our revenues and earnings. Customer growth In APS' service territory Is about three times the

national average and remains a fundamental driver of our revenues and earnings.

Pinnacle West Energy Is our unregulated generation subsidiary. We formed Pinnacle West Energy In 1999 as a result of the ACC'S

requirement that APS transfer all of Its competitive assets and services to an affiliate or to a third party by the end of 2002.

we planned to transfer APS' generation assets to Pinnacle West Energy. Additionally, Pinnacle West Energy constructed several

power plants to meet growing energy needs (1,790 MW in Arizona and 570 MW in Nevada). In September 2002, the ACC Issued

the Track A Order, which prohibited APS from transferring its generation assets to Pinnacle West Energy. As a result of the Track

A Order, APS, through its general rate case currently pending before the ACC, is seeking to transfer the plants built by Pinnacle

West Energy in Arizona to APS to unite the Arizona generation under one common owner, as originally Intended. we refer to

these plants as the PWEC Dedicated Assets.

SunCor, our real estate development subsidiary, has been and Is expected to be an Important source of earnings and cash flow,

particularly during the years 2003 through 2005 due to accelerated asset sales activity.

Our subsidiary, APS Energy Services, provides competitive commodity-related energy services and energy-related products and

services to commercial and Industrial retail customers In the western United States.

El Dorado, our investment subsidiary, sold Its investment in NAC on November 18, 2004, which resulted in a pretax gain of $4

million and the classification of NAC as discontinued operations in 2004. in addition, the year ended December 31, 2004 Includes

a $35 million gain (S21 million after tax) related to the sale of El Dorado's limited partnership Interest in the Phoenix Suns.

we continue to focus on solid operational performance In our electricity generation and delivery activities. In the generation area,

2004 represented the thirteenth consecutive year Palo Verde was the largest power producer In the United States. In the delivery

area, we focus on superior reliability and customer satisfaction while expanding our transmission and distribution system to meet

growth and sustain reliability. we plan to expand long-term resources to meet our retail customers' growing electricity needs.

We believe APS' general rate case pending before the ACC Is the key Issue affecting our outlook. As discussed in greater detail

In Note 3, on August 18, 2004, a substantial majority of the parties to the rate case, including APS, the ACC staff, the Arizona

Residential Utility Consumer Office, other customer and advocacy groups, and merchant power plant intervenors entered Into

the 2004 Settlement Agreement, which proposes terms under which the rate case would be settled. Neither Pinnacle West nor

APS Is able to predict whether the ACC will approve the 2004 Settlement Agreement as proposed.

Other factors affecting our past and future financial results include customer growth; purchased power and fuel costs; operations.

and maintenance expenses, including those relating to plant and transmission outages; weather variations; depreciation and

amortization expenses, which are affected by net additions to utility plant and other property and changes In regulatory asset

amortization; and the performance of our subsidiaries.
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EARNINGS CONTRIBUTIONS AND BUSINESS SEGMENTS , ^ . i:

We have three principal business segments (determined by services and the regulatory environment):

* our regulated electricity segment, which consists of traditional regulated retail and wholesale electricity businesses (primarily

electric service to Native Load customers) and related activities and Includes electricity generation, transmission and distribution;

* our marketing and trading segment; 'which consists of our competitive energy business activities, Including wholesale marketing

and trading and APS Energy services' commodity-related energy services; and

* our real estate segment, which consists of Suncor's real estate development and Investment activities.

The following table summarizes Income from continuing operations by segment and net Income for the years ended December 31,

2004, 2003 and 2002 (dollars In millions):

2004 2003 2002

Regulated electricity (a)
Marketing and trading
Real estate
Other (b)

income from continuing operations
Real estate discontinued operations - net of Income taxes (c)

Other discontinued operations - net of Income taxes (c)

Cumulative effect of change in accounting - net of Income taxes (d)
Net Income

S 151
is
40

.: 26

235
4
4.

$ 243

S 170
9

45
2

226
10
5

S 241

$ 170
58
10

(1)
237

.9

(31)
(66)

S 149
= . . .

(a) In 2002, Pinnacle West Energy recorded a charge related to the cancellation of Redhawk Units 3 and 4 of approximately S30 million after

income taxes (549 million pretax).
(b) The year ended 2004 includes a S35 million gain (521 million after-tax) related to the sale of El Dorado's limited partnership interest in

the Phoenix Suns.
(c) Discontinued operations relate to NAC and real estate. See Note 22.

(d) Marketing and trading segment change In accounting for trading activities upon adoption of EITF 02-3, 'Issues Involved In Accounting for

Derivative Contracts Held for Trading Purposes and Contracts Involved In Energy Trading and Risk Management Activities.' see Note 18.

See Note 17 for additional financial Information regarding our business segments.

RESULTS OF OPERATIONS - :

General

Throughout the following explanations of our results of operations, we refer to gross margin." With respect to our regulated

electricity segment and our marketing and trading segment, gross margin refers to electric operating revenues less purchased

power and fuel costs. 'Gross margin' Is a 'non-GAAP financial measure," as defined In accordance with SEC rules. Operating

margin' (a GAAP financial measure) plus 'other operating expenses, as disclosed In Note 17, Is equal to gross margin. We view

gross margin as an important performance measure of the core profitability of our operations. This measure Is a key component

of our Internal financial reporting and Is used by our management In analyzing our business segments. We believe that Investors

benefit from having access to the same financial measures that our management uses. In addition, we have reclassified certain

prior period amounts to conform to our current period presentation.

2004 Compared with 2003

our consolidated net Income for the twelve months ended December 31, 2004 was $243 million compared with $241 million for the

prior-year period. The $2 million Increase In the period-to-period comparison reflected the following changes In earnings by segment:

* Regulated Electricity Segment - Net Income decreased approximately $19 million primarily due to higher costs (primarily

Interest expense, depreciation, operation and maintenance costs and property taxes, net of gross margin contributions) related

to a new power plant placed In service In mid-2003; Increased operations and maintenance costs primarily related to customer

service and personnel costs; lower Income tax credits; higher depreciation related to delivery and other assets; the effects of

milder weather on retail sales; and a retail electricity rate decrease In mid-2003. These negative factors were partially offset

by lower regulatory asset amortization, and higher retail sales volumes due to customer growth and usage.
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* Marketing and Trading Segment - Net Income Increased approximately S9 million primarily due to higher forward and realized

prices for wholesale electricity partially offset by lower margins in California by APS Energy Services and Increased costs

related to a new power plant placed In service In mid-2004.

* Real Estate segment - Net Income decreased approximately S11 million primarily due to the 2003 gain on the sale of SunCor's

water utility company, which was reported as discontinued operations (see Note 22), and decreased asset sales partially offset

by Increased land sales.

* Other Segment - Net Income Increased approximately 523 million primarily due to a S21 million after-tax gain related to the

sale of El Dorado's limited partnership interest in the Phoenix Suns.

Additional details on the major factors that Increased (decreased) income from continuing operations and net income are

contained in the following table (dollars In millions).

Increase/(Decrease)

Pretax After Tax

Regulated electricity segment gross margin:

Higher retail sales volumes due to customer growth, excluding weather effects

Lower replacement power costs due to fewer unplanned outages

Effects of weather on retail sales

Retail electricity price reduction effective July 1, 2003

increased purchased power and fuel costs due to higher fuel and power prices

Miscellaneous factors, net

Net Increase in regulated electricity segment gross margin

Marketing and trading segment gross margin:

Higher mark-to-market gains for contracts for future delivery due to higher forward prices for wholesale electricity

Higher realized margins on energy trading primarily due to higher electricity prices

increase in generation sales other than Native Load primarily due to higher sales volumes and

higher unit volumes

Lower unit margins and lower competitive retail sales volumes in California by APS Energy Services

Net increase in marketing and trading segment gross margin

Net increase in gross margin for regulated electricity and marketing and trading segments

Lower real estate segment contributions primarily due to decreased asset sales, a portion of which was

recorded in other income in the prior period, partially offset by higher land sales (See Note 22)

Higher other Income due to the sale of El Dorado's limited partnership Interest In the Phoenix Suns

Higher operations and maintenance expense primarily related to customer service costs, new power plants

In service and personnel costs

Interest expense net of capitalized financing costs, decreases (increases):

New power plants in service

Lower other debt balances and rates partially offset by Increased utility plant in service

Depreciation and amortization decreases (increases):

Lower regulatory asset amortization

New power plants in service

Increased delivery and other assets

Higher property taxes due to Increased plant In service

Lower Income tax credits

Miscellaneous items, net

Net increase in income from continuing operations
Discontinued operations (primarily real estate segment, see Note 22)

Net Increase In net income

S 43 S 26

6 4

(17) (10)

(13) (8)

(4) (2)

(8) (6)

7 4

28 17

18 11

9 5

(22) (13)

33 20

40 24

(7)
35

(5)

21

(48) (29)

(23)

9

(14)

5

68 41

(14) (8)

(20) (12)

(12) (7)

- (17)

8 10

S 36 9

(7)

S 2

The increase In net costs (primarily interest expense, depreciation and operations and maintenance expense, net of gross

margin contributions) related to new power plants placed In service In mid-2003 and mid-2004 by Pinnacle West Energy totaled

approximately S26 million after income taxes In the twelve months ended December 31, 2004 compared with the prior-year period.
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Regulated Electriciy Segment Revenues

Regulated electricity segment revenues were $57 million higher for the twelve months ended December 31, 2004 compared

with the prior-year period primarily as a result of:

* a $101 million Increase In retail revenues related to customer growth and higher average usage, excluding weather effects;

* a $42 million decrease In retail revenues related to milder weather;

* a $13 million decrease in retail revenues related to a reduction In retail electricity prices; and

* an S11 million Increase due to miscellaneous factors.

Marketing and Trading Segment Revenues

Marketing and trading segment revenues were $70 million higher for the twelve months ended December 31, 2004 compared

with the prior-year period primarily as a result of:

* a $47 million Increase from generation sales other than Native Load primarily due to higher wholesale market prices and

higher sales volumes, Including sales from the new power plants In service;.

* $28 million In higher mark-to-market gains for future-period deliveries primarily as a result of higher forward prices for

wholesale electricity;
* $20 million of higher energy trading revenues on realized sales of electricity primarily due to higher electricity prices; and

* a $25 million decrease from lower competitive retail sales volumes In California by APS Energy Services.

Other Revenues
other revenues were S15 million higher for the twelve months ended December 31, 2004 compared with the prior-year period

primarily due to higher non-commodity revenues at APS Energy Services.

2003 Compared with 2002
Our consolidated net Income for the year ended December 31, 2003 was $241 'million compared with S149 million for the prior year.

The 2003 net Income Included $15 million of after-tax Income from discontinued operations related to NAC and SunCor. The 2002

net Income Included a S21 million after-tax loss from discontinued operations related to NAC and SunCor (see Note 22). The 2002 net

Income also Included a $66 million after-tax charge for the cumulative effect of a change in accounting for trading activities due to

the adoption of EITF 02-3, Issues Involved In Accounting for Derivative Contracts Held for Trading Purposes and Contracts Involved

In Energy Trading and Risk Management Activities' (see Note 18). Excluding the discontinued operations and the accounting change,

the $11 million decrease In the period-to-period comparison reflects the following changes In earnings by segment:

Regulated Electricity Segment - Income from continuing operations was flat when comparing the two years. due to offsetting factors.

Net Income in 2003 was negatively Impacted by higher purchased power and fuel costs resulting from higher prices for hedged gas

and purchased power; higher costs related to new power plants, net of purchased power savings; higher replacement power costs

from plant outages due to higher market prices and more unplanned outages (Cholla Unit 3 experienced an unplanned outage from

August 3, 2003 through November, 2003 and Units 1 and 2 of the Redhawk Power Plant were substantially restricted for almost

one-half of the fourth quarter to correct an equipment design defect); higher operations and maintenance costs related to Increased

pension and other benefits: two retail electricity price reductions; and higher depreciation expense related to Increased delivery and

other assets. These negative factors were offset by higher retail sales primarily due to customer growth and favorable weather; the

- absence of the 2002 write-off of Redhawk Units 3 and 4; lower operating costs primarily related to severance costs recorded In

2002; lower regulatory asset amortization; tax credits and favorable income tax adjustments related to prior years resolved In 2003;

and higher Income related to APS' return to the AFUDC method of capitalizing construction finance costs.

* Marketing and Trading Segment - Income from continuing operations decreased approximately $49 million primarily due to

lower market liquidity and deteriorating counterparty credit in the wholesale power markets in the western United States.

* Real Estate Segment - Income from continuing operations improved approximately 535 million primarily due to increased asset,

land and home sales. -
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* Other Segment - Income from continuing operations increased approximately S3 million primarily due to El Dorado Investment

losses recognized in 2002.

Additional details on the major factors that Increased (decreased) income from continuing operations and net Income for the year

ended December 31, 2003 compared with the prior year are contained in the following table (dollars in millions).

Increase/(Decrease)

Pretax After Tax
Regulated electricity segment gross margin:

Increased purchased power and fuel costs primarily due to higher prices for hedged gas and

purchased power

Higher replacement power costs from plant outages due to higher market prices and more

unplanned outages

Retail electricity price reductions effective July 1. 2002 and July 1, 2003

Higher retail sales volumes due to customer growth, excluding weather effects

Decreased purchased power costs due to new power plants In service

Effects of weather on retail sales

Miscellaneous factors, net

Net decrease in regulated electricity segment gross margin

Marketing and trading segment gross margin:

Lower mark-to-market gains for future delivery due to lower market liquidity and deteriorating counterparty credit

Lower realized margins on wholesale sales primarily due to lower unit margins, partially offset by

higher volumes

Higher margin related to structured contracts originated In prior years

Decrease in generation sales other than Native Load primarily due to lower unit margins partially

offset by higher sales volumes, including sales from new power plants in service

Net decrease in marketing and trading segment gross margin

Net decrease in regulated electricity and marketing and trading segments' gross margins

Higher Income primarily related to El Dorado Investment losses recognized In 2002

Higher real estate segment contribution primarily due to higher asset, land and home sales

Operations and maintenance expense decreases (increases):

Write-off of Redhawk Units 3 and 4 in 2002

Severance costs recorded in 2002

Increased pension and other benefit costs

Costs for new power plants in service

Net other items

Higher Interest expense and lower capitalized interest primarily related to new power plants in service

Depreciation and amortization decreases (increases):

New power plants in service

Increased delivery and other assets

Decreased regulatory asset amortization

APS' return to the AFUDC method of capitalizing construction finance costs

Miscellaneous items, net

Tax credits and favorable Income tax adjustments related to prior years resolved in 2003

Net decrease in income from continuing operations

Discontinued operations (primarily NAC, see Note 22)

increase due to 2002 cumulative effect of a change In accounting for trading activities

Net Increase in net income

S (60) S (36)

(47)

(27)
48

16
13

(28)

(16)
29
10

8
5 2

(52) (31)

(59) (35)

(32)
13

(19)

7

(7) (4)

(85) (51)
(137) (82)

8 5
58 36

4

(2
(2

47 28
16 21
28) (17)
0) (12)

1 1

26) (16)(2

(19)

(22)
29

8

(1 1)

(13)
17
11

5 4
_ 17

S (60) (11)
37

66

S 92

The Increase in operating and interest costs related to new power plants placed In service by Pinnacle West Energy, net of

purchased power savings and increased gross margin from generation sales other than Native Load, totaled approximately

S30 million after Income taxes in the year ended December 31, 2003 compared with the prior-year period.



AR04 Pinnacle West Capital Corporation 2;7

RegulatedElectriciy Segment Rrvenues

Regulated electricity segment revenues were $88 million higher in the year ended December 31, 2003 compared with the

prior year, primarily as a result of: "

* an $85 million Increase In retail revenues related to customer growth and higher average usage, excluding weather effects;

* a S21 million Increase In retail revenues related to weather;

* a $6 million Increase related to traditional wholesale sales as a result of higher prices and higher sales volumes;

* a $27 million decrease In retail revenues related to two reductions In retail electricity prices; and

* a $3 million net Increase due to miscellaneous factors.

Marketing and Trading Segment Revenues

Marketing and trading segment revenues were $105 million higher In the year ended December 31, 2003 compared with the

prior year, primarily as a result of: -'

* $74 million of higher revenues related to the adoption of EITF 02-3 In the fourth quarter of 2002, primarily due to structured

contracts that were reported gross In the current period and net In most of the prior period;

* a $69 million Increase from higher competitive retail sales In California by APS Energy Services;

* a $38 million Increase from generation sales other than Native Load primarily due to higher prices and sales volumes,

Including sales from new power plants In service;

* $59 million In lower mark-to-market gains for future-period deliveries primarily as a result of lower market liquidity and

lower price volatility; and
* $17 million of lower realized wholesale revenues primarily due to lower unit margins on trading activities that are reported

on a net basis.

Real Estate Segment Revenues

Real estate segment revenues were $161 million higher in the year ended December 31, 2003 compared with the prior year

primarily as a result of Increased asset, land and home sales related to SunCor's effort to accelerate asset sales.

LIQUIDITY AND CAPITAL RESOURCES

Capital Needs and Resources'

Capital Expenditure Requirementi
The following table summarizes the actual capital expenditures for the year ended December 31, 2004 and estimated capital

expenditures for the next three years (dollars in millions):

Actual

2004

APS

Delivery S 342

Generation (a)(b) . 113

Other (c) 29

Subtotal 484

Pinnacle west Energy (a) 31

SunCor (d) 81

Other, 2

Total , 598

.- I Estimated

2005 ' 2006 2007

$ 390. ,$ 395 $ 440

* 352 - 158 195

30 7 6

772 560 641

7 5 2

114 61 63

8 7 4

$ 901 $ 633 $ 710

(a) As discussed In Note 3 under 'APS General Rate Case; 2004 Settlement Agreement,' as part of Its general rate case, APS has requested rate base

treatment of the PWEC Dedicated Assets. The estimated capital expenditures related to the PWEC Dedicated Assets are reflected in APS for the

years 2005, 2006 and 2007.
(b) The estimate for 2005 Includes about S190 million for acquisition of the Sundance Plant, see 'Request for Proposals and Asset Purchase

Agreement' in Note 3 for a discussion of the asset purchase agreement between APS and PPL Sundance.

(c) Primarily Information systems and facilities projects.

(d) Consists primarily of capital expenditures for land development and retail and office building construction reflected In Real estate Investments'

on the Consolidated Statements of Cash Flows.
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Delivery capital expenditures are comprised of T&D infrastructure additions and upgrades, capital replacements, new customer
construction and related information systems and facility costs. Examples of the types of projects included in the forecast include
T&D lines and substations, line extensions to new residential and commercial developments and upgrades to customer information
systems. Major transmission projects are driven by strong regional customer growth.

Generation capital expenditures are comprised of various improvements to APS' existing fossil and nuclear plants, the acquisition
of the Sundance Plant and the replacement of Palo Verde steam generators (see below). Examples of the types of projects included
In this category are additions, upgrades and capital replacements of various power plant equipment such as turbines, boilers and
environmental equipment. Generation also Includes nuclear fuel expenditures of approximately S30 million annually for 2005 to 2007.

Replacement of the steam generators in Palo Verde Unit 2 was completed during the fall outage of 2003 at a cost to APS of
approximately $70 million. The Palo Verde owners have approved the manufacture of two additional sets of steam generators.
These generators will be installed In Unit 1 (scheduled completion in the fall of 2005) and Unit 3 (scheduled completion in the fall
of 2007). Our portion of steam generator expenditures for Units 1 and 3 is approximately $140 million, which will be spent through
2008. In 2005 through 2007, approximately $95 million of the costs for steam generator replacements at Units 1 and 3 are Included
In the generation capital expenditures table above and will be funded with internally-generated cash or external financings.

Contractual Obligations

The following table summarizes Pinnacle West's consolidated contractual requirements as of December 31, 2004 (dollars in millions):

2005 2006-2007 2008-2009 Thereafter TOTAL
Long-term debt payments, including interest (a):

APS

Pinnacle west

SunCor

Total long-term debt payments, including interest

Short-term debt payments, Including interest (b)

Capital lease payments

operating lease payments

Minimum pension funding requirement (c)

Purchase power and fuel commitments (d)

Purchase obligations (e)

Nuclear decommissioning funding requirements

Total contractual commitments

S 577 $ 503 S 206 $ 2,746 $ 4,032

189 305 - - 494

2 9 6 - 17
768 817 212 2,746 4,543

72 - - - 72

2 3 2 3 10

73 139 132 368 712

50 - - - 50

187 171 134 363 855

272 16 - 68 356
11 22 22 146 201

$ 1,435 $ 1,168 $ 502 S 3,694 S 6,799

(a) The long-term debt matures at various dates through 2034 and bears interest principally at fixed rates. Interest on variable-rate long-term debt
is determined by using the rates at December 31. 2004.

ib) The short-term debt matures within twelve months. The welghted-average interest rate used to determine Interest payments on the short-term
debt was 4.21 % at December 31, 2004.

(c) Future pension contributions are not determinable for time periods after 2005.
(d) Our purchase power and fuel commitments Include purchases of coal, electricity, natural gas and nuclear fuel (see Note 11).
(e) These contractual obligations Include commitments for capital expenditures and other obligations. Obligations for 2005 include about S190

million for acquisition of the Sundance Plant (see Note 3).

Off-Balance Sheet Arrangements

In 1986, APS entered into agreements with three separate VIE lessors In order to sell and lease back Interests in Palo Verde Unit
2. The leases are accounted for as operating leases in accordance with GAAR See Note 9 for further Information about the sale
leaseback transactions. We are not the primary beneficiary of the Palo Verde VIEs and, accordingly, do not consolidate them.

APS is exposed to losses under the Palo Verde sale leaseback agreements upon the occurrence of certain events thatAPS does
not consider to be reasonably likely to occur. Under certain circumstances (for example, the NRC issuing specified violation orders
with respect to Palo Verde or the occurrence of specified nuclear events), APS would be required to assume the debt associated
with the transactions, make specified payments to the equity participants, and take title to the leased Unit 2 interests, which,
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If appropriate, may be required to be written down In value. If such an event had occurred as of December 31, 2004, APS would have

been required to assume approximately $250 million of debt and pay the equity participants approximately $192 million.

In the first quarter of 2004, we adopted FIN No. 46R, 'Consolidation of Variable Interest Entities" for all non-SPE contractual

arrangements. SunCor has certain land development arrangements that are required to be consolidated under FIN No. 46R. The

assets and non-controlling Interests reflected in our Consolidated Balance Sheets related to these arrangements were approximately

$34 million at December 31, 2004.

Guarantees and Letters of Crdit

we and certain of our subsidiaries have Issued guarantees and letters of credit in support of our unregulated businesses. We have

also obtained surety bonds on behalf of APS Energy Services. We have not recorded any liability on our Consolidated Balance Sheets

with respect to these obligations. We generally provide Indemnifications related to liabilities arising from or related to certain of

our agreements, with limited exceptions depending on the particular agreement. See Note 21 for additional Information regarding

guarantees and letters of credit.

Credit Ratings

The ratings of securities of Pinnacle West and APS as of March 15, 2005 are shown below and are considered to be Investment-grade"

ratings. The ratings reflect the respective views of the rating agencies, from which an explanation of the significance of their ratings

may be obtained. There Is no assurance that these ratings will continue for any given period of time. The ratings may be revised

or withdrawn entirely by the rating agencies, if, in their respective judgments, circumstances so warrant. Any downward revision or

withdrawal may adversely affect the market price of Pinnacle West's or APS' securities and serve to increase those companies' cost

of and access to capital. It may also require additional collateral related to certain derivative Instruments (see Note 18).

Standard
Moody's & Poor's

PINNACLE WEST

Senior unsecured Baa2 BBB-

Commercial paper P-2 A-2

Outlook Negative Negative

APS

Senior unsecured Baal BBB

Secured lease obligation bonds . Baa2 BBB

Commercial paper P-2 A-2

Outlook Negative Negative

APS no longer has any senior secured debt. see "Capital Needs and Resources - By Company - APS' below for a discussion of

the termination of APS' mortgage and deed of trust.

Debt Provisions

Pinnacle West's and APS' debt covenants related to their respective bank financing arrangements include a debt-to-total-capitalization

ratio and an Interest coverage test. Pinnacle West and APS comply with these covenants and each anticipates It will continue to

meet these and other significant covenant requirements. These covenants require that the ratio of debt to total capitalization cannot

exceed 65% for the Company and for APS. At December 31, 2004, the ratio was approximately 53% for Pinnacle West and 54% for

APS. The provisions regarding Initerest coverage require a minimum cash'coverage of two times the interest requirements for each

of the Company and APS. Based on 2004 results, the coverages were approximately 4 times for the Company and 4 times for APS.

Failure to comply with such covenant levels would result in an event of default which, generally speaking, would require the

Immediate repayment of the debt subject to the covenants.
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Neither Pinnacle West's nor APS' financing agreements contain 'ratings triggers' that would result In an acceleration of the

required interest and principal payments In the event of a ratings downgrade. However, in the event of a ratings downgrade,

Pinnacle West and/or APS may be subject to increased interest costs under certain financing agreements.

All of Pinnacle West's bank agreements contain 'cross-default' provisions that would result In defaults and the potential acceleration

of payment under these loan agreements if Pinnacle West or APS were to default under other agreements. All of APS' bank

agreements contain cross-default provisions that would result in defaults and the potential acceleration of payment under these

bank agreements If APS were to default under other agreements. Pinnacle West's and APS' credit agreements generally contain

provisions under which the lenders could refuse to advance loans in the event of a material adverse change in financial condition

or financial prospects, except that Pinnacle West and APS do not have a material adverse change restriction for revolver borrowings

equal to outstanding commercial paper amounts.

See Note 6 for further discussions.

Capital Needs and Resources by Company

Pinnacle West (Parent Company)

Our primary cash needs are for dividends to our shareholders; Interest payments and optional and mandatory repayments of

principal on our long-term debt (see the table above for our contractual requirements, including our debt repayment obligations,

but excluding optional repayments). On October 20, 2004, our Board of Directors Increased the common stock dividend to an

indicated annual rate of S1.90 per share from S1.80 per share, effective with the December 1, 2004 dividend payment. The level

of our common dividends and future dividend growth will be dependent on a number of factors including, but not limited to,

payout ratio trends, free cash flow and financial market conditions.

Our primary sources of cash are dividends from APS, external financings and cash distributions from our other subsidiaries,

primarily SunCor. For the years 2002 through 2004, total dividends from APS were $510 million and total cash distributions from

SunCor were $206 million. For the year ended December 31, 2004, dividends from APS were approximately S170 million and

distributions from SunCor were approximately $85 million. We expect SunCor to make cash distributions to the parent company

of approximately $80 to S100 million in 2005 based on anticipated asset sales activities. As discussed in Note 3 under `ACC

Financing Orders," APS must maintain a common equity ratio of at least 40% and may not pay common dividends if the payment

would reduce its common equity below that threshold. As defined in the Financing Order, common equity ratio is common equity

divided by common equity plus long-term debt, including current maturities of long-term debt. At December 31, 2004, APS'

common equity ratio as defined was approximately 45%.

On February 2, 2004, we used proceeds from the S165 million Floating Rate Notes Issued on November 12, 2003 and short-term

borrowings to pay down the maturing $215 million 4.5% Senior Notes due 2004.

At December 31, 2004, the parent company's outstanding long-term debt, Including current maturities, was S468 million. In

October 2004, we replaced two separate revolving credit facilities (with collective borrowing capacity of $275 million) with a S300
million revolving credit facility that terminates in October 2007. This line of credit Is available to support the issuance of up

to $250 million in commercial paper or to be used as bank borrowings, Including up to $100 million for Issuances of letters of credit.

At December 31, 2004, we had no commercial paper or short-term borrowings outstanding. We ended 2004 in an Invested position.

Pinnacle West sponsors a qualified pension plan for the employees of Pinnacle West and our subsidiaries. We contribute at least the

minimum amount required under IRS regulations, but no more than the maximum tax-deductible amount. The minimum required funding

takes Into consideration the value of the fund assets and our pension obligation. We contributed $35 million in 2004, $46 million in
2003, S27 million in 2002, S44 million in 2001 and $24 million in 2000. APS and other subsidiaries fund their share of the pension

contribution, of which APS represents approximately 92% of the total funding amounts described above. The assets in the plan are
comprised of common stocks, bonds and real estate. Future year contribution amounts are dependent on fund performance and fund

valuation assumptions. The minimum required contribution to be made to our pension plan In 2005 is estimated to be approximately

$50 million. The expected contribution to our other postretirement benefit plans in 2005 Is estimated to be approximately $40 million.
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APS

APS' capital requirements consist primarily of capital expenditures and optional and mandatory redemptions of long-term debt.

See HACC Financing Order" In Note 3 for a discussion of the SS00 million financing arrangement between APS and Pinnacle west

Energy authorized by the ACC pursuant to the Financing Order.

APS pays for its capital requirements with cash from operations and, to the extent necessary, external financings. APS has

historically paid for Its dividends to Pinnacle West with cash from operations. See 'Pinnacle west (Parent Company)" above for

a discussion of the common equity ratio that APS must maintain In order to pay dividends to Pinnacle West.

on February 15, 2004, $125 million of APS' 5.875% notes due 2004 were redeemed at maturity and on March 1, 2004, $80 million

of APS' First Mortgage Bonds, 6.625% Series due 2004 were redeemed at maturity. APS used cash from operations and short-term

debt to redeem the maturing debt:.

On March 31, 2004, Navajo County. Arizona Pollution Control Corporation issued $166 million of variable Interest rate pollution control

bonds, 2004 Series A-E. due 2034. The bonds were Issued to refinance S166 million of outstanding pollution control bonds. The refinanced

bonds were all S25 million of the Navajo 5.50% bonds due 2028 and $141 million of the Navajo 5.875% bonds due 2028. The Series A-E

bonds are payable solely from revenues obtained from APS pursuant to a loan agreement between APS and Navajo County, Arizona

Pollution Control Corporation. These bonds are classified as long-term debt on our Consolidated Balance Sheets. See Note 6.

Also on March 31, 2004, Coconino County, Arizona Pollution Control Corporation Issued $13 million of variable Interest rate

pollution control bonds, 2004 series A, due 2034. The bonds were Issued to refinance $13 million of outstanding pollution control

bonds. The refinanced bonds were $13 million of the Coconino 5.875% bonds due 2028. The Series A bonds are payable solely

from revenues obtained from APS pursuant to a loan agreement between APS and Coconino County, Arizona Pollution Control

Corporation. These bonds are classified as long-term debt on our Consolidated Balance Sheets. See Note 6.

In May 2004, APS renewed Its $250 million revolving credit facility, while increasing its size to $325 million and extending Its term

to three years. The revolver provides liquidity support for APS' S250 million commercial paper program, as well as an additional

S75 million for other liquidity needs and miscellaneous letters of credit.

On June 29, 2004, APS issued $300 million of 5.80% senior unsecured notes due June 30, 2014. The proceeds from the sale of the

notes were used to redeem S100 million In aggregate principal amount of APS' 6.25% Notes due January 15, 2005 and a portion

of $300 million In aggregate principal amount of APS' 7.625% Notes due August 1, 2005.

On March 1, 2005, Maricopa County, Arizona Pollution Control Corporation Issued S164 million of variable Interest rate pollution

control bonds, 2004 Series A-E,' due 2029. The bonds were Issued to refinance $164 million of outstanding pollution control bonds.

The Series A-E bonds are payable solely from revenues obtained from APS pursuant to a loan agreement between APS and Maricopa

CountyArizona Pollution Control Corporation. These bonds are classified as long-term debt on our Consolidated Balance Sheets.

APS has retired all first mortgage bonds Issued byAPS under Its 1946 mortgage and deed of trust, Including the first mortgage

bonds securing APS senior notes. On April 30, 2004, APS terminated Its mortgage and deed of trust and, as a result, Is not'able

to issue any additional first mortgage bonds under that mortgage.

APS' outstanding debt was approximately $2.7 billion at December 31, 2004. APS had committed lines of credit with various

banks of $325 million at December 31, 2004 which were available either to support the Issuance of commercial paper or to be

used for bank borrowings, including Issuances of letters of credit. At December 31, 2004, APS had no outstanding commercial

paper or bank borrowings. APS ended 2004 in an Invested position.

Although provisions In APS' articles of Incorporation and ACC financing orders establish maximum amounts of preferred stock

and debt that APS may issue, APS does not expect any of these provisions to limit its ability to meet Its capital requirements.
, ....... .....
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Pinnacle West Energy

Pinnacle West Energy's capital requirements consist primarily of capital expenditures. In May 2004, SNWA paid Pinnacle West

Energy approximately $91 million for a 25% interest in the 570 MW Silverhawk combined cycle plant. See the capital expenditures

table above for actual capital expenditures for 2004 and projected capital expenditures for the next three years. Pinnacle West

Energy's sources of cash will be cash infusions from the parent and cash from operations.

See 'ACC Financing order' In Note 3 for a discussion of the $500 million financing arrangement between APS and Pinnacle West

Energy authorized by the ACC pursuant to the Financing Order.

Other Subsidiaries

During the past three years, SunCor funded Its cash requirements with cash from operations and its own external financings.

SunCor's capital needs consist primarily of capital expenditures for land development and retail and office building construction.

See the capital expenditures table above for actual capital expenditures in 2004 and projected capital expenditures for the next

three years. SunCor expects to fund its capital requirements with cash from operations and external financings.

in 2004, SunCor did not issue any long-term debt; and it redeemed, refinanced or repaid $2 million In long-term debt (see Note 6).

SunCor's total outstanding debt was approximately S87 million as of December 31, 2004. SunCor's total short-termr debt was

S71 million at December 31, 2004, including S35 million of short-term borrowings outstanding under a $90 million line of credit.

SunCor's long-term debt, including current maturities, totaled $16 million at December 31, 2004.

We expect sunCor to make cash distributions to the parent company of approximately $80 to $100 million in 2005 based on

anticipated asset sales activities.

El Dorado funded its cash requirements during the past three years, primarily for NAC In 2002, with cash infused by the parent

company and with cash from operations. As described above, during 2004, El Dorado sold its limited partnership interest in the

Phoenix Suns and its ownership interest In NAC. El Dorado expects minimal capital requirements over the next three years and

Intends to focus on prudently realizing the value of Its existing Investments.

APS Energy Services' cash requirements during the past three years were funded with cash infusions from the parent company

and with cash from operations.

CRITICAL ACCOUNTING POLICIES

in preparing the financial statements in accordance with GAAP, management must often make estimates and assumptions that

affect the reported amounts of assets, liabilities, revenues, expenses and related disclosures at the date of the financial statements

and during the reporting period. Some of those judgments can be subjective and complex, and actual results could differ from

those estimates. we consider the following accounting policies to be our most critical because of the uncertainties, judgments

and complexities of the underlying accounting standards and operations involved.

Regulatory Accounting

Regulatory accounting allows for the actions of regulators, such as the ACC and the FERC, to be reflected in our financial statements.

Their actions may cause us to capitalize costs that would otherwise be included as an expense in the current period by unregulated

companies. if future recovery of costs ceases to be probable, the assets would be written off as a charge In current period earnings.

We had $135 million of regulatory assets on the Consolidated Balance Sheets at December 31, 2004. A component of the 2004

Settlement Agreement, which is subject to ACC approval, would allow APS to acquire the PWEC Dedicated Assets from Pinnacle

West Energy, with a net carrying value of approximately $850 million, and rate base the PWEC Dedicated Assets at a rate base value

of S700 million. This would result in a mandatory rate base disallowance of approximately $150 million. As a result, for financial

reporting purposes, APS would recognize a one-time, after-tax net plant write-off of approximately $90 million in the period when

the plant transfer to APS Is completed and would reduce annual depreciation expense by approximately S5 million. See Notes 1 and

3 for more information about regulatory assets, APS' general rate case and the 2004 Settlement Agreement.
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Pensions and Other Postretirement Benefit Accounting

Changes In our actuarial assumptions used In calculating our pension and other postretirement benefit liability and expense

can have a significant Impact on our earnings and financial position. The most relevant actuarial assumptions are the discount

rate used to measure our liability and net periodic cost, the expected long-term rate of return on plan assets used to estimate

earnings on invested funds over the long-term, and the assumed healthcare cost trend rates. We review these assumptions on

an annual basis and adjust them as necessary.

The following chart reflects the sensItivities that a change In certain actuarial assumptions would have had on the 2004 projected

benefit obligation, our 2004 reported pension liability on the Consolidated Balance Sheets and our 2004 reported pension

expense, after consideration of amounts capitalized or billed to electric plant participants, on Pinnacle West's Consolidated

Statements of income (dollars In millions):

Increase/(Decrease)
impact on Projected Impact on Impact on'
Benefit Obligation Pension Liability Pension Expense

Actuarial Assumption (a)

Discount rate:
Increase 1% $ (192) S (159) S (8)

Decrease 1% 220 184 8

Expected long-term rate of return on plan assets:
Increase 1% - (4)

Decrease 1% - 4

(a) Each fluctuation assumes that the other assumptions of the calculation are held constant.

The following chart reflects the sensitivities that a change In certain actuarial assumptions would have had on the 2004 accumulated

other postretirement benefit obligation and our 2004 reported other postretirement benefit expense, after consideration of amounts

capitalized or billed to electric plant participants, on Pinnacle West's Consolidated Statements of Income (dollars In millions):

Increase/(Decrease)
- Impact on

Accumulated Other impact on Other
Postretirement Postretirement

Benefit Obligation Benefit Expense

Actuarial Assumption (a)

Discount rate:
Increase 1% $ (80) $ (4)

Decrease 1% 94 4

Health care cost trend rate (b):
Increase 1% - 96 6

Decrease 1% , (76) (5)

Expected long-term rate of return on plan assets - pretax:

Increase 1% - (1)
Decrease 1% - 1

(a) Each fluctuation assumes that the other assumptions of the calculation are held constant.
(b) This assumes a 1% change In the Initial and ultimate health care cost trend rate.

See Note 8 for further details about our pension and other postretirement benefit plans.

Derivative Accounting

Derivative accounting requires evaluation of rules that are complex and subject to varying Interpretations. Our evaluation of these

rules, as they apply to our contracts, will determine whether we use accrual accounting (for contracts designated as normal) or fair

value (mark-to-market) accounting. Mark-to-market accounting requires that changes In the fair value are recognized periodically
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in Income unless certain hedge criteria are met. For fair value hedges, the gain or loss on the derivative as well as the offsetting loss

or gain on the hedged Item associated with the hedged risk are recognized in earnings. For cash flow hedges, changes in the fair

value of the derivative are recognized In common stock equity (as a component of other comprehensive income (loss)).

The fair value of our derivative contracts Is not always readily determinable. In some cases, we use models and other valuation

techniques to determine fair value. The use of these models and valuation techniques sometimes requires subjective and complex

judgement. Actual results could differ from the results estimated through application of these methods. Our marketing and trading

portfolio consists of structured activities hedged with a portfolio of forward purchases that protects the economic value of the

sales transactions. See 'Market Risks - Commodity Price Risk' below for quantitative analysis. See Note 1 for discussion on

accounting policies and Note 18 for a further discussion on derivative and energy trading accounting.

OTHER ACCOUNTING MATTERS

Accounting for Derivative and Trading Activities

We adopted EITF 02-3 in the fourth quarter of 2002. we recorded a $66 million after-tax charge In net income as a cumulative

effect adjustment for the previously recorded accumulated unrealized mark-to-market on energy trading contracts that did not

meet the accounting definition of a derivative. Our energy trading contracts that are derivatives are accounted for at fair value

under SFAS No. 133. Contracts that do not meet the definition of a derivative are now accounted for on an accrual basis with

the associated revenues and costs recorded at the time the contracted commodities are delivered or received.

See Notes 1 and 18 for further information on accounting for derivatives.

Variable interest Entities

see Liquidity and Capital Resources - Off-Balance Sheet Arrangements and Note 20 for discussion of VIES.

FACTORS AFFECTING OUR FINANCIAL OUTLOOK

APS General Rate Case

We believe APS' general rate case, including the proposed settlement pending before the ACC Is the key Issue affecting our outlook.

See ZAPS General Rate Case; 2004 Settlement Agreement' in Note 3 for a detailed discussion of this rate case and proposed settlement.

Factors Affecting operating Revenues, Purchased Power and Fuel Costs

General Electric operating revenues are derived from sales of electricity in regulated retail markets in Arizona and from competitive

retail and wholesale power markets in the western United States. These revenues are 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. Competitive sales of energy and energy-related products and services are made byAPS Energy Services in western

states that have opened to competition.

CustomerandSales Growth The customer and sales growth referred to in this paragraph applies to Native Load customers and

sales to them. Customer growth in APS' service territory averaged about 3.4% a year for the three years 2002 through 2004:

we currently expect customer growth to average about 3.8% per year from 2005 to 2007. We currently estimate that total retail

electricity sales in kilowatt-hours will grow 5.0% on average, from 2005 through 2007, before the effects of weather variations.

Customer growth for the year ended December 31. 2004 compared with the prior year was 3.7%.

Actual sales growth, excluding weather-related variations, may differ from our projections as a result of numerous factors, such

as economic conditions, customer growth and usage patterns. Our experience indicates that a reasonable range of variation in

our kilowatt-hour sales projection attributable to such economic factors can result in increases or decreases In annual net

income of up to S10 million.

Retail Rate Changes APS has a rate settlement agreement pending before the ACC that Includes, among other things, a proposed

general rate increase of 4.21% and a power supply adjuster that would provide timely recovery of variations in purchased power and fuel

prices. See ZAPS General Rate Case; 2004 Settlement Agreement' in Note 3. APS expects to file another general rate case in late 2005.
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Weather In forecasting retail sales growth, we assume normal weather patterns based on historical data. Historical extreme

weather variations have resulted In annual variations In net Income In excess of S20 million. However, our experience Indicates

that the more typical variations from normal weather can result In Increases or decreases In annual net Income of up to $10 million.

Trading In accordance with GAAP, we adopted EITF 02-3, 'Issues Involved In Accounting for Derivative Contracts Held for

Trading Purposes and Contracts Involved In Energy Trading and Risk Management Activities,' In the fourth quarter of 2002. As a

consequence, we are recording structured trading transactions completed prior to Implementation of EITF 02-3 that do not qualify

as derivatives for financial accounting purposes on the accrual method, recognizing the revenues and associated purchased

power and fuel costs as the respective commodities are delivered. We expect'the deliveries under these historical contracts to

contribute the following amounts to net income: approximately $12 million each year In 2005 through 2007 and approximately

$7 million In 2008.

Purchased Power andFuel Costs Purchased power and fuel costs are Impacted by our electricity sales volumes, existing contracts

for purchased power and generation fuel, our power plant performance, transmission availability or constraints, prevailing market

prices, new generating plants being placed In service and our hedging program for managing such costs. See 'Natural Gas Supply'

in Note 11 for more Information on fuel costs. See 'APS General Rate Case; 2004 Settlement Agreement" In Note 3 for Information

regarding a power supply adjuster.

Wholesale Power Market Conditions The marketing and trading division focuses primarily on managing APS' purchased power and

fuel risks In connection with Its costs of serving retail customer demand. we moved this division to APS in early 2003 for future

marketing and trading activities (existing wholesale contracts remained at Pinnacle West) as a result of the ACC's Track A Order

prohibiting APS' transfer of generating assets to Pinnacle West Energy. Additionally, the marketing and trading division, subject

to specified parameters, markets, hedges and trades in electricity, fuels and emission allowances and credits. Our future earnings

will be affected by the strength or weakness of the wholesale power market. The market has suffered a substantial reduction

In overall liquidity because there are fewer creditworthy counterpartles and because several key participants have exited the

market or scaled back their activities.

Other Factors Affecting Financial Results

Operations and Maintenance Expenses operations and maintenance expenses are Impacted by growth, power plant additions and

operations, Inflation, outages, higher trending pension and other postretdremnent benefit costs and other factors.

Depreciation andAmortization Expenses Depreciation and amortization expenses are impacted by net additions to utility plant and

other property, which Includes generation construction or acquisition, and changes In regulatory asset amortization. SlIverhawk

was placed In service In May 2004. APS plans to acquire the Sundance Plant in 2005 and, In accordance with the proposed rate

settlement, to Issue requests for proposals to acquire additional long-term resources In 2006 and 2007. As part of the 1999

Settlement Agreement, APS amortized certain regulatory assets over a period that ended June 30, 2004. Amortization In the last

three years Is as follows (dollars In millions):

2002 2003 2004

$115 $86 $18 -.

Property Taxes Taxes other than Income taxes consist primarily of property taxes, which are affected by tax rates and the value

;of property In-service and under construction. The average property tax rate for APS, which currently owns the majority of our

property, was 9.2% of assessed value for 2004 and 9.3% for 2003. We expect property taxes to Increase primarily due to our

generation construction program, as the plants phase-in to the property tax base, the planned acquisition of the Sundance Plant

and our additions to existing facilities.'

Interest Expense interest expense Is affected by the amount of debt outstanding and the Interest rates on that debt. The primary

factors affecting borrowing levels In the next several years are expected to be our capital requirements and our Internally generated

cash flow. Capitalized Interest offsets a portion of Interest expense while capital projects are under construction. We stop accruing
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capitalized interest on a project when it Is placed in commercial operation. As noted above, we placed new power plants in

commercial operation in 2001, 2002, 2003 and 2004. Interest expense is also affected by interest rates on variable-rate debt and

interest rates on the refinancing of the Company's future liquidity needs. in addition, see Note 1 for a discussion of AFUDC.

Retail Competition The regulatory developments and legal challenges to the Rules discussed in Note 3 have raised considerable

uncertainty about the status and pace of retail electric competition and of electric restructuring in Arizona. Although some very

limited retail competition existed In APS' service area in 1999 and 2000, there are currently no active retail competitors providing

unbundled energy or other utility services to APS' customers. As a result, we cannot predict when, and the extent to which,

additional competitors will re-enter APS' service territory.

Subsidiaries in the case of SunCor, efforts to accelerate asset sales activities In 2004 were successful. A portion of these sales

have been, and additional amounts may be required to be, reported as discontinued operations on our Consolidated Statements

of Income. SunCor's net income was $45 million in 2004. see Note 22 for further discussion. We anticipate SunCor's earnings

contributions in 2005 to be approximately $50 million after income taxes.

El Dorado's historical results are not indicative of future performance. El Dorado's income before taxes In 2004 was S40 million.

income taxes were recorded at the parent company. The year ended 2004 includes a S35 million gain (S21 million after tax) related

to the sale of El Dorado's limited partnership Interest in the Phoenix Suns. El Dorado sold its Investment In NAC on November 18,

2004, which resulted in a pretax gain of $4 million and is classified as discontinued operations in 2004 and prior years. See Note 22

for information regarding the sale of NAC.

General Our financial results may be affected by a number of broad factors. See Forward-Looking Statements' for further

Information on such factors, which may cause our actual future results to differ from those we currently seek or anticipate.

Market Risks

our operations include managing market risks related to changes in interest rates, commodity prices and investments held by

our nuclear decommissioning trust fund.

Interest Rate and Equity Risk

Our major financial market risk exposure Is to changing Interest rates. Changing Interest rates will affect Interest paid on variable-

rate debt and Interest earned by our nuclear decommissioning trust fund (see Note 12). Our policy is to manage Interest rates

through the use of a combination of fixed-rate and floating-rate debt. On January 29, 2004, we entered Into two fixed-for-floating

interest rate swap transactions on our $300 million 6.4% senior note. These transactions qualify as fair value hedges under SFAS

No 133. see Note 6.

The tables below present contractual balances of our consolidated long-term and short-term debt at the expected maturity dates

as well as the fair value of those Instruments on December 31, 2004 and 2003. The interest rates presented in the tables below

represent the weighted-average interest rates for the years ended December 31, 2004 and 2003 (dollars In thousands):

2004
Short-Term Debt Variable-Rate Long-Term Debt Fixed-Rate Long-Term Debt

Interest Interest Interest
Rates Amount Rates Amount Rates Amount

2005 4.21% $ 71,030 1.81% $ 214,967 7.27% S 402,198
2006 - - 6.55% 2,918 6.45% 395,314
2007 - - 4.81% 302 5.99% 1,154
2008 - - 5.22% 5,294 5.51% 1,055
2009 - - - - 5.51% 818
Years thereafter - - 1.31% 516,340 4.79% 1,669.901

Total S 71,030 $ 739,821 S 2.470,440
Fair value S 71,030 S 740,271 S 2,574,608
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2003

Short-Term Debt

Interest
-Rates Amount

Variable-Rate Long-Term Debt

Interest

Rates . Amount

Fixed-Rate Long-Term Debt

Interest
Rates Amount

2004

2005

2006

2007

2008

Years thereafter

Total

Fair value

4.26% $ 86,01

- ' * S 86.0

S 86,0K

1.57% S 280,749

- 1.99% . 165,469

- 6.55% ,, 2,937

_ 4.99% 373

- 5.19% . 5,269

_ 1.84% 106,520

S 561,317

561,447

5.33%

7.27%

6.49%

5.54%

5.55%

5.83%

$ 424,165

403,204

391,585

1,256

1,098

1,547,775

$ 2,769,083

$ .2,913,085

The tables below present contractual balances of APS' long-term debt at the expected maturity dates as well as the fair value

of those Instruments on December 31, 2004 and 2003. The Interest rates presented In the tables below represent the weighted-

average Interest rates for the years ended December 31, 2004 and 2003 (dollars In thousands):

2004

Variable-Rate Long-Term Debt

Interest
Rates Amount

Fixed-Rate Long-Term Debt

Interest
Rates Amount

2005

2006

2007

2008

2009

Years thereafter

Total

Fair value

1.22% $ 49,520 7.27%
- - 6.72%

- 5.51%

_ - 5.51%

_ - ' 5.51%

1.31% 516,340 - 4.79%

$ 565,860

$ 565,799

$ 401,727

86,082

867

1,054

818

1,669,901

S 2,160,449

$ 2,254,061

, . .

2003

Variable-Rate Long-Term Debt Fixed-Rate Long-Term Debt

Interest Interest
Rates Amount Rates Amount

2004

2005

2006

2007

2008

Years thereafter

Total

Fair value

1.57% $ 280,340 6.16%

_ - 7.27%

_ - 6.73%

_ - . 5.55%

_ - 5.55%

1.84% 106,520 .. 5.83%

S 386,860

$ 386,906

$ 206,727

402,259

85,451

1,134

. 1,098

1,547,775

S 2,244,444

S 2,365,821
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Commodity Pice Risk

We are exposed to the impact of market fluctuations in the commodity price and transportation costs of electricity, natural gas, coal
and emissions allowances. we manage risks associated with these market fluctuations by utilizing various commodity instruments
that qualify as derivatives, Including exchange-traded futures and options and over-the-counter forwards, options and swaps. Our
ERMC, consisting of officers and key management personnel, oversees company-wide energy risk management activities and
monitors the results of marketing and trading activities to ensure compliance with our stated energy risk management and trading
policies. AS part of our risk management program, we use such instruments to hedge purchases and sales of electricity, fuels and
emissions allowances and credits. The changes In market value of such contracts have a high correlation to price changes In the
hedged commodities. In addition, subject to specified risk parameters monitored by the ERMC, we engage in marketing and trading
activities intended to profit from market price movements.

The mark-to-market value of derivative instruments related to our risk management and trading activities are presented In two

categories consistent with our business segments:

* Regulated Electricity - non-trading derivative Instruments that hedge our purchases and sales of electricity and fuel for APS'

Native Load requirements of our regulated electricity business segment, and
* Marketing and Trading - non-trading and trading derivative Instruments of our competitive business segment.

The following tables show the pretax changes In mark-to-market of our non-trading and trading derivative positions in 2004 and

2003 (dollars in millions):
2004

Regulated Marketing
Electricity and Trading

2003

Regulated Marketing
Electricity and Trading

Mark-to-market of net positions at beginning of year

Change in mark-to-market gains/(losses) for future period deliveries

Changes In cash flow hedges recorded in OCI

Ineffective portion of changes in fair value recorded In earnings

Mark-to-market losses/(gains) realized during the year

Mark-to-market of net positions at end of year

S - $ 69 S (49)
11 21 (5)

5 57

(7)
4443 37 41

(2) 1
(18) (21)

S 34 S 107

8

5 (25)

$ - $ 69

The tables below show the fair value of maturities of our non-trading and trading derivative contracts (dollars in millions) at

December 31, 2004 by maturities and by the type of valuation that Is performed to calculate the fair values. see Note 1, "Derivative

Accounting," for more discussion of our valuation methods.

Regulated Electricity
Total

2007 Fair Value2005 2006

Source of Fair Value

Prices actively quoted

Prices provided by other external sources

Prices based on models and other valuation methods

Total by maturity

$ 27 S 10 S (2) S 35
- -

(1) (1)

$ 26 $ 10 S (2) $ 34
I

Marketing and Trading
Years

2009 Thereafter
Total

Fair Value2005

Source of Fair Value

Prices actively quoted $ 44

Prices provided by other external sources 1

Prices based on models and other

valuation methods (9)

Total by maturity S 36

2006 2007 2008

S -

32

4 -

42
S - S

24
- $ - S 44

(1) (2) 96

(6) (13) (6) - 1 (33)

S 26 S 29 S 18 S (1) S (1) $ 107
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The table below shows the Impact that hypothetical price movements of 10% would have on the market value of our risk

management and trading assets and liabilities Included on Pinnacle West's Consolidated Balance Sheets at December 31, 2004

and 2003 (dollars In millions).

December 31, 2004 December 31, 2003
Gain (Loss) Gain (Loss)

Price Up Price Down -. Price up Price Down
10% 10% 10% 10%

Commodity

Mark-to-market changes reported In earnings (a):

Electricity S (4) S 4 i (2) $ 2

Natural gas 2 (2)1 (1) 1

Other 1 1

Mark-to-market changes reported In OCI (b):

Electricity 35 (35) 36 (36)

Natural gas 43 (43) 30 (30)

Total S 77 S (77) S 64 5 (63)

(a) These contracts are primarily structured sales activities hedged with a portfolio of forward purchases that protects the economic value of the

sales transactions.
(b) These contracts are hedges of our forecasted purchases of natural gas and electricity. me Impact of these hypothetical price movements would

substantially offset the Impact that these same price movements would have on the physical exposures being hedged.

Credit Risk

We are exposed to losses In the event of nonperformance or nonpayment by counterpartles. We have risk management and trading

contracts with many counterparties, Including two counterpartles for which a worst case exposure represents approximately

35% of Pinnacle West's S391 million of risk management and trading assets as of December 31, 2004. See Note 1, 'Derivative

Accounting' for a discussion of our credit valuation adjustment policy, see Note 18 for further discussion of credit risk.

FORWARD-LOOKING STATEMENTS

This document contains forward-looking statements based on current expectations, and we assume no obligation to update these

statements or make any further statements on any of these Issues, except as required by applicable law. These forward-looking

statements are often Identified by words such as 'estimate," 'predict," 'hope,' 'may, 'believe,' anticipate,' plan, 'expect,"

'require," 'intend,' assume' and similar words. Because actual results may differ materially from expectations, we caution readers

not to place undue reliance on these statements. A number of factors could cause future results to differ materially from

historical results, or from results or outcomes currently expected or sought by us. These factors Include, but are not limited to:

state and federal regulatory and legislative decisions and actions, Including the outcome of the rate case APS filed with the ACC

on June 27, 2003 and the wholesale electric price mitigation plan adopted by the FERC;

* the outcome of regulatory, legislative and judicial proceedings relating to the restructuring:

the ongoing restructuring of the electric industry, Including the Introduction of retail electric competition In Arizona

and decisions Impacting wholesale competition;

* market prices for electricity and natural gas;

* power plant performance and outages, Including transmission outages and constraints;

weather variations affecting local and regional customer energy usage;

* customer growth and energy usage;

regional economic and market conditions, Including the results of litigation and other proceedings resulting from the California

energy situation, volatile purchased power and fuel costs and the completion of generation and transmission construction In

the region, which could affect customer growth and the cost of power supplies;

the cost of debt and equity capital and access to capital markets;
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* the uncertainty that current credit ratings will remain In effect for any given period of time;

* our ability to compete successfully outside traditional regulated markets (including the wholesale market);

* the performance of our marketing and trading activities due to volatile market liquidity and any deteriorating counterparty

credit and the use of derivative contracts in our business (including the interpretation of the subjective and complex accounting

rules related to these contracts);

* changes in accounting principles generally accepted In the United States of America and the interpretation of those principles;

* the performance of the stock market and the changing Interest rate environment, which affect the amount of required

contributions to Pinnacle West's pension plan and APS' nuclear decommissioning trust funds, as well as our reported costs of

providing pension and other postretirement benefits;

* technological developments In the electric Industry;

* the strength of the real estate market in SunCor's market areas, which Include Arizona, Idaho, New Mexico and Utah; and

* other uncertainties, all of which are difficult to predict and many of which are beyond the control of Pinnacle West.
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MANAGEMENT'S REPORT ON INTERNAL CONTROL OVER FINANCIAL REPORTING

our management Is responsible for establishing and maintaining adequate Internal control over financial reporting, as such term

Is defined In Exchange Act Rules 13(a) - 15(f). Management conducted an evaluation of the effectiveness of our Internal control

overfinancial reporting based on the framework In Internal Control - Integrated Framework Issued by the Committee of Sponsoring

Organizations of the Treadway Commission. Based on our evaluation under the framework In Internal Control - Integrated

Framework, our management concluded that our Internal control over financial reporting was effective as of December 31, 2004.

Our management's assessment of the effectiveness of our Internal control over financial reporting as of December 31, 2004 has

been audited by Deloitte & Touche LLP, an Independent registered public accounting firm, as stated In their report which Is Included

herein and relates also to the Company's consolidated financial statements.

AMarch 15, 2005

REPORT OF INDEPENDENT REGISTERED PUBLIC ACCOUNTING FIRM

To the Board of Directors and Stockholders of

Pinnacle West Capital Corporation . . -

Phoenix, Arizona .

We have audited the accompanying consolidated balance sheets of Pinnacle West Capital Corporation and subsidiaries (the

-Company") as of December 31, 2004 and 2003, and the related consolidated statements of income, changes In common stock

equity, and cash flows for each of the three years in the period ended December 31, 2004. We also have audited management's

assessment, Included in the accompanying Management's Report on Internal Control Over Financial Reporting, that the Company

maintained effective Internal control over financial reporting as of December 31, 2004, based on criteria established In Internal

Control - Integrated Framework Issued by the Committee of Sponsoring Organizations of the Treadway Commission. The Company's

management Is responsible for these financial statements, for maintaining effective Internal control over financial reporting, and

for its assessment of the effectiveness of Internal control over financial reporting. Our responsibility Is to express an opinion

on these financial statements, an opinion on management's assessment, and an opinion on the effectiveness of the Company's

Internal control over financial reporting based on our audits.

we conducted our audits In accordance with the standards of the Public Company Accounting Oversight Board (United States).

Those standards require that we plan and perform the audit to obtain reasonable assurance about whether the financial statements

are free of material misstatement and whether effective Internal control over financial reporting was maintained In all material

respects. Our audit of financial statements Included examining, on a test basis, evidence supporting the amounts and disclosures

In the financial statements, assessing the accounting principles used and significant estimates made by management, and

evaluating the overall financial statement presentation. Our audit of Internal control over financial reporting Included obtaining

an understanding of Internal control over financial reporting, evaluating management's assessment, testing and evaluating

the design and operating effectiveness of Internal control, and performing such other procedures as we considered necessary

in the circumstances. We believe that our audits provide a reasonable basis for our opinions.

A company's Internal control over financial reporting Is a process designed by, or under the supervision of, the company's

principal executive and principal financial officers, or persons performing similar functions, and effected by the company's board

of directors, management, and other personnel to provide reasonable assurance regarding the reliability of financial reporting

and the preparation of financial statements for external purposes In accordance with generally accepted accounting principles.

A company's Internal control over financial reporting Includes those policies and procedures that (1) pertain to the maintenance

of records that, In reasonable detail, accurately and fairly reflect the transactions and dispositions of the assets of the company;

(2) provide reasonable assurance that transactions are recorded as necessary to permit preparation of financial statements In
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REPORT OF INDEPENDENT REGISTERED PUBLIC ACCOUNTING FIRM (continued)

accordance with generally accepted accounting principles and that receipts and expenditures of the company are being made

only in accordance with authorizations of management and directors of the company; and (3) provide reasonable assurance

regarding prevention or timely detection of unauthorized acquisition, use, or disposition of the company's assets that could

have a material effect on the financial statements.

Because of the inherent limitations of Internal control over financial reporting, Including the possibility of collusion or improper

management override of controls, material misstatements due to error or fraud may not be prevented or detected on a timely

basis. Also, projections of any evaluation of the effectiveness of the internal control over financial reporting to future periods are

subject to the risk that the controls may become Inadequate because of changes in conditions, or that the degree of compliance

with the policies or procedures may deteriorate.

in our opinion, the consolidated financial statements referred to above present fairly, In all material respects, the financial

position of the Company as of December 31, 2004 and 2003, and the results of its operations and Its cash flows for each of the

three years In the period ended December 31, 2004, in conformity with accounting principles generally accepted In the United

states of America. Also, In our opinion, management's assessment that the Company maintained effective Internal control over

financial reporting as of December 31, 2004, Is fairly stated, In all material respects, based on the criteria established In Internal

Control - Integrated Framework issued by the Committee of Sponsoring Organizations of the Treadway Commission. Furthermore,

in our opinion, the Company maintained, in all material respects, effective internal control over financial reporting as of

December 31, 2004, based on the criteria established in internal Control - Integrated Framework issued by the Committee of

Sponsoring Organizations of the Treadway Commission.

AS discussed In Note 18 to the consolidated financial statements, in 2002 the Company changed its method for accounting for

trading activities in order to comply with the provisions of Emerging Issues Task Force Issue No. 02-3, Issues Involved in Accounting

for Derivative Contracts Held for Trading Purposes and Contracts Involved in Energy Trading and Risk Management Activities.

DELOITE & TOUCHE LLP

Phoenix. Arizona

Afarch 15. 2005
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CONS OL IDATED STATEME NTS OF INCOME (dollarsandciharrs in thousand.'exceptperslhareanionirzts)

OPERATING REVENUES

Regulated electricity segment
Marketing and trading segment

Real estate segment
Other revenues

Total
OPERATING EXPENSES

Regulated electricity segment purchased power and fuel

Marketing and trading segment purchased power and fuel

operations and maintenance
Real estate operations segment

Depreciation and amortization

Taxes other than Income taxes
Other expenses

Total

OPERATING INCOME

OTHER

Allowance for equity funds used during construction

Other income (Note 19)
Other expenses (Note i9)

Total
INTEREST EXPENSE

Interest charges
Capitalized interest

Total
INCOME FROM CONTINUING OPERATIONS BEFORE INCOME TAXES

INCOME TAXES

INCOME FROM CONTINUING OPERATIONS

Income (loss) from discontinued operations - net of Income

tax expense (benefit) of $5,480. £9,616 and ($14,045)

Cumulative effect of a change In accounting for

trading activities - net of Income tax benefit of (£43,123)

NET INCOME

WEIGHTED-AVERAGE COMMON SHARES OUTSTANDING - BASIC

WEIGHTED-AVERAGE COMMON SHARES OUTSTANDING - DILUTED

EARNINGS PER WEIGHTED-AVERAGE COMMON SHARE OUTSTANDING

Income from continuing operations - basic

Net Income - basic

income from continuing operations - diluted
Net income - diluted

DIVIDENDS DECLARED PER SHARE

Year Ended December 31,

2004 2003 2002

$ 2,035,247 $ 1,978,075 $ 1,890,391

461,870 - 391,886 286,879

359,792 361,604 201,081

42,816 - 27,929 26,899

2,899,725 2,759,494 2,405,250

567,433

382,147

596,557

289,900

401,105

122,216

34,108

- 2,393,466

5061259

517,320

344,862

548,732

305,974

435,140

110,270

23,254

2,285,552

473.942

376,911

154,987

584,538

185,925

422,299

107,952

21,895

1,854,507

550.743

4,885 14,240

53,989 35,563 14,910

(21,510) (20,574) (33,655)

37,364 -- 29,229 (18,745)

195,859

(16,311)
--- -179,548

364,075

128,857

204,339

(29,444)

174,895

328,276

102,473

187,039

(43,749)

143,290

388,708

152,145

235,218 225,803 236,563

7,977 14,776 (21,410)

- - (65,745)

S - 243,195 $ '240,579 S 149,408

91,397

91,532

91,265

91,405

84,903

84,964

S 2.57

2.66

2.57

2.66

$ 1.825

$ 2.47

2.64

2.47

2.63

S 1.725

$ 2.79

1.76

2.78

1.76

S 1.625

See Notes to Pinnacle West's Consolidated Financial Statements.
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CONSOLIDATED BALANCE SHEETS (dollarsintlsousands)

December 31.

2004 2003

ASSETS

CURRENT ASSETS

Cash and cash equivalents
Investment in debt securities
Customer and other receivables
Allowance for doubtful accounts
Accrued utility revenues
Materials and supplies (at average cost)
Fossil fuel (at average cost)
Assets from risk management and trading activities (Note 18)
Assets related to discontinued operations (Note 22)
Other current assets

Total current assets
INVESTMENTS AND OTHER ASSETS

Real estate investments - net (Notes 1 and 6)
Assets from risk management and trading activities - long-term (Note 18)
Decommissioning trust accounts (Note 12)
Other assets

Total investments and other assets
PROPERTY, PLANT AND EQUIPMENT (NOTES 1. 6, 9 AND 10)

Plant in service and held for future use
Less accumulated depreciation and amortization

Total
Construction work in progress
Intangible assets, net of accumulated amortization of $158,584 and $128,126
Nuclear fuel, net of accumulated amortization of S59,020 and S58,053

Net property, plant and equipment
DEFERRED DEBITS

Regulatory assets (Notes 1, 3 and 4)
Other deferred debits

Total deferred debits
TOTAL ASSETS

S 163,366
181,175
367,863

(4,896)
93,227

101,333
20,512

166,896

47,654
1,137,130

S 131,062
91,850

354,666
(9,223)
88,629
96,099
28,367
97,630
23,065
72,649

974,794

382,398 358,441
224,341 138,946
267,700 240,645
107,212 88,473
981,651 826,505

10,486,648 9,904,874
3,365,954 3,145,609
7,120,694 6,759,265

258,119 554,876
105,486 108,534

51,188 52,011
7,535,487 7,474,686

135,051 132,349
107,428 110,708
242,479 243,057

$ 9,896,747 S 9.519,042

See Notes to Pinnacle West's Consolidated Financial Statements.
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CONSOLIDATED BALANCE SHEETS (dollarsinthousands)

December 31,

2004 2003

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
Deferred income taxes (Note 4)
Liabilities from risk management and trading activities (Note 18)

Liabilities related to discontinued operations (Note 22)

Other current liabilities
Total current liabilities

LONG-TERM DEBT LESS CURRENT MATURITIES (NOTE 6)

DEFERRED CREDITS AND OTHER

Deferred Income taxes (Note 4)

Regulatory liabilities (Notes 1, 3 and 4)
Liability for asset retirements (Note 12)

Pension liability (Note 8)
Liabilities from risk management and trading activities -

long-term (Note 18)
Unamortized gain - sale of utility plant (Note 9)

Other
Total deferred credits and other

COMMITMENTS AND CONTINGENCIES (NOTES 3, 11 AND 12)

COMMON STOCK EQUITY (NOTE 7)

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

Issued 91,802,861 at end of 2004 and!91,379,947 at end of 2003

Treasury stock at cost; 9,522 shares at end of 2004 and

92.015 shares at end bf 2003

Total common stock
Accumulated other comprehensive Income (loss):

Minimum pension liability adjustment
Derivative Instruments
Total accumulated other comprehensive loss

Retained earnings

Total common stock equity
TOTAL LIABILITIES AND EQUITY -

$ 373,526
245,611
38,795

71,030
617,165
55,558

9,057
113,406

101,748
1,625,896
2.584.985

S 283,021
* 69,769

51,825
86,081

704,914
49,783

631
92,755
16,427
77,362

1,432,568
2.616.585

1,227,553 1,338,527
506,646 468,694
251,612 234,440
234,445 188,041

156,262 82,730
50,333 54,909

308,819 272,769
2,735,670 2,640,110

1,769,047 1,744,354

(428) (3,273)
1,768,619 1,741,081

(81,788) - (66,564)

59,243 27,563
(22,545) (39,001)

1,204,122 1,127,699
2,950,196 2,829,779

S 9,896,747 S 9,519.042

See Notes to Pinnacle West's Consolidated Financial Statements.
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CONSOLIDATED STATEMENTS OF CASH FLOWS fdollarsinthousands)

Year Ended December 31,

2004 2003 2002
CASH FLOWS FROM OPERATING ACTIVITIES
Net Income
Adjustment to reconcile net income to net cash provided by

operating activities:
Loss (income) from discontinued operations, net of tax
Cumulative effect of accounting change, net of tax
Equity earnings in Phoenix Suns partnership
Depreciation and amortization
Nuclear fuel amortization
Allowance for equity funds used during construction
Deferred income taxes
Change in mark-to-market valuations
Redhawk Units 3 and 4 cancellation charge

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

Proceeds from the sale of real estate assets
Real estate investments
Increase in regulatory assets
Change in risk management and trading - assets
Change in risk management and trading - liabilities
Change In customer advances
Change in pension liability
Change In other long-term assets
Change in other long-term liabilities

Net cash flow provided by operating activities
CASH FLOWS FROM INVESTING ACTIVITIES
Capital expenditures
Proceeds from sale of Siiverhawk
Capitalized interest
Discontinued operations - Real Estate
Discontinued operations - NAC
Proceeds from the sale of the Phoenix suns partnership
Purchases of Investment securities
Proceeds from sale of investment securities
Proceeds from commercial real estate properties
Other

Net cash flow used for Investing activities
CASH FLOWS FROM FINANCING ACTIVITIES
issuance of long-term debt
Short-term borrowings and payments - net
Dividends paid on common stock
Repayment of long-term debt
Common stock equity issuance
Other

Net cash flow (used for) provided by financing activities

NET INCREASE IN CASH AND CASH EQUIVALENTS
CASH AND CASH EQUIVALENTS AT BEGINNING OF YEAR
CASH AND CASH EQUIVALENTS AT END OF YEAR

Supplemental disclosure of cash flow information
Cash paid during the period for:

Income taxes paid/(refunded)
interest paid, net of amounts capitalized

S 243,195

(7,977)

(34,594)
401,105

30,446
(4,885)

(113,850)
(18,915)

$ 240,579

(14,776)

435,140
28,757
(14,240)
81,756
17,410

(17,524)
(4,598)
2,621

24,995
98,001

175,842
(13,030)
33,669
80,035

(62,812)
(2,702)
(2,549)
13,018
6,402

23,822
(39,710)
32,075

(12,456)
5,875

(4,629)
(6,865)
(7,125)
(1,338)
(1.193)
8,668

130,597
(51,837)
(20,971)
46,911
(11,613)

7,270
19,074
13,124
12,635

S 149,408

21,410
65,745

422,299
31,185

191,135
(18,146)
49,192

60,336
(18,373)
(11,599)
(6.643)
17,008

(36,041)
4,212

24,755
47,906
(56,355)
(11,029)
(11,700)
(22,783)
(23,780)
(3,009)

(13,593)
9,785

842,080 900,753 861,325

(538,232) (713,256) (909,259)
90,967

(16,311) (29,444) (43,749)
8,927 27,193 28,917
8,499 (19,971) (12,259)

23,101
(1,040,955) (877,660)

951,630 785,810 -
- 33,297 9,272

(19,579) (21,040) 36,635
(531,953) (815,071) (890,443)

478,328 656,850 674,919
(15,051) (173,303) (306,079)

(166,772) (157,417) (137,721)
(604,015) (366,497) (354,916)

18,291 - 199,238
11,396 8,181 2,624

(277,823) (32,186) 78,065
32,304 53,496 48,947

131,062 77,566 28,619
S 163,366 S 131,062 $ 77,566

$ 66,447 S 32,816 $ (17,918)
$ 191,865 S 161,581 $ 126,322

see Notes to Pinnacle West's Consolidated Financial Statements.
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CONSOLIDATED STATEMENTS OF CHANGES IN COMMON STOCK EQUITY (dollarsinthiousands)

COMMON STOCK (NOTE 7)

Balance at beginning of year

Issuance of common stock
Other

Balance at end of year

TREASURY STOCK (NOTE 7)

Balance at beginning of year
Purchase of treasury stock
Reissuance of treasury stock used for stock compensation, net

Balance at end of year

RETAINED EARNINGS

Balance at beginning of year
Net Income
Common stock dividends

Balance at end of year

ACCUMULATED OTHER COMPREHENSIVE INCOME/(LOSS)

Balance at beginning of year
Minimum pension liability adjustment,

net of tax expense (benefit) of ($9,756), $3,700 and (S46,109)

Unrealized gain on derivative Instruments,

net of tax expense of $31,117, $33,298 and $28,820

Reclassification of realized gain to Income,

net of tax benefit of ($10,695), ($2,343) and ($237)

Balance at end of year

TOTAL COMMON STOCK EQUITY

COMPREHENSIVE INCOME (LOSS)

Net Income
Other comprehensive Income (loss)

Comprehensive Income

Year Ended December 31,

2004 2003 2002

$ 1,744,354 S 1,737,258 $ 1,536,924
18,291 - 199,238

6,402 7,096 1,096

1,769,047 1,744,354 1,737,258

'(3,273) (4,358) (5,886)

(2,986) - (5,971)

5,831 1,085 7,499

(428) (3,273) (4,358)

1,127,699 1,044,537 1,032,850

243,195 240,579 149,408

(166,772) (157,417) (137,721)

1,204,122 1,127,699 1,044,537

.(39,001) (91,284) . (64,565)

(15,224) 4,700 (70,298)

48,226 51,089 43,939

(16,546) (3,506) (360)

(22,545) (39,001) (91,284)

$ 2,950,196 $ 2,829,779 S 2,686,153

$ 243,195
16,456

$ 240,579
52,283

S 149,408
(26,719)

S :259,651 S 292,862 S 122,689

See Notes to Pinnacle West's Consolidated Financial statements.
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NOTES TO CONSOLIDATED FINANCIAL STATEMENTS

1. SUMMARY OF SIGNIFICANT ACCOUNTING POLICIES

Consolidation and Nature of Operations
Pinnacle West's Consolidated Financial statements include the accounts of Pinnacle West and our subsidiaries: APS, Pinnacle
West Energy, APS Energy Services, SunCor and El Dorado (principally NAC). See Note 22 for a discussion of the sale of NAC in
November 2004. Significant Intercompany accounts and transactions between the consolidated companies have been eliminated.

APS is a vertically-integrated electric utility that provides either retail or wholesale electric service to substantially all of the state
of Arizona, with the major exceptions of about one-half of the Phoenix metropolitan area, the Tucson metropolitan area and Mohave
County in northwestern Arizona. Through its marketing and trading division, APS also generates, sells and delivers electricity to
wholesale customers in the western United states. Pinnacle West Energy, which was formed in 1999, Is the subsidiary through
which we conduct our unregulated generation operations. APS Energy Services was formed In 1998 and provides competitive
commodity energy and energy-related products to key customers in competitive markets in the western United states. Suncor is
a developer of residential, commercial and industrial real estate projects in Arizona, New Mexico, Idaho and Utah. El Dorado is an

Investment firm.

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

Derivative Accounting
We are exposed to the impact of market fluctuations In the commodity price and transportation costs of electricity, natural
gas, coal and emissions allowances and in Interest rates. we manage risks associated with these market fluctuations by utilizing
various instruments that qualify as derivatives, including exchange-traded futures and options and over-the-counter forwards,
options and swaps. AS part of our overall risk management program, we use such instruments to hedge purchases and sales of
electricity, fuels, and emissions allowances and credits. in addition, subject to specified risk parameters monitored by the ERMC,
we engage In marketing and trading activities intended to profit from market price movements.

we account for our derivative contracts in accordance with SFAS No. 133, as amended by SFAS No. 149, Accounting for
Derivative instruments and Hedging Activities. SFAS No. 133 requires that entities recognize all derivatives as either assets or
liabilities on the balance sheet and measure those instruments at fair value. Changes in the fair value of derivative instruments
are either recognized periodically in income or, if certain hedge criteria are met, in common stock equity (as a component of
other comprehensive Income (loss)). SFAS No. 133 provides a scope exception for contracts that meet the normal purchases
and sales criteria specified in the standard.

Prior to the fourth quarter of 2002, we accounted for our trading activity at fair value, with changes In fair value reported In earnings
as required by EITF 98-10, 'Accounting for Contracts involved in Energy Trading and Risk Management Activities.' In the fourth quarter

of 2002, we adopted EITF 02-3, Issues involved in Accounting for Derivative Contracts Held for Trading Purposes and Contracts
involved In Energy Trading and Risk Management Activities,' which rescinded EITF 98-10. We recorded a 566 million after-tax charge
in net income as a cumulative effect adjustment for the previously recorded accumulated unrealized mark-to-market on energy
trading contracts that did not meet the accounting definition of a derivative. Our energy trading contracts that are derivatives are
accounted for at fair value under SFAS No. 133, as amended. Energy trading contracts that do not meet the definition of a derivative

are now accounted for on an accrual basis with the associated revenues and costs recorded at the time the contracted commodities
are delivered or received.
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Under fair value (mark-to-market) accounting, derivative contracts for the purchase or sale of energy commodities are reflected

at fair market value, net of valuation adjustments, with resulting unrealized gains and losses recorded as current or long-term

assets and liabilities from risk management and trading activities on the Consolidated Balance Sheets.

We determine fair market value using actively-quoted prices when available. We consider quotes for exchange-traded contracts

and over-the-counter quotes obtained from Independent brokers to be actively-quoted.

when actively-quoted prices are not available, we use prices provided by other external sources. This Includes quarterly and

calendar year quotes from independent brokers, which we convert Into monthly prices using historical relationships.

For options, long-term contracts and other contracts for which price quotes are not available, we use models and other valuation

methods. The valuation models we employ utilize spot prices, forward prices, historical market data and other factors to forecast

future prices. The primary valuation technique we use to calculate the fair value'of contracts where price quotes are not available

Is based on the extrapolation of forward pricing curves using observable market data for more liquid delivery points In the same'

region and actual transactions at the more Illiquid delivery points. We also value option contracts using a variation of the Black-

Scholes option-pricing model.

For non-exchange traded contracts, we calculate fair market value based on the average of the bid and offer price, and we

discount to reflect net present value. we maintain certain valuation adjustments for a number of risks associated with the valuation

of future commitments. These Include valuation adjustments for liquidity and credit risks based on the financial condition of

counterpartles. The liquidity valuation adjustment represents the cost that would be Incurred If all unmatched positions were

closed-out or hedged.

The credit valuation adjustment represents estimated credit losses on our overall exposure to counterparties, taking Into account

netting arrangements, expected default experience for the credit rating of the counterparties and the overall diversification of

the portfolio. Counterparties In the portfolio consist principally of major energy companies, municipalities, and local distribution

companies and financial Institutions. we maintain credit policies that management believes minimize overall credit risk.

Determination of the credit quality of counterparties is based upon a number of factors, Including credit ratings, financial condition,

project economics and collateral requirements. when applicable, we employ standardized agreements that allow for the netting

of positive and negative exposures associated with a single counterparty:

The use of models and other valuation methods to determine fair market value often requires subjective and complex judgment.

Actual results could differ from the results estimated through application of these methods. Our marketing and trading portfolio

includes structured activities hedged with a portfolio of forward purchases that protects the economic value of the sales

transactions. Our practice Is to hedge within timeframes established by the ERMC.

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

Regulatory Accounting

APS is regulated by the ACC and the FERC. The accompanying financial statements reflect the rate-making policies of these

commissions. For regulated operations, we prepare our financial statements In accordance with SFAS No. 71, 'Accounting for

the Effects of Certain Types of Regulation." SFAS No. 71 requires a cost-based, rate-regulated enterprise to reflect the Impact

of regulatory decisions In Its financial statements. As a result, we capitalize certain costs that would be Included as expense

In the current period by unregulated companies. Regulatory assets represent Incurred costs that have been deferred because

they are probable of future recovery In customer rates. Regulatory liabilities generally represent expected future costs that

have already been collected from customers.

Management continually assesses whether our regulatory assets are probable of future recovery by considering factors such

as applicable regulatory environment changes and recent rate orders to other regulated entities In the same jurisdiction.

This determination reflects the current political and regulatory climate In the state and Is subject to change In the future.

If future recovery of costs ceases to be probable, the assets would be written off as a charge In current period earnings.

- - An - -
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AS part of the 1999 Settlement Agreement APS amortized certain regulatory assets over a period that ended June 30, 2004.

Amortization In the last three years Is as follows (dollars in millions):

2002 2003 2004

$115 $86 $18

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

Electric Industry restructuring transition costs (Note 3)

Deferred compensation

LOSS on reacquired debt (a)

Capital contributions on the Mead-Phoenix transmission line

Regulatory asset for deferred Income taxes

Spent nuclear fuel storage (Note 11)

Balance recoverable under the 1999 Settlement Agreement

Other

Total regulatory assets

December 31.

2004 2003

$ 50 S 46

24 24
17 12
13 11
12 9
11 7

- 18

8 5
$ 135 $ 132

(a) See'Reacquired Debt Costs' below.

The detail of regulatory liabilities is as follows (dollars In millions):

Removal costs (a)

Deferred gains on utility property

Deferred interest income (b)

Other

Total regulatory liabilities

December 31.

2004 2003

$ 462 $ . 439
20 20
22 8
3 2

S 507 $ 469

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

Utility Plant and Depreciation

Utility plant Is the term we use to describe the business property and equipment that supports electric service, consisting

primarily of generation, transmission and distribution facilities. We report utility plant at its original cost, which includes:

* material and labor;

* contractor costs;

* capitalized leases;

* construction overhead costs (where applicable); and

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

we expense the costs of plant outages, major maintenance and routine maintenance as incurred. We charge retired utility plant

to accumulated depreciation. Prior to 2003, we charged removal costs, less salvage, to accumulated depreciation. Effective

January 1, 2003, we applied the provisions of SFAS No. 143. The standard requires that liabilities associated with the retirement

of tangible long-lived assets be recognized at fair value as Incurred and capitalized as part of the related tangible long-lived

assets. Accretion of the liability due to the passage of time Is an operating expense and the capitalized cost Is depreciated over

the useful life of the long-lived asset. See Note 12.

APS records a regulatory liability for the asset retirement obligations related to its regulated assets. This regulatory liability

represents the difference between the amount that has been recovered In regulated rates and the amount calculated under SFAS
No. 143. APS believes it can recover in regulated rates the transition and ongoing current period costs calculated In accordance

with SFAS No. 143.
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We record depreciation on utility plant on a straight-line basis over the remaining useful life of the related assets. The approximate

remaining average useful lives of our utility property at December 31. 2004 were as follows:

* Fossil plant - 23 years:

* Nuclear plant - 18 years;

* Other generation - 26 years;

* Transmission -36 years;

* Distribution - 23 years; and .

* other - 8 years.

For the years 2002 through 2004, the depreciation rates, as prescribed by our regulators, ranged from a low of 1.51% to a high

of 12.5%. The weighted-average rate was 3.36% for 2004, 3.35% for 2003 and 3.35% for 2002. we depreciate non-utility property

and equipment over the estimated useful lives of the related assets, ranging from 3 to 55 years.

Investments

El Dorado accounts for its Investments using the equity (if significant Influence) and cost (less than 20% ownership) methods.

See Note 22 for a discussion of the sale of NAC.

The Company's investments have been reviewed In accordance with EITF 03-1, 'The Meaning of Other-Than-Temporary

Impairment and Its Application to Certain Investments,' and no other-than-temporary Impairments were Identified.

Capitalized Interest

Capitalized interest represents the cost of debt funds used to finance non-regulated construction projects. Plant construction

costs, Including capitalized Interest, are expensed through depreciation when completed projects are placed Into commercial

operation. The rate used to calculate capitalized Interest was a composite rate of 4.44% for 2004, 4.55% for 2003 and 4.80%

for 2002. Capitalized Interest ceases to accrue when construction Is complete.-.:

Allowance for Funds Used During Construction

AFUDC represents the approximate net composite Interest cost of borrowed funds and a reasonable return on the equity funds

used for construction of regulated utility plant. Plant construction costs, Including AFUDC, are recovered In authorized rates

through depreciation when completed projects are placed Into commercial operation. --

AFUDC was calculated by using a composite rate of 8.42% for 2004 and 8.55% for 2003. APS compounds AFUDC monthly and

ceases to accrue AFUDC when construction work Is completed and the property Is placed In service.

In 2003, APS returned to the AFUDC method of capitalizing Interest and equity costs associated with construction projects in

a regulated utility. This Is consistent with APS returning to a vertically-integrated utility, as evidenced by APS' 2003 general rate

case filing. which includes the request for rate recognition of generation assets. Prior to 2003, APS capitalized Interest In accordance

with SFAS No. 34, Capitalization of Interest Cost.' Although AFUDC both Increases the plant balance and results in higher current

earnings during the construction period, AFUDC is realized In future revenues through depreciation provisions Included In rates.

This change Increased earnings by S11 million In 2003 as compared to what It would have been under SFAS No. 34.

Electric Revenues

We derive electric revenues from sales of electricity to our regulated Native Load customers and sales to other parties from our

marketing and trading activities. Revenues related to the sale of electricity are generally recorded when service Is rendered or

electricity Is delivered to customers. However, the determination and biling of electricity sales to Individual Native Load customers.

Is based on the reading of their meters, which occurs on a systematic basis throughout the month. At the end of each month,

amounts of electricity delivered to customers since the date of the last meter reading and billing and the corresponding unbilled

revenue are estimated. We exclude sales taxes on electric revenues from both revenue and taxes other than Income taxes.

Revenues from our Native Load customers and non-derivative Instruments are reported on a gross basis on Pinnacle west's

Consolidated Statements of Income. In the electricity business, some contracts to purchase energy are netted against other contracts
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to sell energy. This Is called 'book-out' and usually occurs in contracts that have the same terms (quantities and delivery points)

and for which power does not flow. We net these book-outs, which reduces both revenues and purchased power and fuel costs.

All gains and losses (realized and unrealized) on energy trading contracts that qualify as derivatives are included in marketing

and trading segment revenues on the Consolidated Statements of Income on a net basis.

Real Estate Revenues

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

determinable, that Is, the collectibility of the sales price is reasonably assured or the amount that will not be collectible can be

estimated, and (b) the earnings process is virtually complete, that is, SunCor is not obligated to perform significant activities after

the sale to earn the income. Unless both conditions exist, recognition of all or part of the income is postponed under the percentage

of completion method per SFAS No. 66 Accounting for Sales of Real Estate.' SunCor recognizes Income only after the assets'

title has passed. A single method of recognizing Income is applied to all sales transactions within an entire home, land or

commercial development project. Commercial property and management revenues are recorded over the term of the lease or

period in which services are provided. In addition, see Note 22 - Discontinued operations.

Real Estate Investments

Real estate investments primarily include SunCor's land, home inventory and Investments in joint ventures. Land Includes acquisition

costs, infrastructure costs, property taxes and capitalized interest directly associated with the acquisition and development of

each project. Land under development and land held for future development are stated at accumulated cost, except that, to the

extent that such land Is believed to be Impaired, It Is written down to fair value. Land held for sale Is stated at the lower of

accumulated cost or estimated fair value less costs to sell. Home inventory consists of construction costs, improved lot costs,

capitalized Interest and property taxes on homes under construction. Home Inventory is stated at the lower of accumulated cost

or estimated fair value less costs to sell. investments in joint ventures for which SunCor does not have a controlling financial

interest are not consolidated but are accounted for using the equity method of accounting. In 2003, SunCor acquired two joint

ventures for S10 million and consolidated $53 million of assets and $43 million of liabilities, which are Included on the

Consolidated Balance Sheets at December 31, 2003. The S10 million cash investment is included on the other investing line of

the Consolidated Statements of Cash Flow at December 31, 2003. In addition, see Note 22 - Discontinued Operations.

Cash and Cash Equivalents

we consider all highly liquid investments purchased with an Initial maturity of three months or less to be cash equivalents.

we have Investments in auction rate securities In which interest rates are reset on a short-term basis; however, the underlying

contract maturity dates extend beyond three months. We classify the investments In auction rate securities as investments in

debt securities on our Consolidated Balance Sheets. we have reclassified cash at December 31, 2003 of S92 million to investment

in debt securities. Included In that reclassification Is $70 million related to APS. The purchase and sale activities related to these

investments have also been reclassified on the Consolidated Statement of Cash Flows.

Nuclear Fuel

APS charges nuclear fuel to fuel expense by using the unit-of-production method. The unit-of-production method Is an amortization

method based on actual physical usage. APS divides the cost of the fuel by the estimated number of thermal units It expects to

produce with that fuel. APS then multiplies that rate by the number of thermal units produced within the current period. This

calculation determines the current period nuclear fuel expense.

APS also charges nuclear fuel expense for the permanent disposal of spent nuclear fuel. The DOE Is responsible for the permanent

disposal of spent nuclear fuel, and it charges APS S0.001 per kWh of nuclear generation. See Note 11 for information about spent

nuclear fuel disposal and Note 12 for Information on nuclear decommissioning costs.
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Income Taxes
income taxes are provided using the asset and liability approach prescribed by SFAS No. 109, 'Accounting for Income Taxes."

We file our federal Income tax return on a consolidated basis and we file our state Income tax returns on a consolidated or unitary

basis. In accordance with our Intercompany tax sharing agreement, federal and state Income taxes are allocated to each sub-

sidiary as though each subsidiary filed a separate Income tax return. Any difference between that method and the consolidated

(and unitary) Income tax liability Is attributed to the parent company. See Note 4.:

Reacquired Debt Costs

For reacquired debt costs related to the regulated portion of APS' business, APS defers those gains and losses Incurred upon

early retirement and Is seeking recovery of the net amount of losses In the APS general rate case (see Note 3).

Stock-Based Compensation

In 2002, we began applying the fair value method of accounting for stock-based compensation, as provided for In SFAS No. 123,

"Accounting for Stock-Based Compensation." The fair value method of accounting Is the preferred method. In accordance with

the transition requirements of SFAS No. 123, we applied the fair value method prospectively, beginning with 2002 stock grants.

In prior years, we recognized stock compensation expense based on the Intrinsic value method allowed In Accounting Principles

Board Opinion (APB) No. 25, "Accounting for Stock issued to Employees.'

The following chart compares our net Income, stock compensation expense and earnings per share to what those Items would

have been If we had recorded stock compensation expense based on the fair value method for all stock grants through 2004

(dollars In thousands, except per share amounts):

Net Income as reported:
Add: Stock compensation expense Included In reported

net Income (net of tax)
Deduct: Total stock compensation expense determined

under fair value method (net of tax)
Pro forma net Income

r^.|n _ r -__ -h r 1-~~

* Year Ended December 31,

2004 2003 2002

S 243,195 S 240,579 S 149,408

4,690 3,514 , 2,347.

(5,311) - (5,220) (3,742)

$ 242,574 $ 238,873 $ 148,013

tarnIrIg per sn[rd[ - UdbIl. - . I

As reported $ 2.66 $ 2.64 $ 1.76

Pro forma (fair value method) S 2.65 S 2.62 $ 1.74

Earnings per share - diluted: .

As reported , .. $ 2.66 . S 2.63 $ 1.76

Pro forma (fair value method) S 2.65.. S 2.61 $ 1.74

In order to calculate the fair value of the 2004, 2003 and 2002 stock option grants and the pro forma Information above, we

calculated the fair value of each fixed stock option In the incentive plans using the Black-Scholes option-pricing model. The fair

value was calculated based on the date the option was granted. The following weighted-average assumptions were also used

In order to calculate the fair value of the stock options:

2004 2003 2002

Risk-free Interest rate : 3.15% 3.35% 4.17%

Dividend yield ; 14.76% 5.26% . 4.17%

Volatility 17.04% 38.03% 22.59%

Expected life (months) 60 60 60

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

we have no goodwill recorded and have separately disclosed other intangible assets on Pinnacle West's Consolidated Balance

Sheets in accordance with SFAS No. 142, Goodwill and Other intangible Assets.' The intangible assets are amortized over their

finite useful lives. Amortization expense was $34 million In 2004. S25 million in 2003, and S21 million In 2002. Estimated amortization

expense on existing intangible assets over the next five years is $33 million In 2005, S31 million In 2006, $25 million In 2007,

$16 million in 2008, and S1 million in 2009. At December 31, 2004, the weighted average amortization period for intangible

assets Is 7 years.

2. NEW ACCOUNTING STANDARDS

in December 2004, the FASB Issued SFAS No. 123R, 'Share-Based Payment.' The standard establishes accounting for transactions

in which an entity exchanges its equity instruments for goods or services. It also addresses transactions In which an entity incurs

liabilities in exchange for goods or services that are based on the fair value of the entity's equity Instruments or that may be settled

by the issuance of those equity instruments. SFAS No. 123R Is effective as of the beginning of the first interim or annual period that

begins after June 15, 2005. We are currently accounting for stock-based compensation using the fair value method and are evaluating

the impacts of this new guidance, but we do not believe it will have a material impact on our financial statements.

See the following Notes for Information about new accounting standards and other accounting matters:

Note 8 for FSP 106-2 regarding the Medicare Prescription Drug, improvement and Modernization Act related to retirement

plans and other benefits;

* Note 18 for EITF 02-3 and DIG Issue No. C15 related to accounting for derivatives and energy contracts; and

* Note 20 for FIN No. 46R related to variable interest entities.

3. REGULATORY MATTERS

Electric industry Restructuring

State

APS GENERAL RATE CASE; 2004 SETTLEMENT AGREEMENT On June 27, 2003, APS filed a general rate case with the ACC and

requested a $175.1 million, or 9.8%, Increase In its annual retail electricity revenues, Intended to become effective July 1, 2004.

In this rate case, APS updated Its cost of service and rate design.

The general rate case also addresses the implementation of rate adjustment mechanisms that were the subject of ACC hearings

in April 2003. The rate adjustment mechanisms, which were authorized as a result of the 1999 Settlement Agreement, would

allow APS to recover several types of costs, the most significant of which are power supply costs (fuel and purchased power

costs) and costs associated with complying with the Rules.

On August 18, 2004, a substantial majority of the parties to the rate case, Including APS, the ACC staff, the Arizona Residential

Utility Consumer Office, other customer groups, and merchant power plant Intervenors entered Into an agreement that proposes

terms under which the rate case would be settled (the '2004 Settlement Agreement).

Key financial components of the 2004 Settlement Agreement, which is subject to ACC approval are as follows:

APS would receive an annual retail rate increase of approximately S75.5 million, or 4.21%. The increase would consist of an

increase in base rates of approximately 3.77% and an Increase of approximately 0.44% for recovery over five years of the past

costs of compliance with the ACC's retail electric'competition rules.

APS would acquire the PWEC Dedicated Assets from Pinnacle West Energy, with a net carrying value of approximately S850

million, and rate base the PWEC Dedicated Assets at a rate base value of $700 million, which would result In a mandatory rate

base disallowance of S150 million. As a result, for financial reporting purposes, APS would recognize a one-time, after-tax net

plant write-off of approximately $90 million In the period when the plant transfer to APS is completed and would reduce annual

depreciation expense by approximately S5 million.
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* To bridge the time between the effective date of the rate increase and the actual date the PWEC Dedicated Assets transfer,

APS and Pinnacle West Energy would enter Into a cost-based purchase power agreement (the Bridge PPA).,which would be

based on the value of the PWEC Dedicated Assets described In the previous bullet point. The Bridge PPA would remain In effect

until the FERC approves the transfer of the PWEC Dedicated Assets to APS and the transfer is completed.

* If the FERC were to Issue an order denying APS' request to acquire the PWEC Dedicated Assets, the Bridge PPA would

become a 30-year purchased power agreement, with prices reflecting cost-of-service as If APS had acquired and rate-based

the PWEC Dedicated Assets at the value described above. -

* If the FERC were to Issue an order (a) approving APS' request to transfer the PWEC Dedicated Assets at a value materially

less than $700 million, (b) approving the transfer of fewer than all of the PWEC Dedicated Assets or (c) that was materially

Inconsistent with the 2004 Settlement Agreement, APS would file an appropriate application with the ACC so that rates

could be adjusted. In these circumstances, the Bridge PPA would continue at least until the conclusion of the subsequent

proceeding to consider any appropriate adjustment to APS' rates.

* A PSA would provide for the recovery of variations in fuel and purchased power costs, subject to specified parameters

and procedures.

* APS would not restore and recover In rates the 5234 million write-off recorded in 1999 as a result of the 1999 Settlement

Agreement. As a result, annual amortization expense for financial reporting purposes would be approximately S16 million less

than if the S234 million write-off had been restored and amortized over a 15-year period as originally requested.

* APS would adopt longer service lives than originally requested for certain depreciable assets, which would have the effect of

reducing annual depreciation expense for financial reporting purposes by approximately $26 million.

on February 28, 2005, the administrative law judge In the general rate case Issued a recommended order. The recommended

order proposes ACC approval of the 2004 Settlement Agreement with two changes related to the PSA. First, the amount of

gas costs that APS could recover under the annual PSA would be limited to o500 million per year. Second, although the 2004

Settlement Agreement provides that the PSA would remain In effect for a minimum five-year period, under the recommended

order the ACC would be able to eliminate the PSA at any time, if appropriate, if APS files a rate case before the expiration of

the five-year period or APS does not comply with the terms of the PSA. If APS exceeds the gas costs that could be recoverable

under the PSA or If the ACC eliminates the PSA, APS would retain the right to file a rate case to reset Its base rates.

On March 14, 2005, the parties to the 2004 Settlement Agreement jointly filed suggested changes to the recommended order

addressing, among other things, the recommended order's proposed treatment of the PSA. The ACC has scheduled open meetings

on March 24 and March 28, 2005 to consider the recommended order and suggested changes. APS cannot predict the outcome

of this matter.

ACC FINANCING ORDER On May 12, 2003, APS Issued $500 million of debt pursuant to the Financing Order and made a $500

million loan to Pinnacle West Energy. Pinnacle West Energy distributed the net proceeds of that loan to us to fund the repayment

of a portion of the debt we Incurred to finance the construction of the PWEC Dedicated Assets.

The ACC granted the Financing Order subject to various conditions. One of these conditions is that APS must maintain a common

equity ratio of at least forty percent and may not pay common dividends If such payment would reduce Its common equity ratio

below that threshold, unless otherwise waived by the ACC. . -I

In addition, the Financing order required the ACC staff to conduct an Inquiry Into our and our affiliates' compliance with the

retail electric competition and related rules and decisions. On June 13, 2003, APS submitted Its report on these matters to the

ACC staff. As part of the 2004 Settlement Agreement, this Inquiry would be concluded with no further action by the ACC.
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RETAIL ELECTRIC COMPETITION RULES The Rules approved by the ACC include the following major provisions:

* They apply to virtually all Arizona electric utilities regulated by the ACC, Including APS.

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

* Electric service providers that get CC&N's from the ACC can supply only competitive services, including electric generation,

but not electric transmission and distribution.

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

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

* Absent an ACC waiver, prior to January 1, 2001, each affected utility (except certain electric cooperatives) must transfer

all competitive electric assets and services to an unaffiliated party or parties or to a separate corporate affiliate or affiliates.
Under the 1999 Settlement Agreement, APS received a waiver to allow transfer of its competitive electric assets and services
to affiliates no later than December 31, 2002. However, as discussed below, in 2002 the ACC reversed Its decision, as reflected
in the Rules, to require APS to transfer its generation assets.

Under the 1999 Settlement Agreement, the Rules are to be 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.

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 competitive electric service
providers and because certain of the Rules were not submitted to the Arizona Attorney General for certification. The judgment
also invalidates all ACC orders authorizing competitive electric service providers, including APS Energy Services, to operate in
Arizona. We do not believe the ruling affected the 1999 Settlement Agreement. The 1999 Settlement Agreement was not at issue
in the consolidated cases before the judge. Further, the ACC made findings related to the fair value of APS' property In the order
approving the 1999 Settlement Agreement. The ACC and other parties aligned with the ACC appealed the ruling to the Arizona
Court of Appeals, and in January 2004, the Court invalidated some, but not all, of the Rules as either violative of Arizona's
constitutional requirement that the ACC consider the 'fair value' of a utility's property In setting rates or as being beyond the ACC's
constitutional and statutory powers. Other Rules were set aside for failure to submit such regulations to the Arizona Attorney
General for approval as required by statute. A request for the Arizona Supreme Court to review the Court of Appeals decision
was denied on January 4, 2005.

TRACK A ORDER on September 10, 2002, the ACC issued the Track A Order, in which the ACC, among other things:
* reversed its decision, as reflected In the Rules, to require APS to transfer Its generation assets either to an unrelated third

party or to a separate corporate affiliate; and

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

On November 15, 2002, APS filed appeals of the Track A Order In the Maricopa County, Arizona Superior Court and in the Arizona
Court of Appeals. Arizona Public Service Company vs. Arizona Corporation Commission CV 2002-0222 32. Arizona Public Service
Company vs. Arizona Corioration Commission ICA CC 02-0002. on December 13, 2002, APS and the ACC staff agreed to principles
for resolving certain issues raised by APS In its appeals of the Track A Order. The major provisions of the principles include,
among other things, the following:
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* APS and the ACC staff agreed that It would be appropriate for the ACC to consider the following matters In APS' general rate

case, which was filed on June 27, 2003:

* the generating assets to be Included In APS' rate base, Including the question of whether the PWEC Dedicated Assets

should be Included In APS' rate base;

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

Agreement; and

* the appropriate treatment of costs Incurred by APS In preparation for the previously anticipated transfer of generation

assets to Pinnacle West Energy.

* As a result of the ACC'S Issuance of the Financing Order, APS' appeals of the Track A Order are limited to the Issues described

in the preceding bullet points.

On August 27, 2003, APS, Pinnacle West and Pinnacle West Energy filed a lawsuit asserting damage claims relating to the Track

A Order. Arizona Public Service Company et al. v. The State of Arizona ex rel.. Superior Court of the State of Arizona, County of

Maricopa, No. CV2003-016372. .4.

Upon the ACC's issuance of a final, non-appealable order approving the 2004 Settlement Agreement, APS, Pinnacle West, and

Pinnacle West Energy will dismiss the litigation described under this Track AZ heading.

TRACK B ORDER On March 14, 2003, the ACC Issued the Track B Order, which required APS to solicit bids for certain estimated

amounts of capacity and energy for periods beginning July 1, 2003. For 2003, APS was required to solicit competitive bids for

about 2,500 MW of capacity and about 4,600 gigawatt-hours of energy, or approximately 20% of APS' total retail energy requirements.

APS Issued requests for proposals In March 2003 and, by May 6, 2003, APS entered Into contracts to meet all or a portion of Its

requirements for the years 2003 through 2006 as follows:

* Pinnacle West Energy agreed to provide 1,700 MW in July through September of 2003 and in June through September of 2004,

2005 and 2006, by means of a unit contingent contract.

* PPL Energy Pius, LLC agreed to provide 112 MW In July through September of 2003 and 150 MW In June through September

of 2004 and 2005, by means of a unit contingent contract.

* Panda Gila River LP agreed to provide 450 MW in October of 2003 and 2004 and May of 2004 and 2005, and 225 MW from

November 2003 through April 2004 and from November 2004 through April 2005, by means of firm call optIons._

Effective upon final ACC approval of the 2004 Settlement Agreement and the closing of the purchase of the Sundance Plant

discussed below, the Track B contracts with Pinnacle West Energy and PPL Energy Pius, LLC will be cancelled.

REQUEST FOR PROPOSALS AND ASSET PURCHASE AGREEMENT in early December 2003, APS Issued a request for proposals

('2003 RFP1) for long-term power supply resources. on June 1, 2004, APS and PPL Sundance, a wholly-owned subsidiary of PPL

Corporation, entered Into an asset purchase agreement by which APS agreed to purchase the Sundance Plant. The Sundance Plant,

which began commercial operation in July 2002, would provide peaking generation support for APS' system and reduce APS' growing

needs for new generation resources. The purchase price for the Sundance Plant Is approximately $190 million.

on June 1, 2004, APS and PPL Sundance filed a joint application with the ACC with respect to APS' proposed acquisition of the

Sundance Plant. On January 20, 2005, the ACC Issued an order confirming APS' authority to 'self-build or buy new generation

assets for native load' and stated that APS' acquisition of the Sundance Plant would be a proper purpose under APS' existing ACC

financing authorizations. APS' filings with the ACC also had requested that the ACC allow APS to defer for future recovery certain
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capital and operating costs (net of fuel and purchased power savings) associated with the Sundance Plant acquisition until rate
treatment for the Sundance Plant could be considered in APS' next general rate case. APS' filings estimated that the deferrals
would be approximately $10 million to $15 million before Income taxes on an annualized basis. The order Issued by the ACC
allows APS to record the deferrals for up to 36 months, subject to a number of conditions. However, if APS has a general rate
case pending at the end of the 36-month period, the deferral period could extend until the rate case had been decided.
The conditions Imposed by the order are expected to substantially limit the amount of deferrals that APS will be able to record.

APS' acquisition of the Sundance Plant Is subject to FERC approval and to customary closing conditions. The transaction is
targeted to close in the spring of 2005.

APS does not expect to enter into any additional transactions as a result of the 2003 RFP.

PROVIDER OF LAST RESORT OBLIGATION Although the Rules allow retail customers to have access to competitive providers of
energy and energy services, APS is, under the Rules, the "provider of last resort' for standard-offer, full-service customers under
rates that have been approved by the ACC. In the event of shortfalls due to unforeseen Increases in load demand or generation or
transmission outages, APS may need to purchase additional supplemental power In the wholesale spot market. At various times,
prices in the spot wholesale market have significantly exceeded the amount included in APS' current retail rates. There can be
no assurance that APS would be able to fully recover the costs of this power. The proposed settlement of APS' general rate case,
discussed above, would, among other things, allow APS to recover purchased power costs.

1999 SETTLEMENT AGREEMENT The following are the major provisions of a settlement agreement entered Into In 1999, as
approved by the ACC:

APS has reduced rates for standard-offer service for customers with loads less than three MW In a series of annual retail
electricity price reductions of 1.5% on July 1 for each of the years 1999 to 2003 for a total of 7.5%. Based on the price reductions
authorized in the 1999 Settlement Agreement, there were retail price decreases of approximately $24 million ($14 million after
taxes), effective July 1, 1999; approximately $28 million ($17 million after taxes), effective July 1, 2000; approximately S27 million
($16 million after taxes), effective July 1, 2001; approximately $28 million ($17 million after taxes), effective July 1, 2002; and
approximately $29 million ($18 million after taxes), effective July 1, 2003. For customers having loads of three MW or greater,
standard-offer rates have been reduced in varying annual Increments that total 5% In the years 1999 through 2002.

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

* There was a moratorium on retail price changes for standard-offer and unbundled competitive direct access services until
July 1, 2004.

* APS is being permitted to defer for later recovery prudent and reasonable costs of complying with the Rules system benefits
costs in excess of the levels included in then-current (1999) rates, and costs associated with the 'provider of last resort' and
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, or when the rate case Is decided. see "APS General Rate Case; 2004 Settlement Agreement' above.

* APS' distribution system opened for retail access effective September 24, 1999. Customers were eligible for retail access in
accordance with the phase-in adopted by the ACC under the Rules (see "Retail Electric Competition Rules" above), Including an
additional 140 MW being made available to eligible non-residential customers. APS opened its distribution system to retail
access for all customers on January 1, 2001.
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Prior to the 1999 Settlement Agreement, APS was recovering substantially all of Its regulatory assets through July 1. 2004,

pursuant to a 1996 regulatory agreement. In addition, the 1999 Settlement Agreement stated that APS has demonstrated that

Its allowable stranded costs; after mitigation and exclusive of regulatory assets, are at least S533 million net present value

(in 1999 dollars). The 1999 Settlement Agreement also stated that APS will not be allowed to recover $183 million net present

value (in 1999 dollars) ($234 million pretax) of the 5533 million. The 1999 Settlement Agreement provided that APS will have the

opportunity to recover $350 million net present value (in 1999 dollars) through a competitive transition charge that will remain

in effect through December 31, 2004, at which time it will terminate. The costs subject to recovery under the adjustment clause

described above will be decreased or Increased by any over/under-recovery of the $350 million due to sales volume variances.

AS part of Its general rate case request, APS sought the recovery of amounts written off by APS as a result of the 1999

Settlement Agreement. That claim would be given up under the terms of the 2004 Settlement Agreement (see above).

The 1999 Settlement Agreement required APS to form, or cause to be formed, a separate corporate affiliate or affiliates and

transfer to such affiliate(s) Its competitive electric assets and services no later than December 31, 2002. The 1999 Settlement

Agreement provided that APS would be allowed to defer and later collect, beginning July 1. 2004, 67% of its costs to accomplish

the required transfer of generation assets to an affiliate. However, as discussed above under iTrack A Order," In 2002 the ACC

unilaterally modified this aspect of the 1999 Settlement Agreement by Issuing an order preventing APS from transferring Its

generation assets. Under the 2004 Settlement Agreement, APS would recover all costs Incurred by APS in preparation for the

previously anticipated transfer of generation assets to Pinnacle West Energy. See "APS General Rate Case; 2004 Settlement

Agreement' above. Such full recovery of divestiture costs would be allowed under the 2004 Settlement Agreement (see above).

GENERAL The regulatory developments and legal challenges to the Rules discussed in this Note have raised considerable

uncertainty about the status and pace of retail electric competition and of electric restructuring In Arizona. Although some very

limited retail competition existed in APS' service area In 1999 and 2000, there are currently no active retail competitors providing

unbundled energy or other utility services to APS' customers. As a result, we cannot predict when, and the extent to which,

additional competitors will re-enter APS' service territory. As competition In the electric Industry continues to evolve, we will

continue to evaluate strategies and alternatives that will position us to compete in the new regulatory environment.

Federal

In July 2002, the FERC adopted a price mitigation plan that constrains the price of electricity In the wholesale spot electricity market

In the western United States. The FERC adopted a price cap of $250 per MWh for the period subsequent to October 31, 2002.

Sales at prices above the cap must be justified and are subject to potential refund.

On July 31, 2002, the FERC Issued a Notice of Proposed Rulemaking for Standard Market Design for wholesale electric markets.

Voluminous comments and reply comments were filed on virtually every aspect of the proposed rule. On April 28, 2003, the FERC

Staff Issued an additional white paper on the proposed Standard Market Design. The white paper discusses several policy changes

to the proposed Standard Market Design, Including a greater emphasis on flexibility for regional needs. we cannot currently

predict what. If any, Impact there may be to the Company if the FERC adopts the proposed rule or any modifications proposed

In the comments.

The FERC has been, through Its Office of Marker Oversight and Investigations (OMOI), In the process of auditing a number of

electric utilities regarding compliance with Its regulations. Such an audit of APS and Its affiliates was recently completed, and

the FERC has Issued an order approving the OMOI audit report and directing certain compliance actions. Arizona Public Service

Company, 109 FERC 61,271 (2004).



60 Consolidated Financial Information

Chief among the FERC'S findings, APS must pay $4 million for its use of unauthorized point-to-point transmission service. Of the

$4 million, APS must distribute: (1) S2.75 million to upgrade the West Phoenix-Lincoln Street 230kv transmission line with high

capacity composite conductors: and (2) $1.25 million as a contribution to established low income energy assistance programs

in Arizona. APS must not recover these monies from any existing or future wholesale or retail rate recovery mechanism, nor may

it announce the low Income payment as a public Interest contribution. APS must also take certain corrective actions and make

quarterly filings detailing its progress In Implementing these actions until all are completed.

APS believes that the resolution of these matters will not have a material adverse effect on Its financial position, results of

operations or liquidity.

4. 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 and a regulatory liability related to income taxes on its Balance Sheets in accordance with

SFAS No. 71. The regulatory asset Is for certain temporary differences, primarily the allowance for equity funds used during

construction. The regulatory liability relates to excess deferred taxes resulting primarily from the reduction in federal income

tax rates as part of the Tax Reform Act of 1986. APS amortizes this amount as the differences reverse.

As a result of a change in IRS guidance, we claimed a tax deduction related to an APS tax accounting method change on the 2001

federal consolidated income tax return. The accelerated deduction resulted in a $200 million reduction in the current Income tax

liability and a corresponding Increase In the plant-related deferred tax liability. In 2002, we received an Income tax refund of

approximately S115 million related to our 2001 federal consolidated income tax return. The 2001 federal consolidated income tax

return is currently under examination by the IRS. As part of this ongoing examination, the IRS is reviewing this accounting method

change and the resultant deduction. During 2004, the current income tax liability was increased, with a corresponding decrease to

plant-related deferred tax liability, to reflect the expected outcome of this audit. We do not expect the ultimate outcome of this

examination to have a material adverse impact on our financial position, results of operations or liquidity.

The income tax liability accounts reflect the tax and interest associated with the most probable resolution of all known and

measurable tax exposures.

In 2004 and 2003, we resolved certain prior-year Issues with the taxing authorities and recorded tax benefits associated with

tax credits and other reductions to income tax expense.
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The components of Income tax expense are as follows (dollars In thousands):: -:

Year Ended December 31,

Current:
Federal
State

Total current
Deferred:

Income from continuing operations
Discontinued operations
Cumulative effect of accounting change

Total deferred
Total Income tax expense

Less: Income tax expense/(benefit) on
discontinued operations

Less: Income tax benefit for cumulative
effect of accounting change

Total Income tax expense for Income from
continuing operations

2004

$ 200,133
48,054

248.187

: .2003

$ 22,875
3,752

26.627

2002

$ (43,492)
(14,732)

(58.224)

(113,850) 81,756 191,135

- 3,706 5,189

- - (43,123)

(113,850) 85,462 153,201

134,337 112,089 94,977

5,480 9,616 (14,045)

- - (43,123)

$ 128,857 $ 102.473 S 152,145

The following chart compares pretax Income from continuing operations at the&35% federal Income tax rate to Income tax

expense (dollars In thousands):

Federal Income tax expense at 35% statutory rate
Increases (reductions) In tax expense resulting from:

State Income tax net of federal Income tax benefit

Credits and favorable adjustments related to prior

years resolved In current year - .

Medicare Subsidy Part-D (see Note 8)

Allowance for equity funds used during construction

(see Note 1)
Other

Income tax expense

Year Ended December 31,

2004 2003 2002

$ 127,426 $ 114,897 $ 136,048

13,705 11,522 18,114

(6,138) (17,944) -

(1,778) - -

(1,547) (4,984) -

(2,811) (1,018) (2,017)

$ 128,857 S 102,473 S 152,145

The following table sets forth the net deferred Income tax liability recognized on the Consolidated Balance Sheets (dollars

In thousands):

December 31,

2004 2003

Current liability
Long term liability -

Accumulated deferred Income taxes - net

-' $ (9,057) S (631)

- (1,227,553) (1,338,527)

$ (1,236,610) S (1,339,158)



62 Consolidated Financial Information

The components of the net deferred Income tax liability were as follows (dollars In thousands):

December 31,
2004 2003

DEFERRED TAX ASSETS

Regulatory liabilities:

Asset Retirement Obligation $ 182,086 $ 169,322

Federal excess deferred income taxes 16,341 18,936

other 8,282 8,302
Pension liability 91,973 73,844

Risk management and trading activities 91,021 59,293

Deferred gain on Palo Verde Unit 2 sale leaseback 19,816 21,656
Other 70,849 64,770

Total deferred tax assets 480,368 416,123

DEFERRED TAX LIABILITIES

Plant-related (1,516,174) (1,614.887)
Risk management and trading activities (146,037) (84,124)

Regulatory assets (54,767) (56,270)

Total deferred tax liabilities (1,716,978) (1,755,281)
Accumulated deferred Income taxes - net $ (1,236,610) $ (1.339,158)

5. LINES OF CREDIT AND SHORT-TERM BORROWINGS

APS had committed lines of credit with various banks of S325 million at December 31, 2004 and $250 million at December 31,

2003, which were available either to support the Issuance of up to $250 million in commercial paper or to be used for bank

borrowings, including issuance of letters of credit. The current line matures In May 2007. The commitment fees at December 31,

2004 and 2003 for these lines of credit were 0.15% and 0.175% per annum. APS had no bank borrowings outstanding under

these lines of credit at December 31, 2004 and 2003. APS had approximately $4.8 million letters of credit issued under the line

at December 31, 2004.

APS had no commercial paper borrowings outstanding at December 31, 2004 and 2003. By Arizona statute, APS' short-term

borrowings cannot exceed 7% of its total capitalization unless approved by the ACC.

Pinnacle West had committed lines of credit of $300 million at December 31, 2004 and $275 million at December 31. 2003, which

were available either to support the issuance of up to $250 million in commercial paper or to be used for bank borrowings, Including

issuance of letters of credit. The current lines mature in October 2007. Pinnacle West had no outstanding borrowings at December

31, 2004 and December 31, 2003. Pinnacle West had approximately $13 million of letters of credit Issued under the line at December

31, 2004 and approximately $15 million of letters of credit issued under the line at December 31, 2003. The commitment fees

were 0.175% in 2004 and ranged from 0.125% to 0.175% in 2003. Pinnacle West had no commercial paper borrowings outstanding

at December 31, 2004 and 2003. All APS and Pinnacle West bank lines of credit and commercial paper agreements are unsecured.

SunCor had revolving lines of credit totaling $90 million at December 31, 2004 and $120 million at December 31, 2003. The

commitment fees were 0.125% In 2004 and 2003. SunCor had $35 million outstanding at December 31, 2004 and $50 million

outstanding at December 31, 2003. The weighted-average Interest rate was 4.50% at December 31, 2004 and 2003. Interest for

2004 and 2003 was based on LIBOR plus 2% or prime plus 0.5%. The balance Is included in short-term debt on the Consolidated

Balance Sheets. SunCor had other short-term loans In the amount of $36 million at December 31, 2004 and December 31, 2003.

These loans are made up of multiple notes primarily with variable Interest rates based on LIBOR plus 2.5% at December 31,

2004 and 2003.
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S. LONG-TERM DEBT

APS has retired all first mortgage bonds Issued under Its 1946 mortgage and deed of trust, Including the first mortgage bonds

securing APS senior notes. On April 30, 2004, APS terminated Its mortgage and deed of trust and, as a result, Is not able to Issue

any additional first mortgage bonds under that mortgage. SunCor's short and long-term debt Is collateralized by Interests In

certain real property and Pinnacle West's debt Is unsecured. The following table presents the components of long-term debt on

the Consolidated Balance Sheets outstanding at December 31, 2004 and 2003 (dollars In thousands):
'V.._L

Maturity Dates (a) Interest Rates

December 31,

2004 2003

APS

First mortgage bonds (b)
First mortgage bonds (C)
First mortgage bonds (d)
Unamortized discount and premium
Pollution control bonds (e).
Pollution control bonds with senior notes

Unsecured notes (g)
Unsecured notes
Unsecured notes
Unsecured notes
Unsecured notes
Unsecured notes
Unsecured notes
Unsecured notes (h) -

Secured note
Senior notes (I)
Capitalized lease obligations

Subtotal
SUNCOR.

Notes payable
Capitalized lease obligations

Subtotal
PINNACLE WEST

Senior notes (I)
Unamortized discount and premium
Floating rate senior notes
Capitalized lease obligations

Subtotal
Total long-term debt (n)

Less current maturities (n),
TOTAL LONG-TERM DEBT LESS

CURRENT MATURITIES

2024-

2006-

2006-
2005-

2004
2028
2028

; 6.625%
1 5.50%

I I 5.875%

2034 (f)
2029 .. 5.05%
2004 5.875%
2005 6.25%
2005 7.625%
2011 6.375%
2012 6.50%
2033 .:5.625%
2015 -. , 4.650%

2014 .,. .,5.80%

2014 6.00%

2006 6.75%
-2012 ()

-2008 (k)
-2007 8.91%

2006, 6.40%

S - S 80,000
- 25,000
_ 154,000

(7,968) (8,631)
565,860 386,860
90,000 90,000

- 125,000

100,000 100,000
300,000 300,000
400,000 400,000
375,000 375,000
200,000 200,000
300,000 300,000
300,000 _

1,900 _
83,695 83,695

9,854 11,749
2,718,341 2,622,673

15,467 17,125
507 728

15,974 17,853

302,589 515,000
(143) (270)

165,000 165,000
389 1,243

467,835 680,973
3,202,150 3,321,499

617,165 704,914

2005
2005-2007

(m)
5.;45%

v . , f

S 2,584,985 $ 2,616,585

(a)
(b)
(c)
(d)
(e)

This schedule does not reflect the timing of redemptions that may occur prior to maturity.

On March 1, 2004, APS redeemed at maturity S80 million of its First Mortgage Bonds, 6.625% Series due 2004.

On March 31,2004, APS redeemed S25 million of Its First Mortgage Bonds, 5.5% Series due 2028.

On March 31, 2004, APS redeemed 5154 million of Its First Mortgage Bonds, 5.875% Series due 2028.

On March 31, 2004, Navajo County, Arizona Pollution Control Corporation Issued S166 million of variable Interest rate pollution control bonds,

2004 Series A-E, due 2034. The bonds were Issued to refinance $166 million of outstanding pollution control bonds. The refinanced bonds were all

525 million of the Navajo 5.50% bonds due 2028 (see (c) above) and S141 million of the Navajo 5.875% bonds due 2028 (see (d) above). The Series A-E

bonds are payable solely from revenues obtained from APS pursuant to a loan agreement between APS and Navajo County, Arizona Pollution Control

Corporation. Also on March 31, 2004, Coconino County, Arizona Pollution Control Corporation Issued S13 million of variable Interest rate pollution

control bonds, 2004 Series A, due 2034. The bonds were issued to refinance S13 million of outstanding pollution control bonds. The refinanced bonds

were S13 million of the Coconino 5.875% bonds due 2028 (see (d) above). The Series A bonds are payable solely from revenues obtained from APS

pursuant to a loan agreement between APS and Coconino County, Arizona Pollution Control Corporation.
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(f) The weighted-average rate was 1.89% at December 31. 2004 and 1.51% at December 31, 2003. Changes in short-term interest rates would affect
the costs associated with this debt.

(g) on February 15. 2004, APS redeemed at maturity $125 million of its 5.875% Notes due 2004.
(h) On June 29, 2004, APS Issued S300 million of 5.80% senior unsecured notes due June 30, 2014. The proceeds from the sale of the notes were used

to redeem $100 million in aggregate principal amount of APS 6.25% Notes due January 15, 2005 and a portion of $300 million In
aggregate principal amount of APS' 7.625% Notes due August 1, 2005. . * . -

(I) Through April 30, 2004. APS had outstanding S84 million of first mortgage bonds (senior note mortgage bonds) Issued to the senior note trustee
as collateral for the senior notes. as well as the $90 million issue due in 2029. The senior note mortgage bonds had the same Interest rate, interest
payment dates, maturity and redemption provisions as the senior notes. AS long as the senior note mortgage bonds secured the senior notes, the
senior notes effectively ranked equally with the first mortgage bonds. On April 30, 2004, when APS repaid all of its first mortgage bonds, other
than those that secure senior notes. the senior note mortgage bonds were released from the senior note indenture, resulting in their no longer

securing the senior notes and ceasing to be outstanding.
Qj) The weighted average rate was 5.78% at December 31, 2004 and 5.55% at December 31, 2003. Capital leases are included In property,

plant and equipment on the Consolidated Balance Sheets for both December 31, 2004 and December 31, 2003.
(k) Multiple notes with variable interest rates based on the lenders' prime plus 0.25%. lenders' prime plus 1.75% and LIBOR plus 2.50%.

There are also two notes at fixed rates of 8.00% and 10.00%.
(I) On January 29, 2004, we entered Into a fixed-for-floating interest rate swap transaction on the S300 million 6.40% senior note.

The transaction qualifies as a fair value hedge under SFAS No. 133.
(m) The weighted average rate was 2.06% at December 31, 2004 and 1.98% at December 31, 2003.
(n) S281 million of pollution control bonds at December 31,2003 have been reclassified from long-term to current maturities. The bond holders had the ability

to put these bonds to APS In the short-term on the interest rate reset date. Without a demonstrated Intent to finance on a long-term basis (by use
of credit agreements that extend for more than one year, etc.), GAAP requires the classfication of the obligations as current maturities.

Pinnacle West's and APS' debt covenants related to their respective bank financing arrangements include a debt-to-total-capitalization

ratio and an Interest coverage test. Pinnacle West and APS comply with these covenants and each anticipates it will continue to

meet those and significant covenant requirements. These covenants require that the ratio of debt to total capitalization cannot

exceed 65% for the Company and for APS. At December 31, 2004, the ratio was approximately 53% for Pinnacle West and 54%

for APS. The provisions regarding Interest coverage require a minimum cash coverage of two times the interest requirements for

each of the Company and APS. Based on 2004 results, the coverages were approximately 4 times for the Company and 4 times

for APS. Failure to comply with such covenant levels would result In an event of default which, generally speaking, would require

the immediate repayment of the debt subject to the covenants.

Neither Pinnacle West's nor APS' financing agreements contain ratings triggers' that would result In an acceleration of the

required Interest and principal payments in the event of a ratings downgrade. However, In the event of a ratings downgrade,

Pinnacle west and/or APS may be subject to Increased Interest costs under certain financing agreements.

All of Pinnacle West's bank agreements contain 'cross-default' provisions that would result In defaults and the potential acceleration

of payment under these loan agreements if Pinnacle West or APS were to default under other agreements. All of APS' bank

agreements contain cross-default provisions that would result in defaults and the potential acceleration of payment under these

bank agreements if APS were to default under other agreements. Pinnacle West's and APS' credit agreements generally contain

provisions under which the lenders could refuse to advance loans In the event of a material adverse change In our financial -

condition or financial prospects, except that Pinnacle West and APS do not have a material adverse change restriction for

revolver borrowings equal to outstanding commercial paper amounts.

The following Is a list of principal payments due on Pinnacle West's total long-term debt and capitalized lease requirements:

$618 million In 2005:

S398 million in 2006;

S174 million in 2007;

S7 million in 2008;

* Si million in 2009; and

* S2,012 million. thereafter.



AR04 Pinnacle West Capital Corporation 65

7. COMMON STOCK AND TREASURY STOCK

Our common stock and treasury stock activity during each of the three years 2004, 2003 and 2002 Is as follows (dollars In thousands):

Common Stock Comm

Balance at December 31, 2001

Common stock issuance
Purchase of treasury stock
Reissuance of treasury stock for stock compensation (net)

Other
Balance at December 31, 2002

Relssuance of treasury stock for stock compensation (net)
Other

Balance at December 31, 2003 -

Common stock Issuance
Purchase of treasury stock

Relssuance of treasury stock for stock compensation (net)

Other
Balance at December 31, 2004

Shares
: :! t';

84,824,947 $

6,555,000 - r,

* * Fe "

on Stock Treasury Stock Treasury Stock
Amount Shares Amount

1,536,924

' 199,238

(101,307) $ (5,886)

(150,500)
126,977

(5,971)
'7,499

- 1 6UY - -

91,379,947 ; 1,737,258 (124,830) '(4,358)

- ` A - 32,815 . 1,085

- 7,096 - -

'91,379,947' ;-;- 1,744,354 (92,015) . (3,273)

422,914 - - 18,291

I-

(80,000)

162,493

(2,986)

5,831

- Q~ 0,- __

91,802,861 $ 1,769,047 (9,522) $ (428

8. RETIREMENT PLANS AND OTHER BENEFITS

Pinnacle West sponsors a qualified defined benefit and account balance pension plan and a non-qualified supplemental excess benefit

retirement plan for the employees of Pinnacle West and our subsidiaries. Effective January 1, 2003, Pinnacle West sponsored a new

account balance plan for all new employees in place of the defined benefit plan and, as of April 1, 2003. the plan was offered as an

alternative to the defined benefit plan for all existing employees. A defined benefit plan specifies the amount of benefits a plan participant

Is to receive using Information about the participant. The pension plan covers nearly all of our employees. The supplemental excess

benefit retirement plan covers officers of the Company and highly compensated employees designated for participation by the Board

of Directors. Our employees do not contribute to the plans. Generally, we calculate the benefits based on age, years of service and pay.

Pinnacle West also sponsors other postretirement benefits for the employees of Pinnacle West and our subsidiaries. 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. We retain the right to change or eliminate these benefits.

,Pinnacle West uses a December 31 measurement date for Its pension and other postretirement benefit plans.

On December 8, 2003, the President signed the Medicare Prescription Drug, Improvement and Modernization Act of 2003'

(the Act). One feature of the Act Is a government subsidy of prescription drug cost. The FASB Issued FSP 106-2, Accounting and

Disclosure Requirements Related to the Medicare Prescription Drug, Improvernent'and Modernization Act of 2003. to address

the accounting for the effects of the Act. During the third quarter of 2004, we retroactively adopted the provisions of FSP 106-2,

resulting In the remeasurement of our postretirement benefit plans' accumulated postretirement benefit obligation as of December

31, 2003. The Impact of the subsidy Is a decrease In the accumulated projected benefit obligation of approximately $65 million and

a decrease of approximately $11 million In the net periodic postretirement benefit cost for 2004. The 2004 after-tax reduction to

expense Is approximately $5 million, excluding amounts capitalized as construction overhead or billed to electric plant participants.
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The following table provides details of the plans' benefit costs. Also included is the portion of these costs charged to expense,

including administrative costs and excluding amounts capitalized as overhead construction or billed to electric plant participants

(dollars in thousands):

Service cost - benefits earned during
the period

Interest cost on benefit obligation
Expected return on plan assets
Amortization of:

Transition (asset)/obligatlon
Prior service cost/(credit)
Net actuarial loss

Net periodic benefit cost
Portion of cost charged to expense
APS share of costs charged to expense

Pension

2004 2003 2002

$ 41,207 S 37,662 $ 30,333

81,873 76,951 71,242

(78,790) (65,046) (75,652)

(3,227) (3,227) (3,227)
2,401 2,401 2,912

17,946 18.135 1,846

$ 61,410 S 66,876 S 27.454

$ 25,792 S 30,094 S 13.727
$ 22,483 S 25,450 S 10,947

Other Benefits

2004 2003 2002

S 17,557 S 15,858 S 12,036

29,488 30,163 25,235

(24,773) (18,762) (21,116)

3,005 3,005 4,001

(125) (125) (75)

7,414 9,714 3,072

$ 32,566 S 39.853 S 23,153
$ 13,678 $ 17,934 $ 11,577
$ 11,923 S 15,166 S 9,232

The following table sets forth the plans' changes in the benefit obligations for the plan years 2004 and 2003 (dollars in thousands):

Benefit obligation at January 1
Service cost
Interest cost
Benefit payments
Actuarial losses/(gains)
Plan amendments

Benefit obligation at December 31

Pension

2004 2003

S1,307,628 S 1,069,577

41,207 37,662

81,873 76,951

(45,195) (43,869)

68,731 171,420

- (4,113)

$1,454,244 $ 1,307.628

Other Benefits

2004 2003

$ 540,181 S 409,874
17,557 15,858

29,488. 30,163

(14,332) (15,749)

(36,681) 106,475

- (6,440)
$ 536,213 $ 540,181

The following table sets forth the qualified pension plan and other benefit plan changes in the fair value of plan assets for the

years 2004 and 2003 (dollars in thousands):

Fair value of plan assets at January 1

Actual return on plan assets

Employer contributions

Benefit payments

Fair value of plan assets at December 31

Pension

2004 2003

$ 887,311 S 720,807

102,829 162,571

35,000 46,000

(42,858) (42.067)

$ 982,282 S 887,311

Other Benefits

2004 2003

$ 294,051 S 223.474

32,433 46,071

32,600 39,852

(7,000) , (15,346)

$ 352,084 S 294,051

The following table shows a reconciliation of the funded status of the plans to the amounts recognized on the Consolidated

Balance Sheets as of December 31, 2004 and 2003 (dollars In thousands):

Pension

2004 2003

Other Benefits

2004 2003

Funded status at December 31

Unrecognized net transition (asset)/obligation

Unrecognized prior service cost/(credit)

Unrecognized net actuarial losses

Benefit liability recognized in the Consolidated Balance Sheets

$ (471,962) S (420,317)
(3,873) (7,099)

14,234 16,634

375,980 348,982

$ (85,621) S (61,800)

S (184,129) S (246,130)

24,039 27,044

(1,422) (1,547)

158,271 217,611

_ (3,241) S (3,022)
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The following sets forth the details related to benefits Included on the Consolidated Balance Sheets at December 31, 2004 and

2003 (dollars In thousands): - I

Accrued benefit cost
Additional minimum liability

Total liability
Intangible asset
Accumulated other comprehensive loss (pretax)

Net amount recognized

Pension
2004 2003

S (85,621) S (61,800)
(148,824) (126,241) .
(234,445), (188,041)

14,234 16,634
134,590 109,607

S (85,621) S (61,800)

Other Benefits
2004 2003

S (3,241) $ (3,022)

(3_241) (3_022)

$ (3,241) $ (3,022)

The following table sets forth the other comprehensive Income arising from the change In additional minimum liability for the

years ended December 31, 2004 and 2003 (dollars In thousands):

2004 2003

Decrease/(Increase) In minimum liability Included In other

comprehensive Income - net of tax:

Pinnacle West consolidated

APS share

$ (1 5,225)
$ (13,930)

S

S
4,700
4,329

The following table sets forth the projected benefit obligation and the accumulated benefit obligation for pension plans In excess

of plan assets for the plan years 2004 and 2003 (dollars In thousands): -

Projected benefit obligation
Accumulated benefit obligation

Less fair value of plan assets
Pinnacle West pension liability

APS share of pension liability

* . Year Ended December 31,
2004 2003

. ' .. .. .

S 1,454,244 S 1,307,628

$ 1,216,727 $ 1,075,352
* - 982,282 887,311

S 234,445 $ 188,041
S 203,668 S 160,639

Below are the weighted-average assumptions for both the pension and other benefits used to determine each respective benefit

obligation and net periodic benefit cost:

Benefit Obligations Benefit Costs For the
As of December 31, Years Ended December 31.

2004 2003 2004 2003

Discount rate - pension
Discount rate - other benefits - - :

Rate of compensation Increase
Expected long-term return on plan assets

Initial health care cost trend rate
Ultimate health care cost trend rate

Year ultimate health care trend rate Is reached

5.84%
5.92%
4.00%
N/A

8.00%

5.00%
2009 .

6.10%
6.10%

* 4.00%
N/A

8.00%
5.00%

* 2008

6.10%
6.10%
4.00%
9.00%
8.00%

5.00%

2008

6.75%
6.75%
4.00% .
9.00%
8.00%
5.00%
2007

In selecting the pretax expected long-term rate of return on plan assets we consider past performance and economic forecasts

for the types of investments held by the plan. For the year 2005, we are assuming a 9% rate of return on plan assets. As recent

history has demonstrated, markets may decline and increase dramatically. However, we believe the long-term rate of return on

plan assets of 9% Is reasonable given our asset allocation In relation to historical and expected future performance.
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Assumed health care cost trend rates have a significant effect on the amounts reported for the health care plans. A 1% change

in the assumed Initial and ultimate health care cost trend rates would have the following effects (dollars In millions):

1% Increase 1% Decrease

Effect on other postretirement benefits expense, after consideration of amounts capitalized or

billed to electric plant participants S 6 S (5)
Effect on service and Interest cost components of net periodic other postretirement benefit costs S 10 $ (8)
Effect on the accumulated other postretirement benefit obligation $ 96 $ (76)

Plan Assets

Pinnacle West's qualified pension plan asset allocation at December 31, 2004 and 2003 Is as follows:

Percentage of Plan Assets
at December 31. Target Asset

2004 2003 Allocation
ASSET CATEGORY

Equity securities 60% 65% 60%

Fixed Income 27 23 30%

Other 13 12 10%

Total 100% 100%

The Board of Directors has established an investment policy for the pension plan assets and has delegated oversight of the plan

assets to an Investment Management Committee. The investment policy sets forth the objective of providing for future pension

benefits by maximizing return consistent with acceptable levels of risk. The primary investment strategies are diversification of

assets, stated asset allocation targets and ranges, prohibition of investments in Pinnacle West securities, and external manage-

ment of plan assets.

Pinnacle West's other postretirement benefit plans' asset allocation at December 31, 2004 and 2003, is as follows:

Percentage of Plan Assets
at December 31. Target Asset

2004 2003 Allocation
ASSET CATEGORY

Equity securities 71% 71% 70%

Fixed Income 23 25 27%

Other 6 4 3%

Total 100% 100%

The Investment Management Committee, described above, has also been delegated oversight of the plan assets for the

postretirement benefit plans. The Investment policy for other postretirement benefit plans assets is similar to that of the pension

plan assets described above.

Contributions

The minimum required contribution to be made to our pension plan In 2005 Is estimated to be approximately S50 million. The

contribution to be made to other postretirement benefit plans in 2005 Is estimated to be approximately $40 million. APS' share

is approximately 92% of both plans.
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Estimated Future Benefit Payments

Benefit payments, which reflect estimated future employee service, for the next five years and the succeeding five years there-

after are estimated to be as follows (dollars in thousands):

Other
Pension Benefits (a)

2005 $ 47,365 $ 15,595

2006 50,848 15,470

2007 54,381 16,947

2008 59,021 18,404

2009 64,858 20,095

Years 2010-2014 . 443,578 139,329

(a) The expected future other benefit payments take into account the Medicare Part D subsidy.

Employee Savings Plan Benefits

Pinnacle West sponsors a defined contribution savings plan for eligible employees of Pinnacle West and subsidiaries. In 2004, APS

represented 91% of the total cost of this plan. In a defined contribution savings plan, the benefits a participant receives result

from regular contributions participants make to their own individual account. Under this plan, the Company matches a percentage

of the participants' contributions in the form of Pinnacle West stock. After a five year vesting period, participants have an option

to transfer the Company matching contributions out of the Pinnacle West Stock Fund to other Investment funds within the plan.

At December 31, 2004, approximately 22% of total plan assets were in Pinnacle West stock. Pinnacle West recorded expenses

for this plan of approximately S5 million for each of the years 2004, 2003 and 2002. APS recorded expenses for this plan of

approximately $5 million in 2004, $5 million in 2003 and $4 million In 2002.

9. 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 resulting from the transaction of approximately S140

million was deferred and Is being amortized to operations and maintenance expense over 29.5 years, the 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. Rent expense Is calculated on a straight-line basis. see Note 20 for a discussion of VIES, Including the

SPES Involved In the Palo Verde sale leaseback transactions.

In addition, we lease certain land, buildings, equipment, vehicles and miscellaneous other items through operating rental

agreements with varying terms, provisions and expiration dates.,

Total lease expense recognized In the Consolidated Statements of Income was $69 million In 2004, S67 million In 2003 and

$67 million In 2002.

The amounts to be paid for the Palo Verde Unit 2 leases are approximately $49 million per year for the years 2005 to 2015.

Estimated future minimum lease payments for Pinnacle West's operating leases are approximately as follows (dollars In millions):

Year

2005 $ 73

2006 70

2007 . - ,, . 69

2008 . 67

2009 65

Thereafter 368

Total future lease commitments $ 712
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10. JOINTLY-OWNED FACILITIES

APS shares ownership of some of Its generating and transmission facilities with other companies. Pinnacle west Energy shares

ownership of its Silverhawk Plant. Our share of operating and maintaining these facilities Is included in the Consolidated statements

of income in operations and maintenance expense. The following table shows APS' and Pinnacle West Energy's interests In those

jointly-owned facilities recorded on the Consolidated Balance Sheets at December 31. 2004 (dollars In thousands):

Construction
Percent Plant In Accumulated work In
Owned Service Depreciation Progress

APS

Generating Facilities:

Palo Verde Units 1 and 3 29.1% S 1,877,846 $ (915,611) $ 51.914
Palo Verde Unit 2 (see Note 9) 17.0% 665,994 (253,083) 15,816
Four Corners Units 4 and 5 15.0% 147,067 (83,525) 457
Navajo Generating Station Units 1, 2. and 3 14.0% 248,509 (117,922) 2,132
Cholla common facilities (a) 62.4%(b) 80,122 (47,134) 1.553

Transmission Facilities:

ANPP500KV System 35.8%(b) 67,762 (27,898) 1,026
Navajo Southern System 31.4%(b) 27,044 (16,880) 1,576
Palo Verde - Yuma 500KV System 23.9%(b) 10,347 (4,545) 26
Four Corners Switchyards 27.5%(b) 2,852 (1,801)
Phoenix - Mead System 17.1%(b) 36,418 (2,723)
Palo Verde - Estrella 500KV System 55.5%(b) 72,613 (2,907) 841
Palo Verde-Southeast valley Project 15.0%(b) - - 1,136
Harquahala 80.0%(b) - - 10

PINNACLE WEST ENERGY

Generating Facilities:

Silverhawk 75.0% 301,288 (6,954) 21

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

I I. COMMITMENTS AND CONTINGENCIES

Palo Verde Nuclear Generating Station

Spent Nuclear Fuel and uaste Disposal

Nuclear power plant operators are required to enter into spent fuel disposal contracts with the DOE, and the DOE is required to

accept and dispose of all spent nuclear fuel and other high-level radioactive wastes generated by domestic power reactors. Although

the Nuclear Waste Act required the DOE to develop a permanent repository for the storage and disposal of spent nuclear fuel by

1998, the DOE has announced that the repository cannot be completed before 2010 and it does not intend to begin accepting spent

nuclear fuel prior to that date. in November 1997. the United States Court of Appeals for the District of Columbia Circuit (D.C. Circuit)

issued a decision preventing the DOE from excusing its own delay, but refused to order the DOE to begin accepting spent nuclear

fuel. Based on this decision and the DOE'S delay, a number of utilities, including APS (on behalf of Itself and the other Palo Verde

owners), filed damages actions against the DOE In the Court of Federal Claims. Arizona Public Service Comranv v. United States of

America, United States Court of Federal Claims, 03-2832C.

in February 2002, the Secretary of Energy recommended to President Bush that the Yucca Mountain, Nevada site be developed as a

permanent repository for spent nuclear fuel. The President transmitted this recommendation to Congress and the State of Nevada

vetoed the President's recommendation. Congress approved the Yucca Mountain site, overriding the Nevada veto. The State of Nevada

has filed several lawsuits relating to the Yucca Mountain site. We cannot currently predict what further steps will be taken in this area.

APS has existing fuel storage pools at Palo Verde and is operating a new facility for on-site dry storage of spent nuclear fuel. With

the existing storage pools and the addition of the new facility, APS believes spent nuclear fuel storage or disposal methods will be
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available for use by Palo Verde to allow Its continued operation through the term of the operating license for each Palo Verde unit.

Although some low-level waste has been stored on-site In a low-level waste facility, APS Is currently shipping low-level waste to

off-site facilities. APS currently believes Interim low-level waste storage methods are or will be available for use by Palo Verde

to allow Its continued operation and to safely store low-level waste until a permanent disposal facility Is available.

APS currently estimates it will Incur $115 million (in 2004 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, 2004, APS had spent $11 million for on-site Interim spent

nuclear fuel storage. APS has recorded a regulatory asset of $11 million and Is currently seeking recovery of these costs through

future rates (see ZAPS General Rate Case; 2004 Settlement Agreement' In Note 3).

APS believes that scientific and financial aspects of the Issues of spent nuclear fuel and low-level waste storage and disposal

can be resolved satisfactorily. However, APS acknowledges that their ultimate resolution In a timely fashion will require political

resolve and action on national and regional scales which APS Is less able to predict. APS expects to vigorously protect and

pursue Its rights related to this matter.

Nuclear Insurance

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 S300 million and the balance by an Industry-wide retrospective assessment program. If losses at any nuclear

power plant covered by the programs exceed the accumulated funds, APS could be assessed retrospective premium adjustments.

The maximum assessment per reactor under the program for each nuclear Incident Is approximately $101 million, subject to an

annual limit of $10 million per incident. Based on APS' Interest In the three Palo Verde units, APS' maximum potential assessment

per Incident for all three units Is approximately $88 million, with an annual payment limitation of approximately $9 million.

The Palo Verde participants maintain 'all risk" (including nuclear hazards) Insurance for property damage to, and decontamination

of, property at Palo Verde In the aggregate amount of $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 generation 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 paragraph Is subject to certain policy conditions and exclusions.

Purchased Power and Fuel Commitments -

APS and Pinnacle west are parties to various purchased power and fuel contracts with terms expiring from 2005 through 2025 that

include required purchase provisions. We estimate the contract requirements to be approximately $187 million In 2005; $90 million In

2006; $81 million In 2007; $66 million In 2008; $68 million In 2009 and $363 million thereafter. However, these amounts may vary sig-

nificantly pursuant to certain provisions In such contracts that permit us to decrease required purchases under certain circumstances.

of the various purchased power and fuel contracts mentioned above some of those contracts have take-or-pay provisions.

The contracts APS has for the supply of Its coal supply have take-or-pay provisions. The current take-or-pay coal contracts have

terms that expire in 2016. ' -

The following table summarizes the estimated take-or-pay commitments for the existing terms (dollars In millions):

Estimated Years Ending December 31,
2005 2006 2007 2008 2009 Thereafter

Coal take-or-pay commitments (a) S 48 S 48 S 49 $ 42 S 44 $ 311

(a) Total take-or-pay commitments are approximately $542 million. The total net present value of these commitments Is approximately S389 million.

Coal Mine Reclamation Obligations . .

APS must reimburse certain coal providers for amounts Incurred for coal mine reclamation. APS' coal mine reclamation obligation

was $61 million at December 31, 2004 and $60 million at December 31, 2003 and Is Included In deferred credits-other on the

Consolidated Balance Sheets.
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California Energy Market Issues and Refunds In the Pacific Northwest

FERC

in July 2001, the FERC ordered an expedited fact-finding hearing to calculate refunds for spot market transactions in California

during a specified time frame. APS was a seller and a purchaser in the California markets at issue, and to the extent that refunds

are ordered, APS should be a recipient as well as a payor of such amounts. The FERC is still considering the evidence and refund

amounts have not yet been finalized. APS does not anticipate material changes In Its exposure and still believes, subject to the

finalization of the revised proxy prices, that it will be entitled to a net refund.

On March 19, 2002, the State of California filed a complaint with the FERC alleging that wholesale sellers of power and energy,

including the Company, failed to properly file rate information at the FERC in connection with sales to California from 2000 to

the present under market-based rates. State of California v. British Columbia Power Exchange et al. Docket No. EL02-71-000. The

complaint requests the FERC to require the wholesale sellers to refund any rates that are "found to exceed just and reasonable

levels." This complaint was dismissed by the FERC and the State of California appealed the matter to the Ninth Circuit Court of

Appeals. In an order issued September 9, 2004, the Ninth Circuit upheld the FERC's authority to permit market-based rates, but

rejected the FERC'S claim that it was without authority to consider retroactive refunds when a utility has not strictly adhered to

the quarterly reporting requirements of the market-based rate system. on September 9, 2004, the Ninth Circuit remanded the

case to the FERC for further proceedings. State of California ex rel. Bill Lockver. Attorney General v. FERC No. 02-73093. Several

of the intervenors in this appeal filed a petition for rehearing of this decision on October 25, 2004. The outcome of the further

proceedings cannot be predicted at this time.

The FERC also ordered an evidentiary proceeding to discuss and evaluate possible refunds for the Pacific Northwest. The FERC

affirmed the AU'S conclusion that the prices In the Pacific Northwest were not unreasonable or unjust and refunds should not

be ordered In this proceeding. This decision has now been appealed to the Court of Appeals (Ninth Circuit). Although the FERC

ruling In the Pacific Northwest matter Is being appealed and the FERC has not yet calculated the specific refund amounts due

in California, we do not expect that the resolution of these issues, as to the amounts alleged in the proceedings, will have a

material adverse impact on our financial position, results of operations or liquidity.

on March 26, 2003, FERC made public a Final Report on Price Manipulation in Western Markets, prepared by Its staff and

covering spot markets In the West In 2000 and 2001. The report stated that a significant number of entities who participated in

the California markets during the 2000-2001 time period, including APS, may potentially have been Involved In arbitrage transactions

that allegedly violated certain provisions of the ISO tariff. After reviewing the matter, along with the data supplied by APS, the

FERC staff moved to dismiss the claims against APS and to dismiss the proceeding. The motion to dismiss was granted by the

FERC on January 22, 2004. Certain parties have sought rehearing of this order, and that request Is pending.

Ca4ifornia Civil Entergy Market Litgation

The State of California and others have filed various claims, which have now been consolidated, against several power suppliers

to California alleging antitrust violations. Wholesale Electricity Antitrust Cases I and 11, Superior Court in and for the County of San

Diego, Proceedings NoS. 4204-00005 and 4204-00006. TWO of the suppliers who were named as defendants in those matters,

Reliant Energy Services, Inc. (and other Reliant entities) and Duke Energy and Trading, LLP (and other Duke entities), filed cross-

claims against various other participants in the PX and California independent system operator markets, including APS, attempting

to expand those matters to such other participants. APS has not yet filed a responsive pleading in the matter, but APS believes the

claims by Reliant and Duke as they relate to APS are without merit.

APS was also named in a lawsuit regarding wholesale contracts in California, which, after moving to state court, has been

removed to the federal court for a second time. James Millar, et al, v. Allegheny Energv Supply. et al. San Francisco Superior

Court, Case No. 407867, U.S. District Court (Northern District) C-04-0519 SBA. The First Amended Complaint alleges basically that

the contracts entered into were the result of an unfair and unreasonable market, in violation of California unfair competition laws.

The PX has filed a lawsuit against the State of California regarding the seizure of forward contracts and the State has filed a cross

complaint against APS and numerous other PX participants. Cal PX The State of California Superior Court in and for the County
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of Sacramento, JCCP No. 4203. Various motions continue to be filed, and we currently believe these claims will have no material

adverse Impact on our financial position, results of operations or liquidity.

Construction Program

Consolidated capital expenditures In 2005 are estimated to be (dollars In millions):

APS S 772

Pinnacle West Energy 7

SunCor 114

Other 8

Total $ 901

Natural Gas Supply

Pursuant to the terms of a comprehensive settlement entered Into In 1996 with El Paso Natural Gas Company, the rates charged

for natural gas transportation are subject to a rate moratorium through December 31, 2005.

On July 9, 2003, the FERC Issued an order that altered the capacity rights of parties to the 1996 settlement, but maintained the

cost responsibility provisions agreed to by parties to that settlement. The D.C. Court of Appeals recently upheld the FERC's

authority to alter the capacity rights of parties to the settlement. With respect to the FERC's authority to maintain the cost of

responsibility provisions of the settlement, a party has sought appellate review and Is seeking to reallocate the costs responsibility

associated with the changed contractual obligations In a way that would be less favorable to APS and Pinnacle West Energy than

under the FERC'S July 9, 2003 order. Should this party prevail on this point, APS and Pinnacle West Energy's annual capacity cost

could be Increased by approximately S3 million per year, from September 2003 through December 2005.

El Paso Is required under the terms of the 1996 settlement to file a new rate case by July 1, 2005, with new rates to become

effective on January 1, 2006. APS cannot currently assess the financial Impact that El Paso's filing could have on rates.

Navajo Nation Litigation

In June 1999, the Navajo Nation served Salt River project with a lawsuit naming Salt River Project, several Peabody Coal Company
* I, . ;I ... - 7 : . I - I I .

entities (collectively, 'Peabody"), Southern California Edison Company and other defendants, and citing various claims In connection

with the renegotiations of the coal royalty and lease agreements under which Peabody mines coal for the Navajo Generating

Station and the Mohave Generating Station. The Navalo Nation v. Peabody Holding Companv Inc., et al., United States District

Court for the District of Columbia, CA-99-0469-EGS (the "D.C. Lawsuit"). APS Is a 14% owner of the Navajo Generating Station,

which, Salt River Project operates. The D.C. Lawsuit alleges, among other things, that the defendants obtained a favorable coal

royalty rate by Improperly Influencing the outcome of a federal administrative process under which the royalty rate was to be

adjusted. The suit seeks S600 million In damages, treble damages, punitive damages of not less than S1 billion, and the ejection

of defendants 'from all possessory Interests and Navajo Tribal lands arising out of the (primary coal lease)." In July 2001, the court

dismissed all claims against Salt River Project.

In January, 2005, Peabody served APS with a lawsuit naming APS and the other Navajo Generating Station participants and seeking,

among other things, a declaration that the participants "are obligated to reimburse Peabody for any royalty tax, or other obligation

arising out of the D.C. Lawsuit". Peabody Western Coal Company v. Salt River Prolect Agricultural Improvement and Power District

etlaL, Circuit Court for the City of St. Louis, Division No. 1, Cause No. 042-08561. Based on APS' ownership Interest In the Navajo

Generating Station, APS could be liable for up to 14% of any such obligation. Because the litigation Is In preliminary stages, APS

cannot currently predict the outcome of this matter.

Litigation

We are party to various other claims, legal actions and complaints arising In the ordinary course of business, including but not

limited to environmental matters related to the Clean Air Act, Navajo Nation Issues and EPA and ADEQ Issues. in our opinion, the

ultimate resolution of these matters will not have a material adverse effect on our financial position, results of operations or liquidity.
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12. ASSET RETIREMENT OBLIGATIONS

APS has asset retirement obligations for its Palo Verde nuclear facilities and certain other generation, transmission and distribution

assets. The Palo Verde asset retirement obligation primarily relates to final plant decommissioning. This obligation Is based on the

NRC's requirements for disposal of radiated property or plant and agreements APS reached with the ACC for final decommissioning

of the plant. The non-nuclear generation asset retirement obligations primarily relate to requirements for removing portions of those

plants at the end of the plant life or lease term. Some of APS' transmission and distribution assets have asset retirement obligations

because they are subject to right of way and easement agreements that require final removal. These agreements have a history

of uninterrupted renewal that APS expects to continue. As a result, APS cannot reasonably estimate the fair value of the asset

retirement obligation related to such distribution and transmission assets. The asset retirement obligations associated with our

non-regulated assets are Immaterial.

To fund the costs APS expects to incur to decommission Palo Verde, APS established external decommissioning trusts in

accordance with NRC regulations. APS Invests the trust funds in fixed Income and domestic equity securities and classifies them

as available for sale. The following table shows the cost and fair value of APS' nuclear decommissioning trust fund assets which

are on the Consolidated Balance Sheets at December 31, 2004 and December 31, 2003 (dollars In millions):

December 31.

2004 2003

Trust fund assets - at cost
Fixed income securities $ 134 5 124
Domestic stock 83 74

Total S 217 $ 198
Trust fund assets - at fair value

Fixed Income securities S 150 S 140
Domestic stock 118 101

Total $ 268 S 241

The following schedule shows the change In our asset retirement obligations during the years ended December 31, 2004 and

2003 (dollars in millions):

2004 2003

At beginning of year S 234 $ 219
Changes attributable to:
Liabilities incurred - -
Liabilities settled (1)
Accretion expense 17 15
Estimated cash flow revisions 2

At end of year $ 252 S 234

In accordance with SFAS No. 71, APS accrues for removal costs for Its regulated assets, even if there Is no legal obligation for

removal. At December 31, 2004, regulatory liabilities shown on Pinnacle West's Consolidated Balance Sheets included approximately

S462 million of estimated future removal costs that are not considered legal obligations.

13. SELECTED QUARTERLY FINANCIAL DATA (UNAUDITED)

The following note presents quarterly financial information for 2004 and 2003. We are disclosing originally reported amounts

and revised amounts in the first and second quarters of 2004 due to the adoption of FSP 106-2, which was implemented on

June 30, 2004 (see Note 8) and In each period for the reclassification of NAC as discontinued operations (see Note 22).
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Consolidated quarterly'financial Information for 2004 and 2003 Is as follows (dollars In thousands, except per share amounts):

2004 Quarter Ended .

June 30, sept. 30,

AS originally reported:

Operating Revenues

Operations and Maintenance

operating Income

Income Taxes

Income from Continuing Operaitilons

Net Income (a)

NAC Reclassifications (see Note 22):

operating Revenues

Operating Income

income Taxes

Income from Continuing Operations

Medicare Subsidy Adoption (See Note 8):

Operations and Maintenance

Operating Income -

income from Continuing operations

Net Income

After NAC Reclassifications and Medicare

Subsidy Adoption:

Operating Revenues

Operations and Maintenance

operating income

Income Taxes

Income from Continuing Operations

Net Income (a) (b)

'March 31,

S 574,369

138,656

- 83,371

15,627

29,768

30,156

. (8,024)

(443)
(159)

(247)

(1,270)

1,270

1,270

1,270

566,345

137,386

' 84,198

15,468

30,791

31,426

S 722,686

140,245

121,160

44,027

71,057

71,370

(10,803)

(1,950)

(821)

(1,104)

(1,270)

1,270

1,270

1,270

711,883

138,975

120,480

43,206

71,223

72,640

S 886,779

160,765

210,836

58,900

103,886

105,400

Dec. 31,'

$ 734,718

159,431

90,745

11,283

29,318

33,729

2004

Total

S 2,918,552

599,097

506,112

129,837

234,029

240,655

(18,827)

(2,393)

(980)

(1,351)

(2,540)

2,540

2,540

2,540

2,899,725

596,557

506,259

128,857

235,218

243,195

886,779

160,765

210,836

58,900

103,886

105,400

734,718

159,431

- 90,745

11,283

29,318

' 33,729

March 31,

2003 Quarter Ended

June 30. Sept. 30,

2003

Dec. 31, . Total

-As originally reported:

Operating Revenues

Operating Income

income Taxes

Income from Continuing Operations

Net income (a)

NAC Reclassifications (see Note 22):

Operating Revenues

Operating Income

Income Taxes

Income from Continuing Operations

Reclassified: ' - -

Operating Revenues

Operating income

Income Taxes

Income from Continuing Operations

Net Income (a) (b)

S 552,643 S 683,302 S 847,703 $ 734,204

69,255 132,482 198,850 81,466

12,754 35,248 50,528 7,030

20,153 54,889 - 109,538 45,996

25,298 56,142 110,048 49,091

(11,382)
(3,675)
(1,402)
(2,167)

541,261
65,580
11,352
17,986
25,298

(19,637)
(1,347)

(507)
(783)

663,665
131,135
'34,741
54,106

56,142
I . 1 .

(16,701)

(1,489)

(567)

(878)

831,002

197,361

49,961

* 108,660

110,048

(10,638)

(1,600)

(611)

(945)

723,566

79,866

6,419

45,051

49,091

$ 2,817,852

482,053

105,560

230,576

240,579

(58,358)

(8,111)

(3,087)

(4,773)

'2,759,494

473,942

102,473

225,803

240,579

(a) Includes Income from discontinued operations at SunCor (see Note 22). ,

(b) Includes income (loss) from NAC's discontinued operations (see Note 22).
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2004 Quarter Ended
March 31, June 30, Sept. 30, Dec. 31.

As originally reported - Basic earnings per share (a):
Income From Continuing Operations $ 0.33 S 0.78 S 1.14 $ 0.32
Net Income 0.33 0.78 1.15 0.37

After NAC reclassification and Medicare subsidy adoption -
Basic earnings per share (a):

Income from Continuing Operations 0.34 0.78 1.14 0.32
Net Income 0.34 0.80 1.15 0.37

As originally reported - Diluted earnings per share (a):
Income From Continuing Operations 0.33 0.78 1.14 0.32
Net Income 0.33 0.78 1.15 0.37

After NAC reclassification and Medicare subsidy adoption -

Diluted earnings per share (a):

income From Continued operations 0.34 0.78 1.14 0.32
Net Income 0.34 0.79 1.15 0.37

2003 Quarter Ended
March 31. June 30. Sept. 30, Dec. 31,

As originally reported - Basic earnings per share (b):
Income From Continuing Operations S 0.22 $ 0.60 $ 1.20 S 0.50
Net Income 0.28 0.62 1.21 0.54

Reclassified - Basic earnings per share (b):

income From Continuing Operations 0.20 0.59 1.19 0.49
Net Income 0.28 0.62 1.21 0.54

AS originally reported - Diluted earnings per share (b):

income From Continuing operations 0.22 0.60 1.20 0.50
Net Income 0.28 0.61 1.20 0.54

Reclassified - Diluted earnings per share (b):

Income From Continued operations 0.20 0.59 1.19 0.49
Net Income 0.28 0.61 1.20 0.54

(a) The difference between originally reported and revised basic and diluted earnings per share related to the sale of NAC (see Note 22) and the adoption
of the Medicare subsidy which changed reported amounts for the first and second quarter of 2004 (See Note 8). The earnings per share Impact from
the sale of NAC or the adoption of the Medicare subsidy did not change earnings per share by more than S0.02 in any given quarter in 2004.

(b) The difference between originally reported and reclassified basic and diluted earnings per share for Income from continuing operations related to the
sale of NAC (see Note 22). The earnings per share Impact from the sale of NAC did not change earnings per share by more than 50.02 In any given
quarter in 2003.

14. FAIR VALUE OF FINANCIAL INSTRUMENTS

We believe that the carrying amounts of our cash equivalents are reasonable estimates of their fair values at December 31, 2004

and 2003 due to their short maturities.

We hold investments In debt securities for purposes other than trading. We believe that the carrying amounts of these Investments

represent reasonable estimates of their fair values at December 31. 2004 and 2003 due to the short-term reset of Interest rates.

We also hold investments In fixed income and domestic equity securities for purposes other than trading. The December 31, 2004

and 2003 fair values of such investments, which we determine by using quoted market prices, approximate their carrying amount.

For further Information, see disclosure of cost and fair value of APS' nuclear decommissioning trust fund assets in Note 12.
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On December 31, 2004, the carrying value of our long-term debt (excluding capitalized lease obligations) was S3.19 billion, with

an estimated fair value of $3.30 billion. The carrying value of our long-term debt (excluding capitalized lease obligations) was

$3.31 billion on December 31, 2003, with an estimated fair value of $3.46 billion. The fair value estimates are based on quoted

market prices of the same or similar Issues.

15. EARNINGS PER SHARE

The following table presents earnings per weighted average common share outstanding for the years ended December 31, 2004,

2003 and 2002:

2004 2003 2002
Basic earnings per share:
* Income from continuing operations

Income (loss) from discontinued operations
Cumulative effect of change In accounting

Earnings per share - basic -
Diluted earnings per share:

Income from continuing operations
Income (loss) from discontinued operations
Cumulative effect of change In accounting

Earnings per share - diluted

*$ 2.57

0.09

1. .

Of $

2.47

0.17

$ 2.79
(0.26)
in 77%

I - ; . -W." I I

S - 2.66 - S 2.64 $ 1.76

S 2.57 $ 2.47 S 2.78
0.09 0.16 (0.25)

- - (0.77)

$ 2.66 - S 2.63 S 1.76

Dilutive stock options Increased average common shares outstanding by approximately 135,000 shares In 2004, 140,000 shares

In 2003 and 61,000 shares In 2002. Total average common shares outstanding for the purposes of calculating diluted earnings per

share were 91,532,473 shares In 2004, 91,405,134 shares In 2003 and 84,963,921 shares In 2002.

Options to purchase 1,058,616 shares of common stock were outstanding at December 31, 2004 but were not Included In the

computation of diluted earnings per share because the options' exerclseprlce was greater than the average market price of the

common shares. Options to purchase shares of common stock that were not Included in the computation of diluted earnings per

share were 2,291,646 at December 31, 2003 and 1,629,958 at December 31, 2002.

16. STOCK-BASED COMPENSATION

Pinnacle West offers stock-based compensation plans for officers and key employees of the Company and our subsidiaries.

In May 2002, shareholders approved the 2002 Long-Term Incentive Plan (2002 plan), which allows Pinnacle West to grant performance

shares, stock ownership Incentive awards and non-qualified and performance-accelerated stock options to key employees. The

Company has reserved 6 million shares of common stock for Issuance under the 2002 plan. No more than 1.8 million shares may

be issued In relation to performance share awards and stock ownership Incentive awards. The plan also provides for the granting

of new non-qualified stock options at a price per share not less than the fair market value of the common stock at the time of

grant. The stock options vest over three years, unless certain performance criteria are met, which can accelerate the vesting period.

The term of the option cannot be longer than 10 years and the option cannot be repriced during Its term.

The 1994 plan Includes outstanding options but no new options will be granted under the plan. Options vested one-third of the

grant per year beginning one year after the date the option Is granted and expire ten years from the date of the grant. The 1994

plan also provided for the granting of any combination of shares of restricted stock, stock appreciation rights or dividend equivalents.

In the third quarter of 2002, we began applying the fair value method of accounting for stock-based compensation, as provided

for In SFAS No. 123. The fair value method of accounting Is the preferred method. In accordance with the transition requirements

of SFAS No. 123, we applied the fair value method prospectively, beginning with 2002 stock grants. in prior years, we recognized

stock compensation expense based on the Intrinsic value method allowed in APB No. 25.
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In addition, see Note 2 for discussion of a new standard on share based payments (SFAS No. 123R).

Total stock-based compensation cost, including restricted stock, performance shares, stock options, and stock ownership

Incentives was $8 milion In 2004, S6 million In 2003 and $5 million in 2002 for Pinnacle West, and $6 million In 2004, $3 million

In 2003 and $3 million in 2002 for APS.

The following table Is a summary of the status of outstanding stock options under our equity Incentive plans as of December 31,

2004, 2003 and 2002 and changes during the years ending on those dates:

2004 Weighted 2003 Weighted 2002 Weighted
2004 Average 2003 Average 2002 Average

Shares Exercise Price Shares Exercise Price Shares Exercise Price

Outstanding at beginning of year 2,698,246 S 38.56 2,185,129 S 39.96 1,832,725 $ 39.52
Granted 37,580 37.85 621,875 32.29 603,900 38.37
Exercised (372,205) 34.02 (62,366) 26.09 (163,381) 28.25
Forfeited (87,498) 42.31 (46,392) 37.61 . (88,115) 41.54

Outstanding at end of year 2,276,123 39.14 2,698,246 38.56 2,185,129 39.96
Options exercisable at year-end 1,859,340 40.59 1,787,622 40.35 1,155,357 39.66
Weighted average fair value of

options granted during the year $ 3.53 $ 7.37 S 6.16

The following table summarizes information about our stock options at December 31, 2004:

Weighted Average
Remaining

Exercise Options Weighted-Average Contract Life Options Weighted-Average
Prices Per Share Outstanding Exercise Price (Years) Exercisable Exercise Price

S23.39 - 28.07 4,750 $ 27.44 0.5 4,750 S 27.44
28.07 - 32.75 515,344 32,24 7.8 129,706 32.10
32.75 - 37.42 138,863 34.72 4.4 138,863 34.72
37.42 - 42.10 693,482 38.83 5.9 662,337 38.87
42.10 - 46.78 923,684 43.95 5.4 923,684 43.95

2,276,123 1,859,340

The following table is a summary of the amount and weighted-average grant date fair value of stock compensation awards granted,

other than options, during the years ended December 31, 2004, 2003 and 2002:

2004 2004 2003 2003 2002 2002
Shares Grant Price Shares Grant Price Shares Grant Price

Restricted stock 4,000 $ 37.68(a) 4,000 S 32.20(a) 6,000 $ 38.84(a)

Performance share awards 215,285 37.85(b) 119,085 32.29(b) 115,975 38.37(b)
Stock ownership Incentive awards 9,015 40.29(c) - -

(a) Restricted stock priced at the average of the high and low market price on the grant date.
(b) Performance shares priced at the closing market price on the grant date.
(c) Shares are based on estimated ownership of Pinnacle West common stock.

1 7. BUSINESS SEGMENTS

We have three principal business segments (determined by products, services and the regulatory environment):

* our regulated electricity segment, which consists of traditional regulated retail and wholesale electricity businesses (primarily

electricity service to Native Load customers) and related activities and includes electricity generation, transmission and distribution;

• our marketing and trading segment, which consists of our competitive energy business activities, including wholesale marketing

and trading and APS Energy Services' commodity-related energy services; and

* our real estate segment, which consists of SunCor's real estate development and investment activities.
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In 2004, our other segment Includes a S35 million gain ($21 million after-tax) related to the sale of El Dorado's limited partnership

Interest In the Phoenix Suns. The other segment also Includes activity related to APS Energy Services'. non-commodity trading

activities, as well as the parent company and other subsidiaries.

Financial data for the years ended December 31, 2004, 2003 and 2002 by business segments Is provided as follows (dollars In millions):

Operating revenues
Purchased power and fuel costs
Other operating expenses

operating margin
Depreciation and amortization
Interest expense
Other expense/(income)

Pretax margin
Income taxes
income from continuing operations
Income from discontinued operations - net of Income

taxes of $5 (see Note 22)
Net Income
Total assets
Capital expenditures

operating revenues
Purchased power and fuel costs
Other operating expenses

Operating margin
Depreciation and amortization
Interest expense
Other expense/(lncome)
* Pretax margin
Income taxes
Income from continuing operations
income from discontinued operations -'net of Income

taxes of $10 (see Note 22)
Net Income
Total assets
Capital expenditures

Business Segments for the Year Ended December 31, 2004

Regulated Marketing
Electricity and Trading Real Estate Other Total

S 2,035 S 462 S 360 S 43 $ 2,900
568 382 - - , 950

685 34 290 34 1,043

782 46 70 9 907

384 -11 . 6 . 401

169 8 2 - 179

4 (2) (5) (34) (37)

225 29 ,.. 67 43 364

74 11 27 17 ... 129

151 . 18 40 26 235

4. 4. 8

. 151 S 18 S 44 S 30 S 243

$ 8,674 Sl:47466 S 454 S 23 5 9,897

5 483 $ 34 S 81 5 - S 598

Business Segments for the Year Ended December 31, 2003

Regulated . Marketing
Electricity and Trading Real Estate Other Total

$ 1,978 S 392 $ 362 S 27 S 2,759
517 .- ,345 - - 862

625 34 306 23 988

836 13 56 4 909

428 ; 1 6 - - 435

* 172 - 2 . 1 175
(4) . (25) . _ (29)

.240 ,12 73 3 328

70 3 28 1 102

170 9 45 2 226

- - * 10 5 i 15

S 170 S170"9 $ 55 $ 7 S 241

S 8,373 $ 680 S 439 $ 27 S 9.519

$ 686 S 9 S 72 S - S 767
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operating revenues

Purchased power and fuel costs

Other operating expenses

Operating margin

Depreciation and amortization

interest expense

Other expense/(income)

Pretax margin

income taxes

income (loss) from continuing operations

income (loss) from discontinued operations - net of

Income taxes of $14 (see Note 22)

Cumulative effect of change In accounting for

trading activities - net of Income taxes of S43
Net income (loss)

Capital expenditures

Business segments for the Year Ended December 31, 2002

Regulated Marketing
Electricity and Trading Real Estate Other Total

S 1,890 S 287 S 201 S 27 $ 2,405

377 155 - - 532

659 34 185 22 900

854 98 16 5 973
416 2 4 - 422

141 - 2 - 143

19 - (7) 7 19

278 96 17 (2) 389

108 38 7 (1) 152

170 58 10 (1) 237

- - 9 (31) (22)

- (66) - - (66)

S 170 $ (8) $ 19 S (32) S 149

S 893 S 19 S 72 S - S 984

18. DERIVATIVE AND ENERGY TRADING ACCOUNTING

we are exposed to the impact of market fluctuations in the commodity price and transportation costs of electricity, natural gas,

coal, emissions allowances and in Interest rates. We manage risks associated with these market fluctuations by utilizing various

instruments that qualify as derivatives, Including exchange-traded futures and options and over-the-counter forwards, options and

swaps. AS part of our overall risk management program, we use such instruments to hedge our exposure to changes in interest

rates and to hedge purchases and sales of electricity, fuels, and emissions allowances and credits. AS of December 31, 2004, we

hedged exposures to the price variability of the commodities for a maximum of eight years. The changes in market value of such

contracts have a high correlation to price changes In the hedged transactions. in addition, subject to specified risk parameters

monitored by the ERMC, we engage in marketing and trading activities intended to profit from market price movements.

We recognize all derivatives, except those which receive a scope exception, as either assets or liabilities on the balance sheet

and measure those instruments at fair value In accordance with SFAS No. 133, as amended by SFAS No. 149. Derivative commodity

contracts for the physical delivery of purchase and sale quantities transacted in the normal course of business receive the normal

purchase and sales exception and are accounted for under the accrual method of accounting. Changes in the fair value of derivative

instruments are recognized periodically in Income unless certain hedge criteria are met. For cash flow hedges, changes In the fair

value of the derivative are recognized In common stock equity (as a component of other comprehensive income (loss)). For fair

value hedges, the gain or loss on the derivative as well as the offsetting loss or gain on the hedged item associated with the hedged

risk are recognized In earnings. We use cash flow hedges to limit our exposure to cash flow variability on forecasted transactions.

we use fair value hedges to limit our exposure to changes In fair value of an asset or liability.

We assess hedge effectiveness both at Inception and on a continuing basis. Hedge effectiveness is related to the degree to which

the derivative contract and the hedged Item are correlated. it Is measured based on the relative changes in fair value between

the derivative contract and the hedged item over time. We exclude the time value of certain options from our assessment of

hedge effectiveness. Any change In the fair value resulting from ineffectiveness, or the amount by which the derivative contract

and the hedged commodity are not directly correlated, Is recognized immediately in net income.
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Both non-trading and trading derivatives that do not receive a scope exceptlori are classified as assets and liabilities from risk

management and trading activities on the Consolidated Balance Sheets. Certain of our non-trading derivatives qualify for cash flow

hedge accounting treatment. Non-trading derivatives, or any portion thereof that are not effective hedges, are adjusted to fair

value through Income. Gains and losses related to non-trading derivatives that qualify as cash flow hedges of expected transactions

are recognized In revenue or purchased power and fuel expense as an offset to the related Item being hedged when the underlying

hedged physical transaction Impacts earnings. If It becomes probable that a forecasted transaction will not occur, we discontinue -

the use of hedge accounting and recognize In Income the unrealized gains and losses that were previously recorded In other

comprehensive Income (loss). In the event a non-trading derivative Is terminated or settled, the unrealized gains and losses

remain In other comprehensive Income (loss), and are recognized In Income when the underlying transaction Impacts earnings.

All gains and losses (realized and unrealized) on trading contracts that qualify as derivatives are Included In marketing and trading

segment revenues on the Consolidated Statements of Income on a net basis. Trading contracts that do not meet the definition of

a derivative are accounted for on an accrual basis with the associated revenues and costs recorded at the time the contracted

commodities are delivered or received. ,

in the electricity business, some contracts to purchase energy are netted against other contracts to sell energy. This Is called

book-out' and usually occurs In contracts that have the same terms (quantities and delivery points) and for which power does

not flow. We net these book-outs, which reduces both revenues and purchased power and fuel costs In our Consolidated

Statement of income, but this does not Impact our financial condition, net Income or cash flows.

In November 2003, the FASB revised Its derivative guidance in DIG Issue NO. C15, Normal Purchases and Normal Sales Exception

for Option-Type Contracts and Forward Contracts In Electricity." Effective January 1, 2004, the new guidance changed the criteria

for the normal purchases and sales scope exception for electricity contracts. The Implementation of this guidance did not have

a material Impact on our consolidated financial statements.

During 2002, the EITF discussed EITF 02-3 and reached a consensus on certain Issues. EITF 02-3 rescinded EITF 98-10 and was

effective October 25, 2002 for any new contracts, and on January 1, 2003 for existing contracts, with early adoption permitted.

We adopted the EITF 02-3 guidance for all contracts In the fourth quarter of 2002. We recorded a $66 million after-tax charge

In net Income as a cumulative effect adjustment for the previously recorded accumulated unrealized mark-to-market on energy

trading contracts that did not meet the accounting definition of a derivative.,

Cash Flow Hedges

The changes In the fair value of our hedged positions Included In the Consolidated Statements of income for the years ended

December 31, 2004, 2003 and 2002 are comprised of the following (dollars In thousands):

2004 2003 2002

Gains/(losses) on the Ineffective portion of derivatives

qualifying for hedge accounting $ (1,568) S 8,237 $ 9,763

Gains/(losses) from the change In options' time value

excluded from measurement of effectiveness 185 181 (2,484)

Gains from the discontinuance of cash flow hedges 1,137 - . 386

During the twelve months ending December 31, 2005, we estimate that a net gain of $44 million before Income taxes will be

reclassified from accumulated other comprehensive loss as an offset to the effect on earnings of market price changes for

the related hedged transactions.
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Our assets and liabilities from risk management and trading activities are presented in two categories, consistent with our

business segments:

* Regulated Electricity - non-trading derivative Instruments that hedge our purchases and sales of electricity and fuel for APS'

Native Load requirements of our regulated electricity business segment; and

* Marketing and Trading - both non-trading and trading derivative instruments of our competitive business segment.

The following table summarizes our assets and liabilities from risk management and trading activities at December 31, 2004 and

2003 (dollars In thousands):

Regulated electricity:
Mark-to-market
options and margin account

Marketing and trading:
Mark-to-market
Emission allowances - at cost and
margin account

Total

Regulated electricity:
Mark-to-market
Options

Marketing and trading:
Mark-to-market
Emission allowances - at cost

Total

December 31, 2004
current current Other Net Asset/
Assets Investments Liabilities Liabilities (Liability)

$ 45,220 $ 19,417 $ (19,191) $ (12,000) $ 33,446
18,821 118 (8,879) - 10,060

102,855 204,512 (68,008) (132,683) 106,676

- 294 (17.328) (11,579) (28,613)

$ 166,896 $ 224,341 $ (113,406) S (156,262) S 121,569

December 31, 2003

Current current Other Net Asset/
Assets Investments Liabilities Liabilities (Liability)

$ 44,079 $ 5,900 S (47,268) $ (3,028) S (317)

- 12,101 - - 12,101

53,551 116,363 (37,023) (63,398) 69,493

- 4,582 (8,464) (16,304) (20.186)
$ 97.630 $ 138.946 S (92,755) $ (82.730) S 61,091

Cash or other assets may be required to serve as collateral against our open positions on certain energy-related contracts. Collateral

provided to counterparties is $1 million at December 31, 2004 and SI million at December 31, 2003, and Is included in other current

assets on the Consolidated Balance Sheet. Collateral provided to us by counterpartles is S18 million at December 31. 2004 and $12

million at December 31, 2003, and is included in other current liabilities on the Consolidated Balance Sheet.

Fair Value Hedges

On January 29, 2004, we entered Into two fixed-for-floating interest rate swap transactions on our $300 million 6.4% Senior Notes.

The purpose of these hedges is to protect against significant fluctuations in the fair value of our debt. Our Interest rate swaps

are considered to be fully effective with any resulting gains or losses on the derivative offset by a similar loss or gain amount on

the underlying fair value of debt. The fair value of the Interest rate swaps was $2.6 million at December 31, 2004 and Is included

in Investments and other assets with the corresponding offset In long-term debt less current maturities on the Consolidated

Balance Sheets.
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Credit Risk

We are exposed to losses In the event of nonperformance or nonpayment by counterpartles. We have risk management and trading

contracts with many counterparties, Including two counterparties for which a worst case exposure represents approximately 35% of

Pinnacle West's S391 million of risk management and trading assets as of December 31, 2004. our risk management process assesses

and monitors the financial exposure of these and all other counterparties. Despite the fact that the great majority of trading counter-

parties are rated as Investment grade by the credit rating agencies, Including the counterpartles noted above, there Is still a possibility

that one or more of these companies could default, resulting In a material Impact on consolidated earnings for a given period.

Counterpartles In the portfolio consist principally of major energy companies, municipalities, local distribution companies and financial

Institutions. We maintain credit policies that we believe minimize overall credit risk to within acceptable limits. Determination of the

credit quality of our counterparties Is based upon 'a number of factors, Including credit ratings and our evaluation of their financial

condition. In many contracts, we employ collateral requirements and standardized agreements that allow for the netting of positive

and negative exposures associated with a single counterparty. Valuation adjustments are established representing our estimated

credit losses on our overall exposure to counterparties. see Note 1 'Derivative Accounting' for a discussion of our credit valuation

adjustment policy.

19. OTHER INCOME AND OTHER EXPENSE

The following table provides detail of other income and other expense for the years ended December 31, 2004, 2003 and 2002

(dollars In thousands):

Other Income:
Investment gains (a)

Interest Income
SunCor non-operating Income (b)

Asset sales
Miscellaneous

Total other Income

Other expense:
Non-operating costs (c)

Asset sales
Investment losses (d)

Miscellaneous -

Total other expense

- Year Ended December 31,

-2004 2003 2002

$ 38,256 . S 3,649 S -

7,470. 4,412 4,332

4,458 24,740 7.355

3,026 618 568

779 2,144 2,655

S 53,989 S 35,563 $ 14,910

$ (15,524) S (14,959) S (12,958)

(1,382) (1,522) (6,472)

_ - (10,439)

(4,604) (4,093) (3,786)

S (21,510) $ (20,574) S (33,655)

(a) Primarily related to the gain on the sale of El Dorado's limited partnership Interest In the Phoenix Suns In the second quarter of 2004

for $35 million ($21 million after tax).
Cb) Primarily related to the sale at Suncor of a land Interest and profit partIcipation agreement In the fourth quarter of 2003 for S18 million.

In 2002, Suncor received S2.5 million for the profit participation.
(c) As defined by the FERC. Includes below-the-line non-operating utility costs (primarily community relations).

(d) Primarily related to El Dorado's Investment losses In NAC prior to consolidation In the third quarter of 2002.
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20. VARIABLE INTEREST ENTITIES

In 1986, APS entered into agreements with three separate VIE lessors In order to sell and lease back interests in Palo Verde

Unit 2. The leases are accounted for as operating leases In accordance with GAAR See Note 9 for further information about the

sale leaseback transactions. We are not the primary beneficiary of the Palo Verde VIES and, accordingly, do not consolidate them.

APS Is exposed to losses under the Palo Verde sale leaseback agreements upon the occurrence of certain events that APS does

not consider to be reasonably likely to occur. Under certain circumstances (for example, the NRC issuing specified violation orders

with respect to Palo Verde or the occurrence of specified nuclear events), APS would be required to assume the debt associated

with the transactions, make specified payments to the equity participants, and take title to the leased Unit 2 interests, which,

If appropriate, may be required to be written down in value. if such an event had occurred as of December 31, 2004, APS would

have been required to assume approximately $250 million of debt and pay the equity participants approximately S192 million.

in the first quarter of 2004, we adopted FIN No. 46R. Consolidation of Variable Interest Entities' for all non-SPE contractual

arrangements. SunCor has certain land development arrangements that are required to be consolidated under FIN No. 46R.

The assets and non-controlling Interests reflected in our Consolidated Balance Sheets related to these arrangements were

approximately $34 million at December 31, 2004.

21. GUARANTEES

We have issued parental guarantees and letters of credit and obtained surety bonds on behalf of our unregulated subsidiaries.

Our parental guarantees related to Pinnacle West Energy consist of equipment and performance guarantees related to our generation

construction program, and long-term service agreement guarantees for new power plants. our credit support instruments enable

APS Energy Services to offer commodity energy and energy-related products. Non-performance or payment under the original

contract by our unregulated subsidiaries would require us to perform under the guarantee or surety bond. No liability Is currently

recorded on the Consolidated Balance Sheets related to Pinnacle West's guarantees on behalf of its subsidiaries. Our guarantees

have no recourse or collateral provisions to allow us to recover amounts paid under the guarantee. The amounts and approximate

terms of our guarantees and surety bonds for each subsidiary at December 31, 2004 are as follows (dollars In millions):

Guarantees Surety Bonds
Term Term

Amount (In years) Amount (in years)

Parental:
Pinnacle West Energy $ 25 1 S - -

APS Energy Services 46 1 51 1
Total $ 71 S 51

At December 31, 2004, we had entered into approximately S39 million of letters of credit which support various transmission and

construction agreements. These letters of credit expire In 2005 and 2006. We Intend to provide from either existing or new facilities

for the extension, renewal or substitution of the letters of credit to the extent required. At December 31, 2004, Pinnacle West has

approximately S3 million of letters of credit related to workers' compensation expiring in 2006.
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APS has entered Into various agreements that require letters of credit for financial assurance purposes. At December 31, 2004,

approximately $200 million of letters of credit were outstanding to support existing pollution control bonds of approximately $200

million. The letters of credit are available to fund the payment of principal and interest of such debt obligations. in July 2004, S150

million of these letters of credit were renewed for a three-year term and expire In 2007. The remainder expire In 2005. APS has

also entered Into approximately $102 million of letters of credit to support certain equity lessors In the Palo Verde sale leaseback

transactions (see Note 9 for further details on the Palo Verde sale leaseback transactions). These letters of credit expire In 2005.

Additionally, APS has approximately $5 million of letters of credit related to counterparty collateral requirements expiring In 2006.

APS Intends to provide from either existing or new facilities for the extension, renewal or substitution of the letters of credit to

the extent required.

We provide Indemnifications relating to liabilities arising from or related to certain of our agreements. APS has provided Indemni-

fications to the equity participants and other parties In the Palo Verde sale leaseback transactions with respect to certain tax matters.

Generally, a maximum obligation is not explicitly stated in the Indemnification and therefore, the overall maximum amount of the

obligation under such Indemnifications cannot be reasonably estimated. Based on historical experience and evaluation of the

specific Indemnities, we do not believe that any material loss related to such Indemnificatlons is likely.

22. DISCONTINUED OPERATIONS

The following table provides a summary of SunCor and NAC Income (loss) from discontinued operations (after Income taxes) for

the years ended December 31, 2004, 2003 and 2002 (dollars In millions):

2004 2003 2002

SunCor $ 4 $ 10 S 9

NAC 4 5 (31)

Total Income (loss) from
discontinued operations $ 8 S 15 $ (22)

SunCor

Certain components of SunCor's real estate sales activities, which are included in the real estate segment, are required to be

reported as discontinued operations on Pinnacle West's Consolidated Statements of income In accordance with SFAS No. 144,

Accounting for the Impairment or Disposal of Long-Lived Assets." Among other guidance, SFAS No. 144 prescribes accounting

for discontinued operations and defines certain activities as discontinued operations.

in the second quarter of 2002, SunCor sold a retail center, but maintained a continuing Involvement through a management

contract. in the first quarter of 2003, this management contract was canceled. As a result, the after-tax gain of $6 million

($10 million pretax) recorded In operations in 2002 related to this property was reclassified as discontinued operations on our

Consolidated Statements of income. The Income from discontinued operations in the year ended December 31, 2002 primarily

reflects this sale.

In 2003, SunCor sold its water utility company, which resulted In an after-tax gain of $8 million ($14 million pretax). The amounts

of the gain on the sale and operating Income of the water utility company In 2003 and 2002 are classified as discontinued operations

on Pinnacle West's Consolidated Statements of income.

In the fourth quarter of 2003, SunCor sold a retail center, which resulted in an after-tax gain of $2 million (S3 million pretax).

The gain on the sale and the operating Income related to this property In 2003 are classified as discontinued operations on

Pinnacle West's Consolidated statements of Income. There were no prior-year operations related to this retail center.
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in 2004, SunCor sold commercial property, which resulted in an after-tax gain of S1 million (52 million pretax). The gain on the

sale and the operating Income related to this property in 2004 are classified as discontinued operations on Pinnacle West's

Consolidated Statements of income. There were no prior-year operations related to this property.

The following table provides SunCor's revenue and income before income taxes (including the gains on disposals as noted above)

related to properties classified as discontinued operations on Pinnacle West's Consolidated Statements of income for the years

ended December 31, 2004, 2003 and 2002 (dollars in millions):

2004 2003 2002

Revenue $ 11 S 71 S 35
Income before taxes 6 17 15

NAC

in July 2004, we entered Into an agreement to sell our investment In NAC. The transaction closed on November 18, 2004 and

resulted in a pre-tax gain of $4 million, which is classified as discontinued operations in 2004. El Dorado began consolidating the

operations of NAC in the third quarter of 2002. All related revenues and expenses for NAC have been reclassified to discontinued

operations for the years ended December 31, 2003 and 2002 on Pinnacle West's Consolidated Statements of income.

The following table provides the revenue and Income before taxes (including the gain on disposal as noted above) for El Dorado's

Investment in NAC that was classified as discontinued operations for the years ended December 31. 2004, 2003 and 2002 (dollars

in millions):

2004 2003 2002

Revenue $ 31 S 58 S 35
income (loss) before taxes 7 8 (50)

Percentage of Completion - NAC

Certain NAC contract revenues are accounted for under the percentage-of-completion method. Revenues are recognized

based upon total costs Incurred to date compared to total costs expected to be incurred for each contract. Revisions In contract

revenue and cost estimates are reflected in the accounting period when known. Provisions are made for the full amounts of

anticipated losses in the periods In which they are first determined. Changes in job performance, job conditions and estimated

profitability, including those arising from contract penalty provisions and final contract settlements, may result In revisions to

costs and income, and are recognized In the period in which revisions are determined. Profit incentives are included In revenues

when their realization is reasonably assured.

Contract costs Include all direct material and labor costs and those indirect costs related to contract performance, such as

indirect labor, supplies, tools, repairs and depreciation costs. General and administrative costs are charged to expense as Incurred.
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Assets and Liabilities Related to Discontinued Operations

Due to the sale of NAC, all NAC assets and liabilities have been reclassified to assets and liabilities related to discontinued

operations on the Consolidated Balance Sheets at December 31, 2003 and are provided In the following table (dollars In thousands):

Cash

Customer and other receivables

Net property, plant and equipment

Other

Assets related to discontinued operations

Accounts payable

Long-term debt less current maturities

Other

Liabilities related to discontinued operations

2003

$ 5,867

11,066

5,404

728

S 23,065

$ 10,406

800

5,221

S 16,427

I I - I . ' r ..

CERTIFICATIONS
on June 18, 2004, In accordance with Section 303A.12 of the Listed Company Manual, our Chief Executive Officer certified to the

New York Stock Exchange that he was not aware of any violation by the Company of NYSE corporate governance listing standards

as of such date. In addition, on March 16, 2005, our Chief Executive Officer and Chief Financial Officer each filed a certification

under Section 302 of the Sarbanes-Oxley Act (regarding the quality of the Company's public disclosure) as exhibits of the Company's

Annual Report on Form 10-K for fiscal year 2004.
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* Theyear in which the individ ualfirst joined the Board ofa Pinnacle West company
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122 North 2nd Street

Phoenix, AZ

Stock Listing

Pinnacle West's Annual Report to the
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request, without charge. write: Office

of the Secretary.

Corporate Governance Report
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Receive and Deliver Department
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Church Street Station
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Pinnacle West offers a direct stock purchase plan. Any interested investor may

purchase Pinnacle West common stock through the Investors Advantage Plan.

Features of the Plan include a variety of options for reinvesting dividends, direct

deposit of cash dividends, automatic monthly Investment, certificate safekeeping

and more. An Investors Advantage Plan prospectus and enrollment materials may be
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www.stockbny.com or by writing to:

The Bank of New York

Shareholder Relations Department
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. -. . . From the COsr'm, Presideit & CEO

I .

ONWAeiources-,-conti I i' rfuo's'l'4''O-' 1,an-

nmethodical. It is-,not growth for griths ake;:but th6 result- of executing~ our strategy advisiontBuild, America"s Bes Merc'hant " .Utility' ;' fr belie' ''i w ill shar'holder ' ''' and

* , F ,, ~~~. '' '-.' .; - . . . 4' l' . ' --,. .'

i -ui mrc' es ec'ntUiiy. We' firmly be ieve' this wil lic eae shre V.e ,sd'':,-.

-:2004 proved this1 true.
200 'pro ;. !- ' *',. .'' , . ! *, 2

: .This' past year h s been nothing short of exciting.as we announced.the acquisition- of ao ther energy,,

company. A company that not only'. our 'st ategic growth plans '

but also opens 'the door to market - -' expansion into- Texas. Addtiionally -

wc have purchased a share in a natural gas-fired c cl p :sio
plant'that will help us serve our growing wholesale power business. '
p 't t 'a wil .; ' I ' : s'' 'b

W.- e have built ou'r business on the' - cornerstones of reliability ,stability,

integrity and innovation- Combining . ', these simple, yet powerful business '

fundamentals with a' solid growth strategy has resulted in another

successful year.in 2004. , . .

t - t > . Z {. . ^. - . - JrrF STERBA .-. : .. ' . . -, . ., 3 '
.'- .:Throughoutthe year, we. concentrated' cb inaP & C.EO 'on the strate gic d irection of the

company not losing 'sigh~t of our efforts to, improve customer, satisfaction, operational

excellence and: ocess improvement.-All in all, it was a very successful year. for PNM Resources, and

. our shareholders benefited'from that'success;..-

Totai revenuesfoi PNM Resources'topped SI 60 billion in 2004, growing fromn $1S46 billion in 2003 while'

diluted earnings per share of common stockwere'$1.43 Adjusted for. the-3-for-2 stock3split announced in-

9.- . .,'.; ii.-''-'-'% '--' -

£
, 'S
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stal'zliiyInteruaiyad innovaiion. 7Collmd'ur~~ee.ip

Jssf -:;ozss;l lX:7ih:t-;sS

yet po~uI ts n iin fn ;ta s T; vwa solid gi h f {dt i
P/

eni c[Z llWt tif ea~or in+
.,a - - -,, I,- ill-.- ,-,

; .. ,. - ; ra / ,r~t 1 tdin aznother 2rces'iilear rn 2004

JEFF STFRRA ; 9 wenntgon
,Cbamzn -Pruamd.en LFO

May 2004, that- compareswith$158in2003. Eanin f ogoing opcrati not including one
$ l ay 200s4i,'tcompares with $1.50i:2e1. ; caretos ticig*

-gains or losses,-:wcre $1h43per9sharc corparcd with $1.30 p share ($1.95 before the stock split) in 2003.

Three years ago we said that our goal was to generate 5 percent to 6,percent annualized earnngs growth

:Actually, we-have delivered nearly 9 percent growth in ongoing earnings per share during'the past three years

The bottom'line for you washealt re a of yopTr investment.

B''',cau',seof our earnings profile o"f grwth and stability, the PNM ResourcesBoard of Directors raised the co'mmon stock>''''

dividend twice in 2004 to 'an annual rate of $0.74 per share - a'20.7 percent increase. Previously, the Board had targeted.

a payout atoof,50percent o60 n of utili arnings. Howev, our stable and successful approach to compeive

wholesale markets caused the Board to reise the policy to 50 perce t to 60 percent of consolidated eariings., . : ' -

'Our business and financial success was rewarded with'stock p'rIee appreciation of 35 percn for2004,

.': '- - ;co ared with 8.1 pe'rcent for the.S&P

.Mi CapElectric Utility Index and 9 percent

''43 '0 forthe broader S&P. 500 Index. espite thisL. *$.30 -0j;3
x '22* 'e061 ' eclent perf ormance, our'efforts are not

', directed at short-term success. W are in it-fr
'05 Ithejiong haul, and 'we aremiotivated to'deliver.

,on ourinvestors expectations for long-term
2002 2003 2004 r, ..2002 20032004.'2005 -an

.'ine and financial success.

-Oigomg ; -. * t Cish Diid Pa'd

i.. S .1. ¶5 s J \**St. .5ZS1t .; 4 'a ;. r, .,;¼$ . *iS c . ._ (

1 ... .
.~~~~~~~~~~~~~~ P '--,,...Ci,. ,I< ,X.*L '-*+ ,, fi.
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7.1

636

s 1:70 ' 9
1 ~ .,

'130.3

A 1'40 " 01; - 22 -- 2004 2- - 2002' 2003 2004-

3anjin Genicratng tadon ihe Ae~c

~~~~~~~~I , ; ,- ; ,, B '.' .','.3'' ; ',;', ,''i -,..

G'ROW1 IN' 4GA A MEkCHANT UTI ~ Ii TYr-
Over the y s, we; Sdiscussed our ditictv me rchant' u i busine ss model Our foundation is

!.'. 1,:f , 'X,'-. , . , ' - -.; , '' . ,'-.,

an ,su ec rtSs - t..,ic lity

operional y sound, reg latd 61 ctric and gas utitliver sst e I

, suppiemented'wlth'our competiveAeslusTnesd'aine.:This-prfvides an effectivegblend of regulated and
''o balnc' ;s'k ''ov '''"* -*''id I' "I'''\*'-,:''':* :' ' ,,'-.-';. ,
competitive busin'ess lines:fr staobility and gr'owth.,Tfiosee facto rs apr e multi

opportunitiesfor expansion . .'

1* .AIF NT.I L

*. ;M Tin OU- . SO . -, . . . ;. -

-Ini'July'e eannounced:ar agreemnet to a'icire TNP'Enterprises, a Fort' Worth-based e'nerg holding

compny-and paren mpny of-TexasNw Mexico Powertor-N and Choice Power, a retail energy ,

.:,:,providern in Texas. P.is an letrictransgrissionantegdiscribytionaemdany geTexntanssaio assfullyintegrate

3 . v

0, , -g ', Otr succiisstil marc ic bwe ktn~tsns

, -.. e -o .,,---PNM Resoulrces.. WcWl otnw opoz csiegmt bowbl-term power contradts --. - .''

0 .. @, ', ,1 |-. t~m " . -,and 1~ adjin rgHght-priied, itiate-gicaily. iocated gnen ratsnodtaision ast.nd; transmi............................................o..~'- ,a'ses'

;-eno Kee Phi t ; 'otA.4
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A *NM RSOURCES, INC - Ummary ortal ,'. .

8.0.

-70 , -- .

8000 --2'20. 264

u p ...

TtL~I ElectricRateIbpaison1 '.in'New' Mei.-u experience and .expertise in~the.

d onfipiitive Oetotric .wholes'ale market' wilhl irst,. 5
so oD Ia-dJi's re'an*h. info the .competitive

&wc U. ~.... .. , . .. Poe~exan isrch i nt 'o the

ele~ctric rietail buies in Txa and prvide us avenues

forutur.groth.W exette.custont.ea lea'stj10 percent accretive to current- earning
per s'hare'an~d 2 0 pecn crtv ofre cash fo~win'the Ifir~st full year' aifter closing.

INoeber "epurchased a one -thdir itrest 10mgwtts -*

inaState -of-the ;'art power. plant near, Deming NM. Th e Lunta`,',

_Energy racility will'be' utilize d to fulfill a portion of our- exstn

lntemcntracts and wil be6 insrmetl nhelpingu u~ow, our 2

woeaegeneration btusine~ss. The plan't'has .the -ab~ili-ty t-~(- d'eliverJI L
eectricity to, major mrket.hb ~in the South m"k~usnwest -and we ejpect its

Y~ "O

-earnings-and cash~fiow.. rAvmrge~ktcum

1~ .. '-S us LadnICYh

"Bob PN eore n N nerprises bring uniqune strengths to the-c'orntM&fi'dn and provide us,
with dliverse-skills an~d talents To benefit foi those strengths, oufr integration tedi Hu,,hntr/n the
best processes and systems of ea'ch company 'This approach will help usahee dr~al to deliver theb

best results possible'to all of our. stakeholders .

ALICE'COBB
Semor Vic Iend 6,C &lf.?dmmu.tratie
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20 j . .. '-

.2;0, ;0 k . 2003. , 2 .0, '. . ... ' ' ,.,,. 4. ;

PNM s R*ouceSndf. - . -p 1' . -, -"l

SU d

rou t 9 ; W h't haeo£ thSe Lun'a plant,

.. B itb ~u - .. 9. :, : ,, .p--..J--_.-,~ -#:.. - - .......-.

2000 42 A 4t6004megawatts e t

' '- : , . -.- ,: t ' ~'' '' ' .- ;' ;- - -portfolio 'since 200; Ijn recent years, -,

.,,. . ,--,.'-;' ' , '-' ,''x,' ; '\PNM has 'i di -gterm' contracs ' .;'-

r 'to'supply power t o'eight entities'increasing, total long-term''contracts to 460 MW. The'e.addition of:'.~.: ,

; ''thL'n'lan't furthe6r,'stren gthe~ns- the 'mine'rch a nt side 6of the~busin'es's' as..w foilowvo'ur. s ra egy'.to'. ... ''.-,the, .Luna, ; X r> ;< ** . ........................................,, , >
t , ':.'div'ersify our generation portfolio'., ., . ,;, .. .r@ I > s e ;/ ; J<

' ';We re' ' n'otdo'n 3e` We willl continue to' lo-o k for r:'ght- prkei sst that podeaopr'utoexand or' " l

s Zi' ,,- . ,~ , i

buieswilc maintaining therbalanfce betwceen wholes'ale' activtes an'd.'o'ur corc utility bufslncss.-.:-'

20AD0I2G 0N0 3S 2S0 200I2 2 03 2 4 ... ;

;. .As'we grow, so; does our. responsibility as Wcorhporate citizen. Protectingand preserving'o the environment

',, IS not simply ,an o ligation, Zit s our commitment to presen~t anid futur' egenerations:;. ' :' ''''.;

: - -'.- ZAt'PNMResoircesPintMgrityi ieveryone'biisiness,' ateourbusines and tiehighesp'rinvilofp
' '; : .,; . t -- tnicol condtici in olur dil uiesate. That M'car 'doiitg tbe n'ght thing',is every employee's. ,,'. '-,

d. biyaoudth 600e qcmegawatce riohegneato

. , ,.potfobligationl Moo sor that2om itmeIn e 'red cn va 'as.,.'. ,;
, ', -, - .and regulatPons d tb rg tlmgng- term eoed ntracts is

to sp proer t in oitie CincMreng to etploges, sharmhon the rtsto 4 M the envirtin '
tlertre mecnsd ofteri businessias we foll ow . ; ' ' s to .

We'rnode ew ontin u'e, t o forgt pricd as.. - , . _ . ._ x
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; N ELJREIC 200 Su 4ry Annual Report ~

~Cotnpired u~ith 2002, on a per miegawatt-hiour

baei w1~,ill ulnit15 perceit ltlss nitrogI'en ox.'IeL

(N) 15 percent less sulfur dioxi'de (SO2) and 7'.5

jercent'fewer~~~parti~culates. Cmae o20,w
einileit 7 perccnt le's carhofi dioxide (GOC

-or equivilents per h2

Qiur eurrent geiertinon po;rtfeolioi will

We hav esalse ive-year -goals thiat-will help ~us~ u~.e 15per~ettnt )~~C nlfehiePC
Mi tan it did hin 200 Mhen ne~v genuraung.

achieve longterm enviromential sust~ainability. In ~many pnsielidt u otoi niitce

instances these goals redu'ce emisiosbelow le'vels allwd pat xM\1 rswtr vlat leat

or f-vresh tit er t lan c:svhr integnrageon
in advance of new regulations 200 portfolio ~ilkrdcdt rxd anvesc n

s.rdb rdcn carbonsom emissions:FrPN eoucs

impactw oo _eur' buiness' cuWeastomre'rs ad-saeodr uig- tlt edrI h ooinadpoiino

inest'yI ecn genea o
in advance'A. fnwrguain. ill de~n wasedc sre- vis gcneriitet and.ou

;&'C',, a socicoipin mutnd implementedinimro'-cntrme. p~ucins or.uc at

dticin~carbo emissons.To

PNMproide to tir eectic elibiltyalo~ i'id Bearic and gas custlruiomeraservicesth at iona7 ,

more~nor snes thanr $500 milo hin elcric an ann ve h atfieyas cbeijhg

-nx ~ er eandeffortommhuted tof cmlye nrs nz Nitlt raiain.

intDflsitSebya7 perce

. 1/

-A.- _



.PMRE oURES, INc.'- 2004 SuhinaryAnnualReport'" ' ~

~~11

J 00 1

Liig nte 002001 .2002 2003 2004

~ivngj th',Southwest 'we hae a deep. and

abiding' concern about water qluality an uantity.- ..

V6must do ou'r-part to ensure water is'avaiilable .. --

tospotppla~tion and economic growth. For-,.,

lxamplethe LuaEergy Facility will utilize6 high-tech environmental 'control systems'an~d rely on'
treated efletfr n hr f its wvater' spply.The Lun fcltwilhelp us meet our environmental

I. . -goa Ito reduce fre sh water use by at least 20 pecen ese megawatt

than. the, 2002 poritfolio ave'rage. . .

*-aduition,. wec,- ongiiwith eight otherowners. . pla n to. inet

T.? Q-, 'the San Juian.Gene~r tn''~i'to t'a'ke is already' aggressiv em:isio~in

ro~va~l program td ahole new eve'." Over.t e next five years, new-.
-8C4- I . ' - h-'. ..

70' technolo~~~~gy will- be insialleda t the plntorduemcrypriule .-

0 a a nttor'.mecrpatuae

6'matter, XO'an'd SCON-eiss~ions;'. .- * 4.
-200272003 20

wpm,. .

Equivlent U PfM - * -

AvOlbzr szihqif o4Va.aai~i Hv PNMR..n toanwlvl ftwnO

ev"O bur new s decisionwntmakrsaindhiitypou wd atdt iv N eore o er lveli ofPtMdh.~

ever buines dcison w mae ad celyaction we take. To continue to increase shairbhle alueN
Res~urce mustcomider the long-term impact its linennesjecision will have on society and on the environmen

*BILL REA.XL .1- 4 .4 4

4 44 /)2
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; 'PNM.RzSOURCEi; INC. 2, Summiry IAnnuCl R!port

125"

250"

Jan0 an0 Jn02 Ja03 Ja04

Coprtive ToW Reiturn NSP mqlii(i
. ,t 1?. .a ,.otjtt't getting b, - -; W, er getting l''e ,r;

. ... .J,.. ,' ' , -. s' 4 .;i '- ' -

- .EFF S'TERBA

DEI i'k I RIN MrAS LTRED. GROWTH I
By a t ay ma , 24 ws a s. f - Most ofall we w'ere suciessful

' '- * ''.. .;..s'

1-004 : X w cesfu yerf`:PNMRei60fl ;0 -ff

In our effort to' grow, s.h.are older valu b. controlling cots and improving productivi Ycoupled ith .

a hoehare cmmtmn t metngte ees n ecedigthe expectations of our customers.,. : ser. :tss;Ired growt. .- : '. .ne . . e... ... -. i;. .- . . Jef;9D5 ' f -trb Cb:-m -rsdet CE 'of)?,,thtti7g Resorct;1rgt;1,estl

^:;f . -; ;' i. . . - ,. - ; . ' ;' J FF S .,

ahohai commitment to ouutmrepoeescreitosadsarhles

renor ';7; ; e ,W iem *o wt ,i e r - . ,. . ,I ., i' ;g big, ."_ ' ,, ' - ' ' ,' ' ; - , . .. ' ' :_ -I ' '

-- 'W ~~\lReG lASTE R" re, no ;t ^-jus ;~t - , r P''

- nu'efr ogo sh'aeh' der alue; yico Igioohing at doetn ty upe ng;:

'' -;: -serves customers and suports'employees.l ig'wh tht'ev's the environment wl eadn

* ' ... . ishareholde'rs.1 It'is m aue grwh. .'..'- ;. -.. : - - . . - . .

' .. ' t0'JeffSt a Chairman, resiens, & O Ah;3f Rewlso - -r , |.ts .:

ma0ta n ,g eour haltno'ixrl-rowfith Jol, C,.e sbk -
*.mirainin u aac shcts htent to sustain giort (e!into thefiih CThat i's our ;- t, :.-.-:

''; ' J'.'' ., -Ct ; '.

: '' - ', ' " ' .' ., ; .' ' : ' D' , ': . . S; ,.'s '' ' ' ' '; '' ' '; , N ' ' ' .. - ,- ' ' .'f '' ' ' ' i;d
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ADTADE~mics COMMITTEEjR. A~tn Chvez Ph.D.,Af-gftDi-W Gddn- &-bi

Age58,Dzencvth&AdsegS4 since 20031

JukA Dolon, hdraxod CkrkfE dT'- Ofler

Age 41, Director since 2002.'
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(O) PFowd aqwieeon nnm .niJey 2004..

On June 2, 2004, the Company submitted the required annual written certification to the NYSE to

complywith Section 303A.12(a) of the NYSE Listed Companykanual There were no qualifiations

to the certificaion. In'addition, the Company has filed with the SEC, as exhibits to its Annual Report

on Form 10-K filed on Malrch 1, 2005, the Sarbanes-Oxlcy Act Section 302 certifications regarding

the quality of the Company's public disclosure.
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EMP95P.M.
(In tbousands:exrderper share amounts:and ratios) I .-

ELECTRIC RETAIL OPERATIONS STATISTICS

Total Electric Retail Energy Sales (KVh in thousands)
Total Electric Rctail Revenue
Electric Retail Customers at Year-End

ELECTRIC TRANS,%ISSION REVENUE

WHOLESALE OPERATIONS STATISTICS

Total Energy Sailes (.MNVh)
Total Wholesafe Revenue

TOTAL ELECTRItC REVENUES

GAS UTILITY OPERATING STATISTICS

Total Gas Throughput (Decatherms in thousands)
Total Gas Revenue

- Gas Utilitj Customers at Year-End
GENERATION STATISTICS

Coincidental Peak Demand - KW
Average Fuel Cost per Million BTU

DEGREE DAYS

Ifeating
- Cooling
NUMtBER OF E.iPLOYEES

7,471,491
S540,085 -

412,024

$18,327..

11,368,084
SS54,634

$1,I113,046 -

99,749
5490,921

468,572

; 655,000 -- '
' S.3751"'

4,043
1,304

-2,623

7,298,483 2.37% 1.89%
$541,011 (0. i)% 0.55%
401,608 2.59% 2.66%

S19,453 (5.79)%' 3.38%

11,542,204 (1.51)%' 3.07%
$536,611. '- 3.36% 11.29%

S1,097,075 ' 1.46% 5.15%

94,977 5.02% 1.57%
S358,267 '37.03% 14.75%
458,818' 2.13%-- ' 191%

1,661,000 ' (0.36)% 5.09%
S1.4120.:. (2.61)%' '0.87%

3,692 '9.51%- ' 1.42%
1,671 - (21.96)%:'- 3.13%

2,637 (0.53)% - (0.33)%

. f . .

*, j
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The condensed financial statements in this summary annual'report were derired from the consolidated financial statemints that appear in' PNM

Resources, Inc's Annual Report on Fonm 10-K filed with the Securities and Exchange Commission on Mlard 1,2005. Copies ofthe Fonn I0-K m2y'

be obtained by calling PNM Resources Shareholder Services at 1-800-545-4425 or'isiting pnmresources.com. --
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PNM RESOURCES,,INC. - ;004 Snmniry Annual Report

-' ,P Resources, Inc. and Subsidiaries

THlE COMIPANY
%'re are an investor-owned holding company of energy and energy-related companies and were incorporated in the State of New Mexico

on March 3, 2000. Our principal subsidiary, Public Service Company of New Mexico, or PNMXT, wvas incorporated in the State of New

Mexico on May 9, 1917. PNMM is a public utility primarily engaged in the generation, transmission, distribution, sale and marketing of

ielectricity and in the transmission, distribution and sale of natural gas vitluin the State of New Miexico. The 'business of P.NIN constitutes

substantially all of the business of PNM Resources, Inc. and its subsidiaries. Our principal business segments are utility operations, wholesale

operations and corporate and other. Utility operations include electric services and gas services. Electric iervices consist of the distribution,.

transmission and generation of electricity for retail electric custom-ers in Nev Mtexico. Gas scrvices include the transportation and distribution of

natural gas to end-uscrs. Our wholesale operations consist of the generation and sale of electricity into the wholesale market based on three

product lines, which are long-term contracts, forward sales and short-term sales.'

On July 25, 2004, the Company announced the proposed S1.024 billion acquisition of TNP Enterprises, including its principal subsidiaries,

Texas-New Mexico Power, or TNMP, and First Choice Power. The Company expects the proposed acquisition to be accretive to its earnings

' and free cash flow in the first full year after closing,'which is expected in the second quarter of 2005.

Safe IHarlor Stiremcrt undfer tbe Prhivtt Secrities Litigation RAform Art ofl995

Staterntsr made in this Summary Annual Report and docwuents tbe Comipanyfiler witb tbe SEC tbat relate tofurnr events or te Company's exptation,

projections, estimater,' intentions, goals, targets and strategies, botb with respect to the Company and wirb respect to the proposed acquisition of TNP

Enteiprises Inc.; are nrade pursuant to the Private Securities Litigation ReforniAct of 1995. You are cautioned that allforivard-looking statenents are based

upon current expestztions and estirnates and the Companyjassnmt's no' obligaiion to update this information. Because actual results may differ materiall tyfmon,

those expressed or implied by theforward-looking statements, PANM Resourres cautionsyou not to place uniue reliance on thest statements. Alaalyfactors could

cause actual results to differ, and will affect the Conpany'sfuturefiunancial condition, csflo and optrating results. Thesefactors include risks and uncertainties

rrelting to the receipt of regul;zto yappreovals of theb roposed acquisition of 7NP Enterprises Inc ,the risks that the buirnesses will not hintegrated successfully,

' the risk tbat the benefits'of the acquisition uil not betfully realized or iill take longe totreahz than expected, disruption from the proposed acquisition making

it more'difficult to maintain relationships with customrns, employees suppliers or other third parties, tondiions in 'thefinancial markets relevant to the

propoied acquisition, interest rates, eaitherb water supply fuel costs availability offlei suppies risk management and commodity risk transactiols seasonality.

and other changes in supply and detmand in' the market for electric por er, y boiesale power prices, market liquidity,' the comlipetitive tnvironment in the

electric and natural gas industries, tte ptforsancetof generating units and transmission ystem, the ability of tbe Company to secure long-term powersales,

' the risks associated vwith covk le'tion of the construction of Luna Energy Facility; including construction delays and unanticipated iost oetrrans state and

federal regulato y and kgrislatite decisions and actions the outcoe of legal Ioceedin4s cbanges in applicable aciouinting principles and the perfo7n'anct of

state, regional and national economies Fora detailed discussion of tbe important factors that affect PVYM Resources and that could cause actual results to

differfr om those expressed or implied by the 'Comrrpany'sforward-looking statements please see Mlanagenient's Discussion and Aialysis of Financial Condition

and Results of Operations" 'in the Company's current and future Annual Reports on Form 10-K and Quarterly Reports on Form 10 -Q and tbe Comipany's

*current andfuture Current Reporis on Form S-1filed with the SEC -
,-* *-* , *

: . ,, . x , . - - , . f s . * , *,
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MANAGE.MENT'S ANNUAL'REPORT ON INTERNAL CONTROL OVER FINANCIAL REPORTING .
M.inagement of PNM Resources, Inc. and subsidiaries ("the Company") is responsible for establishing and maintaining adequate internal
control over fiziancial reporting as defined in Rule 13a - 15(f) under the Securities Exchange Act of 1934, as amenided.& - ,

Managemcnt assessed the effectiveness of the Company's internal control over financial reporting based on 'the Internal Control - Intcgrated
Framew6rlk set forth by the Committee of Sp'nsoririg Organizations of the Treadway Commission. Based on' the' assessment performed,
management concludes diat the Company's internal control ovcr financial reporti'n was ceffective as of December 31, 2004.;

Deloitte & Touche LLP, an independent registered public accounting firm, has issued an attestation
internal control over financial ieporting; which is included in our Annual Report on Form 1 0-Ky

. . --:.

JOHN R. LOYACK

five Offl'er Senior Vice President &Chief Fi

report on management's assessment of:

.. ,.*. .....

* ....

JEFFRY STERBA
Chairman, President &bChief xecjI

* i

It

* II

.4 '

REPORT OF INDEPENDENT REGISTERED PUBLIC ACCOUNTING- FIR. * -. - i

To the Board of Directory and Stockboldermof PNlf Resources, Inc. . .;

WVe have audited the consolidated balance sheets and consolidated statements of capitalization of PNIMI Resources, Inc. and subsidiaries
(the 'Company") as of December 3,. 2004. and 2003, and the related consolidated statements'of earnings, retained earnidigs,
comprehensive income (loss), and cash flows for each of the three years in thi'period ended December 31, 2004. AWe also have audited
management's assessment of the effectiveness of the Company's internal contro~lover financial reporting and the efecctivencss of the '
Company's internal control over, financial reporting as of December 3 1 2004. Such coniolidated flnancial 'statemcnts, management's
assessment of the effectiveness of the Company's internal control over financial reporting and our ieporis thereon dated Febrry 25, 2005,
expressing unqualified opinions (which'7are not included, herein) and including explanatory paragraphs regarding. the adoption of'
Statement of Financial Accounting Standards No. 143, Accountinj for Asset Retirrzeint Obi/gations, effective January I; 2003 and the
change in actuarial ~aluation measurement date for the pension plan and other post-retirement benefits from Septembeir 30to Deccmber
31, are includedin the Company's Annual Report on Fori 10-K. The accompanying condensed consolidated financial statements'are
the responsibility of the Company's management. Our responsibility is to express an opinion on such condensed onsolidated financial
statements in relation to the complete consolidated financial'statements. ' - - .

In our opinion, the information set forth in the accompanying condensed consolidated balance sheets i's of Decembe'r31, 2004"and 2003,
and the related condensed consolidated 'stitements of earnings and of cash floWs for each of the three years in the period ended December
31, 2004, is fairly stated in all material respects in relation to the basic consolidated financial statements from which it has been derived.

DELOITTE & TOUCHE LLI
San Francisco, California
February 25, 2005

* , .I

I - . .
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P 1IRetourcs Inc. and Subsidiari.es

" I I .I " . .. . . .
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. . r

.1 . - . 1. I.

YEAR ENDED DECEMBER 31.

(in thousands except per sharc amounts and ratios)

OPERATING REVENUES

Elecric $1 113,046 $1,097,075 $839,884

Gas . . 490,921 358,267 277,406
thr825 311 1,404

Total operating revenues -1,604,792 1,455,653 1,118,694

OPERATING ExPENSES

Co945,309gy old802,670 499,751

Other oprations and mainicnance expense ,373,695: 359,360 : 359,629

V Dcprieciation and amortization 102,221 115,649, 102,409,

Taxes, other than incomc'taxes. f 34,607. 31,310 3,4
*in'come taxes .~ ... 36,062 . 28,072 20,887.

Total operating expenses .1,491,894 1,337,061 .1,016,920-

* Operating income ~J :112,898 118,592 101,774

OTHiER'INC IE AND DDUCTION
Other income and deduc~tions 6,39920:3*'6 .

Income tax (expense) beniefit f'.(13,'185) 183 (12,144)

Net oter income and deductions '26,735 6,735 23,910
Ne annsbefore interest dire n rferddde.s139,633 125,327 .125,684

Net inters ch.res 77 .. 51,375 . 66,189 61,412

PREFERRED STOCK DIVIDEN'D' REQUIREMEfNTS OF. SUBSIDIARIES I 572 586 .586

NET EAR'NiNGs BEFORE-CQUMULATIVE EFFECT OF CHANJGES IN

ACCOUNTING PRINCIPLES: 87,686 58,552 63,686

* CUMULATIVE EFFECT OF CHANGES IN ACCOUNTING PRINCIPLES

Net of Tax ofS$23,999 . -,. . I - 36.621-

* NET EARNINGS .S87,686 S95,173 S63068

NET EARNINGS PER CO?.1MON SHARE *

Basic I 1.5160 S 1.09

Diluted - A, . $1.43 $1.58 . 51.07

DIVIDENDS PAID PER SHARE OF CowMO STCKI $0.63 SO$.61 S0.57

The condcrzs~a financial statements in~ WS UMMary annual report wvere derived from' the consolidated financial statements that appear in PMA

Resources lnc~sAnnual Report on Form 10 OK filed with the Securities and Exchange Co'mmnmi'on on March 1,2005. Copies of the Form 1.0-K may

be obtained by calling MINI Resources Shareholder Services at 14800-545-4425 or irsiting pnmresources.c~omn.

9/
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(In thousands,):

UTILITY PLANT
Utility plant i.
Less accumixlated depr~ciation anid'amortization

Construction' work in progress
Nuclear fuel, n'et

Net utility plazt

OThEFR PROPERTY AND INVESTMENTS
Investrentnin I' sr note's
Other investments

* Total other ~roperty and investments
CURRENT:.:ET

Cash and cash '~quiivnlcnts_
Accounts ~receivable, net
Inventories
Other curre'nt assets

Total current assets

DEFERRED CHARGES'
Regulatory, assets
Other def~red'charges

Total (leferred charges

CAP'ITALIZA1 70N ANtD LIABILITIES,'

CAPITALIZATION
Common stockhlders'cequity
Cumulative preferred stock of subsidiary-,
Longmterm debt

*Total capitalization

* CURRENT. LIABiILITIES.
Short-tcrindelt'
Accounts payable:
Other current liabilities

Total cuiren't liabilities

* DEFERRED CREDITS
Accumulatced cferred income taxes and invecstment tax credits
Regulator liabilities
Asset retirement obligations-
Other deferred credits

Total deferred charges

- -- .1 - I - I. . -

YEAR ENDED DECEMBER 31.

S3,310,266' S3,180 658
:1,135,510 11,063,645

.2,174,756 .42,117,013

124,381 V 133,317
25,449 j. 25,917

2,324,586.I 2,276,247.

i381686 ] 330,339:
141,285 115,728

*449,965 .~446,067

17,195. 12,694
249,701 198 199,
41,3521 40,799
55,306 54,271

.363,554 :1 305,963,

217,196- 215,416
132,334-1 -134,936

S3,487,635' l$3,378,629

S1,099,579 ' $1,077,304
* 11,529 ,12,800-

--- 987,823 987,210
2,098,931 - 2,077,314

9,-700 125,918.
- 117,645 , 86,155

144,'272 1 133,508

* 319,888 : 288,560
327,419 : 316,384

50,361 -'46,416

1,032,087 955,734

S3.487,635 S 3,378,629

The condensed financial'stat'ements in this "summary annual rcport were derived from the consolidated financial statements that appear in PMM

Resources, lnc~ Annual Report on Form 10-K filed with the Securities and Exchange Commidssion on Ma2rch 1, 2005. Copiei'of the Form 10-K'may
be obtained by calling P.NM Resources Shareholder Servicesatl1-800-545--H25 or visiting prnmesources.com:

. I , . . �, t. .
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PNM1 Resources, Inc. and Subsidiaries

p - .- ,.. .. - - YEAR ENDED DECEMBER 31.

I..
.(In thousands)l

CASH FLOWS FROMI OPERATING ACTIVITIES

Net earnings
Adjustments to reconcile net earnings to net cash flows from
operating activities:

Deprediation and amortization
Accumulated deferred income tax
Transition costs writc-oiff
Loss on reacquircd debt.
Cumulative effect of a change in accounting principle
Net unrealized (gains) losses on trading and investment contracts
Net change in certain assets and liabilities

Net cash flows from operating activities

$ 87,686 S95,l173.

-*131,625
.I 39,966

I_(1,640)

144,854
90,175
16,720
16,576

(60,620)
(1,360)

S" 63,686

115,415
44,138

. (29,513)

235,755 228,692 97,359

I

*CASII'Fiows FROMd INVESTING ACTIVITIES

-Utility plant additions
L -Redeniption of available-for-iale investments

Combustion turbine paym-ents ,.

Return of principle PVN GS lessor notes'
Other-

Net ashflos fom perating activities

CASit FLOWS FROM FTINANCI'%G ACTIVITIES
Short-term borrowings (repayments), net
Long-term debt bor~rowings
Long-terni debt repayments.

i Premium on long-term debt refinanicing'
1 Refund costs of pollution control bonds.

Exercise of employe stock- option

* f Dividends paid
Other

Net cash flows from operating activities

Increase (Decrease) in Cash and Cash Equivalents
Beginning of Year

:1

1(145,710):

" '20,292 -,
~ (19,033)'

.(177,204) .
80,291 ,

'(1 1,136) .
l§,360'

(11,878)-

I (240,225)
.. .76,63 3

(29,975)
17,531

(24,391)

, -, -e .. .

,-(144,451) . (101,567) - -(200),427)

I(31,218)

-(1 6,43 0),
(38,848)
- .,(307)

* (24,.082)
4 83,882

.:(476,572)
.(23,905).

:(31,427).
(9,639)

: (36,702)
. 312

115,000

*..(2,412)'

(34,226)

I , I �,

I.--,-.I

(86,803) (118,133) 78,362

I'4:501
.8,992
3.702

(24,706)
28.408

* End of Year S 17,195 S12,694 $3,702

S UPPLEMtENTAL; CAsit FLOW DISCLOSURES .

Tntc~cst paid, net 6f capitailied interest .I $4,6. $9,6 -. S501

Income taxes paid (refunded),net . .I $14,459 .S(23,154) S 13,541

N0oN CASii TRANSACTIONS

Lon--term debt assumed for transmission line S26.152

Pension contribution of PNIM Resources, Inc. common stock- $28,950-

The condensed financial sta~temnents in this summary annual report were denivcd from the consolidated financial statements that appear in PNIN

Resources lne6 Annual Report on Fonn 10-K fied w'ith the Securities and Excha~nge Commisson on'AMarch 1 '2005. Copies of the Form 10-K may

be obtained by callinglPNM Resources Shareholder Services at 1-800 545-4425 or issiong prnmresources com '

i � ;�,
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PMM1 Resources, InC. and Subsidiaries

20105 ANNUAL MEETING-
The 2005 Annual Meeting of Stockholders mi be held at 9:00 am. on May 17, 2005 at the National Hispanic Cultural Center, Banki of
America Theatre, 1 701I Fourth Street SIN" Al1buquerque, N.M. Proxies will be requested from' stockholders wshen the notice of meeting and
proxy statement are macld O'dor about April 1 ',

* TRANSFER-AGENT AND REGISTRAR"
*Corporate I Ieadquarters: .Website: mellonmvinvtor.corn

Mellon rfivcstor Scrvices -.. -Overnight. Registered or Certified MIail:
PO Box' 3338 . . . Mellon Investor Services'

*South Ilackensaclk, Nj 07606-1938 85 Challeniger Road'
*Phone: 1-877-663-7775 -Ridgefield Park, NLJ 07660 - .. .1..

* DIVIIDEND REINVESTMENT AND DIRECT STOCK PURCHASE. PLAN: .

PNMN Resources offers a dividend reirnveitmneni imnd'direct stock purchase plan as a service to both new investors and current shareholders.-'
In addition to fUll or partial reinvestment of dividends, the PNM Direct Plan gives shareholders the opportunity to make dii'ect cash
inivestnents. More informnation"about th6 plan and e'nrollnent forms are avmiflabli by callin'g.Nell~n lniestor Servicei at 1-877-663-7775 or
by visiting .Mellon's website at melloninvestorcom.. 7.. ,. . :

Mellon has done an excellcrnt job as-our agent in processing requests f~r transfer'of s hare~ownership, addresis changes'and'other routine
transaction'. But if you prefer to deal with someone ~n PiNM Resourc~s Sharcholdcr Senicecs, pleasefelretclusaymedin

btisiness hours. You can reach a PNMA Resources representative by calling' us directly at 1-800-545-4425.

-SECURITIES INFORMATION **

PN1JM Resources! common ~tock is listed on the New York Stock Exchange'under the symbol PNMI. The newspaper listing is PNM Res.
Asofjamiuary 31,2005, there were&14,557 comnmon sh'areholders of record'

DIVIDENDS DECLARED AND COMMON STOCKPRlCE ,(IN DOLLARS) .* - .

(Please not'e that th~ dividend and stock prices haveC been'adjusted fur the' 3.-fur-2 stock split that occurred on Junie 11, 2004) .. *~

0TR' IDIVIDEND HIGH'TCKPRC LOW" DIVIDEND S'OHIGIC LOW.

I SO. 16 S 21.20 S 18.77 SO0.15 . S 15.99 -S12.63 ' .
0O.16 $2.7 .. : 580 1 O1 18.56 S 14.56 .

3' SO.16 S 22.75 S 209 S .5.S 19.31 S 16.87 .

4 S 50.185 $ 26.11 S'22.57A ' SO0.15 $ 19.64 S 17.52 .

For further inforinadon regarding dividends, please see discussion in the Comrpany'`s Annual Report on Form 10-K..'. j

RE.PORTS AND' PUBLICATIONS .. '

Copies of the Company's Annual ~Report on Form 10-K and Quarterly Report Formn IO-Q to the Securitie's 'and Exchiang~'
Commission (SEC), proxy 'statement, all news release's, a -year Finaincial and Statistical Report, up-to-date stock quiotes,
quarterly earnings results and' other corporate literature are available free upon'request by calling 505-24172868,
by accessing the, information on the Internet at pnmresources corn or by wrirting thie Executive, Director,, Investor.
Relations Si Corporate Planning."

CONTACT INFORMATION
Corporate Ireadquartersi. Iriecstor Services -.

PNIN Resources, Inc. Lsa K. Rister
* Alv-arado Square .Executis e Director, Investor Relations & Corporate Planning ,

Albuquerque, NMI 87158 ,. Phone:S05-241 2787 -

Pho~ne: 505-241-2700 F ax: 505-241 2367 *

Websiie: pninres~ources corn E-Mfail: Irister~pnm corn
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