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UNITED STATES OF AMERICA

NUCLEAR REGULATORY COMMISSION

In the matter of

ARIZONA PUBLIC SERVICE
COMPANY, et al.,

(Palo Verde Nuclear
Generating Station, Unit 2)

)

)

)

)

) DOCKET NO. STN 50-529
)

)

)
)

APPLICATION IN RESPECT OF
SALE AND LEASEBACK TRANSACTIONS BY

ARIZONA PUBLIC SERVICE COMPANY

Arizona Public Service Company (APS), as Pro5ect

Manager and Operating Agent of Palo Verde Nuclear Ge'nerating

Station (PVNGS) Units 1, 2 and 3, submits this application on

its behalf as a )oint owner of PVNGS Unit

licensee under Facility Operating License

2 (Unit 2) and a

No. NPF-51 (the Unit 2

0

License) authorized to "possess" an interest in Unit 2, as

distinguished from its licensed authority to "use and operate"

Unit '2.
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1. Relief Requested

APS proposes to refinance its construction financing

for Unit 2 by entering into one or more sale and leaseback

transactions relating to all or a portion of APS's 29.1R undi-

vided ownership interest in Unit 2 with or without a portion of

APS's undivided ownership interest in certain PVNGS common

facilities (said interest in Unit 2 and any such portion of the

common facilities being hereinafter collectively referred to

as the Unit 2 Facilities).1 The relief requested by this
Application is the issuance of an order (i) consenting to the

sale and leaseback transactions described in this Application and

(ii) authorizing the Director of the Office of Nuclear Reactor

Regulation to amend the Unit 2 Ficense by adding a new paragraph,
4

2.B(6), substantially as follows:

(6) Pursuant to an Order of the Nuclear Regula-
tory Commission dated 1986, Arizona Public
Service Company (APS) is authorized to transfer
and APS may transfer portions of its ownership share in
Palo Verde Unit 2 to certain institutional investors
and concurrently may lease back each such interest.
The basic term of each lease will expire on or about
January 15, 2016, subject to a right of renewal. The

0 '

1APS will also sell an undivided interest in certain real
property interests associated with the Unit 2 Facilities. APS
will retain its entire 29.1R ownership interest in all so-called
"section 1250 property" such as the administration building, the
administration annex building, the technical support center and
the visitor center. APS will also retain its entire ownership
interest in all nuclear fuel and transmission facilities associ-
ated with PVNGS.
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.
sale and leaseback transactions are subject to the
representations and conditions set forth in the May 2,
1986 Application in Respect of Sale and Leaseback
Transactions by Arizona Public Service Company and the
Commission's Order of 1986, consent-
ing to such transactions. Specifically, the lessors
and anyone else who may acquire an interest under these
transactions are prohibited from exercising directly or
indirectly any control over the licensees of Palo Verde
Unit 2. For purposes of this condition, the limita-
tions in 10 CFR 50.81 "Creditor Regulations" as now in
effect and as they may be subsequently amended are
fully applicable to the lessors and any successor in
interest to such lessors as long as the license
for Palo Verde Unit 2 remains in effect. These
transactions shall have no effect on the license for
Palo Verde Unit 2 throughout the term of the license.

Further, the licensees are required to notify
the Commission in writing (1) prior to any change in
(i) the terms or conditions of any lease agreements
executed as part of such transactions, (ii) the ANPP
Participation Agreement or (iii) the existing insurance
for Palo Verde Unit 2 maintained pursuant to 10 CFR
Part 140 and 10 CFR 50.54(w) and (2) of any action by
any lessor or others that may have an adverse effect on
the safe operation of Palo Verde Unit 2.

This paragraph 2.B(6) will become effective as to
any sale and leaseback transaction only upon receipt by
the Office of Nuclear Reactor Regulation of supplemen-
tal information acceptable to such Office concerning
the institutional investors which are parties to such
transaction and the expiration of 10 days (or any
shorter period permitted by such Office) without notice
to APS of Commission objection 'to any such institution-
al investor.

2. Background

On October 18, 1985, APS filed on behalf of Public

Service Company of New Mexico (PNM) an application (the PNM Unit

1 Application), which requested approval for PNM to sell and

lease back all or a portion of PNM's 10.2 percent ownership
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interest in PVNGS Unit 1 (Unit 1), and all or a proportionate

0 share of one-third of PNM's 10.2 percent ownership interest in

certain Palo Verde common facilities (collectively, the Unit 1

Facilities) . On December 12, 1985, the Nuclear Regulatory

Commission issued an Order2 (i) consenting to sale and leaseback

transactions with respect to PNM' interest in the Unit 1

Facilities and (ii) authorizing the Director of the Office of

Nuclear Reactor Regulation to amend Facility Operating License

NPF-41 (the Unit 1 License) to reflect PNM's position as lessee

in respect of Unit 1. On December 26, 1985, the Unit 1 License

was so amended.

As shown below, the transactions described in this

Application are similar in all significant respects to the

transactions entered into by PNM with respect to the Unit 1

Facilities. In addition, the relief requested in this Applica-

tion by APS is the same relief as was granted to PNM by the

Nuclear Regulatory Commission in its December 12, 1985 Order.3

2Arizona Public Service Company (Palo Verde Unit 1), Docket
No. STN-50-528, December 12, 1985 (hereinafter the "December 12,
1985 Order" ).

3Both PNM and El Paso Electric (EPE) have filed applications
in this docket seeking authorizations to sell and lease back all
or portions of their respective interests in Unit 2. Such
applications are currently pending before the Nuclear Regulatory

'ommission.
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This Application', however, does present a fact situa-

tion that differs from that presented by the PNM Unit 1 Applica-

tion insofar as APS occupies two positions with respect to

Unit 2: (i) the position of a joint owner licensed to "possess"

Unit 2, and (ii) the position of a licensee authorized to "use

and operate" Unit 2. On the other hand, PNM's position in the

PNM Unit 1 Application was solely that of a joint owner licensed

to "possess" Unit 1. The two positions occupied by APS in

respect of this Application are no different than would be

presented in an application in which the applicant is the sole

owner of a facility and the licensed'uthority to "possess" the

facility is not shared with any other entity,

As will be demonstrated, if the conditions which were

imposed by the December 12, 1985 Order are applied as requested

by this Application, then the fact that APS is the licensee

authorized to "use and operate" Unit 2 is not material to the

authorization of the conversion of its possessory rights in Unit

2 'from a fee ownership interest to a leasehold interest.

3. Description of the Proposed Sale and
Leaseback Transactions

APS proposes to sell to a grantor trust or trusts, the

beneficiaries of which will be institutional equity investors

(the Equity Investors), the Unit 2 Facilities, including without
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limitation all or a corresponding proportion of APS's 29.1R

generation entitlement share in Unit 2. Each such investor will
0

enter into a trust agreement with The First National Bank of

Boston (hereinafter, in such capacity, the Owner Trustee) who

will take and hold title to the Unit 2 Facilities sold by APS.

The Owner Trustee will in turn lease the Unit 2 Facilities
(hereinafter, in such capacity, the Lessor) and assign the

acquired generation entitlement share back to APS for a term of

approximately 29-1/2 years for a stipulated basic rent.

At the time of this Application, the forms of documents

rela'ting to the proposed transactions have not been prepared. In

light of such circumstances, the following description is
offered as a summary of certain significant aspects of the

transaction.

3.1. Sale of Unit 2.

APS proposes to refinance its construction

financing for Unit 2 by entering into one or more sale

and leaseback transactions relating to all or a portion

of the Unit 2 Facilities. Each lease agreement will be

with the Owner Trustee (in such capacity, the Lessor)

acting for the related Equity Investor. Trusts formed

by the Equity Investors will hold title to the respec-

tive purchased interests in the Unit 2 Facilities. The
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Lessor will lease the Unit 2 Facilities to APS under

separate leases (the Leases). If the sale and lease-

back transactions are completed as to less than all of

APS's interest in the Unit 2 Facilities, APS will
retain an undivided interest in the Unit 2 Facilities.

It is typical in sale and leaseback transac-

tions involving large investments to have multiple

Equity Investors. Because of this structure, there

will be multiple sets of documents (including the

Leases) in substantially the same form, with one set

for each of the Equity Investors.

Because discussions with potential Equity

Investors have only recently been initiated, the

identity of the actual Equity Investors who will
participate in the proposed transactions is not yet

known. Over the last several years, affiliates and

subsidiaries of electric utilities (singly or in
joint-venture with other equity investors and/or

financ ia 1 intermediaries) have become, an incre'asingly

important source of equity investment for sale and

leaseback transactions of all types. Although it might

seem anomalous that electric utilities would be

involved both as lessee and, through an affiliate or

subsidiary, as equity investor, this is not surprising
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in view of the different financial situations of

different utilities. Like other investors, some

utilities are in the position of seeking tax-advantaged

investments. APS and its financial advisors, The First
Boston Corporation, believe that participation by such

Equity Investors may be essential to the successful

sale and leaseback by APS of its entire interest in the

Unit 2 Facilities ~ Affiliates and subsidiaries of
electric utilities would be purely passive investors

and would have the same investment purpose as any other

Equity Investor. Because participation by such

entities in the proposed sale and leaseback transac-

tions would have no effect whatsoever upon the opera-

tion of PVNGS, or the generation of electricity or

transmission thereof, the presence of such entities as

Equity Investors should have no impact on the requested

relief.

In addition, if APS is unable to sell all of

its interest in the Unit 2 Facilities to third-party
Equity Investors, APS may consummate a sale and

leaseback transaction for all or a portion of such

unsold interest with an affiliate or subsidiary of APS

on essentially the same terms as those involving
unrelated Equity Investors except that certain provi-
sions of certain agreements (for example, covenants
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governing mergers by APS) may be suspended or otherwise

modified for so long as the APS affiliate or subsidiary

is the Equity Investor in such transaction. The

provisions that may be suspended or otherwise modified

will not be, either singly or in the aggregate,

material to this Application, the supporting documents

or the Commission's consideration of this Application.

3.2 Purchase Price.

The Unit 2 Facilities will be sold to the

Lessors at a fair market price which may be in excess

of $ 1.0 billion if all of APS's interest in the Unit 2

Facilities (including a portion of certain common

facilities) is sold. Prior to the closing of the lease

transactions, an appraisal will confirm that th'

purchase price is a reasonable estimate of fair market

value. The appraisal, to be conducted by an appraiser

selected by the Equity Investors, will also determine

that, after approximately 31-1/2 years, the estimated

remaining economic life of the Unit 2 Facilities will
be long enough and their estimated value will be great

enough to establish the Leases as "true leases" for
Federal tax purposes.



O.

~ '

i

0

0 0



3.3 Lease Term and Renewal Option.

The basic term of each of the Leases is
expected to be approximately 29-1/2 years. APS will
seek an option, at the end of the basic term, to renew

each of the Leases for one or more relatively, short,

fixed-rent renewal term (e.g., 2 years) at a rental

payment equal to a ratio of the original rent to be

negotiated. The fixed-rent renewal period may be

extended under limited circumstances, provided that the

initial and any extended fixed-rent renewal period

shall always be less than the period at which the

Leases would not be treated as "true leases" for
Federal tax purposes. Additionally, APS will seek from

the Equity Investors the option, but no obligation, to

continue renewing each of the Leases at fair market

rentals for the remaining life of the Unit 2 Facili-
ties.

3.4 Purchase Option

APS will have the option, but no obligation,

at the end of the basic term and at the end of each

renewal term to purchase the Unit 2 Facilities at their
fair market. value at that time.

10
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3.5 Quiet Enjoyment; Rights of APS

During the term of the Leases, the Lessors

will warrant that, so long as APS is in compliance with

the terms of the Leases, APS's sole possession and „use

of, and rights with respect to, the Unit 2 Facilities
shall not be interrupted by the Lessors or any person

claiming through the Lessors'PS will be empowered

with respect to the Unit 2 Facilities to be and act as

the "Participant" under the ANPP Participation
Agreement4 with full and exclusive authority to

exercise and perform all of the rights and duties of a

Participant thereunder. Additionally, APS will retain

the exclusive right to sell and dispose of the power

and energy derived from its generation entitlement

share in Unit 2 associated with the Unit 2 Facilities.
APS will also reserve its right to serve as the

Operating Agent of Unit 2 on behalf of all of ANPP

Participants and as the sole licensee authorized to

"use and operate" Unit 2 under the Unit 2 License.

4See section 3.10 hereof.

11
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3.6 Net Lease

The Leases will be "net leases" under which

APS will be responsible for paying all taxes, insurance

premiums, operating and maintenance costs, and all
other similar costs associated with the Unit 2 Facili-
ties (including obligations as the Participant in
respect of the Unit 2 Facilities under the ANPP

Participation Agreement).5 The purpose of these

provisions is to ensure that the Lessors are subject

only to normal financing risks and not to operational

risks or responsibilities.

3.7 Capital Improvements.

Any addition, betterment or enlargement of

the Unit 2 Facilities, or replacement of units of
property within the Unit 2 Facilities (Capital Improve-

ments) will be APS's obligation under the Leases.

Although the Lessor will be under no obligation to

finance Capital Improvements, APS may, in the future,
seek to finance Capital Improvements through sale and

leaseback transactions.

5See section 3.10 hereof.
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3.8 Support Agreements.

APS and the Lessor will enter into support

agreements which will provide the Lessor with such

rights in parts of APS's interest in PVNGS not consti-

tuting Unit 2 Facilities as may be necessary to enable

the Lessor and its successors and assigns to realize

the residual values of its interests under the several

sale and leaseback transactions as may be consum-

mated. In particular, ef fective upon texmination of

each Lease (unless APS shall have exercised its option
I

to purchase the Unit 2 Facilities subject to such

Lease), certain rights in nuclear fuel, transmission

facilities to the ANPP Switchyard and other retained

common facilities and assets6 will be made available to

the Lessors for the remaining economic life of the Unit

2 Facilities to satisfy Internal Revenue Service guide-

lines for a "true lease" characterization, particularly
with regard to negating any "limited use" characteris-

tics of the Unit 2 Facilities.

For a description of the retained assets, see footnote 1

above.

13
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3.9 Debt Matters

The Lessors will borrow approximately 70

percent to 80 percent of the purchase price of the Unit

2 Facilities from a funding corporation (the Funding

Corporation) created for that purpose. The Funding

Corporation, in turn, will borrow the debt portion of

the purchase price by issuing publicly or privately

placed debt that will be non-recourse to the Lessors

and the Equity Investors. Such debt, which must be

issued on terms acceptable to APS, will be indirectly
secured by and be payable from the rentals due from APS

under the Leases and may involve the pledge of a

security interest in the Unit 2 Facilities. The debt

will be structured to have principal and interest
payments that correspond to the receipt of rental

payments under the Leases and may involve pledge of a

security interest in the Unit 2 Facilities. The debt

will be issued in serial form, i.e., obligations with

different maturities and principal amounts. Privately-

placed interim financing may be required pending the

issuance of such debt.

The details of the debt funding arrangements

of the proposed sale and leaseback transaction will be

fully described in the application of the Funding

14
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Corporation expected to be filed with the. Securities

and Exchange Commission in May, 1986, requesting an

order exempting such Corporation from the provisions of

the Investment Company Act of 1940. A copy of the
/

application will be provided to the Nuclear Regulatory

Commission when available.

3.10 The ANPP Participation Agreement

The construction, operation and maintenance

of PVNGS and the rights and duties of the joint owners

of and participants in PVNGS are governed by the ANPP

Participation Agreement dated August 23, 1973, as

amended (the ANPP Participation Agreement). Under the

ANPP Participation Agreement, APS, as, agent for all of

the ANPP Participants, has been appointed as the

Project Manager responsible for the construction of

PVNGS and as the Operating Agent responsible for the

operation and maintenance of PVNGS. The ANPP Partici-

pation Agreement provides the delegations of authority

to APS necessary to permit APS, as Project Manager and

Operating Agent, to carry out such functions in a

manner which complies with all laws, regulations,
'I

permits and licenses (including the Unit 2 License).

15
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The ANPP Par t i cipat ion Agreement also

establishes the rights and obligations of the ANPP

Participants. One of the primary obligations assumed

by the ANPP Participants under the ANPP Participation

Agreement is the obligation to share the costs of

construction, operation, maintenance, decommissioning

and capital improvements of PVNGS, in accordance with

their respective generation entitlement shares. So

long as an ANPP Participant is not in default in its
obligations under the ANPP Participation Agreement,

such Participant is entitled to schedule power based on

its generation entitlement share of the generating

capability of such unit available at the time of such

scheduling.

The ANPP Participation Agreement provides the

ANPP Participants with oversight of PVNGS and the

actions of APS, as Project Manager and Operating Agent,

through participation in three standing committees:

the Administrative Committee, the Engineering and

Operating Committee and the Auditing Committee.

Generally, all actions which each of the committees is

authorized to take must be approved by the unanimous

vote of all members entitled to vote on such

committee.

16
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Since each Participant is entitled to one

vote .and the unanimous vote of all Participants is

required for all such actions, the roles played by the

Participants in the oversight of PVNGS are equal

irrespective of disparities in their respective joint
participation interests, In the event any committee is

unable to agree on any matter (with certain limited

exceptions) which the committee is authorized to

determine, the Project Manager/Operating Agent is
authorized and obligated to take such action and expend

such funds as in its discretion is necessary to the

proper construction, operation and maintenance of

PVNGS, pending resolution of such inability or failure

to agree. Additionally, in the event of an operating

emergency, the Operating Agent is authorized and

obligated to take such action as it, in its sole

discretion, may deem prudent and necessary.

Amendment No. 10 to the ANPP Participation

Agreement permits the proposed sale and leaseback

transactions, subject to the satisfaction of certain

criteria. As with the transactions described in the

PNM Unit 1 Application, the transactions described in

this Application will meet such criteria. APS will
request that the ANPP Administrative Committee make the

17
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determinations necessary to permit consummation of the

proposed transactions.

4. Conditions Precedent to the Transactions

The proposed transactions are subject to the following

conditions precedent, in addition to others commonly associated

with any financial transaction of this nature:

(a) The approval of the transactions by the

Arizona Corporation Commission (ACC) as required by

the laws of the State of Arizona, such approval to be

in form and substance satisfactory to all parties to

such transactions;

(b) Receipt of an order of the Federal Energy

Regulatory Commission (FERC) or an opinion of counsel

to APS specializing in FERC matters, satisfactory in
form and substance to all parties to the transactions,

to the effect that the Equity Investors and the Owner

Trustee will not, as a result of their holding title to

the Unit 2 Facilities, become "public utilities" as

defined in section 203(a) of the Federal Power Act.

APS's counsel specializing in FERC matters has deter-

mined that an application, for an exemptive order

from FERC, such as was obtained in respect of the

18



OO

0

e.

~,



transactions described in the PNM Unit 1 Application,7

will not be necessary since transactions of this nature

have been ruled upon favorably on numerous occasions by

FERC;

(c) The actions of the Nuclear Regulatory
Commission requested in this Application; and

(d) The determinations required to be made in
respect of the transactions by the ANPP Administrative

Committee.

5. Schedule of the Sale and Leaseback Transactions

If the proposed sale and leaseback transactions are to

include the economic benefit to APS of transferring to the

Lessors the investment credit available with respect to Unit 2

(which results in lower annual rent payments), such transactions

must be consummated within three months of the date on which Unit

2 is first synchronized (utilizing its nuclear steam supply

system) with the main transmission grid, the latter date being

the date on which Unit 2 is first "placed-in-service" for
purposes of the investment credit under section 46 of the

7A copy of the FERC Order in respect of the transactions
described in the PNM Unit 1 Application is attached hereto as
Exhibit A.

19
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Internal Revenue Code. Under current schedules, first synchroni-

zation is expected to be completed about mid-May, 1986. If this

schedule is met, sales of interests in the Unit 2 Facilities must

occur not later than mid-August, 1986 in order to permit the

Equity Investors to claim the investment credit with respect to

the Unit 2 Facilities. If the proposed sale and leaseback

transactions do not include any investment credits, the sales of

interests in Unit 2 Facilities would, nevertheless, have to be

consummated by mid-August, 1986, in order that such interests

might qualify as "transition property" as defined in H.R.3838

(99th Congress) which would assure the availability of 10-year

ACRS (Accelerated Cost Recovery System) depreciation.

T o meet the projected deadline it is planned that

preliminary conditional commitments will be obtained from the

Equity Investors in a timely manner. The First National Bank of
r

Boston has already committed to act as Owner Trustee. It is

expected that approval of the proposed transactions by the ACC

will also be obtained in a timely manner and that the proposed

transactions will themselves be consummated by mid-August, 1986

(assuming synchronization in mid-May, 1986). The economic

aspects of certain transactions may, however, require a closing

prior to mid-August, 1986. Certain potential Equity Investors

have tax years that end other than on December 31. If a poten-

tial Equity Investor's tax year ended on June 30, 1986, the

20
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closing of a transaction prior to" that date may yield more

favorable tax benefits to the investor and a lower yearly rent

obligation to APS, resulting in further savings to APS's rate-

payers. APS may receive a proposal from such an Equity Investor

which therefore requires an accelerated review of this Applica-

tion.

To achieve a schedule accelerated to meet an early
closing date, it is requested that:

(i) notice of this Application be published in
the Federal Register at the earliest conven-
ient date; and

(ii) the requested order and amendment to the Unit
2 License be issued and become effective at
the earliest date convenient to the
Commission.

6. Supporting Information

The general informat ion respecting applicant APS

required by 10 CFR 50.33 is provided by Exhibit B attached

hereto. Copies of the 1985 Annual Reports of APS and AZP Group,

Inc. (AZP), the parent company of APS, and the Annual Reports on

Form 10-K for the fiscal year ended December 31, 1985, for both

AZP Group, Inc. and APS are attached hereto as Exhibits C, D, E,
Jy

and F respectively.
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The general information respecting the Owner Trustee

required by 10 CRR 50. 33 is provided by Exhibit G attached

hereto. Copies of the 1985 Annual Report of the Bank of Boston,

the parent company of the Owner Trustee and Bank of Boston

Corporation's Annual Report on Form 10-K for the fiscal year

ended December 31, 1985, are included in Exhibit B attached to

the Application in Respect of Sale and Leaseback Transactions by

El Paso Electric Company, filed in this docket on April 16, 1986,

and are incorporated herein by reference.

The Equity Investors have yet to be identified. Upon

APS's accepting a proposal from a potential Equity Investor, APS

will, as promptly as possible, provide to the Commission (i) the

purchase price of the portion of the Unit 2 Facilities in respect

of which each Equity Investor will make its initial commitment to

invest and (ii) the most recent publicly-available annual and

interim financial statements, for such Equity Investor or its
parent- company.

7. Relationship between APS and AZP

The establishment of AZP Group, Inc. (AZP) as the

parent company of APS resulted from a restructuring consummated

on April 29, 1985. On such date all common stock previously

issued by APS was deemed to be common stock issued by AZP, and

22



I

0'»'i

0
0'



all common stock shareholders of APS became common stock share-

holders of AZP and were no longer shareholders of APS. No

exchange or transfer of common stock certificates then outstand-

ing was required. On completion of the restructuring, AZP became

the owner of all of the common stock of APS, but the ownership of

outstanding APS preferred stock and debt securities was unaffect-

ed. APS retained ownership of all of its utility plant and of

three of its wholly-owned subsidiaries: Bixco, APS Finance

Company N.V. and APS Fuels Company. AZP purchased at book value

the common stock of three other wholly-owned APS subsidiaries:

Malapai Resources Company; Energy Development Company and El

Dorado Investment Company. Accordingly, the reorganization did

not result in any change in the net worth of APS or in its
financial resources,

As can be seen from the AZP Annual Report for 1985

(Exhibit D attached hereto) the directors of AZP are also the

directors of APS, and all of the officers of AZP are also
officers of APS. Therefore, the corporate restructuring has not

resulted in any change in the control of APS.

Also, APS continued to own its 29.1X interest in PVNGS

and remained as a Participant of ANPP with all of the rights and

obligations of an ANPP Participant under the ANPP Participation
Agreement, including without limitation representation on each

ANPP committee.
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Finally, APS has remained as the Project Manager and

Operating Agent of ANPP responsible for the construction,

operation and maintenance of PVNGS, and, accordingly, the sole

licensee authorized, pursuant to the Unit 2 License, to use and

operate PVNGS Unit 2.

8. Responsibility for Management of Unit 2.

As a Participant owning (or leasing) an undivided 29.1R

in PVNGS, APS has and will continue to have the same rights and

obligations as any other Participant in ANPP [See Section 3.10

hereof]. As the Project Manager and Operating Agent of PVNGS,

APS has a separate and distinct set of responsibilities, obliga-

tions and authorities which are not shared with or by any other

Participant. This dichotomous relationship which APS has with

respect to the Palo Verde project is dealt with explicitly in the

ANPP Participation Agreement. It also is recognized in the Unit

2 License (and Facility Operating License No. NPF-41 for PVNGS

Unit 1 as well) where in paragraph 2.B.(1) APS and each of the

other Participants is authorized to "possess" PVNGS Unit 2 and

APS alone is authorized to "use and operate" such unit.

Pursuant to (i) the provisions of the proposed Leases

and the ANPP Participation Agreement and (ii) the conditions of

the proposed amendment of the Unit 2 License, APS shall continue

.throughout the term of the Leases to have all of the rights and
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obligations associated with the possession of Unit 2, and being,,a

Participant in ANPP, all to the exclusion of the Lessor and any

of its successors. APS will also continue to serve as the

Operating Agent of Unit 2 responsible to the Participants and as

the sole licensee responsible to the Nuclear Regulatory Commis-

sion for the use and operation of Unit 2, also to the exclusion

of the Lessor and any of its successors.

The prohibitions imposed upon the Lessor by the

proposed amendment against the exercise, directly or indirectly,
of any control over the licensees of Unit 2 will apply equally to

APS'icensed authorization of possession and to its licensed

authorization to use and operate Unit 2. Similarly, the limita-
tions in 10 CPR 50.81 "Creditor Regulations" will be fully
applicable so that the Lessor and any of its successors may not

assume any authority or responsibility in respect of Unit 2,

whether possessory or operational in nature, without the express

authorization of the Nuclear Regulatory Commission. As the

proposed license amendment simply but explicitly states:

"Specifically, the lessors and anyone elso

who may acquire an interest under these

transact ions are prohibited from exercising

directly or indirectly any control over the

licensees of Palo Verde Unit 2 . . . These

transactions shall have no effect on the
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license for Palo Verde Unit 2 throughout

the term of the license."

Apart from the impediments imposed by the proposed

license amendment and the inherent jurisdiction of the Nuclear
C

Regulatory Commission over any transfer of authority to "use and

operate" Unit 2, the ANPP Participation Agreement stands to

prevent either APS or the Lessor unilaterally, or the both of

them collectively, from passing control of Unit 2 from APS to the

Lessor or any of its successors or assigns. First, the ANPP

Participation Agreement by definition mandates that the Operating

Agent must be a Participant in ANPP. Second, though APS has the

right to resign as Operating Agent, neither APS nor the Lessor

may designate the successor Operating Agent; this right rests

solely upon the written agreement of all Participants. Third,

the right of removal of APS as Operating Agent'ests solely with

the other ANPP Participants to the exclusion of the Lessor and

its successors and assigns. Fourth, the designation of any

Participant other than APS would require an amendment of the ANPP

Participation Agreement, which, pursuant to the proposed license

amendment, would require advance notice to the Nuclear Regulatory

Commission.

Finally, it must be recognized that APS will retain
substantial ownership interests in PVNGS. Its ownership inter-
ests in PVNGS Unit 1 will remain unaffected by its proposed sale
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and leaseback transactions in respect of Unit 2. Moreover, in

respect of Unit 2, it will retain ownership interests in property

with substantial values: i.e., retained assets8 and other common

facilities. These retained interests, together with its entitle-

ment to Unit 2 generation during the term of the Leases, provide

ampl'e incentives to APS to maintain its control over the opera-

tion of Unit 2 in accordance with the terms of the Unit 2

License.

9. Environmental Considerations

The proposed conveyances of the Unit 2 Facilities to

the Owner Trustee and the lease of the Unit 2 Facilities to APS

by the Lessors do not involve any design or physical change to

Unit 2, any change in the transmission or other facilities
associated with Unit 2, any change in types or amounts of

effluents from Unit 2, any change in the potential for accidental

releases from Unit 2 or any change in the authorized power level

of Unit 2 ~ Accordingly, the grant of the relief requested by

this Application does not present an unreviewed environmental

impact. Pursuant to 10 CFR 51.5(d)(4), no environmental impact

statement, negative declaration or environmental impact appraisal

need be prepared in connection with this Application.

8See footnote 1 hereof.
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10. Antitrust Considerations

As noted above, affiliates and/or subsidiaries of

electric utilities may be among the Equity Investors from which

APS expects to receive proposals. These utilities may be in any

geographic region of the country, including Arizona. These

entities are an important potential source of equity investment

for the sale and leasebacks of APS's interest in Unit 2. These

entities, like any other Equity Investor, will not have, so long

as the related Leases are in effect, any right to power or energy

generated at PVNGS, and such power and energy will be distri-
buted in the manner as now set forth in the ANPP Participation
Agreement as though no sale and leaseback transactions had been

consummated. The transactions described in this Application do

not present any unreviewed antitrust considerations not previous-

ly addressed in connection with issuance of the Unit 2 License,1,11

To the extent that antitrust considerations could arise upon the

termination of any lease, whether or not any Equity Investor is
an affiliate or subsidiary of an electric utility, the restric-
tions imposed by the requested amendment to the Unit 2 License

See section 3.1 hereof.

See section 3.5 hereof.

11Policy Paper SECY-85-367, pp. 9-10, fn. 7. See section 8
hereof.
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will give the Commission an opportunity to make further determin-

ations respecting any antitrust and other licensing concerns

in light of the circumstances that may be relevant at the time of

such termination.

In this connection APS concurs in and adopts the

Memorandum in Respect of Antitrust Reviews submitted by counsel

on behalf of PNM in support of its Application in Respect of Sale

and Leaseback Transactions by PNM, filed February 14, 1986,

relating to PVNGS Unit 2.

11. No Significant Hazards Consideration

The consummation of the proposed sale and leaseback

transactions will not involve any increase in the probability or

consequences of an accident previously evaluated, nor create the

possibility of an accident that is new or that is different from-

any accident previously evaluated, nor involve any reduction in
any margin of safety. Accordingly, the consummation of the

transfers of the Unit 2 Facilities as contemplated by the

proposed sale and leaseback transactions does not involve a

"significant hazards consideration" within the meaning of that

phrase as defined in 10 CPR 50.92. A similar determination was

made by the Commission in connection with the PNM Unit 1

Application.
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12. Foreign Ownership Considerations

Certain Equity Investors may be "owned," "controlled"

or "dominated" by a foreign corporation within the meaning of

=-Section 103d of the Atomic Energy Act. In Policy Paper

SECY-85-367, the Staff took the position that, if a licensing

requirement were not imposed on the Equity Investors, then the

prohibition of Section 103d need not be addressed.12 In its
December 12, 1985 Order, the Commission concurred in the "no

license" position. It is respectfully submitted, therefore, that

possible foreign control of an Equity Investor should not

prohibit the license amendment requested by this Application.

This conclusion is only reinforced by the fact that the proposed

transactions, like the previously approved PNM transactions, do

not subject APS to the will of the Equity Investors or otherwise

give the Equity Investors the power to direct APS's actions with

respect to Unit 2.

13. Basis for Relief Requested

The sale and leaseback transactions described in this

Application are the same in all respects material to the Commis-

sion's consideration of this Application as the transactions

12Policy Paper SECY-85-367, pp. 9-10, fn. 7. See section 8

hereof.
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described in the Unit 1 Application. In both cases, the basic

term of each applicable lease agreement is in excess of 29 years,

subject to certain renewal options, and is joined with a fair
market value purchase option at the end of the basic lease term

and each renewal term. All such lease agreements will provide

that, so long as APS is in compliance with the terms of the lease

agreements, APS's sole possession and use of, and rights- with

respect to the leased facilities, will not be interrupted by the

Lessors or any person claiming through the Lessors. In addition,

APS will be empowered with respect to the Unit 2 Facilities
(whether or not subject to a sale and leaseback transaction) to

be and act as the "Participant" under the ANPP Participation

Agreement, which sets forth the rights and duties of each of the

owners of PVNGS.13

Additionally, APS will retain the exclusive right to

sell and dispose of its share of power and energy from PVNGS

without limitation arising from any lease agreement. All such

lease agreements are or will be "net leases" under which APS will
be responsible for paying all taxes, insurance premiums, opera-

ting and maintenance costs, costs related to capital improvements

and decommissioning and all other similar costs and expenses

associated with APS's share of the leased facilities, Although

13Policy Paper SECY-85-367, pp. 9-10, fn.7. See section 8

hereof.
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provisions may be made for the Equity Investors to make a limited

initial contribution toward decommissioning, such an approach

would not diminish APS's primary and unconditional obligations

with respect to decommissioning. Under each lease agreement APS

will be obligated to make semi-annual lease payments to the

Lessor which will repay and provide a return on each Equity

Investor's investment in the Unit 2 Facilities and which will pay

principal and interest on debt obligations issued to finance a

portion of the purchase price of the Unit 2 Facilities.~4 The

rights acquired by the Lessors, the Equity Investors and their
respective successors and assigns in and to the Unit 2 Facilities
may, in each case, be exercised only in compliance with and

subject to the same requirements and restrictions as would apply

to APS pursuant to the provisions of the applicable Commission

license, the Atomic Energy Act and the Commission's regulations.

Lastly, the Lessors and the Equity Investors will acknowledge

that before taking possession of any part of PVNGS, they will be

subject to applicable requirements concerning (i) the issuance of

a license by the Commission authorizing such possession or (ii)
the transfer of the Commission license authorizing APS to possess

an interest in PVNGS upon application for transfer of such

license filed pursuant to applicable law.

~4See Section 3.9 hereof.
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This Application is motivated by the fact that Arizona

ratepayers will experience substantial long-term savings both

from the lower cost of debt capital made available thereby and ~

from the lower revenue requirements inherent in the sale and

leaseback transaction.

>5See Policy Paper SECY-85-367, p.4.
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WHEREFORE, APS requests that the Commission grant the

relief requested in Section 1 hereof or in such other form and/or

subject to such conditions in addition to those stated in such

Section as the Commission may deem appropriate.

Respectfully submitted,

ARIZONA PUBLIC SERVICE COMPANY

By
Edwin E. Van Brunt, Jr.
Executive Vice President-

ANPP

Dated: May 2, 1986
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STATE OP ARIZONA

County of Maricopa

)
) ss.
)

I, Edwin E. Van Brunt, Jr., represent that I am the
Executive Vice President-ANPP, that the foregoing document has
been signed by me on behalf of Arizona Public Service Company
with full authority to do so, that I have read such document and
know its contents, and that to the best of my knowledge and
belief, the statements made therein are true.

By
Edwin E. Van Brunt, Jr.

Sworn before me this day of April, 1986.

Notary Public

My Commission Expires:
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NUCLEAR REGULATORY COMMISSION

In the matter of
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(Palo Verde Nuclear
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SALE AND LEASEBACK TRANSACTIONS BY
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UNITED STATES OF AMERICA

FEDERAL ENE RGY RFG(J LATORY CONN I SS ION

E ECTRIC RATES: Lease: Jurisaic".ion

Before Commissioners: Ravmond J. 0 Connor, Chairman;
A. G. Sousa, Charles G. Stalon,
Charles 4. Trabandt and C. N. Naeve.

Public Service Company
of New Mexico

Docket No. ELR6-5-000

ORDER DISC'LAINING JURISDICTION

( Issued December 5, 1985)

On October 18, 1985, Public Service Company of New Mexico
( PNM) f ilea a petition with the Commission requesting a d::scla amer
of Jurisdiction with regard to a proposed sale and lease-back oy
PNM of its ownership interest in certain facilities.

Nore speci f ically, PNN requests a disclaimer of Commission
;urisdiction, under section 203 of the Federal Power Act (FPA),
c ver the sale of facilities c'.aimed by PIN to be non-jurisdic=::-ra
enerating facilities. ?NM also seeks a Comm'ssion order: (! i

~ ~ ~ ~ ~'is =! aiming .'.urisdict'.nn over the proposed ~ nvesto"s in, and
lessors of, the PNM facilities which wi '1 .-.e purchased and 1eas~d
"ack solely for investment purposes, and which wi 11 contin » - .;e
.'controlled by PMM; and (2) determining that the investors and

sors vill not, as a ro.suit of ownership of the F.aciliti~s,
lease-back of the facilit!es to PIN, become "public util:::'.-:"

pursuant to section 201.(e) of the FPA.

PVM's petition indicates that it now owns a 10.2% undi ~~idol
interest in the Palo Verde Huc.lear Generating Station (PVNGS),
which consists of three 1,270 MW units. 1/ Only Unit No. 1 is
operational. ~Jnit No. 2 is scheduled for firm power operaticr
in t'h e second quarter of 1986, and tJnit No. 3 is scheduled for
.'irm power operation in the second quarter of 1987.

j
1/ Other participants in PVNGS include: Arizona Public Service

Company (29.1%); Salt River project Agricultural Improvpment
and power District (23.19%); and El paso Electric Company
(15 ~ 9'L) . The Department of Water and Power of the City of
Los Angeles, California, -will acquire a 5.7% interest from
Salt River on the "Date of Firm Operation."
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:. locke t Ho. EL86-5-000 2

PNM is proposing to sell and lease back its 10.2~ interest.
?alo verde Un j t Vo. 1 and as much as one-thi rd of i ts undi; . '.e".

LQ ~ 2a interest in the ccmmon fac i 1 it ies of P",VGS ~ 2! Accor . in
=ne petition, the facilities proposed tc De sold and leased bark
are exclusively nuclear generation and ancillary facilities an.".

do not include any transformation or transmiss ion equipment or
facilities.

Notice of ?NM's petition was published in the Federal
Pea ister, with comments due on or before November 4, I985.
«o responses have been received by the Commission.

Proposed Transaction:

According to the information provided by PNM, Unit No. 1 was
synchronized with PNM's mai transmission grid on June 10, 1985.
>NM has determined that certain benefits to it and its ratepayers
can be achieved by the sale and lease-back of IJnit No. 1, These
benefits will ne discussed below.

PYH proposes to sell only generation or generation-assoc'.ated
facilities. The facilities would be purchased by owner trustees
who would be acting on behalf of institutional investors. The

)
institutional investors would hold title to their shares of the
p~ rchased facility. The owner trustees wo ld act for the investors
and lease the facilities hack to PNM under separate lease agree .ents
on behalf of each institutional investor .

The faci1ities are to be sold to tne 'essors at a fair market
price that is expected to result in no hook gain or loss to P«'M.

If all of PNM's interest in Unit No. 1 and the related common
facilities is sold; as proposed, the purchase price would he
approximately S400, 000, OOQ.

The lessors, acting for the equity investors, would lease
property back to P"IM pursuant to a "net lease" under which PNM

would pay all taxes, insurance, operating and maintenance costs,
and all other similar costs associated with the facilities. Ln
addition, PNM would make semiannual lease payments to the lessors

2/ The common facility systems are composed primarily of
engineering safeguard systems such as cooling towers, radio-
active waste treatment systems, emergency diesel~enerator
systems, communication systems, surve ilance systems, and
wa ter treatment faci lities.
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which should repay and provide a return on the equity
investors'apitalinvestment and pay the principal and interest on th2

ool-'; ations issued to finance the purchase.

The lessors would borro~ approximately ".0-80't of the purchase
ice from a funding corporation formed for chat purpose. The

funding corporation would borrow the debt portion of the purchase
price by issuing public debt that would be non-recourse to the
lessors and the equity investors. The public debt must be issued
on terms acceptable to PNM and would be indirectly secured by asecurity interest in the facilities and payable from the rentals
due from PNM under the leases.

The basic lease term is anticipated to be 28.5 years with
an option, but not an obligation, go renew each lease for a
renewal term of approximately 2.5 y» mrs at a rental equal to 50%of the original rent. PNM will have an additional option to
continue renewing the lease at fair market rentals for the
remaining life of the facilities or to exercise an option to
purchase the facilities at fair market value at the end of the
basic lease term or any renewal period'.

Any addition, bette.rment, or enlargement of the facilities,
or replacement of units of property within the facilities (capi al
improvements) will be PNM's obligation under the leases. Such =osts,
through 1995, are estimated to be S55,000,000, but the total capi tal0 improvements during the term of the lesses are expected to nelimited to approximately S200,000,000. PNM may, but is not obli-
gated to, request the lessors to provide supplemental f inancin; for
the capital improvements. Concurrent with any supplementalf inancing, the lease payments would be adjusted to support theamortization of the additional debt and to preserve the equityinvestors'et economic return.

PNM also states that the lessors and PNM would enter into
support agreements which would provide the equity investors with
such rights as may be necessary 'for them to realize the residualvalue of their interests. More specifically, rights in real
property would be granted to the lessors for the estimated economiclife of the facilities to satisfy Internal Revenue Service require-
ments for a true lease classification. PRM would retain ownershipof easements, rights-of-way, and other property referred to as"Section 1250 property." PNM also would retain ownership of thenuclear fuel and the elec'Eric transmission facilities associatedwith the generation. In the event of a total loss of the facilitiesi
PNM would be required to pay to the lessors an amount equal to anydeficiency between an ag reed-upon "casualty value" and the proceedsof any insurance received by the lessors. Payment of this amount
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for the bene f i t of the ea» i ty investors would al low repayment of
o„tstandina debt olus interest, the recovery of anv eauity
investment ema in ing, and the oaymen t o f taxes, i f any, resul t ina
i om a recapture of tax benefits orev iously taken by the eauity
investors.

PXM's oetition recoanizes oossible chanaes in the Internal
Revenue Code which mav af feet the proposed sale and lease-back.
PNM, however, believes that if the sale and lease-back transactions
are consummated and the te.ms of the leases commence in 1985, the
rent and casualty values in the leases will reflect and retain
the benefits of depreciation at rates allowed under current tax
laws. However, adjustments to rent and casualty values arelikely to be reauired by amendments af fecting the tax characteristics
of the equity investors'nvestment. Adjustment may be required
to protect the eauity investors'et ecomomic, return in consequence
of a reduction in the marainal Federal income tax rate. PNM
states that it will negotiate the nature and extent of any such
adjustments.

In the event that a lessor or equity investor becomes subject"
to regulation as a public utility, PNM would be required to re-
purchase the intecest of the af fected lessor or equity investor.

r f
The ourpose of this provision is to ensure that the lessors and
auity investors are subject only to normal financinq «isks and

~ . ot opera" ional risks or responsibilities.
Inasmuch as the oroposed sale and lease-back is intended as

only a f inancina tcansaction, the eauity investors and lessors
ace to have no authority or responsibility foc the ooeration and
maintenance of the facilities. PNM would continue to be responsible

~ f": che ope™ation and maintenance of the facilities in accordance
with aq.eements with other, Palo Verde participants and would be
reauiced to return the plant in the same condition as oriainally
leased (ordinary wear and tear exceoted) uoon termination of the
leases. PNM would have the right to make virtually all decisions
ceaard inq construction., modif ications, and operations as if PNM

~ remained the owner. Arizona Public Service Comoany will continue
to be the operator of PVNGS through aareements with PNR and otherutility-owners of PVNGS.

P9M states that the primary advantages of the nroposed sale
and lease-back transaction are two-fold. First, the net present

~ value of total caoital costs would be reduced because the lessors
would be able to f inance a greater oortion of the facilities with
debt than PNM; in addition, accelerated deoreciation for thefacilities would provide greater current benefits to the equity
investors than to PNM if PNM were to retain its ownership int~r~~t ~

)
Second, revenue reau'irements would be levelized over the life of
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the facilities under the proposed transaction. PNM states
in tne fi st full year of the leases, revenue requirements woul~

reduced by S40,000,000. PNM exoects that the Drooosed
and le se-backs will

ohio~".uce
at least 5140 g 000,000 o f

savings (in present worth) over the life of the facilities
comoared to t" ad it iona'atemakina assumot ions.

En request ing that the Commi ss ion f ind tha t. the proposed
t.ansa"tion is not sub',ect to jurisdiction unde. the FPA, PY<1

contends that such a disclaimer of jurisdiction is fully consistent
with the applicable provisions of the FPA and Commission precedent,
inasmuch as the facilities include only aeneration and generation—
related eauipment and the lessors and equity investors would
receive no ooerational control or authority over any facilities.
In addition, the Commission would retain olenarv reaulatorv
authority over PNM, and the proposed financing meehan'sm would
signif icantly r educe t'.ie present value of ratepayer revenue
eauirements associated with the facilities. According to the

petition, none of the oarticipants other than PNR is cur entlv a
public utility, and Commission jurisdiction over sales of electricity
from the PVNGS would rot be af fected by the transaction.

Discussion

The basis for PN.".'s recuest for a disclaimer of jurisdic i-..n
is tha" the facilities involved are related exclusively to the
generat ion of electr ic energy. Section 201(b) of the FPA prov -'.=-s,

in .elevant part:
The provisions of this subchapter shall
apolv to the transmission of elect:- ic energy
in interstate commerce and to the sale of
electi ic eneray at wholesale in interstate
commerce. . . . The Commission shall'haveju:isdiction... over a'1 facilities for
such transmission or sale of electric
energy, but shall not have 'urisdiction
over facilities used for generation of
e ectrzc ener . . . . (emohasis added).

Section 201(e).defines a "public utility" as "any person ~ho
owns or operates facilities subject to the jurisdiction of the
Commission under this subchapter...." 16 U. S.C. 5 824 (e)
(1982). Section 203(a) of the FPA provides< in relevant part:

No public utility shall sell, lease,
or otherwise dispose of the ~hole of its
facilities sub'ect to the 'urisdiction of
the Commission, . . . or by any means
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whatsoever,
or consolid

directly or indirectly, merge
ate such facilities or any

part thereof with those of any other
person . . . without ~ i st having secured
an order of the Commission authorizing it
to do so. (emphasis added).

We ag ree that the facilities, as described by PNN, represent
only generating facilities or ancillary facilities which are not
subject to our jur'diction under section 201(b) of the FpA and,
therefore, are not jurisdictional facilities for purposes of
Commission approval within the meaning of section 203 of the FPA.

Any jurisdiction that might attach with respect to the
lessors or equity investors after the proposed transfer of facilities
would be based upon a finding that they were public utilitie"
under the FPA. Such a findirg might be grounded on 'the acquit~ ition
o. facilities associated with jurisdictional sales for resale."
However, we conclude that such a finding here is not compelled by
applicable Commi ss ion pre cede n t.

The Commission in Pacific Power and Li ht Com an, 3 FERC
~! 61,113 (1978), disclaimed jurisdiction over parties to .a proposed
leasing transaction similar to the present arrangement. That

se involved a puvlic utility which entere1 into an agreement to
r vey '.' interest in a generating unit to a construction company

which, in tu.n, entered into a loan agreement with a number of
banks to obtain financing . The construction company then conveyed
the facili-y to a trust created to hold title to the facilit f

h
i y or

the ene it of the banks. The trust leased the facility back to
"he i ility. The issue was whether „the trust's or the banks'
interests in the facilities constituted own'e.ship as contemplated
by sec .'on 2'3l(e), thereby making those entities subject to the
ju"isdiction of the Commission as public utilities.

The Commission, in determining that neither the trust nor the
hanks were public utilities, said:

Although the Parties through their respective
interests in .the Trust hold either equitable
or legal title to the Facility they will not
operate the Facility. Applicant represents
that it will have. complete control over the
operation of the Facility, and that the
Parties will have no voice in or dominion
over such operation. The Parties will play
a passive role in the generating and sale of
po~er from the Facility.
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Docket No. EL86-5-000 — 7

Secondly, none of the Parties are in the
bus iness of produc ing or se 1 ling electrical
power and all have a principal business other
than that of a public utility. The Parties
are invo1ved in the proposed transaction to
obta in bene f i ts f rom tax advantages accruing
by virtue of the leverage lease arrangement,

The Commission found that it would be inconsistent with the
intent of the FPA to label the banks or trustee as public utilities
because they hei'd mere equitable or legal title to facilities, and
were clearly disassociated from the operation of the facilities
and the sale of power. The lease arrangement was described as
ssentially a f inancing device which served to reduce the utility'

cost of service and did not c.cate in the trust or the banks the
status of a "public utility." 3/

The same considerations are present in the instant proceeding;
"he sale and lease-back is merely a financing device reducing PNM's
cost of service. Further, the lessors and the equity investors
will not operate or control the facilities and they are not in
the business of producing, selling, or transmitting electric
power. According ly, we shall disc'aim jurisdiction over'he

)
'essars and equity investors, as requested by PNM. We note,

~.however, that this order makes no findings .~ith respect to any
ur sdict'onal rate or accounting issues applicable to PNM,
xcept that, consistent with Pacific Po~er ~ Li ht Co., and the

"ther orders ci ted herein, we shall require PNM to record any
reacquisition of the plant on its books at original cost less
=epreciation.

.he Commission orders:

(A) The sale of PNM's interest in the Palo Verde Nuclear
;eneratin„Unit No. 1 and related ancillary facilities as described

, .n its application is not a jurisdictional transaction 'within the
meaning of section 203 of the Federal Power Act.

(R) The lessors and equity investors, participating in the
proposed sale and lease-back of facilities as set forth in PNM'
application, will not become public utilities solely by virtue of
such participation.

3/ The Commission recently applied the same rationale in
United Illuminatin Com an, 29 fERC 0 61,270 (1984). See
also Letter Orders issued in Carolina Power and Li ht Com an
Docket No. E-8789" ( July 14, 1974), and Chase Manhat ten
Service Cor ., et al., Docket No. E-8870 (September 9,

~ ( 1975),
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(C). The fnregoing disclamer of jurisdiction is withcut
=re:;udice to the authority of this Commission or any other
requlatory body with respe t to rates, service, accounts, "aluaticn,
estimates or determinations of cost, or any other matter which
now pending or which may come before this Commission.

By the Commission.

( S E A L )

Kenneth F. Plumb,
Secretary.
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UNITED STATES OF AMERICA

NUCLEAR REGULATORY COMMISSION

In the matter of

ARIZONA PUBLIC SERVICE
COMPANY, et al.,

(Palo Verde Nuclear
Generating Station, Unit 2)

DOCKET NO. STN 50-529

APPLICATION IN RESPECT OF
SALE AND LEASEBACK TRANSACTIONS BY

ARIZONA PUBLIC SERVICE COMPANY

EXHIBIT B

GENERAL INFORMATION RESPECTING
ARIZONA PUBLIC SERVICE COMPANY

REQUIRED BY 10 CFR 50.33 (a)-(d)
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General Information Concerning
Arizona Public Service Company

Required by 10 CFR 50.33

(a) Name of applicant:

Arizona Public Service Company (APS).

(b) Address of applicant:
411 North Central Avenue
P. 0. Box 53900
Phoenix, Arizona 85072-3900.

(c) Description of business or occupation of
applicant:
APS is a public utility engaged in the generation,
transmission, distribution and sale of electricity in
the State of Arizona.

(d) (1) Not applicable.

(2) Not applicable.

(3) (i) APS is an investor-owned
corporation organized and
existing under and by virtue of the
laws of the State of Arizona. Its
general offices are located at 411
North Central Avenue, Phoenix,
Arizona.

(ii) The names of the directors and
principal officers of APS are set
forth in Exhibit C of the Applica-
tion to which this document is
attached.

(d) (4) APS is not acting as agent or representative of
another person in respect of this application.

(e) Not applicable.
(f) Not applicable.

(g) Not applicable.

(h) Not applicable.
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(1) The names and addresses of regulatory agencies which
have )urisdiction over APS's rates and services
are:

Arizona Corporation Commission
1200 W. Washington Street
Phoenix, Arizona 85007

Federal Energy Regulatory Commission
825 North Capitol Street, NE
Washington, D. C. 20426

News publications which circulate in the area which thefacility is located are:

The Arizona Republic
120 East Van Buren
Phoenix, Arizona 85004

The Phoenix Gazette
120 East Van Buren
Phoenix, Arizona 85004

Buckeye Valley News
P. 0. Box 217
Buckeye, Arizona 85326
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UNITED STATES OF AMERICA

NUCLEAR REGULATORY COMMISSION

In the matter of

ARIZONA PUBLIC SERVICE
COMPANY, et al-.,

(Palo Verde Nuclear
Generating Station, Unit 2)
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.
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SALE AND LEASEBACK TRANSACTIONS BY
ARIZONA PUBLIC SERVICE COMPANY

EXHIBIT C

1985 ARIZONA PUBLIC SERVICE COMPANY
ANNUAL REPORT
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About the Company
Arizona Public Service Company is engaged principally in the generation and sale of electricity.

APS. a successor to a series of small utilityoperations originating in 1886. was incorporated in 1 2
under the laws of Arizona and has operated under its present name since 1952.

Our electric service reaches approximately 1,418,000 people. or about 45 percent of the state s

population, in an area that includes all or part of 11 of Arizona's 15 counties.

All the shares of common stock of the Company are owned by AZP Group. Inc. ("AZP"). As a
result of the restructuring, the holders of outstanding shares of Company common stock became
instead the common shareholders of AZP on a share-for-share basis. The restructuring did not affect
h C

'
d stock or any of its outstanding debt securities, all of which remain

ZPobligations of the Company. As part of the restructuring, the Company sold and transferred to A
all the capital stock of three of iis non-utility subsidiaries: Malapai Resources Company. Energy
Development Company. and El Dorado Investment Company. APS Finance Company .V.. ixco.
Inc.. and AFS Fuels Company remain as wholly-owned subsidiaries of the Company. The Company's
Stock Purchase and Dividend Reinvestment Plan was assumed by AZP on the effective date of t e

restructuring.

Annual Report
This report. is published to orovide general information concerning the Company and not in

connection with any sale. offer for sale. or solicitation of an oKer to buy, any securities.

APS Officers
O. Mark De Michele. 52. president and chief operating oScer
'5'alter F. Ekstrom, 48. vice president. Electric Operations
Karl Eller. 5"r. chairman of the executive committee
David N. Ellis. 47. vice president. Research. Development and Alternative Ener~ Applicatio
Kathryn A. Forbes. 35. general auditor
Joseph A. Gelinas. 41. vice president. Employee Relations
B. Paul Hart, 62. vice president. Rates and Regulation
Jerry G. Haynes. 51. vice president. Nuclear Production
Russell D. Hulse. 59. vice president. Resources Planning
Jerry Human. 55. vice ptesident. Customer Services. State Region
Charles D. Jarman. o0. vice president. Construction
Donald B. Karner. 34. vice president. Engineering
Sally F. Kur. 41. assistant secretary
Guy 4V. Lunt. Jr.. 52, vice president. Customer Services. Metro Region
Jaron B. Norberg, 48, senior vice president and corporate counse l

John C. Ogden. 40, vice president. Customer and Administrative Services
william J. Post. 35. vice president and controller. Economic and Regulatory Planning
Shirley A. Richard. 39. vice president. Corporate Relations
Henry B. Sargent, Jr., 51, executive vice president and chief financial oScer, Corporate
Planning and Control
Keith L. Turley, 62. chairman and chief executive oScer
Edwin E. Van Brunt, Jr.. o4. executive vice president, Arizona Nuclear Power Project
Faye Widenmann. 37, secretary
Paul A. Nil)iams II, 40, vice president and treasurer, Finance and Tax Services

(Age on Annual Meeting date, April 24,'986)

ns

Finance,

Annual Meeting of Stockholders
All stockholders are invited to attend the Company's sixty-sixth annual meeting. It will be held

on Thursday, April 24, 1986 in the Grand Ballroom of the Phoenix Hilton, 111 North Central
Avenue, Phoenix. Arizona. AZP (APS'arent corporation) will begin its Annual Meeting at 10:00
a.m.. and immediately following will be the-APS Annual Meeting.



To our APS Preferred Shareholders:

1985 was an important year in the history of Arizona Public Service Company. Our corporate
structure changed last April when APS shareholders approved the formation of AZF Group, Inc., of
which APS is now a part. Essentially, APS and three of its non-utility subsidiaries became
subsidiaries of AZP. The primary purpose of the restructuring was to separate the non-utility
operations from the utilityoperations giving us the opportunity to increase our earnings through non-
regulated ventures.

This report will provide you with a comprehensive review of the financial posture of your
company for 1985. Within a few weeks, you willalso receive a copy of the AZP Annual Report which
willgive you a detailed look at AZP, including APS, for the past year.

1986 marks your company's 100th year in the utility business. We can look back with pride on
our accomplishments and with your continued support we can look forward to a successful future.

Sincerely,

Keith L. Turley
Chairman of the Board and
Chief Executive Officer



ARIZONAPUBLIC SERVIC

SELECTED CONSOLIDAT
1982

Share Amounts)

S 866.486 SElectric Operating Revenues..
Electric Operating Expenses:

Operation and
maintenance .......................

Depreciation and
amortization .......................

Taxes* ............................

Total..
Operating Income ....................
Other Income'........................
Interest Deductions - Net.......

Income from Continuing
Operations ..............................

Income (Loss) from
Discontinued Operations ......

Net Income...............................
Preferred Dividend

Requirements ........................

Earnings for Common Stock..
Total Assets .............................
Long-term Debt and

Redeemable Preferred Stock.
Common Stock Data:

Book value per share...........
Earnings (loss) per share

(based on average shares
outstanding):
Continuing Operations....
Discontinued Operations

447,985 358,665 349,150 349,975

99,221
320,312

867,518

87,494
285,548

83,707
185.606

79,676
173.736

603,387618.463731,707
263,099

83,040
117.838

263,260
190,818
156,508

306,984
190,047
171.608

253,412
134,459
118,819

228,301269,052

(4,255)

264,797

43,741

325,423 297,570

2,742(26,503)

325,423 271,067 231,043

34.81648,37544,412
S 196,227 $

S 3,888,536 S

S 281,011 S 222,692 $ 221.056

S 5,251,327' 4,653,774 S 4,386,312

$ 2,425,361 $ 1,967,486 S 1,892,477 S 1,610,486 $

$ 25.42 $ 24.18 S 23.78 $ 22.94 $

S 3.53 S 3.25 S

(0.07) 0.05
3.96 $ 3.65

(0.39)

S 3.96 S 3.26Total.... $ 346 S 330 S

E COMPANY
ED FINANCIALDATA

1985 1984 1983
(Dollars in Thousands, Except Per

S 1.174,502 S 994,967 S 871.875

1981

730,788

311,479

70,988
98,597

481,064

249,724
58,617

106.073

202,268

(4,834)
197,434

26,786
170,648

3,396,790

1,618,048

22.13

3.36
(0.10)

3.26

~,

Dividends declared per
share

Shares of common
—year-end ....................
—average ......................

Number of common
shareholders....................

71,264,947 70,128,329 66,710,852 62,894,490 57,648,791

71,031,228 68,308,131 63,865,210 59,549,685 52,289,259

1** 124,274 127,387 120,623 119,825

$ 273 S 260 S 256 S 240 S 220

* Federal and State income taxes are included in Taxes and in Other Income. Total income tax

expense was as follows (in thousands): 1985, $ 165,279; 1984, $ 137,072; 1983, $93,930; 1982,

$93,100; 1981, $ 19,876.
'* See Note 2 of Notes to Consolidated Financial Statements for a description of the corporate

restructuring.
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OTHER FINANCIALAND OPERATING STATISTICS

1985 1984 1983 1982
(Thousands of Dollars)

1981

Capitalization:
Common equity ..............
Non-redeemable
preferred stock..............

Redeemable preferred
stock ..............................

Long-term debt ..............

Total ............................

$ 1,811,405 8 1,695,923 $ 1,586,671 $ 1.442,639 8 1,275.623

218,561 218,561 218,561 168.561 118,561

199,280
1.418.768

28'2,740
1.684,746

219.421
2,205,940

241,'220

1,369.266
237,400

1,655,077

8 4.455,327 $ 3,881.970 8 3.697.709 $ 3,221,686 8 3.012.232

UtilityPlant —Gross .........
UtilityPlant —Net.............
Number of Employees at
Year-End...........................

Average Wage per Hour ....
Electric:

Electric resources (kw) ..

Peak load (kw) ...............
Electric sales —total
(mwh) ............................

Number of customers at
year-end ........................

8 5,712,507
8 4,873.823

8,324
8 14.48

8 5,088,243
8 4,344,083

7,358
8 13.61

3,570,800
3,197,800

3,425,900
2,970,600

521,567 499,751

13.97'.,314 13,054,987

8 4,761,265
8 4,033,400

7,642
8 13.11

8 4,198,466
8 3,551,949

7/,047

8 12.27

8 3.688.'270

8 3,111,773

6,'231

8 11.20

3,528,400
2,899,000

3,532,900
2,898,700

3,634,300
3,018,7/00

468,768 449,244 438,853

12,753,542 12,950,727 13,387,998

OPERATING REVENUES

1985 1984 1983 1982
(Thousands of Dollars)

1981

Eloctric
Residential .....
Commercial....
Industrial .......
Irrigation........
Other ..............

Total ...........

8 438,265
401,439
135,254
22,853
97.728

1,095.539

8 378,536
343,971
126,187
25,540
86.394

960.628

8 314,404 8
296,364
122,184

15,113
90,118

838.183

294,498 8
286,262
128,464
23,391
92,490

825,105

252,907
238,975
113,736
22,916
81.565

710.099

Transmission for others
Miscellaneous services...

Total Operating Revenues

16,602
62,361

13,023
21,316

12,555
21,137

8 1,174,502 8 994,967 8 871.875 8

11,104
30,277

866.486 8

9,173
11,516

730,788



MANAGEMENT'SDISCUSSION AND ANALYSISOF FINANCIAL
CONDITION AND RESULTS OF OPERATIONS

Liquidityand Capital Resources
The Company has large capital requirements for its ongoing construction program and for the

refunding of maturing securities. Its heavy reliance on external debt financing to meet those

requirements is detailed in Notes 5 and 6 of Notes to Consolidated Financial Statements. The
Company has a degree of flexibility in adjusting its construction program to its financing capability.
However, that flexibility is limited, and the Company's long-term liquidity will depend on its access

to the capital markets, which in turn will depend on sufficiency of the Company's rates to provide
adequate coverages on its senior securities, and an adequate rate of return on common stock equity.
Adequate earnings and coverages are critical to the maintenance of satisfactory credit ratings on the
Company's senior securities, and, as calculated in accordance with the governing instruments, are

prerequisite to the Company's legal ability to issue such securities.

See page 3 with respect to the Company's capitalization at December 31, 1985. The Company
regards common stock equity as its most expensive form of permanent financing, but it intends to
maintain that category at approximately the 40% level in order to support the credit ratings on its
senior securities. If interest and dividend rates on new issues of long-term debt and preferred stock
rise in the future, the Company's average cost of capital will rise accordingly.

See Note 7 of Notes to Consolidated Financial Statements with respect to short-term borrowings
available to the Company (there being a statutory limitation on the amount of such borrowings that
can be outstanding without consent from the ACC). Funds from operations after the payment of
dividends have contributed only marginally to total sources of funds in the last few years (see

Consolidated Statements of Changes in Financial Position). This situation is expected to continue to
some degree until Palo Verde Unit 1 is fully included in rate base so as to give rise to additional cash

earnings. The Company's retention of funds from operations has also been affected by its policy of
increasing common stock dividends periodically.

On February 13, 1986, the date Unit 1 attained commercial operation as defined by the ACC, the
Company ceased accruing AFC with respect to Unit 1 and the facilities common to all three Palo

Verde units (the "Common Facilities" ), currently totalling approximately $6 million per month. In
addition, the Company began expensing the cost of owning, operating, and maintaining its 29.1%

share of Unit 1 and the Common Facilities, currently estimated at $5 million per month. Absent
adequate and timely rate relief from the ACC, the Company expects these developments to adversely
affect its earnings.

APS is seeking an accounting order from the ACC allowing the Common Facilities to be

transferred to plant in service in three steps, each tied to the commercial operation date of each Palo

Verde Unit, with the continuance of a carrying charge equivalent to AFC on any portion which has

not been transferred to plant in service. Ifthe ACC grants such accounting order, the Company would
be able to accrue approximately $ 1 million of such carrying charge per month on each of the
remaining two portions of the Common Facilities which have not been transferred to plant in service

as a result of Palo Verde units.2 or 3 attaining commercial operation. In addition, the Company
would be able to defer expensing the cost of owning its 29.1% share of each of the remaining two
portions of the Common Facilities which have not yet been transferred to plant in service as a result
of Palo Verde units 2 or 3 attaining commercial operation, each portion currently totalling
approximately $ .3 million per month.

APS has also requested the ACC to issue an accounting order which would allow the Company to
defer expensing the cost of Unit 2 and to continue the accrual of a carrying charge equivalent to AFC
from the commencement of the commercial operation of Unit 2 until the date on which the Company
is allowed to recover these costs.-If the ACC does not grant the requested accounting order relating to
Unit 2, when Unit 2 achieves commercial operation (currently scheduled for the third quarter of 1986)

the Company will cease accruing AFC (and will not be able to accrue an equivalent carrying charge)
which respect to Unit 2, currently totalling approximately $6 million per month. In addition, the

0,



Company will begin expensing the cost of owning, operating, and maintaining its 29.1% share of Unit
2 currently estimated at $ 3 million per month. If the ACC does not grant the requested accounting
order wit}i respect to,Unit 2 or grant adequate and timely rate relief with respect to Unit 2, the
Company expects its earnings to be adversely affected.

Operating Results
Total operating revenues reflect the effects of rate increases and adjustment clauses on prices of

units sold. Operating revenues also reflect volume changes in unit sales. The foregoing factors
contributed to annual increases in electric revenues over the preceding calendar year as follows:

Year Ended December 31,
1985 . 1984 1983

(Thousands of Dollars)

Energy related:
Volume increases (1).
Price increases (decrease) (2) .--.....

Non-energy related:
Revenue increases (decrease) (3) ..

Net increase .

$ 71,169
63,742

44.624

$ 179.535

$ 29,216 $ 13,438
93,229 (360)

647 (7.689)

$ 123,092 $ 5,389

(1) Calculated by summing the products derived by multiplying the year-to-year increases in
units sold in each customer class by the weighted average of the applicable rate levels in
effect for the prior year.

(2) Calculated by summing the products derived by multiplying the year-to-year increases in
the weighted average of rate levels in each customer class times the applicable number of
units sold in the current year. Relative contributions by rate increases and by effects of
the Company's fuel adjustment clauses vary according to the timing of general rate
proceedings and the extent to which accumulated efFects of the adjustment clauses are
incorporated in new rates.

(3) Includes revenues for miscellaneous service and transmission for others.
The increase in volume-related electric revenues in 1985 was primarily due to higher sales in the

residential and commercial classes. These sales increases were mainly the result of customer growth
and the warmer weather conditions experienced during the summer of 1985. In addition, there were
increased industrial sales to the copper industry. Unit sales of electricity increased in 1984 primarily
due to customer growth in the residential and commercial classes and more humid weather
conditions, partially offset by decreased industrial and resale sales. The increase in unit sales of
electricity in 1983 was primarily due to customer growth in the residential and commercial classes
partially offset by decreased retail and resale irrigation usage resulting from the U.S. Government's
Payment-In-Kind Program. Conservation efforts by customers in response to higher energy costs
have affected unit sales, are expected to continue to do so, and are being aided by the Company's own
load-management programs. The year-to-year changes in non-energy related electric revenues reflect
changes in capacity sold to other utilities.

Although unit fuel costs have continued to rise, the Company's cost of fuel per kilowatt-hour
generated has been tempered by the large portion of coal in the fuel mix. See Note ld of Notes to
Consolidated Financial Statements with respect to the treatment of increased unit fuel costs and the
increase in the Company's deferred fuel account. In 1985, increases in fuel expenses were primarily
due to increased gas generation. In 1984, the slight increase in fuel expenses reflects increases in the
unit costs of fuel for generation partially offset by an improved fuel mix and high capacity factors at
the Company's coal-fired plants.

Variations in purchased power and interchange-net reflect varying degrees of availability of
relatively low-priced power from other sources including energy available from testing of the
Company's nuclear generating unit, the needs of the Company to augment its own generating sources
from time to time, and the Company's ability to sell energy to neighboring utilities. In 1985, an



increase in purchased power and interchange-net was primarily due to increased purchased power

requirements and reduced interchange sales to other utilities. This increase was largely off'set by the

accounting treatment for the Company's fuel and purchased power expense (See Note 1d of Notes to

Consolidated Financial Statements). The increase in purchased power and interchange-net expense in

1984 was primarily due to the accounting treatment for fuel and purchased power which was largely

offset by increased interchange sales to other utilities.

See "Effects of Inflation" below in regard to maintenance expense, which is also a function of the

size of the Company's utility plant and is affected by the timing of major overhauls. The increase in
operations excluding fuel expense in 1985 was due in large part to increased payroll, associated

expenses related to customer growth, and an addition to the reserve for uncollectibles resulting from

an unpaid note.

Depreciation and amortization expenses and ad valorem taxes increase with the size of the

Company's utility plant. See Note 12 of Notes to Consolidated Financial Statements for both ad

valorem and sales taxes (the latter being a function of operating revenues), which are the principal
components of other taxes.

The increases in income taxes and deferred income taxes in 1985 and 1984 were largely a result of
the Company's compliance with an ACC accounting order, effective October 1, 1983, the aggregate

effect of which was to require the company to normalize substantially all income tax timing
differences (see Note 1f of Notes to Consolidated Financial Statements).

The aggregate amount of AFC, shown as other income and a credit to interest deductions, is

primarily a function of the amount of construction work in progress during any given period and

ceases to accrue on those portions of construction work in progress that are included in rate base. See

Note le of Notes to Consolidated Financial Statements for changes in rates of AFC.

The increase in interest on long-term debt in recent years reflects large amounts of new

borrowings at relatively high interest rates. See "Liquidityand Capital Resources" above and Note 6

of Notes to Consolidated Financial Statements. The decrease in interest on short-term borrowings in
1985 resulted primarily from decreased borrowings, but includes the effects of lower interest rates.

Consolidated net income represents a composite of cash and non-cash items (see Consolidated

Statements of Changes in Financial Position) and, in part, reflect accounting practices unique to

regulated public utilities.

As described in Note 13 of. Notes to Consolidated Financial Statements, the Company sold its gas

distribution system, eff'ective November 1, 1984. Accordingly, 1983's statement of income has been

reclassified to report separately this discontinued operation.

Effects of Inflation
In contrast to the analysis of increases in operating revenues in the table at the beginning of

"Operating Results", it is sometimes difficult, in the case of operation and maintenance expenses, to

distinguish between effects of volume increases and rises in unit costs (which, for purposes of this
discussion, are all attributed to inflationary pressures).

Certain inflationary effects, such as those on costs of generating fuel, are passed through to

customers pursuant to rate adjustment procedures. Nevertheless, the Company attempts to minimize

such effects by means that include increasing the availability of its coal-fired units to result in a more

economical fuel mix. This increase has been achieved by an intensive maintenance program, the cost

of which is not covered by the adjustment clauses. There are a number of other major expense items

that are also beyond the scope of the adjustment clauses. Inflationary pressures on these items have

given rise to a significant earnings attrition between general rate increases.

See Note 15 of Notes to Consolidated Financial Statements for perspectives on other effects of
inflation.
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Arizona Public Service Company:

ACCOUNTANTS'PINION

We have examined the consolidated balance sheets of Arizona Public Service Company and its
subsidiaries as of December 31, 1985 and 1984 and the related consolidated statements of income,
retained earnings and changes in financial position for each of the three years in the period ended
December 31, 1985. Our examinations were made in accordance with generally accepted auditing
standards and, accordingly, included such tests of the accounting records and such other auditing
procedures as we considered necessary in the circumstances.

In our opinion, such consolidated financial statements present fairly the financial position of
Arizona Public Service Company and its subsidiaries at December 31, 1985 and 1984 and the results
of their operations and the changes in their financial position for each of the three years in the period
ended December 31, 1985, in conformity with generally accepted accounting principles applied on a
consistent basis.

DELOITTE HASKlNS & SE~Ls

Phoenix, Arizona
February 20, 1986



ARIZONAPUBLIC SERVICE COMPANY

CONSOLIDATED BALANCESHEETS

ASSETS
December 31,

1985 1984
(Thousands of Dollars)

0,
UtilityPlant (Notes 6 and 8):

Electric plant in service.
Construction work in progress..
Plant held for future use.

Total UtilityPlant.
Less accumulated depreciation and amortization ...

UtilityPlant —net

Investments and Other Assets:
Investments in and receivables from afliliates.
Other investments and notes receivable.

Total Investments and Other Assets.

Current Assets:
Cash
Special deposits and working funds.
Accounts receivable:

Service customers.
Other.
Allowance for doubtful accounts..

Materials and supplies (at average cost) ..

Fuel (at average cost) ..

Deferred fuel (Note 3).
Other

Total Current Assets.

Deferred Debits:
Unamortized gas exploration costs.
Unamortized debt issue costs..
Other

Total Deferred Debits.

Total.

See Notes to Consolidated Financial Statements.

$2,929,926
2,742,139

40,442
5,712,507

838,684
4,873,823

16,513
5,991

22,504

7,871
3,342

84,533
43,415
(1,395)
41,525
30,433
74,335

3,873
287,932

10,417
'6,705

39,946

67,068

$5,251,327

82,747,464
2,304,306

36,473
5,088,243

744,160
4,344,083

61,693
5,588

67,281

7,565
3,339

70,560
35,329
(1,434)
42,942
30,163

927
6,036

195,427

12,967
13,931
20,085

46,983

34 653 774



ARIZONAPUBLIC SERVICE COMPANY

CONSOLIDATED BALANCESHEETS

LIABILITIES
December 31,

1985 1984
(Thousands of Dollars)

Capitalization (Notes 2, 4, 5 and 6):
Common stock...............................,..............
Premiums and expenses —net
Retained earnings.

Common stock equity
Non-redeemable preferred stock
Redeemable preferred stock
Long-term debt less current maturities .....

Total Capitalization.

Current Liabilities:
Notes payable
Commercial paper
Current maturities of long-term debt (Note 6) ...
Accounts payable.
Accrued taxes.
Accrued interest
Accrued dividends
Other

Total Current Liabilities

Deferred Credits and Other:
Deferred income taxes.
Deferred investment tax credit
Unamortized credit related to sale of tax benefits (Note 9) ...
Customers'dvances for construction
Other

Total Deferred Credits and Other

8 178,162
1,040,909

592,334
1,811,405

218,561
219,421

2,205,940
4,455.327

18,000
17,456
87,113
52,976
72,678

3,566
26,069

277,858

230,553
174,503
43,645
23,991
45,450

518,142

3 175,321
1,015,188

505,414
1,690,923

218,561
282,740

1,684,746
3.881,970

1,800
158,000
70,890
68,090
49,348
55,906

4,143
32 405

440,582

110,821
138,120
45,333
21,351
15,597

331.222

Commitments and Contingencies (Notes 3 and ll)
Total. 35,251,327 84,653,774



ARIZONAPUBLIC SERVICE COMPANY

CONSOLIDATED STATEMENTS OF INCOME

Year Ended December 31,

~ )

Electric Operating Revenues.
Fuel Expenses:

Fuel for electric generation.
Purchased power and interchange - net .............................

Total
Operating Revenues Less Fuel Expenses ...............................

Other Operating Expenses:
Operations excluding fuel expenses
Maintenance.
Depreciation and amortization
Income taxes (Note 9).
Other taxes (Note 12).

Total
Operating Income
Other Income (Deductions):

Allowance for equity funds used during construction.......
Income taxes (Note 9).
Other - net.

Total ..

Income Before Interest Deductions.
Interest Deductions:

Interest on long-term debt.
Interest on short-term borrowings.
Debt discount, premium and expense.
Allowance for borrowed funds used during construction..

Total.
Income From Continuing Operations .

Loss From Disposal and Operation of Discontinued Gas

System, Net of Tax (Note 13).
Net Income.
Preferred Dividend Requirements.
Earnings for Common Stock.
Average Common Shares Outstanding.
Per Share of Common Stock:

Earnings (Loss) (based on average shares outstanding):
Continuing operations.
Discontinued operations .

Total.
Dividends declared. ~

See Notes to Consolidated Financial Statements.

219,575
16,789

236,364
938,138

186,276
6,647

192,923
802,044

185,504
6,454

191,958
679,917

122,751
88,870
99,221

216,036
104.276
631.154
306.984

97,535
68,207
87,494

191,100
94,448

538,784
263,260

94,511
62,681
83,707

103,186
82,420

426,505
253,412

143,612
50,757
(4,322)

190,047
497,031

209,220
6,951
3,613

(48,176)
171,608
325,423

325,423
44,412

134,359
54,028

2,431
190,818
454,078

191,079
12,281

2,465
(49,317)
156,508
297,570

(26,503)
271,067

48,375

121,390
9,256
3,813

134,459
387,871

170,830
11,430

1,959
(65,400)
118,819
269,052

(4,255)
264,797

43,741

$ 281,011 $ 222,692 $ 221,056

71,031,228 68,308,131 63,865,210

$ 3.96

8 3.96
8 2.73

$ 3.65
(0.39)

$ 326r 2.60

$ 3.53
(0.07)

$ 3.46
~2.56

1985 1984 1983
(Dollars in Thousands, Except Per Share Amounts)

$ 1,174,502 $ 994,967 $ 871,875

10



ARIZONAPUBLIC SERVICE COMPANY

CONSOLIDATED STATEMENTS OF RETAINED EARNINGS

Year Ended December 31,
1985 1984 1983

(Thousands of Dollars)

eginning of year. $505,414 $459,962 $401,723
325,423 271,067 264,797
830,837 731,029 666,520

Retained earnings at b
Add—Net income

Total
Deduct —Dividends:

Common stock (Notes 4 and 5).
Preferred stock (see below)

Total
Retained earnings at end of year

Dividends on preferred stock:
$ 1.10 preferred.
$ 2.50 preferred.
$2.36 preferred.
$4.35 preferred.
Serial preferred:

$2.40 Series A.
$2.625 Series C.
$2.275 Series D.
$3.25 Series E.
$8.50 Series G.
$ 10.00 Series H
$ 10.70 Series I ............
$8.32 Series J.
$8.80 Series K.
$9.70 Series L.
$ 11.95 Series M.
$ 12.90 Series N.
$3.58 Series 0.
Adjustable Rate Series P. ~

Adjustable Rate Series Q.
$ 11.50 Series R.................

Total.

194,091 177,240 162,817
44,412 48,375 43,741

238,503 225.615 206,558
$592,334 $505,414 $459,962

$ 172
258

94
326

$ 172
258

94
326

$ 172
258

94
326

576
630
455

1,040
96

1,459
2,300
4,160
3,407
4,656
1,235
4,773
7,160
1,250
4,615
5.750

576
630
455

1,040
401

3,147
2,595
4,160
5,280
4,656
2,330
4,773
7,160
1,250
5,223
3.849

576
630
455

1,040
500

3,307
2,875
4,160
5,280
4,656
2,330
4,773
7,160
1,250
3,899

$ .44.412 $ 48,375 $ 43,741

See Consolidated Statements of Income for dividends per share of common stock.

See Notes to Consolidated Financial Statements.
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Source of Funds
Funds from operations:

Continuing operations:
Income from continuing operations.
Principal non-fund charges (credits) to income:

Depreciation and amortization.
Allowance for equity funds used during construction ..

Deferred income taxes —net
Deferred investment tax credit—net
Other.
Total funds from continuing operations.........................

Funds from discontinued gas system-net.
Total funds from operations ..

Funds from external sources:
Proceeds from sale of gas system
Common stock........
Preferred stock.
Long-term debt
Investments and other assets
Other items —net

Total funds from external sources.
Total source of funds.

Application of Funds:
Funds used for capital expenditures:

Continuing operations..
Discontinued operations .

Short-term borrowings —net .

Repayment of long-term debt.
Redemption of redeemable preferred stock.
Dividends on preferred and common stock
Increase in working

capital'otal

application of funds.......

Increase (Decrease) in Working Capital':
Cash.
Accounts receivable.
Materials, supplies and fuel.
Deferred fuel and other assets.
Accounts payable and accrued expenses.
Other liabilities

Net increase ~

8 325,423 $297,570 $269,052

99,221
(143,612)
106,158
36,383
31,361

87,494
(134,359)

43,464
56,002

(385)
349,786

(3,093)
346,693

'3,707(121,390)
27,033
29,960

4,967
293,329454,934

5,116
298,445454,934

114,657
63,800
50,000

264,179
13,299
(3,916)

86,918
48,875

419,126
4,955
4,141

28,562

745,030
44,777

(160)
818,209 502,019 564,015

$ 1,273,143 8848,712 $862,460

8425,130
29,724

3,308
185,653

3,820
206,558

8,267

8 494,105

141,800
275,421

63,319
238,503

59,995

8377,278
31,657

(73,492)
275,833

4,660
225,615

7,161
$ 1.273,143 $848,712 8862,460

8 309 8 (25,704)
22,098 (2 216)
(1,147) (1,420)
71,245 (4,191)

(38,846) 32,881
6,336 7,811

$ 59,995 8 7,161

$ 24,801
(950)

(2,760)
(2,048)

(23,904)
13,128

8 8,267

ARIZONAPUBLIC SERVICE COMPANY
CONSOLIDATED STATEMENTS OF CHANGES IN FINANCIALPOSITION

Year Ended December 31,
1986 1984 1983

(Thousands of Dollars)

0,

~ e

*Excluding short-term borrowings —net and current maturities of long-term debt.

See Notes to Consolidated Financial Statements.
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ARIZONAPUBLIC SERVICE COMPANY
NOTES TO CONSOLIDATED FINANCIALSTATEMENTS

1. Summary of Significant Accounting Policies.
a. System of accounts —.The accounting records of Arizona Public Service Company (the

"Company" ) are maintained in accordance with the uniform system of accounts prescribed by the
Federal Energy Regulatory Commission ("FERC").

b. Consolidation —The consolidated financial statements include the accounts of the Company
and those of its wholly-owned subsidiaries,'APS Finance Company N.V. ("Finance" ), organized to
serve as a financing corporation to raise funds outside the United States of America, and APS FueL~

Company, organized to manage investments in certain fuel resources. All significant intercompany
balances and transactions have been eliminated.

c. Plant and depreciation —Property is stated at original cost as defined for regulatory purposes.
The cost of additions to utility plant and replacements of retirement units is capitalized.
Replacements of minor items of property are charged to expense as incurred. In addition to direct
costs, capitalized items include the present value of certain future lease payments (see Note 6),
research and development expenditures pertaining to construction projects, indirect charges for
engineering, supervision, transportation and similar costs, and an allowance for funds used during
construction. Costs of depreciable units of plant retired are eliminated from plant accounts and such
costs plus removal expenses less salvage are charged to accumulated depreciation. Contributions in aid
of construction are credited to plant cost.

Depreciation on utility property is provided on a straight-line basis at rates authorized by the
Arizona Corporation Commission ("ACC") annually. The applicable rates for 1983 through 1985

ranged from 2.86% to 9.86% for electric plant.

d. Revenues and fuel costs —Operating revenues are recognized when billed on a monthly cycle
billing basis. Retail rate schedules include adjustment clauses which permit recovery of costs of
certain fuel and purchased power. Regulatory hearings are held periodically to adjust the rates
applicable under fuel adjustment clauses to more nearly match actual fuel costs. Temporary net
under- or over-recoveries of costs resulting from application of the adjustment clauses are recognized
as a deferred fuel asset or liability, respectively, with an 'off'setting amount recognized in purchased
power and interchange —net expense. See Note 3 for a discussion of current rate matters relating to
such clauses.

e. Allowance for funds used during construction —In accordance with the regulatory accounting
practice prescribed by the FERC and the ACC, the Company capitalizes an allowance for the cost of
funds used to finance its construction program ("AFC"). AFC, which does not represent current cash
earnings, is defined as the net cost during the period of construction of borrowed funds and a

reasonable rate of return on equity funds so used. The calculated amount is capitalized as a part of
the cost of utilityplant.

AFC has been calculated using composite rates of 12.75% in 1985 and 1984 and 13% in 1983. In
July 1983 the Company began compounding AFC semi-annually and, in October 1983, recording the
borrowed funds portion on a "net of tax" basis through charges to income taxes —operating expense
and credits to income taxes —other income. AFC ceases to accrue on those portions of construction
work in progress allowed in rate base which was approximately $460,000,000 at December 31, 1985

for ACC purposes.

f. Income taxes —The Company uses accelerated depreciation methods for income tax purposes.
As prescribed by the ACC, deferred income taxes are provided for certain timing differences arising
from the recording, for income tax and financial reporting purposes, of depreciation of property
placed in service after January 1, 1977. In October 1983 the Company, in accordance with an ACC
order, began deferring amounts equal to the change in income taxes arising from substantially all
other timing differences. Prior to October 1983, such differences were reflected currently in income.

13



ARIZONAPUBLIC SERVICE COMPANY
NOTES TO CONSOLIDATED FINANCIALSTATEMENTS {continued)

At December 31, 1985 the Company had flowed through to income currently approximately
3271,600,000 of income tax benefits arising from income tax timing differences for which deferred
taxes have not been provided.

In 1982 the Company, in compliance with an ACC order, began deferring amounts equal to the
reduction in Federal income taxes arising from investment tax credits and amortizing these amounts
to other income over the estimated life of the related assets. Before 1982 such amounts were flowed
through income currently.

g. Research and development costs —The Company expenses research and development costs on
a current basis, except that costs which may result in additions to utility plant are deferred for
subsequent inclusion in plant or to be written off if the applicable project is abandoned.

h. Gas exploration costs —The excess of costs over sales proceeds of the Company's discontinued
gas exploration program has been deferred to be recovered, without interest, over a ten-year period
pursuant to an order of the ACC, from certain classes of customers. A portion of such amount is now
to be remitted to the Company by Southwest Gas Corporation as a result of the sale of the gas
distribution system in 1984. See Note 13.

i. Discontinued operations —As described in Note 13, the Company sold its gas distribution
system effective November 1, 1984. Accordingly, 1983's statement of income has been reclassified to
report separately this discontinued operation.

2. Corporate Restructuring.
On April 18, 1985, the Company's shareholders approved a plan for corporate restructuring to

provide financial and organizational flexibilityby separating regulated utility operations from other
activities. Effective April 29, 1985, APS became a subsidiary of a holding company, AZP Group, Inc.
(ccAZP>s)

As part of the restructuring, the Company sold to AZP, at book value, 834,703,000, the common
stock of three of its wholly-owned subsidiaries, Malapai Resources Company, Energy Development
Company and El Dorado Investment Company. Prior to the sale the results of operations and net
assets of these subsidiaries were included in Other income —net and Investments in and receivables
from affiliates.

The corporate restructuring had no effect on the ownership of preferred stock or on debt
securities.

3. Rate Matters.
In 1984, a committee comprised of representatives from each of the state utility regulatory

commissions having primary jurisdiction over the rates of the various regulated participants in the
Arizona Nuclear Power Project commissioned a study to determine whether sufficient evidence exists
to warrant a prudency audit of costs incurred for construction. In September, 1985, the committee
concluded that an audit should be performed relating to $3.12 billion of material and labor costs, of
which the Company's share is approximately 8900 million, as well as financing and certain indirect
costs related to the project. The prudency audit is expected to begin in 1986 with recommendations
expected in late 1986 or 1987. Any amounts subsequently deemed by the ACC imprudently spent and
not allowed in rate base would be written off. Although the Company is unable to predict the final
outcome of this matter, management believes, based on current information, that overall the Palo
Verde Nuclear Generating Station (Palo Verde) was constructed in a prudent manner.

On February 11, 1986 hearings commenced concerning costs deferred by the Company through
the operation of its purchased power and fuel adjustment clause. In August, 1985 the ACC granted a
rate increase sufficient, only to limit the increase in the accumulated balance of such costs and agreed
to hear testimony in connection with the accumulated balance (approximately $74 million at

14
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ARIZONAPUBLIC SERVICE COMPANY
NOTES TO CONSOLIDATED FINANCIALSTATEMENTS (continued)

December 31, 1985) in early 1986. To date no order has been received. Management believes that any

ultimate disallowance of such cost should not be material to the Company's operation or financial

position.

As an incentive to complete construction and commence operation of Palo Verde, the ACC in a

November, 1984 order, placed a cap on total construction costs. The cap was set at $2.86 billion.
Amounts expended in excess of the cap are presumed to be imprudent under the commissions order.

The most recent estimate of the Company's share of total Palo Verde construction costs is $2.76

billion.

On May 24, 1985, the Company filed with the ACC a request for a rate increase sufficient to
recover its share of the costs of commercial operation of Palo Verde Unit 1. Unit 1 commenced

commercial operation on February 13, 1986, and the Company began incurring such costs at that
time. Also requested was an accounting order allowing the deferral until 1987 of the costs of
commercial operation of Palo Verde Unit 2 which is expected to commence commercial operation in
the third quarter of 1986. A hearing on this request has been scheduled for March 27, 1986.

On December 18, 1985, the Company filed a request for a rate increase sufficient to recover its
share of the costs of commercial operation of Palo Verde Unit 2. As requested by the ACC, the

Company proposed as an alternative to a one step increase, and subject to certain conditions
precedent, that the costs of commercial operation of Unit 2 be phased in over a period of years. The
hearing date for the Unit 2 phase of the case has been set for September 26, 1986.

15



ARIZONAPUBLIC SERVICE COMPANY
NOTES TO CONSOLIDATED FINANCIALSTATEMENTS (continued)

Authorized

4. Common and Non-Redeemable Preferred Stock.

The balances at December 31, 1985 and 1984 of common stock and of preferred stock, which is not
redeemable except pursuant to call by the Company at its option, are shown below.

Number of Shares Par Value Call
Outstanding at Outstanding at Price
December 31, Per December 31, Per

1985 1984 Share 1986 1984 Share(a)
(Thousands of Dollars)

Common Stock ................... 100000000 71,264.947(b)70.128.329 $ 2.50 $ 178.162 $ 175.321

Non-Redeemable Preferred
Stock (cumulative):

$ 1.10 preferred.................
$2.50 preferred.................
$2.36 preferred.................
$4.35 preferred.................
Serial preferred................

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

Serial preferred................
$8.32 Series J ...............
Adjustable rate

Series Q.......................
Serial preferred................

$3.58 Series 0...............
Total .........................

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

1,000,000

4,000,000(c)

10,000,000

155,945
103,254
40,000
75,000

155,945 $ 25.00
103,254 50.00
40,000 50.00
75,000 100.00

$ 3,898
5,163
2,000
7,500

$ 3,898 $ 27.50
5,163 51.00
2,000 51.00
7,500 102.00

240,000
240,000
200,000
320,000

240,000
240,000
200,000
320,000

50.00
50.00
50.00
50.00

12,000
12,000
10,000
16,000

12,000
12,000
10,000
16,000

50.50
51.00
50.50
51.00

(t(>

~
500,000 500,000 100.00 . 50,000 50,000

500,000 500,000 100.00 50,000 50,000

2,000,000 2,000,000 25.00 50,000 50,000
$218 561 $ 218 5614 374.199 4 374.199

(a) In each case plus accrued dividends.

(b) As a result of the corporate restructuring described in Note 2, these shares are now held by AZP.

(c) This authorization also covers outstanding redeemable preferred shares shown in Note 5, as well as the
non-redeemable shares indicated above.

(d) At $ 105.50 through August 31, 1987; at $ 103.00 through August 31, 1992; and at $ 101.00 thereafter.

(e) Bears dividends at a rate, adjusted on a quarterly basis, 2% below the rate borne by certain United
States Treasury Securities, but in no event less than 6% per annum, or greater than 12% per annum.
Redeemable on or after March 1, 1988 at the option of the Company at $ 103.00 through February 28, 1993; and
at $ 100.00 thereafter.

(f) Not redeemable prior to June 1, 1987 through certain refunding operations that would result in a lower
rate of cost to the Company than the dividend rate on the shares to be redeemed; otherwise at $28.58 through
May 31, 1987; at $27.39 through May 31, 1992; at $26.19 through May 31, 1997; and at $25.00 thereafter.
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ARIZONAPUBLIC SERVICE COMPANY
NOTES TO CONSOLIDATED FINANCIALSTATEMENTS (continued)

The holders of preferred stock are entitled to one vote for each share held of record, Special
requirements for favorable votes of holders of preferred stock, voting by the classes respectively
prescribed" for the several purposes, pertain to (i) certain conversions or exchanges of outstanding
preferred stock, (ii) the authorization of any stock ranking prior to the preferred stock, (iii) making
any change in the terms and provisions of preferred stock that would adversely affect the rights and
preferences of the holders thereof, (iv) the issuance of any additional shares of preferred stock except
under prescribed circumstances or (v) a merger, consolidation or sale of substantially all the assets of
the Company. The foregoing voting rights attach to both redeemable and non-redeemable preferred
stock, as do the rights that would arise out of dividend arrearages as discussed in Note 5.

Common and non-redeemable preferred stock sales and changes in premiums and expenses
during each of the three years in the period ended December 31, 1985 were as follows (dollars in
thousands):

Description

Balance, December 31, 1982...............
Common Stock
Non-Redeemable Preferred
Stock, Adjustable Rate Series Q....

Balance, December 31, 1983................
Common Stock

Balance, December 31, 1984 .........~......
Common Stock ~

Balance, December 31, 1985 ................

Common Stock

Non-Redeemable
Preferred Stock

(cumulative)
Number

of Shares

62,894,490
3,816,362

Par Value
Amount

$ 157,236
9,541

Number
of Shares

3,874,199

Par Value
Amouat

$ 168,561

500.000 50,000
66,710,852

3,417,477
70,128,329

1,136,618

166,777 4,374,199
8,544

175,321 4,374,199
2,841

218,561

218,561

71.264,947 $ 178,162 4,374,199 $218,561

Premiums
and

Expenses

Net'883,680

77,557

(1,305)
959,932

55,256
1,015,188

25,721

$ 1.040,909

*Premiums and expenses —net also includes those of redeemable preferred stock issues (see Note 5).
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ARIZONAPUBLIC SERVICE COMPANY
NOTES TO CONSOLIDATED FINANCIALSTATEMEiITS (continued)

5. Redeemable Preferred Stock.
The balances at December 31, 1985 and 1984 of preferred stock which is redeemable at the

option of the holders or pursuant to sinking fund obligations, in addition to being callable by the
Company, are shown below.

Number of Shares Par Value
Outstanding at Outstanding at Call
December 31, Per December 31. Price

1985 1984 Share 1985 1984 Per Share(a)

(Thousands of Dollars)Redeemable Preferred
Stock (cumulative)
serial preferred: (b)

$ 8.50 Series G ....................
$ 10.00 Series H..................
$ 10.70 Series I....................
$8.80 Series K...,...............
$9.70 Series L ....................
$ 11.95 Series M .................
$ 12.90 Series N..................
Adjustable Rate Series P ...

$ 11.50 Series R.........,.....,...
Total...........................,....

38,400
304,000
240,000
600,000
480,000
195,000
370,000
100,000
500,000

$ 100.00
100.00
100.00
100.00
100.00
100.00
100.00
100.00
100.00

$
10,468
20,993
34,460
48,000

8,500
37,000
10,000
50,000

$ 3,840
30,400 (c)
24,000 (d)
60,000 (e)
48,000 ( f)
19,500 (g)
37,000 (h)
10,000 (i)
50,000 (j )

$ 282 740

104,677
209,934
344,600
480,000

85,000
370,000
100,000
500,000

2.194 211 2 827 400 $219 421

18

(a) In each case plus accrued dividends.

(b) See Note 4 for authorized number ofshares.

(c) Redeemable at $ 106.12 through September 1, 1986, and thereafter declining by $0.36 per year to
par after September 1, 2002. Applicable sinking fund provisions require the redemption of 16,000 shares
at par annually (representing annual payments of$ 1,600,000).

(d) Redeemable at $ 103.00 through November 30, 1990, and at $ 101.00 thereafter. Applicable
sinking fund provisions require the redemption of 15,000 shares at par annually (representing annual
payments of $ 1,500,000). The Company may, but is not required to, redeem an additional 15,000 shares
at par on December 1 in any year.

(e) Redeemable at $ 106.00 through February 28, 1989; at $ 103.00 through February 28, 1994; and
thereafter declining in steps to $ 101.00. Applicable sinking fund provisions require the redemption of
22,500 shares at par annually commencing March 1, 1986 (representing annual payments of$2,250,000).
The Company may, but is not required to, redeem an additional 22,500 shares at par on itlarch 1 in any
year beginning in 1986. At December 31, 1985, the Company had met the 1986 sinking fund
requirement.

(f) Redeemable at the option of the Company at $ 104.31 through February 28, 1986, declining
by $ 1.08 per year to $ 101.07 after March 1, 1989. Applicable sinking fund provisions require the
redemption of 96,000 shares at par annually commencing March 1, 1986 (representing annual
payments of $9,600,000).

(g) Redeemable on or after May 1, 1986 at the option of the Company at $ 101.99 through April 30,
1987; and thereafter at par. Allshares then outstanding are required to be redeemed on May 1, 1988 at
par.

(h) Redeemable after June 1, 1992 at the option of the Company at $ 106.11 through June 1,

1993, declining by $0.68 per year to $ 100.00 after June 1, 2002. Applicable sinking fund provisions
require the redemption between 1988 and 2002 of all shares according to a predetermined schedule.
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ARIZONAPUBLIC SERVICE COMPANY
NOTES TO CONSOLIDATED FINANCIALSTATEMENTS (continued)

(i) Bears a dividend of $ 12.50 per share th'rough December 1, 1987 and a dividend thereafter to be

fixed by a formula related to the average prime interest rate in 1987. Redeemable at par on or after
December 1, 1987 at the option of the Company. Applicable sinking fund provisions require the

redemption of 20,000 shares at par each December 1 beginning in 1988 (representing annual payments

of$2,000,000). Allshares then outstanding are required to be redeemed on December 1, 1992.

(j) Redeemable after June 1, 1994 at the option of the Company at $ 105.45, declining each year by a

predetermined amount to $ 100.00 after June 1, 2004. Applicable sinking fund provisions require the

redemption between 1990 and 2004 ofall shares according to a predetermined schedule.

If there were to be any arrearage in dividends on any of its preferred stock or in the sinking fund

requirements applicable to any of its redeemable preferred stock (each such dividend being cumulative
and ofequal ranking with other such dividends, and each such requirement being cumulative and ofequal

ranking with other such requirements), the Company could not pay dividends on its common stock or
acquire any shares thereof for consideration. Ifany such dividend arrearage was to equal six or more

quarterly dividends, the holders of preferred stock, in addition to their other voting rights and voting by
the classes prescribed for this purpose, could elect a total of six directors (all series of serial preferred
stock, regardless ofpar value and whether redeemable or non-redeemable, comprising one such class and

being entitled to elect two of the six directors). See Note 4 in regard to other voting rights of holders of
preferred stock.

The combined aggregate amount of redemption requirements for the above issues each year through
1990 are as follows: $ 12,700,000 in 1986, $ 14,950,000 in 1987, $39,040,000 in 1988, $ 19,540,000 in 1989,

and $22,975,000 in 1990.

Redeemable preferred stock transactions during each of the three years in the period ended

December 31, 1985 were as follows (dollars in thousands):

Description

Balance, December 31, 1982
Retirements:
$8.50 Series G.
$ 10.0Q Series H .

$ 10.70 Series I .

Balance, December 31, 1983.
$ 11,50 Series R

Retirements:
$8.50 Series G.
$ 10.00 Series H
$ 10.70 Series I .

Balance, December 31, 1984 ..

Retirements:
$ 8.50 Series G
$ 10.00 Series H .

$ 10.70 Series I.
$8.80 Series K
$ 11.95 Series M.

Balance, December 31, 1985 ..

Number
ofShares

2,412,200

(7,200)
(16,000)
(15,000)

2,374,000
500,000

(15,600)
(16,000)
(15,000)

2,827,400

(38,400)
(199,323)

(30,066)
(255,400)
(110,000)

2,194,211

Par Value
Amount

$241,220

(720)
(1,600)
(1,500)

237,400
50,000

(1,560)
(1,600)
(1,500)

282,740

(3,840)
(19,932)

(3,007)
(25,540)
(11,000)

$219,421
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ARIZONAPUBLIC SERVICE COMPANY
NOTES TO CONSOLIDATED FINANCIALSTATEMENTS (continued)

6. Long-Term Debt.
Details of long-term debt outstanding at December 31, 1985 and 1984 are as follows:

December 3 t.
1988 1984

tTTTousands of Dollars)

~,
First mortgage bonds:

Maturing through 1990:
10.375% due February 1, 1985

Less securities held by trustee....
5.125% due October 1, 1987.
4.7% due March 1, 1989

Maturing 1991 through 1995-
4.40% to 15%.

Maturing 1996 through 2000-
6.25% to 12.875%.

Maturing 2001 through 2005-
6.20% to 9.95%

Maturing 2006 through 2010-
6% to 12.125%.

Maturing 2011 through 2015-
12.75% to 13.5%.

Unamortized discount and premium
Total first mortgage bonds..

Various issues of pollution control indebtedness due primarily
December 15, 1985..

Less securities held by Trustee.
Pollution control indebtedness due August 2, 2009 (a).

Less securities held by trustee (b) .

Pollution control indebtedness due December 1, 2009 (c) .............
Less securities held by trustee (b) .

Pollution control indebtedness due May 1, 2013 (c)
Pollution control indebtedness due May 1, 2014 (d) ..

Pollution control indebtedness due February 1, 2015 (e) ...............
Less securities held by Trustee (b)............

Unsecured notes payable due 1987 (f)...
16.25% guaranteed debentures due July 15, 1988 (g)
16.25% guaranteed debentures due February 1, 1989 (g).
16% guaranteed debentures due February 15, 1989 (g).
11.75% guaranteed debentures due January 15, 1990 (g)...............
12.5% Debentures due February 15, 1992
Capitalized lease obligation (h).
Other
Unamortized discount......

Total long-term debt
Less current maturities:

Pollution control indebtedness due December 15, 1985, net of securities
held by trustee.

Sinking fund requirements on first mortgage bonds....
Capitalized lease obligation
Other

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

20

$

15,000
20,000

$ 60,250
(16,127)
15,000
20,000

325,000 200,000

269,977 272,977

185,000 185,000

202,000 152,000

450,000
(2,413)

200,000
(1,965)

1,464,564 1,087,135

106,980
(1,572)

147,000
(15,071)
65,750
55,200
49,400
(2,444)
70,000

75,000
25,000
60,000
75,000
46,907

1,975
(293)

105,000
(11,269)

147,000
(23,252)
65,750
55,200

70,000
50,000
75,000
25,000
60,000

48,472
2,380
(780)

2,223,396 1,755,636

65,949
3,000
1,565

376

15,333
1,685

438
70,89017,456

$2,205.940 $ 1.684,746 ~ t



ARIZONAPUBLIC SERVICE COMPANY
NOTES TO CONSOLIDATED FINANCIALSTATEMENTS (continued)

(a) Adjustable-rate annual tender pollution control revenue refunding bonds supported by a long-
term irrevocable letter of credit issued by a bank. The bonds bear interest at 6% through July 31,
1986 and thereafter at such rate, determined annually, which will cause the bonds to have a market
value which approximates, as nearly as possible, their par value.

(b) Representing pollution control funds deposited with a revenue bond trustee and to be
disbursed as needed to pay the costs of acquiring, constructing, reconstructing, improving,
maintaining, equipping or furnishing the facilities financed.

(c) Consisting of borrowings from a governmental authority which has funded that amount
through issuance of a series of par value demand bonds supported by a long-term irrevocable letter of
credit issued by a bank. These bonds bear interest at such rate, determined weekly, as will cause the
bonds to have a market value which approximates, as nearly as possible, their par value.

(d) On May 15, 1985 the Company borrowed from a governmental authority the proceeds of a
$55,200,000 issue of adjustable-rate annual tender pollution control revenue refunding bonds for the
purpose of refunding $55,200,000 in aggregate principal amount of previously issued pollution control
bonds due April 1, 1986. The new issue is supported by a long-term irrevocable letter of credit issued
by a bank. The bonds bear interest rate at 6% through April 30, 1986 and thereafter at such rate,
determined annually, which willcause the bonds to have a market value which approximates as nearly
as possible, their par value.

(e) Adjustable-rate annual tender pollution control revenue bonds supported by a long-term
irrevocable letter of credit issued by a bank. The bonds bear interest through January 31, 1986 at
6.5% and thereafter at such rate, determined annually, which will cause the bonds to have a market
value which approximates, as nearly as possible, their par value.

(f) Consisting of two long-term bank loans of $50,000,000 and $20,000,000. The principal
amounts of such loans bear interest, at the Company's option, at one or more of the following annual
interest rates: (a) in the case of the first loan, 102% of the Prime Rate or, in the case of the second
loan, the Prime Rate plus t/i%, (b) the CD Rate plus '/8%, or (c) the Eurodollar Rate plus '/2%.

(g) Representing debentures issued by Finance, the payment of principal and interest has been
unconditionally guaranteed by the Company. The 11.75% debentures due January 15, 1990 are
redeemable at the option of Finance at 101'/2% from January 15, 1987 through January 14, 1988,
then at 100%% through January 15, 1989. and thereafter at 100%. The 16.25% debentures due
February 1. 1989 and 16% debentures due February 15, 1989 were redeemed on February 1 and 15,
1986, respectively, with the proceeds of a $ 100,000,000 issue of first mortgage bonds. The debentures
were redeemed at 101% plus accrued int'crest. The new bonds bear interest at 11% and are due
January 15, 2016.

The 16.25% debentures due July 1988 were redeemed on July 15, 1985 at 101'/2% plus accrued
interest.

(h) Represents the present value of future lease payments (discounted at the interest rate of
7.48%) on a combined cycle plant sold and leased back from the independent owner-trustee formed to
own the facility. The lease requires semi-annual payments of $2,582,000 through June 2001, and
includes renewal and purchase options based on fair market value. This plant is included in plant in
service at its original cost of $54,405,000; accumulated depreciation at December 31, 1985 was
$21,401,000.
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Aggregate annual payments due on long-term debt and for sinking fund requirements through
1990 are as follows: 1986, $ 17,456,000; 1987, $ 102,620,000; 1988, $ 17,795,000; 1989, $37,985,000; and
1990, $78,193,000. For sinking fund requirements and redemptions at the option of the holders of
redeemable preferred stock, see Note 5.

Substantially all utility plant, other than nuclear fuel, transportation equipment and the
combined cycle plant mentioned above, is subject to the lien of the first mortgage bonds. The
indenture respecting the first mortgage bonds includes provisions which would restrict, the payment of
dividends on common stock under certain conditions which did not exist at December 31, 1985.

7. Lines of Credit and Compensating Balances.
The Company's lines of credit at December 31, 1985 and 1984 are summarized below. No

amounts were outstanding under the lines at December 31, 1985 or 1984.

1985 1984
(Thousands of Dollars)

Commercial paper backup lines:
Domestic banks...
Foreign banks

Other domestic bank lines .

Total.

$ 125,000
50,000

245,000(a)
$420,000

$ 125,000
50,000

245,000(a)
$420,000

(a) Including $200,000,000 available under a credit agreement between the Company and various
banks which carries a commitment fee of 'li% per annum.

The commitment fees for the commercial paper backup lines with domestic banks were %% per
annum in 1985 and 1984. Compensating balances required (but which were not legally restricted) for
the other domestic banks lines (exclusive of the credit agreement referred to in (a) above) were
generally 7'/2% of the lines plus 5% of borrowings in 1985 and 1984.

Under the foreign bank lines, commitment fees were payable at '/4% per annum in 1985 and 1984.
The interest rate on borrowings under these facilities was approximately '/s% per annum over the
applicable Eurodollar Rate in eQ'ect from time to time.

By statute the Company's short-term borrowings cannot exceed 7% of total capitalization
without the consent of the ACC,
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ARIZONAPUBLIC SERVICE COMPANY
NOTES TO CONSOLIDATED FINANCIALSTATEMENTS (continued)

Net
Plant in
Service

Plant in
Service

8, Jointly-Owned Facilities.
At December 31, 1985, the Company owned the following interests in jointly-owned electric

generating and transmission facilities (dollars in thousands):
Percent Construction

omned by Accumulated Work in
Company Depreciation Progress

Generating Facilities:
Arizona Nuclear Power Project
(ANPP) - Units 1, 2 and 3 .....

Four Corners Steam
Generating Plant - Units 4
and 5 . .....................................

Navajo Steam Generating
Plant - Units 1, 2 and 3 ..........

Transmission Facilities:
ANPP Transmission System ...
Navajo Southern Transmission

System
Palo Verde- Yuma 500KV

System
Total .

29.1% $

15.0% 118,897

14.0% 119,295

35.8%(a) 7,398

31.4%(b) 28,198

23.9%(c) 16,255
$290,043

20,791

37,994

791

9,027

550
$69,153

98,106

81,301

6,607

19,171

15,705
$220,890

$2,407,231

1,499

1,009

48,337

93

1,915
$2,460,084

(a) Weighted average of interests varying froin 34.6% to 43.95%.

(b) Weighted average of interests varying from 14% to 100%.

(c) Weighted average of interests varying from 11% to 100%.

The foregoing dollar amounts correlate to the Company's percentage interest in each facility. The
Company's share of related operating and maintenance expenses is included in operating expenses.

9. Income Tax Expense.
The components of income tax expense —continuing operations for each of the three years in the

period ended December 31, 1985 were as follows:
Year Ended December 31,

1985 1984 1983
(Thousands of Dollars)

Currently payable:
Federal. ~ 0 ~ I ~ ~ ~ 0 ~ ~

State.
Other

Total current

Deferred:
Depreciation —net.
Taxes, pension costs and other —net.
Investment tax credit—net.

Total deferred.
Amortization of tax benefits sold.

Total.

$ 1O,O95

10,664
2,861

23,620

57,273
49,690
36,383

143,346
(1,687)

$ 165,279

$ 14,578
16,340
3,606

34,524

26,276
18,367
59,592

104.235
(1,687)

$ 137,072

$ 14,224
10,742
2,870

27,836

22,571
5,627

39,583
67,781
(1,687)

$93,930
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NOTES TO CONSOLIDATED FINANCIALSTATEMENTS (continued)

In 1981 the Company sold to another corporation certain federal income tax benefits in exchange
for cash. The Company, pursuant to an order of the ACC, has recorded the proceeds of the sale as a

deferred credit and is amortizing the amount of such proceeds on a straight-line basis over
approximately 30 years.

Following is a summary of the difference between income tax expense —continuing operations
and the amount obtained by multiplying income before income taxes by the statutory federal income
tax rate.

Year Ended December 31,

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

Tax under book depreciation.
Allowance for funds used during construction ..............
Investment tax credit amortization ................................
Taxes, pension costs and other items capitalized.........
State income tax—net of Federal income tax benefit ..

Other
Total provision for Federal and state income tax

expense.

1985 1984 1983
(Thousands of Dollars)

$225,723 $ 199,935 $ 166,972

16,431
(88,222)

(2,955)

11,815
2,487

14,165
(84,491)

(2,827)

11,172
(882)

10,213
(83,799)

(1,970)
(6,640)
7,070
2,084

$ 165,279 $ 137,072 $ 93,930

At December 31,,1985 the Company had approximately $ 11,000,000 of investment tax credit
carryforwards which willexpire through 2000.

10. Pension Plan and Other Benefits.
The Company's pension plan, a defined benefit plan, covers virtually all employees. Pension cost,

including administrative cost, for 1985, 1984, and 1983 was $ 15,458,000, $ 16,370,000, and $ 15,248,000,

respectively, of which approximately $5,081,000, $ 6,512,000, and $ 6,871,000, respectively, was charged
to expense; the remainder was either capitalized as a component of construction costs or billed to
participants of jointly owned facilities.

The following is a summary of plan data as of the most recent benefit information date:

January 1,
1985 1984

Actuarial present value of accumulated plan benefits: (Thousands of Dollars)
Vested. $ 127'18 $ 115,984
Non-vested 11,885 10,499

Total. $ 138,903 $ 126,483

Net assets available for benefits. $ 193,235 $ 182,577

The actuarial present value (assuming a rate of return of 9.00%) of accumulated plan benefits
presented above has not been calculated with reference to the effects of projected inflation, whereas
such effects are considered by the Company with reference to the adequacy of plan assets;

accordingly, the Company considers the utilityof the comparison suggested to be extremely limited.

In addition to providing pension benefits, the Company provides certain health care and life
insurance benefits for active and retired employees. Life insurance benefits are provided through an

insurance company whereas health care costs are paid as expenses are incurred under a self-insured
plan. The cost of providing those benefits in 1985 for 1,091 retirees and 8,362 active employees was
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ARIZONAPUBLIC SERVICE COMPANY
NOTES TO CONSOLIDATED FINANCIALSTATEMENTS (continued)

$ 1,086,000 and $ 13,423,000, respectively, of which approximately $5,825,000 was charged to expense;
the remainder was either capitalized as a component of construction costs or billed to participants of
jointly owned facilities.

Under the AZP Group, Inc. Stock Option and Incentive Plan approved by the Company's
shareholders on April 18, 1985, non-qualified and incentive stock options (ISO) and restricted stock
awards may be granted to officers and key employees of AZP and subsidiaries, including APS, for up
to 3,000,000 shares of common stock. The plan also provides for the granting of stock appreciation
rights, performance shares, dividend equivalents or any combination of the foregoing. In 1985,
approximately 15,000 restricted shares, 15,000 ISOs, and 15,000 dividend equivalents were awarded
under the Plan.

11. Commitments and Contingencies,
Nuclear Insurance
The Price-Anderson Act ("Act") currently limits the public liabilityclaims that could arise from

a nuclear incident to a maximum amount of $650,000,000 for each licensed nuclear facility. Private
insurance for this exposure has been purchased by the participants in the Palo Verde Nuclear
Generating Station ("Participants" ), including the Company in the maximum available amount,
presently $ 160,000,000, with the balance to be provided by secondary financial protection required by
the Nuclear Regulatory Commission (NRC). Under the agreement with the NRC, the Company could
be assessed retrospective premium adjustments of up to $3,000,000 per year in the event of nuclear
incidents involving any licensed reactor in the United States.

Property damage coverage is provided for losses up to $500,000,000 at Palo Verde.
Decontamination liabilityand property damage insurance in excess of the primary $500,000,000 layer
has also been purchased. These policies are primarily provided through mutual insurance companies
owned by utilities with nuclear facilities. If losses at any nuclear facility covered by the arrangement
were to exceed the accumulated funds available for these insurance programs, the Company could be
assessed retrospective premium adjustments of up to approximately $3,500,000 per year.

The Act is scheduled to expire in August 1987 and Congress is currently considering several
alternatives. The Company is unable to predict Congress'ltimate action and what effect such action
may have on the Company's liability.

Litigati on

The Company is a party to various claims, legal actions and complaints arising in the ordinary
course of business, including a lawsuit seeking to invalidate the Company's contract with various
municipalities for the purchase of efHuent to be used as cooling water for Palo Verde. In the opinion
of management, the ultimate disposition of these matters will not have a 'material adverse effect on
the operations or financial position of the Company.

Purchase Commitments
The Company has significant purchase commitments in connection with the continuing

construction program. Construction expenditures in 1986 have been estimated at $372,000,000.
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12. Supplementary Income Statement Information.
Other taxes charged to operations during each of the three years in the period ended

December 31, 1985 were as follows:

Year Ended December 31,

0,

Ad valorem.
Sales.
Other

Total other taxes.

1985 1984 1983
(Thousands of Dollars)

$ 45,554 $ 42,581 $ 44,691
51,438 45,495 32,169

7.284 6.372 5,560
$ 104,276 $ 94,448 $ 82.420

18. Discontinued Operations.
Effective November 1, 1984 (the "Closing Date" ) the Company sold its gas distribution system

to Southwest Gas Corporation ("Southwest" ). The sale resulted in a non-recurring loss of
approximately $26,470,000, net of an income tax benefit- of $7,094,000, (approximately $0.39 per
average share of common stock) in 1984.

The Company agreed to fund a portion of the costs associated with the accelerated replacement

of certain gas pipe included in the gas distribution system acquired by Southwest by purchasing,
under certain conditions, up to $50,000,000 in aggregate par value of cumulative preference stock (the
"Stock") to be issued by Southwest. Any such purchases would be made by the Company within
approximately three years following the Closing Date. As of December 31, 1985, no such purchases

had been made. The Stock would yield an annual dividend of between 3% and 16% (payable

quarterly) based on a formula relating to the operating performance of the gas distribution system.

The Stock is also redeemable by Southwest, at its option, on any dividend payment date (at the issue

price plus accrued dividends), but must be redeemed no later than seven years after the issuance date

as to any issue.

Revenues from the Company's discontinued gas operations for 1984 and 1983 were $ 174,728,000

and $202,134,000, respectively..

Quarter

1985
First
Second
Third
Fourth

$243,552
276,697
368,129
286,124

$ 59,019
73,185

114,473
78,746

14. Selected Quarterly Financial
Revenue Income

from from
Continuing Continuing
Operations Operations

Data (Unaudited).
Income (loss) Earnings Earnings (loss) per share of

from for common stock
Discontinued Net Common Continuing Discontinued

Operations Income Stock Operations Operations

(Dollars in Thousands, Ezcept Per Share Amounts)

$ 59,019 $ 46,921 $0.67 $ —
73,185 '. 62,443 0.88

114,473 103,641 1.45
78,746 68,006 0.95

1984
First
Second
Third
Fourth

203,937
236,712
311,845
242,473

51,324
61,889

103,118
81,239

1,397
(185)

(1,028)
(26,687)
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ARIZONAPUBLIC SERVICE COMPANY
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15. Supplementary Information to Disclose the Effects ofChanging Prices (Unaudited).

The following supplementary information is furnished pursuant to Statement No. 33 as amended

by Statement No. 82 of the Financial Accounting Standards Board for the purpose of illustrating the
effects of changing prices in an inflationary environment. It offers some perspectives of approximated
effects of inflation, and is not intended as precise measurements of those effects.

The Company and other public utilities similarly situated are subject to rate-making procedures
which, by law and practice, in large part utilize the historical cost of utilityplant in the determination
of the allowed recovery (through depreciation) of the investment therein and return thereon. This
precludes or restricts a rate-making response to the eff'ects of realizing such recovery and return in
inflated dollars, compared to those in which the investment was made. The first table below presents
an approximate measurement of those efl'ects from the perspective of that portion of the investment,
which was not reflected in 1985 depreciation or in the Company's return, and which is therefore not
"recoverable".

For these presentations, "current cost" amounts were calculated by applying certain indices (or
ratios derived therefrom) to certain historical or other amounts. The primary index was the Handy
Whitman Index of Public Utility Construction Costs (a preliminary estimate of which was used for
the last half of 1985), although the Consumer Price Index was used for construction work in progress.
The Company believes that the Handy Whitman Index is the more accurate of the two in estimating
the prices it would incur to duplicate at various times its utility plant in service at the indicated "
dates. Over the period from 1981 through 1985 the Consumer Price Index rose faster than the Handy
Whitman Index.

Electric depreciation expense for 1985 was recalculated by applying the Company's composite
depreciation rate to depreciable base determined by indexing certain appraised values from the times,
of appraisal. The amount by which the expense so recalculated exceeds that shown on the Company's
1985 Consolidated Statement of Income appears as an adjustment to income from continuing
operations.

The sum of the depreciation adjustment and the flgure shown lower as the "reduction to net
recoverable cost" was derived through application of 1'985 increases in the Consumer Price Index to
historical costs of the Company's utilityplant.

The Company did not make adjustments to asset values, or related consolidated income
statement amounts, other than those discussed above in regard to utility plant and depreciation
thereon. Fuel inventories and fuel expenses are, in efl'ect, monetary items, due to applicable rate-
making procedures which include adjustment clauses. In accordance with Statement No. 33, as
amended by Statement No. 82, income taxes were not adjusted.

As contrasted to the assumed net value losses which, in the presentation below, are associated
with the holding of assets committed to a regulated business, there is an assumed "holding gain"
associated with borrowings that will be repaid with inflated dollars. The 1985 decline in the
purchasing power of net amounts owed by the Company (measured by the Consumer Price Index)
appears to result in a "net" difl'erence between the assumed holding losses and gain.

Inferences which, in the case of some industries, may be drawn from information in the nature of
that presented below as to the adequacy of future cash flows in relation to future plant replacement
requirements are believed by the Company to be less valid in the case of public utilites which, like
itself, should be able to establish rates to cover increased costs of new plant. However, the
information may provide some indication of the expanded capital structure that will be required for
making plant replacements and additions with inflated dollars.
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INCOME FROM OPERATIONS ADJUSTED FOR CHANGING PRICES
FOR THE YEAR ENDED DECEMBER 31, 1986

Current Cost
Average

1985 Dollars
(Dollars in Thousands,

Except Per Share Amounts)

0,

Income from continuing operations as reported in Consolidated Statements
of Income.

Adjustment to restate depreciation expense ..

Income from continuing operations (excluding reduction to net
recoverable cost).

Income from continuing operations per common share (after preferred stock
dividend requirements and excluding reduction to net recoverable cost).......

Increase in specific prices (current cost) of utilityplant held during the
year (a).

Reduction to net recoverable cost
Effect of increase in general price level.

Excess of increase in general price level over increase
in specific prices after reduction to net recoverable cost............................

Gain from decline in purchasing power of net amounts owed...........................
Net

(a) At December 31, 1985, Current Cost of UtilityPlant —net was $7,140,611.

$325,423
(78,431)

$246.992

$2.85

$ 168,637
(7,981)

(251,888)

(91,232)
45.772

$ (45,460)

~ s
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ARIZONAPUBLIC SERVICE COMPANY
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FIVE-YEAR COMPARISON OF SELECTED SUPPLEMENTARY FINANCIAL
DATA ADJUSTED FOR EFFECT OF CHANGING PRICES

Electric operating revenues..

Current cost information
Income from continuing operations (excluding
reduction to net recoverable cost) ......................

Income from continuing operations per
common share (after dividend requirements on
preferred stock and excluding reduction to net
recoverable cost).

Excess of increase in general price level over .

increase in specific prices after reduction to
net recoverable cost

Net assets at year-end at net recoverable cost*..

Reduction to net recoverable cost.... ~ .~.................

General information
Gain from decline in purchasing power of net
amounts owed.

Cash dividends declared per common share .......

Average consumer price index ..............................

Year Ended December 31,
1985 1984 1983 1982 1981

(Average 1985 Dollars in Thousands, Except Per Share Amounts)

$ 1,174,502 $ 1,030,467 $ 941,414 $ 965,693 $ 864,390

$ 246,992 S 230,583 S 210,929 $ 176,336 $ 163,711

$ 2.85 $ 2.64 $ 2.56 $ 2.31 S 2.52

$ (91,232) $ (86,837) $ (68,252) $ (56,669) $ (208,236)

$ 1,997,725 $ 1,955,140 $ 1,916,460 $ 1,775,405 $ 1,595,758

$ 7,981 $ 38,216 S 44,362 $ 33,376 $ 205,988

S 45,772 S 93,149 S 85,460 S 79,686 S 171,052

S 2.73 $ 2.69 S 2.77 $ 2.68 S 2.60

322.2 311.1 298.4 289.1 272.4

* Consisting of common stock equity and non-redeemable preferred stock.
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Shareholder Information
Stock Listing

The $ 10.70 cumulative preferred stock, Series I (Symbol ARP+); the $3.58 cumulative preferred

stock, Series 0 (Symbol ARPO): and the adjustable cumulative preferred stock, Series Q (Symbol

ARPQ), which ended the year at $2.075, are listed for trading on the New York Stock Exchange. The

common stock of the Company is held by AZP and as a result is not listed for trading on any stock

exchange. Prior to April 29, 1985 the Company's common stock was publicly held and was traded on

the New York and Pacific Stock Exchanges. At the close of business on April 28, 1985 the

Company's common stock was held by 123,776 shareholders.

The chart below sets forth the common stock price ranges for the four quarters of 1984 and for the

first two quarters of 1985. The second quarter common stock price ranges for 1985 reflect the price

ranges to April 29, 1985, the date on which AZP became the sole shareholder of the Company's

common stock. The chart below also sets forth the dividends per share paid on the Company's

common stock for each of the four quarters for 1984 and 1985.

Common Stock Price Ranges and Dividends

~,

1985

1st Quarter
2nd Quarter
3rd Quarter
4th Quarter

1984

1st Quarter
2nd Quarter
3rd Quarter
4th Quatter

Transfer Agent
First Interstate Bank of Arizona. N.A.
Corporate 'I'rust Operations
Dept. 958, P.O. Box 29715
Phoenix, Arizona 85038
(602) 271-1620

Registrars
First Interstate Bank of Arizona, N.A.
Phoenix. Arizona

High
22s/s

24'/s

21
18'/s

20s/s

22'/s

Lotv

20'/s
22'/s

18
14'/s

16

19 I/s

Dividend
Per Share

8.65
.68
.69
.71

$ .65
.65
.65
.65

~ e

The Valley National Bank of Arizona,
Phoenix, Arizona

General Counsel
Snell & Wilmer, Phoenix, Arizona

Auditors
Deloitte Haskins & Sells,
Phoenix, Arizona

AZP Stock Purchase and Dividend Reinvestment Plan
A Prospectus describing this plan is available upon request. Write: Office of the Secretary, Sta. 1891,

at the address below.

Form 10-K
A copy of our Annual Report to the Securities and Exchange Commission, Form 10-K,
will be available after March 31, 1986, without charge, upon written request of
shareholders. Write: OIBce of the Secretary, Sta. 1891, at the address below,

Statistical Report
A detailed Statistical Report for Financial Analysis 197o-1985 will be available by mid-April on

request. Write: Office of the Treasurer, Sta. 1820. at the address below.

MAILINGADDRESS:
P.O. Box 53999
Phoenix, Arizona 85072-3999
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, APS DIRECTORS
Jne Acosta. 62. founder. Acosta. Cordova 8: Pittman. C.P.A.s. P.A.. Phoenix. Ariznna

Dino DeConcini. o2. attorney at law. Phoenix. Arizona

0. Mark De iblichele. o2. president and chief operating oIIicer of APS. executive vice president of
AZP. Phoenix. Arizona

Karl Eller. o <. chairman of the board. The Circle K Corporation. Phoenix. Arizona

'<Villiam T. Garland. 69. president of Garland Land Co. (land development). Sedona. Arizona

Pamela Grant. 4<. chairman of the board and chief executive ollicer. Goldwaters. Division of
Associated Dry Goods (general mercantile). Scottsdale. Arizona

Jack M. Wlorgan. 62. attorney at law and state senator. Farmington. Neiv Xlexico

llarvin R. !il<irrisnn. 6'2. farmer. cattle feeder and dairyman. Morrison Brothers Ranch. Higley.
Arizona

John R. Norton III. o<. former president. J. R. Vorton Co. (agricultural production). Phoenix.
Arizoila

John J. Rhodes. 69. former member of the U.S. House of Representatives and counsel in the laiv
firm of Hunton 5 5'illiams. 5'ashingt<in. D.C.

Henry B. Sargent. Jr.. 51. executive vice president and chief financial oflicer of APS. executive
vice president. treasurer and chief financial oScer of AZP, Phoenix. Arizona

5 ilma O'. Schwada. 69. civic leader and homemaker. Phoenix. Arizona

James P. Simmons. 61. chairman nf the board and president. United Bank of Arizona and United
Bancnrp <>f Arizona. Phoenix. Arizona

Richard Snell. oh. chairman of the board and president. Ramada Inns. Inc.. Phoenix. Arizona

Donald N. S<ildivedel. 61. president. <Vestern Newspapers. Inc.. Yuma. Arizona

Xlaurice R. Tanner. 64. chairman of the board and chief executive oScer. The Tanner Companies
(construction and materials supply). Phoenix. Arizona

Keith L. Turley. 62. chairman of the board and chief executive otficer of APS: chairman of the
board and president <)f AZP. Phoenix. Arizona

Douglas J. ~Vail. ~9. member of the law firm of Xlangum 4Vall Stonps 8: 4Varden. Flagstaff. Arizona

.'<<Inrris<in F. Warren. 62. prnfessnr emeritus of education. Arizona State University. Tempe.
Ai'iz<)lia

Ben F. williams. Jr.. oG. mayor nf the City of Douglas and attorney at law. Douglas. Arizona

Thomas G. Woods. Jr.. 59. formerly executive vice president, for the Arizona Nuclear Pnwer
Project (Retired 2/85). Phoenix. Arizona

(Age on Annual Meeting date, April 24. 1986)

ivlember of Executive Committee

i<Ir. iVorton was reelected t<> the board on February 20. 1986. eH'ective March 1. 1986. He had
resigned from the board in May )98o to accept a position as acting U.S. Deputy Secretary of
Agriculture.

Each is also a member of the AZP board of directors
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UNITED STATES OR AMERICA

NUCLEAR REGULATORY COMMISSION

In the matter of

ARIZONA PUBLIC SERVICE
COMPANY, et al.,

(Palo Verde
Nuclear'eneratingStation, Unit 2)

)

)

),
)
) DOCKET NO. STN 50-529
)

)

)
)

APPLICATION IN RESPECT OP
SALE AND LEASEBACK TRANSACTIONS BY

ARIZONA PUBLIC SERVICE COMPANY

EXHIBIT D

1985 AZP GROUP, INC. ANNUAL REPORT
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Meanwhile, we willcontinue to
pply the cash generated by APS to

~ thai company's construction program.
Fortunately, this construction is wind-
ing down, thanks to the progress at
Palo Verde and our plans to forestall
building any major new generating
plants until at least the year 2000.

You can read about our progress at
Arizona's first nuclear generating
station elsewhere in this report, but
most significant is the fact that we need
our share ofPalo Verde electricity.

~ The anticipated commercial opera-
tion of the Palo Verde units can help
improve our long-term financial
outlook; however, should we receive
no rate relief in 1986, our earnings will
certainly decrease. Palo Verde's change

~ from construction to operational sta-
tus means we must begin charging
each unit's expenses against current
income, rather than continuing to
accumulate and capitalize project
costs as we did during construction.t0 We had hoped to have rates in

ffect notv to cover such charges. But

because ofregulatory delays, dis-
cussed later in this report, that hasn'
happened.

Nevertheless, for 1986 our cash
flow has improved and your dividend
is secure, even though we may not
receive rate relief in the near future.
To help maintain our financial
strength until reasonable rates are
approved, we have drastically reduced
budgeted operating expenses.

We expect 1986 to be a tough year
financially. But looking beyond, we
can see things becoming brighter.
With three Palo Verde units in
operation, with the approval of
adequate rates, and with our subsidi-
aries actively generating income, we
should see a very positive improve-
ment in our earnings picture.

The fact is that every company faces
challenges. Through the 100 years tve
have served in Arizona we have been
responsive to those challenges. Now,
as AZP Group, Inc., we are even
better positioned to meet the future.

We have reason to be optimistic,
but our success willtake a team effort;
itwillrequire that extra dedication
and hard work that characterize all
great companies.

Ours is a great company, and we
believe that, with the continued
support ofour employees and share-
holders, we can make the years ahead
the most successful in our history.

Keith L. Turley
Chairman of the Board
and President

O. Mark De Michele
Execurive Vice President, AZP,
and President and Chief Operating
Officer, APS
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THE YEAR IN REVIEW
We see the past 160ymrs as a prehtde
to the century ahead... a future
brightened by a corporate restntctur-
ing that miltenhance our long-tenn
earnings potential.

In 1985, our 100th year, the
AZP board ofdirectors increased
the quarterly dividend rate from

~ 65< per share for the firstquarter
of the year to 68(I: per share for all
followingquarters. As one indicator
ofour financial health, return of
capital for 1985 was zero, meaning
that all dividends willbe subject to
federal income taxes.

APS electric revenues topped a

record $ 1 billion in 1985, pushing
AZP's earnings to $3.88 per share,
up from $3.65 per share earned by
APS in 1984. (Net 1984 earnings
were actually shown as $3.26 per
share after accounting for a loss on

the sale ofour gas properties.)
These higher earnings were

enhanced significantly by their
improved quality. Approximately
31 percent ofour 1985 earnings
consisted ofcash, compared to
26 percent in 1984 and only 15

percent in 1983.
Return on equity also improved,

reaching 15.9 percent, while
net cash flowas a percentage of
capitalization was 2.2 percent.
Meanwhile, APS're-tax interest
coverage reached 3.2 times in
1985, a significant improvement
over previous years and a goal
the company had set some 10
years ago.

We'e still far below our long-
term goal set for internal cash
generation, with the 1985 figure
up only slightly from the year
before, to 22 percent ofAZP
capital requirements. We will
continue working for improvement,

and the greatest positive impa
should occur as more ofPalo Ve ~
costs are included in rate base
and "paper" earnings are replaced
by cash earnings.

Earnings, Reinvested Earnings, and Dividends
Per Average Share ofCommon Stock

$ 3 26 (E) $ 3 30 (El $3 4 6 (El S3 28 (El $3 8&(El
$ 1.06(R) $ .90(R) S 90(R) $ 66(A) $ 1 19(RI
S2.20(D) $2.40(D) $ 2.68(D) $ 2,60(D) $ 2 69(D)

e (ars

$2

Sl

$0
64 Bs- ~'81

'(hssodes $0 39 oer share )oss from sate o( Sas system
~ ~ Earrrrht)S(E) ~ Aeihreatedsarhrr9s(A) $ 0ryrdehd



Our non-utilitysubsidiaries are
ot expected to have a positive

impact on the AZP financial
picture for several years. Though
they contributed little to overall
earnings in 1985, we have laid the
foundation for their success. As
discussed later in this report,
business plans have been developed
that provide the potential for each
subsidiary to contribute at least 10
percent ofAZP's earnings within
the next 5 to 10 years.

Meanwhile, the electric utility
business continues to dominate

Stock Purchase and
Dividend Reinvestment Plan

Many shareholders have asked about the tax pro-
visions of AZP's dividend reinvestment plan. Previously.
utilityshareholders had been allowed to deduct a
portion of their dividends for income tax purposes.
provided those dividends were reinvested in new
stock. Although Congress has not extended this special
tax treatment for 1986. you may still continue to
.einvest your dividends and thus build a stronger

ck position.

our performance, with investment,
earnings and cash flowprimarily
driven by the requirements and
performance ofAPS.

Our dividend policy willalso
remain utility-driven.

Arizona has consistently been one
of the fastest-growing states in the
nation and that pace willcontinue.
Our moderate climate and desir-

-able lifestyle are obvious attractions,
and a stable and reliable supply
ofelectricity is vital to sustaining
our healthy growth.

During 1985, more than 70,000
new citizens moved to our state,
approximately 80,000 new hous-
ing permits were issued, and some
54,000 new jobs were created. We
added about 21,800 new electric
customers in 1985, and are pre-
paring for increases ofabout
20,000 annually through 1995.

Our peak demand increased by
7.6 percent in 1985, to nearly
3,200 megawatts. Withcontinued
increases ofabout 3 percent per
year, we expect demand to reach
4,300 megawatts by 1995.

Electric sales rose by 7 percent
in 1985, and willcontinue to grow.

t tiS,S firt)
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From a high of 14 millionmegawatt-
hours in 1985, we expect to see
total sales reach 19.4 million
megawatt-hours by 1995.

It's clear that Arizona needs the
power that the Palo Verde Nuclear
Generating Station willprovide.
And Arizonans have been using
Palo Verde Unit lgenerated elec-
tricity to heat and cool their homes

~ and provide light and power since
June 1985 —months before the
unit met the Arizona Corporation
Commission (ACC) definition
ofcommercial operation in
February 1986.

We were fortunate in having
that power available for our
customers during the unit's year-
long program ofstart-up testing,
necessary to satisfy the stringent

Total Electric Sales
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requirements of the Nuclear Regu-
latory Commission, as well as the
ACC. Last year, with Palo Verde
not yeton line, we had to buy
power to meet our

customers'emands.

Palo Verde Unit 1 entered com-
mercial operation in February
1986. During testing in mid-1985,
one member of the Nuclear
Regulatory Commission called it
"the plant of the future." Here
in the growing Southwest we'e
calling Palo Verde the plant for the
future.

Arizona is just one of four states
whose citizens willdirectly benefit
from Palo Verde. Utilities in Texas,
New Mexico and California which ~
have invested in Palo Verde are
also counting on the plant to help
meet the energy needs of their
customers... well into the years

'81 '82 '83 '84 '85 '88 '87 '88 '89 '90 '91
Actors Forecast
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We committed ourselves from
e start to build one of the most

reliable, safe and efficient plants in
the country. On December 31,
1984, the NRC granted an operat-
ing license for Unit 1; fuel was
loaded in the first month of 1985;
and, on June 10, 1985, we gen-
erated Palo Verde's first electricity.

A recent revision in testing
. schedules has pushed commercial

operation dates ofunits 2 and 3 to
the third quarters of 1986 and
1987, respectively, though the new

Arizona Nuclear Ibtver Project Chvnership

~ Arizona Public Service Company-29.1%
Salt River Project-17.49%
Public Service Company of New Mexico-10.25
El Paso Electric Company-15.8%
Southern California Edison-15.8%
Southern California Pubric Power Authority-5.91%,
Los Angeles Department of Water Power-5.7%,

schedule is not expected to increase
Palo Verde's construction costs.
With financing costs included, the
total cost ofAPS'hare of the *

plant is $2.76 billion,ofwhich
we had spent $2.4 billionby year-
end 1985.

In managing the Arizona
Nuclear Power Project we'e had
to make some tough decisions in
the interests ofour project partners,
our shareholders and our cus-
tomers. A prudency audit ordered
by regulators from four states
involved in the Palo Verde project
should bear out the wisdom of
those decisions.

Apreliminary report released
late last November outlined the
scope of the audit and narrowed
the areas to be studied, though
the audit itself probably won't be
completed before late 1986.

Our company's long-term pros-
pects look strong, though in the
current year we don't expect to
see the same kind ofsuccess we
realized in 1985.

Ironically, the factors that will
help improve our long-term finan-
cial outlook —the transition of
Palo Verde units 1 and 2 to
operating plants —may result in
decreased earnings in 1986.

~ 1886'



The reason is simple. While Palo
Verde was under construction and
not included in our rates, finance
costs were accumulated and capital-
ized under the procedure called
Allowance for Funds Used During
Construction (AFC), and con-
struction costs were also capitalized.
Now, with Unit 1 in commercial
operation, we must charge all its

'xpenses, including operating costs
and depreciation, against current
income.

Withadequate rates, we would
earn revenue enough to cover
these charges; AFC "paper" earn-
ings would be replaced by cash.
But because ofregulatory delays
(discussed later in this report),
those rates haven't been granted.
The problem willbe compounded
when Unit2 enters commercial
operation later this year.

Two new commissioners were
elected to the ACC inJanuary
1985, and a third was appointed
by the governor to fillthe remain-
ing seat, vacated by a resignation
in October. Thus a completely
new panel ofcommissioners will
be deliberating during 1986 on
our Palo Verde-related rate
requests. (Further complicating
the situation is the fact that two
seats, including that of the current
ACC chairman, willbe up for
election in November 1986.)

In May 1985 we filed a request
for new rates that would reflect the
balance ofUnit 1 costs. Approval
ofour $78.2-million request
would have resulted in an 8.6
percent rate increase, effective at
the time the unit went into com-
mercial operation.

Additionally, approval would
mean that you and others who

WR%9eX~AP& ~Fc 'N"
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have provided funds for the u
construction could begin recei ~
a meaningful return on your
investment. But hearings on our
request were not scheduled until
March 1986, with no chance of
receiving a decision that would be ~
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effective when the unit went into
ommercial operation.

Meanwhile, progress on units 2
and 3 has continued and Unit2,
scheduled to enter commercial
operation in the third quarter of
1986, must also be folded into rates.
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Bringing new generating units
into rates today can have a sizable
impact on customers'udgets. So
in December 1985 we filed a rate
increase request for Palo Verde
Unit 2 that we believe willbalance
the concerns of investors and
consumers.

Our filingasks for three annual
increases, ofabout 6 percent each,
beginning in 1987. Compounded,
the increases would total 19.6
percent, but phasing them in on
an "installment plan" basis would
keep annual increases at about the
anticipated level of inflation.

To provide the ACC with some
flexibilityin setting new rates, we
also filed an alternate request,

asking that our entire interest in
Unit2 be placed in the rate base
as soon as it goes into commercial
operation. Approval ofthis request
would produce an annual revenue
increase ofabout $ 194 million,
from a single overall rate increase
of 19.36 percent, to cover im-
mediately our costs in the unit.

Implementation of the phase-in
plan is contingent on the ACC's
treatment of the Unit 1 case

pending, and its approval ofan
accounting order (requested in
our May 1985 filing)that would
allow us to defer Unit 2 costs until
we are allowed to recover these
costs.

In the last halfof 1986 we
expect to file a similar phase-in

1886
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plan for Palo Verde Unit 3, asking
for rate increases averaging about
6 percent annually. Again, these
figures are contingent on prior
rate treatment, and the results of
the prudency audit, discussed
earlier, that could affect the
amount recovered from all three
Palo Verde units.

Meanwhile, we are awaiting
results from a February 1986
hearing which dealt with several
issues left unresolved in an earlier
purchased power and fuel adjust-
ment decision. Among these was
our contention that an increase of
four mills per kilowatt-hour,
granted by the ACC last August,
was insufficient.

In other matters, the Federal
Energy Regulatory Commission
accepted agreements allowing APS
to increase wholesale reve-

nues by approximately $6 million.
The increase took effect in
February 1985.

The control ofoperating expenses
is a major, ongoing effort through-
out our APS operations. But
because of the uncertainties ofour
present rate situation as Palo
Verde makes the transition to
commercial operation, we have
drastically cut 1986 budgeted
expenses across the board. In
addition, we have deferred a
number ofessential programs,
until we are assured ofadequate
rates that willcover their cost.

We'e evaluating the sale and
lease back ofsome ofour office

buildings, and the sale of land
holdings that are not now in
productive use. We have reduce
marketing programs and advertis-
ing; we'l defer dues and corporate
memberships in many industry
and business organizations; and
we have frozen the salaries of
officers and senior managers.
These and other cuts or deferrals
willsave millions ofdollars over
the next 12 months.

In our efforts to reduce costs,
however, we have been very
conscious of the need to maintain
quality standards throughout our
operations; and we have'been
careful to avoid cutting programs
that enhance our ability to serve
our customers.

Our load management pro-
grams, for example, are based on a
"win-win"philosophy in that they
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benefit both company and cus-

~ orner: they help lower our costs
while providing our customers
opportunities to control their elec-
tric bills.

Since our load-management
effort began in the late-1970s, we
have reduced our 1995 projected
peak demand by a total of 628
megawatts. Our goal is to make
more productive, round-thewlock
use ofour existing generating
facilities and to hold down the
seasonal peak energy demands
which strain the limitsofour
resources.

In 1985 we actively promoted
the use ofheat pumps and other
high-efficiency appliances, and
offered customers interest-free, no
money-down loans for the pur-
chase and installation ofapproved
load-controlling products.

Programs being directed to
commercial and industrial custom-
ers encourage installation of
sophisticated energy management
systems such as advanced thermal

storage, which chills and stores
water at night, then recirculates it
for cooling during daytime peak-
demand hours. This program
alone is expected to shave about
100 megawatts offofour peak
demand by 1995.

Response to all of these pro-
grams has been enthusiastic. Our
customers have expressed their
preference for clean, efficient elec-
tric energy, and we have provided
them with the tools, information
and programs to help them get the
best value for their energy dollars.

, 1886
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As a single-energy utility,we'e
competing more actively against
several suppliers ofnatural gas.
Early in 1985 we launched a series
ofprograms designed to preserve
electricity's share of the new-home
market. In addition to working
with builders and developers, we
held educational seminars for real
estate agents and targeted adver-
tising and other programs directly
to homebuyers.

We also began a program to
increase the quality ofour service
and improve customer satisfaction
with that service. One element, an

up-graded, computer-based cus-
tomer information system, went
on line in April.The system puts
more account information at our
fingertips while reducing paper-
work and improving data accuracy.
Ithas been a big help in meeting
the demands of today's consumer,
who is much more aware of the
value ofproducts and services
bought.

We believe that, ifwe are to keep
our company living, working and
growing, we must join in partner-
ships with those with whom we
work and serve. This belief, which
demands that we include in our
business considerations many seg-
ments ofour society, willcontinue
to influence our efforts well into
the future.

We have established a consumer
advisory panel to help ensure that
we are responsive to the needs and

opinions ofour customers; w
working with legislators to est ~

'isha lifeline program for low-
income customers; we are contrib-
uting to a variety ofcultural,
educational, social and economic
development activities; and we
are encouraging and rewarding
employee involvement in the com-
munities we serve.

We also have made the commit-
ment to further develop the
human resources withinour corn- ~
pany. A new quality circle pro-
gram that helps increase upward
communication while improving
our productivity has gained
enthusiastic support throughout
the company. Employees also con-
tinue to participate in a program
which rewards them for submit-
ting innovative ideas for cost
savings or operational improve-
ments. This program saved AP
more than $2 millionin 1985
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Our employees are working

~ more safely, too. During 1985,
time lost due to injury was cut in
half from the previous year's mark,
and the total number of injuries
was reduced by 32 percent.

These kinds ofefforts have
0 inspired "Arizona People Serving

You," a slogan introduced in early
1985 that emphasizes APS'orpo-

~ rate and employee. strengths, our
commitment to service, and our
shared concern for Arizona's future.

Another long-standing philosophy
at APS is our commitment to
provide the best possible service. at
a fair and reasonable cost. The

completion ofPalo Verde is one
way we'e keeping that commit-
ment. But beyond its ability to
provide abundant electric energy,
Palo Verde represents a real
economic boost to Arizona.

Areport published late in 1985
by%harton Econometric Forecast-
ing Associates says, in short, that
Palo Verde is good for our state.
Perhaps the largest contributing
factor stems from the fact that Palo
Verde is jointly-owned, builtby
seven Southwestern utilities serv-
ing customers in four states. Thus,
while more than halfofPalo
Verde's costs are borne by those
outside our state, Arizona enjoys
the benefits of the project's con-
struction and operating employ-
ment, wages, purchases ofmateri-
als and supplies, tax payments
and more.

But even with our share ofPalo
Verde's energy and the recapture
ofour Cholla 4 coal-fired unit—
whose output is currently being
sold to another utility—we will
need additional generating capac-
ity in the years ahead. Fortunately,
with these major generating sources
available, we willbe able to pursue
a more flexible approach to
supplying tomorrow's energy.

And because cost is a significant
factor, we willbe looking to those
energy sources that can help us
avoid the need for major construc-
tion until after the turn of the

—,.1886'
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century. That means development
of technologies that offer shorter
lead times, fewer risks and lower
costs than are associated with
conventional power plants. These
may include trash-to-energy con-
version, co-generation, thermal
storage, and the development of
additional hydroelectric power.

We'l also seek third-party financ-
ing of new generating units or
regional transmission tie-lines.

Meanwhile, we continue to lead
the development ofadvanced
solar technology with projects such
as our 225-kilowatt solar photovol-
taic facilityat Sky Harbor Intema-
tional Airport, an experimental
photovoltaic home located in the
southwestern section ofour state,

and a new photovoltaic test facility
to be located adjacent to our
Ocotillo Generating Plant east
ofPhoenix.

+I'!
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We'e working hard to get the most
out ofour existing power plants
that were builtat yesterday's lower
construction costs. Our focus is on
two major coal-fired plants: Four
Comers, jointlyowned with sev-
eral western utilities; and Cholla,
whollyowned by APS. These
economical plants —together with
our share ofanother coal-fired
plant, Navajo —met 73.5 percent
ofour customers'nergy require-
ments in 1985, while only about

Generation Fuel MixTrend
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10 percent was generated wit
more expensive gas and oil.

We have steadily increased the
availability of these baseload units.
In 1984 our coal-fired equivalent
availability reached an all-time
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high of82.5 percent, though that

~ figure was reduced to 76 percent
in 1985. The drop was due largely
to several major planned over-
hauls, and an extensive reheat
steam line inspection ofboth Four

Corners units 4 and 5, triggered
by a serious accident at Southern
California Edison's Mohave
Power Plant.

In March 1986 we willbegin
a $49 millionproject to replace
obsolete coal pulverizers at
Four Corners. This willreduce
both planned and unplanned
downtime.

We'e also working to minimize
substation and transmission sys-
tem outages. Since 1982 we have
nearly doubled the manhours
devoted to maintaining lines
and substations, we'e increased
system inspections, and have
employed computers to more
effectively schedule and track
maintenance.

Portions ofa new computer-
based energy management system
—to monitor and control the
generation, transmission and dis-

tribution ofour entire system—
began operating early in 1985.
The balance willbe completed
in 1986.

For all of these reasons, our
construction requirements are
going to be much lower in the
future than they have been in the
past few years. Over the last five
years our construction budget
has averaged nearly $4$ million
per year, but we see this figure
declining to less than $300 million
per year, on average, for the next
five years.

j,1886>"'986.
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Lower interest rates, a positive
revenue ruling from the Internal
Revenue Service, and the ability to

'ccess a variety of financial mar-
. ketscontributedtoastrongbal-

ance sheet in 1985.
We saved more than $4 million

in interest during the year by
restructuring outstanding debt at
lower interest rates and length-
ened maturity schedules. The
highwoupon issues refunded

were a $50 million, 16.25 percent
Eurobond and a $60 million
pollution control bond.

Later in the year, we received a
favorable ES ruling regarding the
tax exempt status of$ 107 million
in Palo Verde pollution control
bonds. Those 6 percent bonds
were used to refund several series
ofshort-term bonds issued
in 1984.

The most recent transaction
involved the early redemption ofa

$75 millionEurobond, priced at
16.25 percent and a $25 million
Eurobond, priced at 16 percent.
Both Eurobonds were called in
February 1986 at a slight premium.
Proceeds to call the issues were
raised through the sale of $ 100
millionin 30-year first mortgage
bonds issued inJanuary 1986
at a coupon of 11 percent. This

refunding alone willsave us $
millionper year in interest. ~

APS was one of the few Triple B
utilities able to enter the Euro-
bond Market within the last two
years, and 1985 marked the first

Construction Expenditures 18~8 ~rcl
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Capital~tion Ratios

48%, 44%." 4811'.
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s Short Term Debt

Long Term Debt
s Prererret Stock
~ Camman Stack

time in several years that APSt~ issued any 30-year bonds.
Debt financing for the year,

listed in order of issue date,
included: a $ 125 miHion, 10-year
domestic first mortgage bond at 12

Summary of 1985 Financings (APS)

Debt
Amount Month Maturity

(8 Milrioni Rate Issued Date
First Mortgage

Bonds $ 125.0
First Mortgage

Bonds $ 50.0
Fast Mortgage

Bonds $150.0
Fast Mortgage

Bonds $ 100.0
Eurobonds 8 75.0
Pc4ubcm Control

Bonds 8 49.4
Polution Control

Bonds $ 55.2
Polution Controi

Bonds $ 107.0

1211 January 1995

13yeye May 2007

I Iyt%

I I ter%

12 yance

Adjustabkt

June 2015

November 2015
February 1992

January 2015

May 2014

September 2009

percent; a $75 million, 7-year
Eurobond at 12.5 percent; a $50
million22-year firstmortgage bond
at 13.25 percent; a $ 150 million,
30-year first mortgage bond at
11.5 percent; and another $ 100
million, 30-year first mortgage
bond at 11.5 percent.

Plans for 1986 include a $200
millioncredit facility to finance
nuclear fuel inventory, and another
bond issue later in the year.

Despite APS'igh financing
requirements over the past few
years, our objective has been to
establish a capital structure ofat
least% percent common equity
and less than 50 percent debt,
with the balance consisting of
preferred stock. Atyear's end we
had a common equity ratio ofover
41 percent, and a total debt ratio
ofonly 49 percent.

AZP's dividend reinvestment
plan should continue to provide
sufficient equity to maintain this
capital structure and, assuming
reasonable regulatory treatment,
we have no plans for any further
public stock offerings in the
foreseeable future.
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AZP GROUP, INC.
With the creation ofAZP Group
Inc. and the restructuring ofour
subsidiaries under the AZP parent
company, we now have the oppor-
tunity to increase our earnings
through non-regulated ventures.

The restructuring became offi-
cial in April 1985 as AZP became
the holding company for APS

'nd three of its former non-utility
,
related subsidiaries: Malapai
Resources Company, Energy
Development Company, Inc., and
El Dorado Investment Company.

Aprimary goal in restructuring
was to increase financial and
operating flexibilityby separating
regulated and non-regulated busi-
nesses. This was largely completed
in December 1985 when AZP
paid offall notes owed APS for the
purchase of the three non-regulated
subsidiaries.

Future investments in the
AZP dividend reinvestment plan
willbe allocated to the non-
regulated subsidiaries, and possibly
to APS. Allocations willbe made
so that each non-regulated sub-
sidiary has the potential to con-
tribute at least 10 percent ofAZP's
earnings within the next 5 to
10 years.

Since the restructuring, our
emphasis has been on. formulating
long-term business strategies,
developing and approving operat-
ing plans and budgets, and recruit-
ing and hiring appropriate man-
agement personnel to direct our
non-utility businesses.

lvfALAPA.IRESOURCES
COihIPA. iY
Malapai Resources was formed
in 1959 to locate and develop fuel
reserves. Itassumed its present

name in 1981, and has since
acquired investments in uraniu .

properties.
Malapai's assets have increased

by about 18 percent since the
restructuring. This results from
the buy out in late-1985 of the
remaining interest in the Christensen
Ranch uranium properties in
Wyoming —representing uranium
reserves ofat least 32, million
pounds —from Phelps Dodge's
Western Nuclear Inc. subsidiary.

Malapai has secured contracts
for the sale ofuranium and is now
preparing for commercial pro-
duction ofuranium during the
late 1980s.

E'rrERGY DEVELOP!vIEiT
COB IPAibY (EDC)
EDC originated as an APS subsid-
iary in the 1960s and took on its
present form after merging wi
two other APS subsidiaries in



1972. It is primarily involved in
joint-venture real estate develop-
ment and property sales.

EDC plans to invest in a real
estate portfolio consisting ofa
balanced mix ofdevelopment and
income properties. Targets for

~ investment include high quality
projects throughout the country,
with emphasis on the high-growth
sunbelt region.

Financial analysis shows EDC as
a high growth business with the
potential to become a very profit-
able operation. Year-end 1985
assets totaled about $7 million,and
the subsidiary is expected to
produce positive net income in 1986.

0
EL DORADO le VESTii fENT
COMPANY
The El Dorado Investment Com-
pany was formed in 1983 for the
purpose ofmaking equity invest-

s ents in other companies. Initial

investments have included nuclear
fuel-related ventures and invest-
ments in diversified funds.

El Dorado currently has assets
of$ 22 millionand it is earning
some interest income. Its primary
business focus is to become a
major venture capital firmwhich is
national in scope.

You have responded with enthu-
siasm to our efforts to improve
communications between AZP
management and its shareholders.

During 1985, company officers
met with shareholders in Arizona,
California, Texas, Massachusetts
and Connecticut; 1986 meetings
willbe held in New York, Maryland,

Colorado, Florida and Southern
California. The theme of these
meetings has been our commit-
ment to maintain the security of
dividends and increase AZP's
long-term earnings potential.

Arizona shareholders are also
getting a first-hand look at Palo
Verde during special tours of the
plant. The first tour was held in
December 1985, and more tours
are planned for early 1986.

Shareholders too far away to
visit the plant can leam more
about itand other company
developments by calling our toll-
free number, 1-85H57-2983.
Representatives are available to
answer questions about individual
accounts or the company in
general.
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SELECTED CONSOLIDATEDFINANCIALDATA
1985 1984 1983 1982 1981

Electric Operating Revenues

Electric Operating Expenses )

Operation and maintenance
Depreciation and amortization

Taxes'otal

Operating Income

(Dollars in Thousands, Except Per Share Amounts)
$ 1,174,502 $ 994,967 $ 871,875 $ 866,486 $ 730,788

447,985 358,665 349,150 349,975 311,479
99,221 87,494 83,707 79,676 70,988

3ZO)312 285,548 185,606 173,736 98,597

867,518 731,707 618 463 603,387 481,064

306,984 263,260 253,412 263,099 249,724

Other
Income'nterest

and Other Deductionsz
188,585
216,020

190,818 134,459 83,040 58,617
204,883 162,560 152,654 132,859

Income from Continuing Operationsz 279,549 249,195 225,311 193,485 175,482
Income (Loss) from Discontinued Operations (26,503) (4,255) 2,742 (4.834)

.~

Net Incomez

Total Assets
Long-term Debt and

Redeemable Preferred Stock ofAPS
Common Stock Data)

Book value per share

Earnings (loss) per share (based on average
shares outstanding):
Continuing Operations
Discontinued Operations

Total

Dividends declared per share
Shares ofcommon

-year-end
—average

Number ofcommon shareholders

$ 279,549 $ 222,692 $ 221,056 $ 196,227 $ 170,648

$ 5)324)945 $ 4,653,774 $ 4,386,3 12 $ 3,888,536 $ 3,396,790

$ Z,425,361 $ 1,967,486 $ 1,892,477 $ 1,610,486 $ 1,618,048

$ 25.36 $ 24.18 $ 23.78 $ 22.94 $ 22.13

3.88 $ 3.65 $ 3.53 $ 3.25 $ 3.36
(0.39) (0.07) 0.05 (0. 10)

$ 3.88 $ 3.26 $ 3.46 $ 3.30 $ 3.26

$ 2.69 $ 2.60 $ 2.56 $ 2.40 $ 2.20

74,346,118 70,128,329 66,710,852 62,894,490 57,648,791
72,126)618 68,308,131 63,865,210 59,549,685 52,289,259

119,944 124,274 127,387 120,623 119,825

'ederal and State income taxes are included in Taxes and in Other Income.
Total income tax expense was as follows (in thousands): 1985, $ 164,360; 1984, $ 137,072; 1983, $93,930; 1982, $93,100;
1981, $ 19,876.

z Restated to give effect to corporate restructuring (See Note 2 to Consolidated Financial Statements).



OTHER FINANCIALANDOPERATING STATISTICS

1983 1982 1981

Capitalization)
Common equity
Non-redeemable preferred

stock ofAPS
Redeemable preferred stock ofAPS
Long-term debt ofAPS

Total

UtilityPlant —Gross
UtilityPlant —Net

Number ofEmployees
at Year-End

Average %Page per Hour

Electric:
Electric resources (kw)
Peak load (kw)
Electric sales- total (mwh)
Number ofcustomers

ityear-end

(Thousands ofDollars)

8 1,885,495 $ 1,695,923 $ 1,586,671 $ 1,442,639 $ 1,275,623

218,561 .218,561 218,561 168,561 118,561
219)4Z1 282.740 237,400 241,220 199,280 ~

2,205,940 1,684,746 1,655,077 1,369,266 I 418,768

8 4,529,417 $ 3,881,970 $ 3,697,709 $ 3,221,686 $ 3,012,232

8 5,71Z,507 $ 5,088,243 $ 4,761,265 $ 4,198,466 $ 3,688,270
$ 4,873,823 $ 4,344,083 $ 4,033,400 $ 3,551,949 $ 3,111,773

8)324 7,358 7,642 7,047 6,231

8 14.48 $ 13.61 $ 13.11 $ 12.27 $ 11.20

3,570,800 3,425,900 3,528,400 3,532,900 3,634,300
3) 197)800 2 970 600 2 899 000 2 898 700 3 018 700

13,971,314 13,054,987 12,753,542 12,950,727 13,387,998

521,567 499.751 468,768 449,244 438.853

OPERATING REVENUES

1985 1984 1983

(Thousands ofDollars)

1982 1981

Electric
Residential
Commercial
Industrial
Irrigation
Other

$ 438)265
401,439
135,254
22)853
97,728

$378,536
343,971
126, 187

25,540
86,394

$314,404
296,364
122,184

15,113
90,118

$294,498
286,262
128,464
23,391
92 490

$ 252,907 0
238,975
113,736
22,916
81.565

Total 1,095,539 960,628 838,183 825,105 710,099

Transmission for others
Miscellaneous services

Total Operating Revenues

12,555
21,137

13,023
21,316

11,104
30,277

9,173
11,516

16)602
62,361

$ 1,174,502 $994,967 $871,875 $866 486 $730.788



MANAGEMENT'SDISCUSSION ANDANALYSIS
OF FINANCIALCONDITIONANDRESULTS OF OPERATION

.0

Liquidityand Capital Resources
The primary factor in AZP's current liquidityand

capital resources is APS'bility to fund its capital requirements.
Consequently, the followingdiscussion willaddress

APS'iquidityand capital resources.
APS'arge capital requirements for its on-going

construction program and for the refunding of maturing
securities, and its heavy reliance on external financing to
meet those requirements, are discussed earlier in this report
and in Notes 5 and 6 ofNotes to Consolidated Financial
Statements. APS has a degree offlexibilityin adjusting its
construction program to its financing capability. However,
that flexibilityis limited, and APS'ong-term liquiditywill
depend on its access to the capital markets, which in turn
willdepend on sufficiency ofAPS'ates to provide adequate
coverages on its senior securities and an adequate rate of
return on common stock equity. Adequate earnings and
coverages are critical to the maintenance ofsatisfactory
credit ratings on APS'enior securities, and, as calculated in
accordance with the governing instruments, are prerequisite
to APS'egal ability to issue such securities.

See page 22 with respect to AZP's capital structure
at December 31, 1985. Its target structure consists ofno more
than 50% debt (including current maturities and short-term
obligations) and %% common stock equity, with the balance
consisting ofpreferred stock. AZP regards common stock
equity as its most expensive form ofpermanent financing,
but it intends to maintain that category at approximately
the 4P/o level in order to support the credit ratings on

APS'enior

securities. Ifinterest and dividend rates on new issues
of long-term debt and preferred stock rise in the future,
APS'verage cost ofcapital willrise accordingly.

See Note 7 ofNotes to Consolidated Financial State-
ments with respect to short-tenn borrowings available to APS
(there being a statutory limitationon the amount ofsuch
borrowings that APS can have outstanding without consent
from the ACC). Funds from operations after the payment
ofdividends have mntributed only marginally to total sources
of funds in the last few years (see Consolidated Statements
ofChanges in Financial Position). This situation is expected
to continue to some degree until Palo Verde Unit 1 is fully
included in rate base so as to give rise to additional cash
earnings. APS'etention of funds from operations
has also been affected by its policy of increasing common
stock dividends periodically.

On February 13, 1986, the date Unit 1 attained com-
mercial operation as defined by the ACC, APS ceased
accruing AFC with respect to Unit 1 and the facilities
mmmon to all three Palo Verde units (the "Common Facilities"),
currently totalling approximately $6 millionper month.

In addition, APS began expensing the cost ofowning,
operating, and maintaining its 29. 1% share ofUnit 1 and
the Common Facilities, currently estimated at $5 million per
month. Absent adequate and timely rate relief from the
ACC, APS expects these developments to adversely
affect its earnings.

APS is seeking an accounting order from the ACC
allowing the Common Facilities to be transferred to plant in
service in three steps, each tied to the commercial opera-
tion date ofeach Palo Verde Unit, with the continuance of
a carrying charge equivalent to AFC on any portion which
has not been transferred to plant in service. Ifthe ACC grants

'uchaccounting order, APS would be able to accrue
approximately $ 1 millionofsuch carrying charge per
month on each of the remaining two portions of the Common
Facilities which have not been transferred to plant in
service as a result ofPalo Verde Units 2 or 3 attaining com-
mercial operation. In addition, APS would be able to
defer expensing the cost ofowning its 29. 1% share ofeach
of the remaining two portions of the Common Facilities
which have not yet been transferred to plant in service as a

result ofPalo Verde Units 2 or 3 attaining commercial
operation, each portion currently totalling approximately
$ .3 million per month.

APS has also requested the ACC to issue an accounting
order which would allow APS to defer expensing the
cost ofUnit2 and to continue the accrual of a carrying
charge equivalent to AFC from the commencement of
the commercial operation ofUnit2 until the date on which
APS is allowed to recover these costs. Ifthe ACC does
not grant the requested acmuniing order relating to Unit
2, when Unit 2 achieves commercial operation (currently
scheduled for the third quarter of 1986) APS will
cease accruing AFC. (and willnot be able to accrue an
equivalent carrying charge) with respect to Unit 2, currently
totalling approximately $6 millionper month. In addition,
APS willbegin expensing the cost ofowning, operating,
and maintaining its 29.1% share of Unit 2, currently
estimated at $3 millionper month. Ifthe ACC does not
grant the requested accounting order with respect to Unit 2

or grant adequate and timely rate relief with respect to
Unit2, APS expects its earnings to be adversely affected.

Operating Results
The Company's subsidiaries, other than APS, are not

considered material to an understanding of the Company's
operating results. Consequently the followingdiscussion
willaddress only APS'operating results.



Total operating revenues reflect the effects of rate
increases and adjustment clauses (see Note 1c ofNotes to
Consolidated Financial Statements) on prices ofunits
sold. Operating revenues also reflect the volume changes in
unit sales shown on page 22. The foregoing factors con-
tributed to annual increases in electric revenues over the
preceding calendar year as follows:

Year Ended December 31,

1985 1984 1983

(Thousands ofDollars)

63,742 93,229 (360)

Net increase ....... $ 179,535 $ 123,092 $ 5,389

( I) Calculated by summing the products derived by
multiplying the year-to-year increases in units sold in
each customer class by the weighted average of the
applicable rate levels in effect for the prior year.

(2) Calculated by summing the products derived by
the year-to-year increases in the weighted average of
rate levels in each customer class times the applicable
number ofunits sold in the current year. Relative
contributions by rate increases and by effects of

APS'uel

adjustment clauses vary according to the timing
ofgeneral rate proceedings and the extent to which accu-
mulated effects of the adjustment clauses are incor-
porated in new rates.

(3) Includes revenues for miscellaneous service and
transmission for others.

The increase in volume-related electric revenues in 1985
was primarily due to higher sales in the residential and
commercial classes. These sales increases were mainly the result
ofcustomer growth and the warmer weather conditions
experienced during the summer of 1985. In addition, there
were increased industrial sales to the copper industry.
Unitsales ofelectricity increased in 1984 primarilydue to cus-
tomer growth in the residential and commercial classes and
more humid weather conditions, partially offset by decreased
industrial and resale sales. The increase in unit sales of
electricity in 1983 was primarily due to customer growth in
the residential and commercial classes partially offset
by decreased retail and resale irrigation usage resulting from
the U.S. Government's Payment-In-Kind Program. Con-
servation efforts by customers in response to higher energy
costs have affected unit sales, are expected to continue

Energy related:
Volume increases (1) .. $ 71.169 $ 29,216 $ 13,438
Price increases

(decrease) (2).....
Non-energy related:

Revenue increases
(decrease) (3)..... 44,624 647 (7,689)

to do so, and are being aided by APS'wn load-management
programs. The year-to-year changes in non-energy relat
electric revenues reflect changes in the capacity sold to
other utilities.

Although unit fuel costs have continued to rise,
APS'ost

of fuel per kilowatt-hour generated has been tempered
by the large portion ofcoal in the fuel mix. See Note Ic of
Notes to Consolidated Financial Statements with respect to
the treatment of increased unit fuel costs and the increase
in APS'eferred fuel account. In 1985, increases in fuel
expenses were primarily due to increased gas generation. In
1984, the slight increases in fuel expenses reflects increases
in the unit costs of fuel for generation partially offset by
an improved fuel mix and high capacity factors at

APS'oal-firedplants.
Variations in purchased power and interchange-net

reflect varying degrees ofavailability ofrelatively low-priced
power from other sources including energy available from
testing ofAPS'uclear generating unit, the need for APS to
augment its own generating sources from time to time, and
APS'bility to sell energy to neighboring utilities. In 1985, an
increase in purchased power and interchange-net was
primarily due to increased purchased power requirements
and reduced interchange sales to other utilities.This increase
was largely offset by the accounting treatment for APS'uel
and purchased power expense (discussed in Note 1c ofNot
to Consolidated Financial Statements). The increase in p
chased power and interchange-net expense in 1984 was
primarily due to accounting treatment for fuel and purchase
power which was largely offset by increased interchange
sales to other utilities.

See "Effects ofInflation"below in regard to mainte-
nance expense, which is also a function of the size of

APS'tilityplant and is affected by the timing ofmajor overhauls. ~
The increase in operations excluding fuel expense in 1985
was due in large part to increased payroll, associated expenses
related to customer growth, and an addition to the reserve for
uncollectibles resulting from an unpaid note.

Depreciation and amortization expenses and ad valorem
taxes increase with the size ofAPS'tilityplant. See Note 12 ~
ofNotes to Consolidated Financial Statements for both ad
valorem and sales taxes (the latter being a function of
operating revenues), which are the principal components of
other taxes.

The increases in income taxes and deferred income taxes
in 1985 and 1984 were largely a result ofAPS'ompliance ~
with an ACC accounting order, effective October I, 1983,
the aggregate ef'feet ofwhich was to require APS to normalize
substantially all income tax timing differences (see Note
le ofNotes to Consolidated Financial Statements).

The aggregate amount ofAFC, shown as other income
and a credit to interest deductions, is primarily a function ~



.0
of the amount ofconstruction work in progress during any
given period and ceases to accrue on those portions of
mnstruction work in progress that are included in rate base.
See Note 1d ofNotes to Consolidated Financial Statements
for changes in rates ofAFC. See "Liquidityand Capital
Resources" above with respect to the noncash aspect ofAFC.

The increase in interest on long-term debt in both
1985 and 1984 reflects large amounts ofnew borrowings.
See "Liquidityand Capital Resources" above and Note 6
ofNotes to Consolidated Financial Statements. The decrease
in interest on short-term borrowings in 1985 resulted
primarily from decreased borrowings. The increase in
1984 was due primarily to increased borrowings over the
previous years.

Consolidated net income represents a composite of
cash and non-cash items (see Consolidated Statements of
Changes in Financial Position) and, in part, reflect account-
ing practices unique to regulated public utilities.

As described in Note 0 ofNotes to Consolidated Financial
Statements, APS sold its gas distribution system, effec-
tive November 1, 1984. Accordingly, 1983's Consolidated
Statement ofIncome has been reclassified to report separately
this discontinued operation.

Effects of Inflation
In contrast to the analysis of increases in operating

revenues in the table at the beginning of"Operating Results"
above, it is sometimes difficult,in the case ofoperation and
maintenance expenses, to distinguish between effects of
volume increases and rises in unit costs (which, for purposes
of this discussion, are all attributed to inflationary pressures).

Certain inflationary effects, such as those on costs of
generating fuel, are passed through to customers pursuant
to rate adjustment procedures (see Note 1c ofNotes to
Consolidated Financial Statements). Nevertheless, APS
attempts to minimize such effects by means that include
increasing the availability of its coal-fired units to result in a
more economical fuel mix.This increase has been achieved
by an intensive maintenance program, the cost ofwhich is
not covered by the adjustment clauses. There are a number
ofother major expense items that are also beyond the scope
of the adjustment clauses. Inflationary pressures on these
items have given rise to a significant earnings attrition between
general rate increases. See earlier discussion with respect
to APS'ost recent rate filings.

See Note 15 ofNotes to Consolidated Financial State-
ments for perspectives on other effects of inflation.

ACCOUNTANTS'PINION
AZP Group, Inc.:

We have examined the consolidated balance sheets
ofAZP Group, Inc. and its subsidiaries as of Decem-
ber 31, 1985 and 1984 and the related consolidated state-
ments of income and retained earnings and ofchanges in
financial position for each of the three years in the period
ended December 31, 1985. Our examinations were
made in accordance with generally accepted auditing
standards and, accordingly, included such tests of the
acmunting records and such other auditing procedures as we
mnsidered necessary in the circumstances.

In our opinion, such mnsolidated financial state-
ments present fairly the financial position ofAZP Group,
Inc. and its subsidiaries at December 31, 1985 and 1984
and the results of their operations and the changes in their
financial position for each of the three years in the period
ended December 31, 1985, in conformity with generally
accepted accounting principles applied on a consistent basis.

Phoenix, Arizona
February 20, 1986



CONSOLIDATEDSTATEMENTS OF INCOMEANDRETAINEDEARNINGS

1985

Ye EddD b
1984

31,

1983

Electric ratin Revenues
(Dollars in Thousands, Except Per Share Amounts)

8 1 174 502 $ 994.967 $ 871.875
Fuel Expensest

Fuel for electric generation
Purchased wer and interchan e-net

Total
ratin Revenues Less Fuel Expenses

Other Operating Expensest
Operations excluding fuel expenses
Maintenance
Depreciation and amortization
Income taxes (Note 9)
Other taxes Note 12)

Total
ratin Income

Other Income (Deductions) c

Allowance for equity funds used during construction
Income taxes (Note 9)
Other-net

Total
I Bef I terest And Other Deductions
Interest And Other Deductionst

Interest on long-term debt
Interest on short-term borrowings
Debt discount, premium and expense
Allowance for borrowed funds used during construction
Preferred stock dividend re uirements ofAPS (Note 2)

Total
Income From Continuin rations
Loss From Disposal and Operation ofDiscontinued Gas System,

Net of Tax (Note 13)
Net Income (Note 2)
Retained Earnings AtBeginning OfYear
Deductt

Common stock dividends (Notes 4 and 5
Retained Earnin s AtEnd OfYear

Average Common Shares Outstanding
KrShare ofCommon Stocks

Earnings (Loss) (based on average shares outstanding):
Continuing operations
Discontinued o erations

Total

Dividends declared
See Notes to Consolidated Financial Statements.

219,575
16 789

236 364
938,138

122,751
88,870
99,221

216,036
104 276
631 154
306 984

143,612
51,676

6 703
188 585
495,569

209)220
6,951
3)613

(48,176)
44 412

216 020
279 549

279,549
505,414

194 091
590,872

72,126,618

3.88

3.88

2.69

186,276
6,647

192,923

802,044

97,535
68,207
87,494

191, 100
94,448

538,784
263.260

134,359
54,028

2,431

190.818

454.078

191,079
12,281
2,465

(49,317)
48,375

204.883
249,195

26,503
222,692
459,962

177,240

505,414

68,308,131

3.65
0.39)
3.26

185,504
6,454

191,958

679,917

94,511
62,681
83,707

103, 186
82 420

426.505
253 412

121,390
9,256
3,813

134.459

387.871

170,
11,43

1,959
(65,400)
43,741

162,560
225,311

(4,255
221,056
401,723

162.817

$ 459,962

63,865,210

3.53
(0.07)
3.46

2.56

~ '



1983

(Thousands ofDollars)

CONSOLIDATEDSTATEMENTS OF CHANGES INFINANCIALPOSITION

0
Year Ended December 31,

1985 1984

Source ofFunds:
Funds from operations:

Continuing operations:
Income from continuing operations

0 Principal non-fund charges (credits) to income:
Depreciation and amortization
Allowance for equity funds used during construction
Deferred income taxes-net
Deferred investment tax credit-net
Other
Total funds from continuin o rations

Funds from discontinued as s stem-net
Total funds from o erations

Funds from external sources:
Proceeds from sale ofgas system
Common stock
Preferred stock ofAPS
Long-term debt ofAPS
Other items —net

Total funds from external sources
Total source of funds

Application ofFundsc
Funds used for capital expenditures:

Continuing operations
Discontinued operations

Investments and other assets
Short-term borrowings —net
Repayment of long-term debt ofAPS0 Redemption of redeemable preferred stock ofAPS
Dividends on common stock
Increase in workin ca ital*

Total a lication of funds

Increase (Decrease) in Working Capital*c
Cash and temporary cash investments
Accounts receivable
Materials, supplies and fuel
Deferred fuel and other assets
Accounts payable and accrued expenses
Other lliabilities

Net increase

$ 279,549

99)221
(143,612)
106,158
36,383
31 361

409 060

409 060

104,114

745,030
1 616

847 528
$ 1 256 588

494,105

22)976
141)800
275,421

63,319
194)091
64 876

$ 1 256 588

4)876
21,940
(1,147)
71,245

(38,174)
6 136

$ 64 876

$249, 195

87,494
(134,359)

43,464
56,002

(385)
301,411

(3,093)
298,318

114,657
63,800
50,000

264,179
(3.916)

488,720
$787,038

$377,278
31,657

(13,299)
(73,492)
275,833

4,660
177,240

7, 161

$787,038

$ (25,704)
(2,216)
(1,420)
(4, 191)

32,881
7,811

$ 7,161

$225,311

83,707
(121,390)

27,033
29,960
4.967

249,588

5,116

254.704

86,918
48,875

419,126
4,141

559,060

$813,764

$425,130
29,724
(4,955)
3,308

185,653
3,820

162,817
8.267

$813.764

$ 24,801
(950)

(2,760)
(2,048)

(23,904)
13,128

$ 8,267
*Excluding short-term borrowings-net and current maturities of long-term debt.
See Notes to Consolidated Financial Statements.



CONSOLIDATEDBALANCESHEETS

Assets 1985

December 31,

1984

(Thousands ofDollars)
UtilityPlant (Notes 6 and 8):

Electric plant in service
Construction work in progress
Plant held for future use

Total UtilityPlant
Less accumulated depreciation and amortization

UtilityPlant-net
Investments and Other Assetss

Investments in and receivables from subsidiaries
Other investments and notes receivable

Total Investments and Other Assets

Current Assetss
Cash
Temporary cash investments
Special deposits and working funds
Accounts receivable:

Service customers
Other
Allowance for doubtful accounts

Materials and supplies (at average cost)
Fuel (at average cost)
Deferred fuel
Other

Total Current Assets

Deferred Debitss
Unamortized gas exploration costs
Unamortized debt issue costs
Other

Total Deferred Debits

Total

See Notes to Consolidated Financial Statements.

$2,9Z9,926
2,74Z,139

40s 442

5,712,507
838,684

4,873,823

84,253
6,004

90,257

7,338
5,100
3,342

84,533
43,257
(1,395)
41s 525
30,433
74,335

3,873

292,341

10,417
16,705
4I)402

$5,324,945

$ 2,747,464
2,304.306

5,088,243
744,160

4,344,083

61,693
5,588

67,281

7,565 0
3,339

70,560
35

(1

42,9
30,163

927
6,036

195 427

12,967

13,931

20,085

46,983

$4.653,774



CONSOLIDATEDBALANCESHEETS

~ ~Liabilities 1985

December 31,

(Thousands ofDollars)

1984

Capitalization (Notes 2, 4, 5 and 6):
Common stock, no par value, authorized 100,000,000 shares;

issued &.outstanding 74,346,118 in 1985 and 70, 128,329 in 1984
Retained eamin s

Common stock equity
Non-redeemable preferred stock ofAPS
Redeemable preferred stock ofAPS
Lon -term debt ofAPS less current maturities

Total Capitalization

Current Liabilities)
Notes payable
Commercial paper
Current maturities oflong-term debt (Note 6)

0 Accounts payable
Accrued taxes

Accrued interest
Accrued dividends ofAPS
Other

Total Current Liabilities

Deferred Credits and Other)
Deferred income taxes
Deferred investment tax credit
Unamortized credit related to sale of tax benefits (Note 9)
Customers'dvances for construction
Other

Total Deferred Credits and Other

Commitments and Contingencies (Notes 3 and ll)

$ 1,294)623
590,872

1,885,495
218,561
219)421

2,205,940

4,529,417

18,000
17,456
87,121
52,296
72,678
3,566

26)269

277,386

230)553
174,503
43,645
23,991
45,450

518, 142

$ 1, 190,509

505 414

1,695,923

218,561
282,740

1,684.746

3,881,970

1,800

158,000

70,890
68,090
49,348
55,906

4, 143

32.405

440,582

110,821

138,120
45,333
21,351

15,597

331,222

Total $5,324,945 $4,653,774
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NOT ES TO CONSOLIDATEDFlNANCIALSTATEMENTS

I. Summary ofSignificant Accounting Policies.

a. Consolidation-The consolidated financial statements
ofAZP Group, Inc. (the "Company" or "AZP") include the
accounts ofAZP and its principal subsidiary, Arizona Public
Service Company ("APS") and those ofAPS'holly-
owned subsidiaries, APS Finance Company N.V. ("Finance" ),
organized to serve as a financing corporation to raise funds
outside the United States ofAmerica, and APS Fuels Com-
pany, organized to manage investments in certain fuel
resources. Allsignificant intercompany balances and trans-
actions have been eliminated. Other AZP subsidiaries,
which are shown on the equity basis, are not considered
material for financial reporting purposes.

b. Plant and depreciation-Utility property is stated
at'original cost as defined for regulatory purposes. The cost
ofadditions to utilityplant and replacements ofretirement
units is capitalized. Replacements ofminor items ofproperty
are charged to expense as incurred. In addition to direct
costs, capitalized items include the present value ofcertain
future lease payments (see Note 6), research and develop-
ment expenditures pertaining to construction projects, indirect
charges for engineering, supervision, transportation and
similar costs, and an allowance for funds used during
construction. Costs ofdepreciable units ofplant retired are
eliminated from plant accounts and such costs plus removal
expenses less salvage are charged to accumulated depreciation.
Contributions in aid ofconstruction are credited to plant cost.

Depreciation on utilityproperty is provided on a straight-
line basis at rates authorized by the Arizona Corporation
Commission ("ACC")annually. The applicable rates for 1983
through 1985 ranged from 2.86% to 9.86% for electric plant.

c. Revenues and fuel costs-Operating revenues are
recognized when billed on a monthly cycle billingbasis. Retail
rate schedules include adjustment clauses which permit
recovery ofcosts ofcertain fuel and purchased power. Regula-
tory hearings are held periodically to adjust the rates
applicable under fuel adjustment clauses to more nearly
match actual fuel costs. Temporary net under- or over-
recoveries ofcosts resulting from application of the adjustment
clauses are recognized as a deferred fuel asset or liability,
respectively, with an offsetting amount recognized in pur-
chased power and interchange-net expense. See Note 3
for a discussion ofcurrent rate matters related to such
clauses.

d. Allowance for funds used during construction
accordance with the regulatory accounting practice prescr
by the FERC and the ACC, APS capitalizes an allowance
for the cost offunds used to finance its construction program
("AFC").AFC, which does not represent current cash
earnings, is defined as the net cost during the period of
construction ofborrowed funds and a reasonable rate of
return on equity funds so used. The calculated amount is y
capitalized as a part of the cost ofutilityplant.

AFC has been calculated using composite rates of
12.75% in 1985 and 1984 and 13% in 1983. InJuly 1983 APS
began compounding AFC semi-annually and, in October
1983, recording the borrowed funds portion on a "net of tax"
basis through charges to income taxes —operating expense
and credits to income taxes-other income. AFC ceases
to accrue on those portions'of construction work in progress
allowed in rate base.

e. Income taxes-APS uses accelerated depreciation
methods for income tax purposes. As prescribed by the
ACC, deferred income taxes are provided for certain timing
differences arising from the recording, for income tax and
financial reporting purposes, ofdepreciation ofproperty
placed in service after January I, 1977. In October 1983 in
accordance with an ACC order, APS began deferring
amounts equal to the change in income taxes arising fr~
substantially all other timing differences. Prior to Octo~ y
1983, such differences were reflected currently in income.
AtDecember 31, 1985 APS had flowed to income currently
approximately $271.600,000 of income tax benefits arising
from income tax timing differences for which deferred taxes
have not been provided.

In 1982 APS, in compliance with an ACC order, began ~
deferring amounts equal to the reduction in Federal income
taxes arising from investment tax credits and amortizing
these amounts to other income over the estimated life of
the related assets. Before 1982 such amounts were
flowed through income currently.

f. Research and development costs- Research and ~
development costs are expensed on a current basis, except
that costs which may result in additions to utilityplant
are deferred for subsequent inclusion in plant or to be written
offifthe applicable project is abandoned.

g. Gas exploration costs-The excess ofcosts over sales
proceeds ofAPS'iscontinued gas exploration program
has been deferred to be recovered, without interest, over a
ten-year period pursuant to an order of the ACC, from



certain classes of customers. A portion ofsuch amount
is now being remitted to APS by Southwest Gas Corporation
as a result of the sale of the gas distribution system in 1984.
See Note 13.

h. Discontinued operations-As described in Note 13,
APS sold its gas distribution system, effective November 1,

1984. Accordingly, 1983's statement of income has been
reclassified to report separately this discontinued operation.

2. Corporate Restructuring.
On April 18, 1985, APS'hareholders approved a

plan for corporate restructuring to provide financial and
organizational flexibilityby separating regulated utility
operations from other activities. Effective April29, 1985,
APS became a subsidiary ofAZP.

As part of the restructuring, APS sold to AZP, at
book value, the common stock of three ofAPS'holly-
owned subsidiaries: Malapai Resources Company, Energy
Development Company and El Dorado Investment Company.

The accompanying consolidated financial statements
have given effect to the restructuring for all periods presented.
Accordingly, the preferred dividend requirements ofAPS
are dassified as Interest and Other Deductions. Except for this~ change, the restructuring had no material effect on the

y ~ historical financial statements. The corporate restructuring
also had no effect on the ownership ofAPS preferred stock
or on APS debt securities.

3. Rate Matters.
In 1984, a committee comprised ofrepresentatives from

each of the state utilityregulatory commissions having
primary jurisdiction over the rates of the various regulated
participants in the Arizona Nuclear Power Project commis-
sioned a study to determine whether sufficient evidence
exists to warrant a prudency audit ofcosts incurred for con-
struction. In September, 1985, the committee concluded
that an audit should be performed relating to $3.12 billion
ofmaterial and labor costs, ofwhich APS'hare is approxi-
mately $900 million, as well as financing and certain indirect
costs related to the project. The prudency audit is expected
to begin in 1986 with recommendations expected in late 1986
or 1987. Any amounts subsequently deemed by the ACC

imprudently spent and not allowed in rate base would be
written off. Although the Company is unable to predict the
final outcome of this matter, management believes, based
on current information, that overall the Palo Verde Nuclear
Generating Station (Palo Verde) was constructed in a
prudent manner.

On February 11, 1986, hearings commenced con-
ceming costs deferred by APS through the operation of its
purchased power and fuel adjustment clause. In August,
1985, the ACC granted a rate increase sufficient only to limit
the increase in the accumulated balance ofsuch costs and
agreed to hear testimony in connection with the accumulated
balance (approximately $74 millionat December 31, 1985)
in early 1986. To date no order has been received. Manage-
ment believes that any ultimate disallowance ofsuch
cost should not be material to the Company's operation
or financial position.

As an incentive to complete construction and com-
mence operation ofPalo Verde, the ACC in a November,
1984 order, placed a cap on total construction costs. The cap
was set at $2.86 billion.Amounts expended in excess of
the cap are presumed to be imprudent under the Commission's
order. The most recent estimate ofAPS'hare of total Palo
Verde construction costs is $2.76 billion.

On May 24, 1985,APS filed with the ACCa request
for a rate increase sufficient to recover its share of the costs
ofcommercial operation of Palo Verde Unit 1. Unit 1 com-
menced commercial operation on February 13, 1986, and
APS began incurring such costs at that time. Also requested
was an accounting order allowing the deferral until 1987
of the costs ofcommercial operation of Palo Verde Unit 2
which is expected to commence commercial operation in the
third quarter of 1986. A hearing on this request has been
scheduled for March 27, 1986.

On December 18, 1985, APS filed a request for a rate
increase sufficient to recover its share of the costs ofcom-
mercial operation ofPalo Verde Unit2. As requested by
the ACC, APS proposed as an alternative to a one step increase,
and subject to certain conditions precedent, that the costs
ofcommercial operation of Unit2 be phased in over a period
ofyears. The hearing date for the Unit 2 phase of the case
has been set for September 26, 1986.



4. Non-Redeemable Preferred Stock ofAPS and Common Stock ofAZP.

The balances at December 31, 1985 and 1984 ofpreferred stock ofAPS which is not redeemable except pursuant to call
APS at its option, are shown below.

Number of Shares Par Value

Authorized

Outstanding at
Dcccmber 31,

1985 1984
Pcr

Share

Outstanding at
December 31,

1985 1984

(Thousands ofDollars)

Price
Per

Sh (a)

Non-Redeemable Preferred
Stock ofAPS
(cumulative):

$ 1.10 preferred.......
$2.50 preferred.......
$2.36 preferred.......
$4.35 preferred.......
Serial preferred.......

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

Serial preferred.......
$8.32 Series J.......
Adjustable rate series

Q
Serial preferred.......

$3.58 Series 0......
Total ...........

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

1,000,000

4,000,000(b)

10,000,000

155,945
103,254
40,000
75)000

155,945
103,254
40,000
75,000

$ 25.00 8 3,898 $ 3,898
50.00 5,163 5,163
50.00 2)000 2,000

100.00 7,500 7,500

240,000
240,000
200,000
320)000

240,000
240,000
200,000
320,000

50.00 12,000 12,000
50.00 12,000 12,000
50.00 10,000 10.000
50.00 16,000 16,000

500,000

500,000

2,000,000 2.000,000

4,374,199 4,374, 199

25.00 50,000 50,000

$218,561 $218,561

500,000 100.00 50)000 50,000

5%,000 100.00 50,000 50,000

$ 27.50
51.00
51.00

102.00

50.50
51.00
50.50
51.00

(c)

(d)

(e

(a) In each case plus accrued dividends.
(b) This authorization also covers outstanding

redeemable preferred shares shown in Note 5, as well as the
non-redeemable shares indicated above.

(c) At$ 105.50 through August 31, 1987; at $ 103.00
through August 31, 1992; and at $ 101.00 thereafter.

(d) Bears dividends at a rate, adjusted on a quarterly
basis, 2% below the rate borne by certain United States
Treasury Securities, but in no event less than 6% per annum,
or greater than 12% per annum. Redeemable on or after
March 1, 1988 at the option ofAPS at $ 103.00 through
February 28, 1993; and at $ 100.00 thereafter.

(e) Not redeemable prior to June 1, 1987 through certain
refunding operations that would result in a lowe~rate ofcost
to APS than the dividend rate on the shares to be redeemed;
otherwise at $28.58 through May 31, 1987; at $27.39
through May 31, 1992; at $26. 19 through May 31, 1997; and
at $25.00 thereafter.

The holders ofpreferred stock ofAPS are entitled
to one vote for each share held. Special requirements for
favorable votes ofholders ofpreferred stock, voting by 0
the classes respectively prescribed for the several purposes,
pertain to (i) certain conversions or exchanges ofoutstanding
preferred stock, (ii) the authorization ofany stock ranking
prior to the preferred stock, (iii)making any change in the
terms and provisions ofpreferred stock that would adversely
affect the rights and preferences of the holders thereof, e
(iv) the issuance ofany additional shares of preferred stock
except under prescribed circumstances or (v) a merger,
consolidation or sale ofsubstantially all the assets ofAPS.
The foregoing voting rights attach to both redeemable and
non-redeemable preferred stock, as do the rights that would
arise out ofdividend arrearages as discussed in Note 5. 0

~ '



Sales ofcommon stock ofAZP and non-redeemable preferred stock ofAPS during each ofthe three years in the period ended
December 31, 1985 were as follows (dollars in thousands):

Common Stock*

Non-Redeemable
Preferred Stock ofAPS

(cumulative

Description
Balance, December 31, 1982

Common Stock
Non-Redeemable Preferred

Stock, Adjustable Rate Series Q...

Number
of Shares

62,894,490
3,816,362

Amount**

$ 1,040,916
85,793

Number
of Shares

3,874, 199

Par Value
Amount
$ 168,561

500,000 50,000

Balance, December 31, 1983
Common Stock

Balance, December 31, 1984
Common Stock

66,710,852,
3,417,477

70,128,329
4,217,789

1,126,709 4,374,199 218,561
63.800

1,190,509 4,374,199 218,561
104,114

Balance, December 31, 1985 74,346,118 $ 1,294,623 4,374,199 $218,561

"Common stock ofAPS prior to April29, 1985, See Note 2 regarding corporate restructuring.
Includes premiums and expenses ofpreferred stock issues.

. ~
The Company has a stock purchase and dividend

reinvestment plan whereby newly issued shares of its common
stock may be purchased at market on the applicable dates
by any participant in the plan. APS has an employee savings
plan under which the investment ofcertain funds con-
tributed by participating employees could, and its own
contributions (pursuant to provisions calling for the matching

ofemployee contributions on certain terms or provisions
pursuant to which limited federal tax credits can be obtained
by reason ofvoluntary contributions) would, involve the
issuance ofnew shares ofAZP common stock. Contributions
made by APS to its employee retirement plan may also
involve one or more such issuances.

Call
Price

~Per Share a

5. Redeemable Preferred Stock ofAPS.
The balances at December 31, 1985 and 1984 ofpreferred stock ofAPS which is redeemable at the option of the holders

or pursuant to sinking fund obligations, in addition to being callable by APS, are shown below.

Number ofShares Par Value
Outstanding at Outstanding at
December 31, Per December 31,

1985 1984 Share 1985 1984

(Thousands ofDollars)

'

Redeemable Preferred
Stock (cumulative)
Serial preferred: (b)
$8.50 Series G
$ 10 Series H .

$ 10.70 Series I..........
$8.80 Series K..........
$9.70 Series L...
$ 11.95 Series M.........
$ 12.90 Series N.........
Adjustable Rate Series P ..
$ 11.50 Series R

Total

104,677
209,934
344,600
480,000

85,000
370,000
100,000
500,000

38,400
304,000
240,000
600,000
480,000
195,000
370,000
100,000
500,000

2,194,211 2,827,400

$ 100.00 $ — $ 3,840
100.00 10,468 30,400
100.00 20,993 24,000
100.00 34,460 60,000
100.00 48,000 48,000
100.00 8,500 19,500
100.00 37,000 37,000
100.00 10,000 10,000
100.00 50,000 50,000

$219,421 $282.740

(c)
(d)
(e)
(f)
(g)
(h)
(i)
(j)



(a) In each case plus accrued dividends.
(b) See Note 0 for authorized number ofshares.

(c) Redeemable at $ 106.12 through September I, 1986,
and thereafter declining by $0.36 per year to par after
September I, 2002. Applicable sinking fund provisions

. require the redemption of 16,000 shares at par annually
(representing annual payments of$ 1,600,000).

(d) Redeemablc at $ 103.00 through November 30, 1990,
and at $ 101.00 thereafter. Applicable sinking fund pro-
visions require the redemption of 15,000 shares at par annuaHy
(representing annual payments of$ 1,500,000). APS may,
but is not required to, redeem an additional 15,000 shares
at par on December I in any year.

(e) Redeemable at $ 106.00 through February 28, 1989;
at $ 103.00 through February 28, 1994; and thereafter
declining in steps to $ 101.00. Applicable sinking fund pro-
visions require the redemption of22,500 shares at par
annually commencing March 1, 1986 (representing annual
payments of$2,250,000). APS may, but is not required to,
redeem an additional 22,500 shares at par on March I in any
year beginning in 1986. AtDecember 31, 1985, APS
had met the 1986 sinking fund requirement.

(f) Redeemable at the option ofAPS at $ 104.31 through
February 28, 1986, declining by $ 1.08 per year to $ 101.07
after March I, 1989. Applicable sinking fund provisions
require the redemption of96,000 shares at par annually com-
mencing March I, 1986 (representing annual payments
of$9,600,000).

(g) Redeemable on or after May I, 1986 at the option
ofAPS at $ 101.99 through April30, 1987; and thereafter
at par. Allshares then outstanding are required to be redeemed
on May 1, 1988 at par.

(h) Redeemable after June 1, 1992 at the option of
APS at $ 106.11 through June I, 1993, declining by $0.68 per
year to $ 100.00 after June 1, 2002. Applicable sinking fund
provisions require the redemption between 1988 and
2002 ofall shares according to a predetermined schedule.

(i) Bears a dividend of$ 12.50 per share through
December I, 1987 and a dividend thereafter to be fixed by
a formula related to the average prime interest rate in 1987.
Redeemable at par on or after December I, 1987 at the
option ofAPS. Applicable sinking fund provisions require
the redemption of20,000 shares at par each December I
beginning in 1988 (representing annual payments of
$2,000,000). Allshares then outstanding are required to be
redeemed on December I, 1992.

(j) Redeemable after June I, 1994 at thc option
ofAPS at $ 105.45, declining each year by a predetermined
amount to $ 100.00 after June I, 2004. Applicable sinking

Balance, December 31, 1982 ..
Retirements:

$8.50 Series G........
$ 10SeriesH .........
$ 10.70 Series I........

2,412,200 $ 241,220

(7,200) (720)
(16.000) (1,600)
(15,000) (1.500)

Balance, December 31, 1983 ..
$ 11.50 Series R .......

Retirements:
$8.50 Series G........
$ 10.00Series H .......
$ 10.70 Series I........

2,374,000
500,000

(15,600)
(16,000)
(15,000)

237,400
50.000

(1,560)
(1,600)
(1,500)

Balance. December 31, 1984 ..
Retirements:

$8.50 Series G........
$ 10.00SeriesH .......
$ 10.70 Series I........
$8.80 Series K........
$ 11.95 Series M.......

2,827,400 282,7%

(38,em)
(199,323)

(30,066)
(255,4$ )
(110,000)

(3,840)
(19,932)

(3.007)
(25,590)
(11,000)

Balance December 31, 1985.... 2,194,211 $ 219,421

fund provisions require the redemption between 1990 and
2004 ofall shares according to a predetermined

schedule'f

there were to be any arrearage in dividends on
any of its preferred stock or in the sinking fund requirements 0
applicable to any of its redeemable preferred stock (each
such dividend being cumulative and ofequal ranking with
other such dividends, and each such requirement being
cumulative and ofequal ranking withother such requirements),
APS could not pay dividends on its common stock or
acquire any shares thereof for consideration. Ifany such 0
dividend arrearage was to equal six or more quarterly
dividends, the holders ofpreferred stock, in addition to
their other voting rights and voting by the classes prescribed
for this purpose, could elect a total ofsix directors (all
series ofserial preferred stock, regardless of par value and
whether redeemable or non-redeemable, comprising one
such class and being entitled to elect two of the six directors).
See Note 0 in regard to other voting rights ofholders of
preferred stock.

The combined aggregate amount of redemption
requirements for the above issues each year through 1990 are
as follows: $ 12,700,000 in 1986, $ 14,950,000 in 1987,

$39,0%,000 in 1988, and $ 19,5%,000 in 1989 and
, $22,975,000 in 1990.

Redeemable preferred stock transactions ofAPS during
each of the three years in the period ended December 31,
1985 were as follows (dollars in thousands):

Number Par V
Description of Shares Amount



First mortgage bondss
Maturing through 1990:

10.375% due February 1,

1985 ..............
Less securities held
by trustee ............

5.125% due October 1, 1987.
4.7% due March 1, 1989 ...

Maturing 1991 through 1995—
4.40% to 15% ...........

Maturing 1996 through 2000—
6.25% to 12.875%........

Maturing 2001 through 2005-
6.20% to 9.95%..........

Maturing 2006 through 2010—0 6% to 12.125%...........
Maturing 2011 through 2015—

12.75% to 13.5% ~ ~ ~ .. ~ ~ ~ ~

Unamortized discount
&premium ............

Total first mortgage bonds....
Various issues ofpollution

control indebtedness primar-
ilydue December 15, 1985 .

Less securities held by
trustee

Pollution control indebtedness
due August 1, 2009 (a)...

Less securities held by
trustee (b)............

Pollution control indebtedness
due December 1, 2009 (c).

Less securities held by
trustee (b)............

Pollution control indebtedness
dueMay1,2013(c) .....

Pollution control indebtedness
due May 1, 2014(d).....

Pollution control indebtedness
due February 1, 2015 (e) ..

Less securities held by
trustee (b)............

Unsecured notes payable
due 1987 (f)...........

$60,250

15,000
20,000

(16,127)
15,000
20,000

325,000 200,000

269,977 272,977

185,000 185,000

202,000 152,000

450,000 200,000

(2,413) (1,965)

1,464,564 1,087,135

105,000

(11,269)

106,980

(1,572)

147,000 147,000

(15,071) (23,252)

65,750 65,750

55,200

49,400

55,200

(2,444)

70,000 70,000

6. Long-Tenn Debt ofAPS.t Details of long-term debt outstanding at December 31,
1985 and 1984 are as follows:

December 31,

1985, 1984

(Thousands ofDollars)

16.25% guaranteed debentures
due July 15, 1988 (g) ....

16.25% guaranteed debentures
due February 1, 1989(g) ..

16% guaranteed debentures
due February 15, 1989(g) ..

11.75% guaranteed debentures
due January 15, 1990 (g) ..

12.5% debentures
due February 15, 1992 ...

Capitalized lease obligation (h).
Other
Unamortized discount ......

75,000

25,000

60,000

75,000
46,907

1,975
(293)

50.000

75,000

25,000

60,000

48,472
2,380
(780)

Total ion -term debt.. 2,223,396 1,755,636

Less current maturitiest
Pollution control indebtedness

due December 15, 1985
net ofsecurities
heldbytrustee ........

Sinking fund requirements
on first mortgage bonds....

Capitalized lease obligation. (h).
Other ..

15,333
1,685

438

65,949

3,000
1,565

376

Total current maturities. 17,456 70,890

Total long-term debt less

current maturities... $2,205,940 $ 1,684,746

(a) Adjustable-rate annual tender pollution control
revenue refunding bonds supported by a long-term irrevo-
cable letter ofcredit issued by a bank. The bonds bear
interest at 6% through July 31, 1986 and thereafter at such
rate, determined annually, which willcause the bonds to have
a market value which approximates, as nearly as possible,
their par value.

(b) Representing pollution control funds deposited
with a revenue bond trustee and to be disbursed as needed
to pay the costs ofacquiring, constructing, reconstructing,
improving, maintaining, equipping or furnishing the
faciilities financed.

(c) Consisting ofborrowings from a governmental
authority which has funded that amount through issuance of
a series ofpar value demand bonds supported by a long-
term irrevocable letter ofcredit issued by a bank. These bonds
bear interest at such rate, determined weekly, as will
cause the bonds to have a market value which approximates,
as nearly as possible, their par value.



(d) Adjustable-rate annual tender pollution control
revenue refunding bonds are supported by a long-term
irrevocable letter ofcredit issued by a bank. The bonds bear
interest rate at'6% through April30, 1986 and thereafter
at such rate, determined annually, which willcause the bonds
to have a market value which approximates, as nearly as
possible, their par value.

(e) Adjustable-rate annual tender pollution control
revenue bonds supported by a long-term irrevocable letter
ofcredit issued by a bank. The bonds bear interest through
January 31, 1986 at 6.5% and thereafter at such rate, deter-
mined annually, which willcause the bonds to have a market
value which approximates, as nearly as possible, their
par value.

(f) Consisting of two long-term bank loans of
$50,000,000 and $20,000,000. The principal amounts ofsuch
loans bear interest, at APS'ption, at one or more of the
followingannual interest rates: (a) in the case ofthe first loan,
102% of the Prime Rate or, in the case of the second loan,
the Prime Rate plus N%, (b) the CD Rate plus Ys%, or (c) the
Eurodollar Rate plus Yz%.

(g) Representing debentures issued by Finance, the
payment ofprincipal and interest has been unconditionally
guaranteed by APS. The 11K<% debentures due January 15,
1990 are redeemable at the option ofFinance at 1015%
from January 15, 1987 through January 14, 1988, then at
100'<% through January 15, 1989, and thereafter at 100%.
The 16.25% debentures due February 1, 1989 and 16%
debentures due February 15, 1989 were redeemed on
February 1 and 15, 1986, respectively, with the proceeds
ofa $ 100,000,000 issue of first mortg'age bonds. The deben-
tures were redeemed at 101% plus accrued interest. The
new bonds bear interest at 11.0% and are due January 15, 2016.
The 16V<% debentures due July 15, 1988 were redeemed
on July 15, 1985 at 101'%lus accrued interest.

(h) Represents the present value offuture lease pay-
ments (discounted at the interest rate of7. }8%)on a combined
cycle plant sold and leased back from the independent
owner-trustee formed to own the facility.The lease requires
semi-annual payments of$2,582,000 through June 2001,
and includes renewal and purchase options based on fair
market value. This plant is included in plant in service
at its original cost of$54,405,000; accumulated depreciation
at December 31, 1985 was $21,401,000.

Aggregate annual payments due on long-term debt and
for sinking fund requirements through 1990 are as follows
1986, $ 17,456,000; 1987, $ 102,620,000; 1988, $ 17,795,
1989, $37,985,000; and 1990, $78,193,000. For sinking fu
requirements and redemptions at the option of the holders
of redeemable preferred stock, see Note 5.

Substantially all utilityplant, other than nuclear fuel,
transportation equipment and the combined cycle plant
mentioned above, is subject to the lien of the first mortgage
bonds. The first mortgage bond indenture includes pro-
visions which would restrict the payment ofdividends on
APS common stock under certain conditions which did not
exist at December 31, 1985.

7. Lines ofCredit and Compensating Balances.
APS'ines ofcredit at December 31, 1985 and 1984

are summarized below. No amounts were outstanding under
the lines at December 31, 1985 or 1984.

1985 1984

(Thousands ofDollars)
Commercial paper
backup lines:

Domestic banks ....... $ 125,000
Foreign banks......... 50,000

Other domestic bank lines .. 245,000(a)

Total ............ $420,000

$ 125,000
50,000

245,000(a

$420,

(a) Including $200,000,000 available under a credit
agreement between APS and various banks which carries a
commitment fee of V<% per annum.

The commitment fees for the commercial paper backup
lines with domestic banks were Ys% per annum in 1985
and 1984. Compensating balances required (but which were
not legally restricted) for the other domestic bank lines
(exclusive of the credit agreement referred to in (a) above)
were generally 7'%f the lines plus 5% ofborrowings
in 1985 and 1984.

Under the foreign bank lines, commitment fees were
payable at Y<% per annum in 1985 and 1984. The interest rate
on borrowings under these facilities was approximately
Yi% per annum over the applicable Eurodollar Rate in effect
from hme to time.

By statute, APS'hort-term borrowings cannot exceed
7% of total capitalization without the consent of the ACC.
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Construction
Work in
Progress

Percent Net
owned by Plant in Accumulated Plant in

APS Service Depreciation Service

8. Jointly-Owned Facilities.t AtDecember 31, 1985, APS owned the following interests in jointly-owned electric generating and transmission facilities
(dollars in thousands):

Generating Facilities:
Arizona Nuclear Power Project

(ANPP)-Units1,2and3 .....
Four Corners Steam Generating

Plant-Units 4and 5 .........
Navajo Steam Generating Plant-

Units 1,2and3 .............
Transmission Facilities:

ANPP Transmission System......
Navajo Southern Transmission

System
Palo Verde-Yuma 500KV System...

Total

29.1%

15.0%

14.0%

35.8%(a)

31.4%(b)
23.9%(c)

118,897

119,295

7,398

28,198
16,255

$290,043

20,791

37,994

791

9,027
550

$69,153

98,106

81,301

6,607

19,171
15,705

$220,890

$2,407,231

1,499

1,009

48,337

93
1.915

$2 460,084

In 1981 APS sold to another corporation certain federal
income tax benefits in exchange for cash. APS, pursuant
to an order ofthe ACC, has recorded the proceeds of the sale
as a deferred credit and is amortizing the amount ofsuch
proceeds on a straight-line basis over approximately 30 years.

(a) Weighted average of interests varying from 34.6% to 43.95%.
(b) Weighted average of interests varying from 14% to 100%.
(c) Weighted average of interests varying from 11% to 100%.
The foregoing dollar amounts correlate to APS'ercentage interest in each facility. APS'hare of related operating and

maintenance expenses is included in operating expenses.

9. Income Tax Expense.
The components of income tax expense —continuing

operations for each of the three years in the period ended
December 31, 1985 were as follows:

Year Ended December 31,

1985 1984 1983

(Thousands ofDollars)
Currently payable:

Federal
State
Other

Total current

Deferred:
Depreciation —net
Taxes, pension costs

and other-net
Investment tax

credit-net

8 9,242 $ 14,578 $ 14,224
10,598 16,340 10,742
2,861 3,606 2,870

22,701 34,524 27,836

57,273 26,276 22,571

49)690 18,367 5,627

36,383 '59,592 39,583
Total deferred 143,346 104,235 67,781

Amortization of tax
benefits sold

Total
(1,687 (1,687) (1,687)

$ 164,360 $ 137,072 $93,930



Federal income tax
expense at statutory
rate ............

Increases
(reductions) in tax
expense resulting
from:

Tax under book
depreciation ..

Allowance for
funds used
during
construction ..

Investment tax
credit amorti-
zation.......

Taxes, pension
costs and
other items
capitalized....

State income tax
-net of federal
income tax
benefit ......

Other.........

$224,628 $ 199,935 $ 166,972

16,431 14,165 10,213

(88,222) (84,491) (83,799)

(2,955) (2,827) (1,970)

(6,640)

11,780 11,172 7,070
2,698 (882) 2,084

Total provision
for federal
and state
income tax .. $ 164,360 $ 137,072 $ 93,930

AtDecember 31, 1985 the Company had approximately
$ 11,000,000 of investment tax credit carryforwards which
willexpire through 2000.

Following is a summary of the difference between
income tax expense-conti'nuing operations and the amount
obtained by multiplying income before income taxes and
preferred stock dividend requirements ofAPS by the
statutory federal income tax rate.

Year Ended December 31,

1985 1984 1983

(Thousands ofDollars)

Actuarial present value of
accumulated plan benefits:
Vested
Non-vested

Total

(Thousands ofDollars)

$ 127,018 $ 115,984
11,885 10,499

$ 138,903 $ 126,483

Net assets available for benefits $ 193,235 $ 182,577

The actuarial present value (assuming a rate ofreturn
of9.00%) ofaccumulated plan benefits presented above
has not been calculated with reference to the effects ofpro-
jected inflation, whereas such effects are considered by APS
with reference to the adequacy ofplan assets; accordingly,
APS considers the utilityof the comparison suggested to b
extremely limited. 0

In addition to providing pension benefits, APS provides
certain health care and life insurance benefits for active
and retired employees. Life insurance benefits are provided
through an insurance company whereas health care costs
are paid as expenses are incurred under a self-insured plan.
The cost ofproviding those benefits in 1985 for 1,091
retirees and 8,362 active employees was $ 1,086,000 and
$ 13,423,000, respectively, ofwhich approximately $5,825,000
was charged to expense; the remainder was either capital-
ized as a component ofconstruction costs or billed to partici-
pants ofjointlyowned facilities.

Under the'AZP Group, Inc. Stock Option and Incentive
Plan approved by the Company's shareholders on April
18, 1985, non-qualified and incentive stock options (ISO)
and restricted stock awards may be granted to officers and
key employees of the Company and subsidiaries for up to
3,000,000 shares ofAZP common stock. The plan also pro-
vides for the granting ofstock appreciation rights, per-
formance shares, dividend equivalents or any combination of
the foregoing. In 1985 approximately 15,000 restricted
shares, 15,000 ISOs and 15,000 dividend equivalents were
awarded under the plan.

10. Pension Plan and Other Bene6ts.
APS'ension plan, a defined benefit plan, covers

virtually all employees. Pension cost, including administrati
cost for 1985, 1984, and 1983 was $ 15,458,000, 4
$ 16,370,000, and $ 15,248,000, respectively, ofwhich
approximately $5,081,000, $6,512,000, and $6,871,000,
respectively, was charged to expense; the remainder was
either capitalized as a component ofconstruction costs or
billed to participants ofjointlyowned facilities.

The following is a summary ofplan data as of the most
recent benefit information date:

January lp

1985 1984

~ '
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11. Commitments and Contingencies.

Nuclear Insurance —The Price-Anderson Act ("Act")
currently limits public liabilityclaims that could arise from
a nuclear incident to a maximum amount of$650,000,000
for each licensed nuclear facility. Private insurance for this
exposure has been purchased by the participants (including
APS) in the Palo Verde Nuclear Generating Station
("Participants" ) in the maximum available amount, presently
$ 160,000,000, with the balance to be provided by secondary

0 financial protection required by the Nuclear Regulatory
Commission (NRC). Under the agreement with the NRC,
the Participants could be assessed retrospective premium
adjustments ofwhich APS'hare is approximately $3,000,000
per year, in the event ofnuclear incidents involving

any'icensedreactor in the United States.

0 Property damage coverage is provided for losses up to
$500,000,000 at Palo Verde. Decontamination liabilityand
property damage insurance in excess of the primary
$500,000,000 layer has also been purchased. These policies
are primarily provided through mutual insurance com-

I panies owned by utilities with nuclear facilities. Iflosses at any

0 nuclear facilitycovered by the arrangement were to exceed
the accumulated funds available for these insurance pro-
grams, APS could be assessed retrospective premium adjust-
ments ofup to $3,500,000.

The Act is scheduled to expire in August 1987 and
Congress is currently considering several proposals. The
Company is unable to predict Congress'ltimate action and
what effect such action may have on APS'iability.

Litigation—APS is a party to various claims, legal
actions and complaints, including a lawsuit seeking to
invalidate APS'ontract with various municipalities for the
purchase ofeffluent to be used as cooling water for Palo Verde.

0 In the opinion ofmanagement, the ultimate disposition of
these matters willnot have a material adverse effect on the
operations or financial position ofAPS.

Purchase Commitments —APS has significant
purchase commitments in connection with the continuing
construction program. Construction expenditures in 1986
have been estimated at $372,000,000.

Ad valorem ..
Sales .

Other

(Thousands ofDollars)
$ 45554 $42581 $44691

51,438 45,495 32,169
7,284 6,372 5,560

Total other taxes.... $ 104,276 $94,448 $82,420

13. Discontinued Operations.
Effective November 1, 1984 (the "Closing Date" ) APS

sold its gas distribution system to Southwest Gas Corporation
("Southwest" ). The sale resulted in a non-recumng loss
ofapproximately $26,470,000, net ofan income tax benefit
of$7,094,000, (approximately $0.39 per average share
ofcommon stock) in 1984.

APS agreed to fund a portion of the costs associated
with the accelerated replacement ofcertain gas pipe included
in the gas distribution system acquired by Southwest by
purchasing, under certain conditions, up to $50,000,000 in
aggregate par value ofcumulative preference stock (the

"Stock") to be issued by Southwest. Any such purchases
would be made by APS withinapproximately three years fol-
lowing the Closing Date. As ofDecember 31, 1985, no
such purchases had been made. The Stock would yield an
annual dividend ofbetween 3% and 16% (payable quarterly)
based on a formula relating to the operating performance
of the gas distribution system. The Stock is also redeemable
by Southwest, at its option, on any dividend payment
date (at the issue price plus accrued dividends), but must be
redeemed no later than seven years after the issuance date
as to any issue.

Revenues from APS'iscontinued gas operations
for 1984 and 1983 were $ 174,728,000 and $202,134,000,
respectively.

12. Supplementary Income Statement Information.
Other taxes charged to operations during each of

the three years in the period ended December 31, 1985 were
as follows:

Year Ended December 31,

1985 1984 1983



Revenue
from

Continuing
Operations

Income
from

Continuing
Operations

Income (loss)
from

Discontinued
Operations

Net
Income

14. Selected Quarterly Financial Data (Unaudited).
Condensed consolidated quarterly financial information for 1985 and 1984, as restated

is as follows:

Continuing
Operations

Discontinued
Operations

to give effect to the restructuring,

Earnings (loss) per share oi
common stock

Quarter
1985

First
Second
Third
Fourth

1984
First
Second
Third
Fourth

$243,552 $ 46,921
276,697 61,712
368,129 102,679
286,124 68,237

203,937
236,712
311,845
242,473

40,201
49,785
90,484
68,725

1,397
(185)

(1,028)
(26,687)

$ 46,921
61,712

102,679
68,237

41,598
49,600
89 456
42,038

$0.67
0.86
1.41
0.92

0.60
0.73
1.32
0.99

(Dollars in Thousands, Except Per Share Amounts)

0.02

(0.02)
(0.39)

15. Supplementary Information to Disclose the
Effects of Changing Prices (Unaudited).
The followingsupplementary information is furnished

pursuant to Statement No. 33 as amended by Statement
No. 8Z of the Financial Accounting Standards Board for the
purpose of illustrating the effects ofchanging prices in an
inflationary environment. Itoffers some perspectives of
approximated effects of inflation, and is not intended as pre-
cise measurements of those effects.

APS and other public utilities similarly situated are
subject to rate-making procedures which, by law and practice,
in large part utilize the historical cost ofutilityplant in the
determination of the allowed recovery (through depreciation)
of the investment therein and return thereon. This pre-
cludes or restricts a rate-making response to the effects of
realizing such recovery and return in inflated dollars, compared
to those in which the investment was made. The first

~ table below presents an approximate measurement of those
effects from the perspective of that portion of the invest-
ment, which was not reflected in 1985 depreciation or in the
Company's return, and which is therefore not "recoverable."

For these presentations, "current cost" amounts were
calculated by applying certain indices (or ratios derived
therefrom) to certain historical or other amounts. The pri-
mary index was the Handy Whitman Index ofPublic Utility
Construction Costs (a preliminary estimate ofwhich was
used for the last halfof 1985), although the Consumer Price
Index was used for construction work in progress. The
Company believes that the Handy Whitman Index is the more
accurate of the two in estimating the prices itwould incur
to duplicate at various times its utilityplant in service at the
indicated dates. Over the period from 1981 through 1985
the Consumer Price Index rose faster than the Handy
Whitman Index.

Electric depreciation expense for 1985 was recalculated
by applying the Company's composite depreciation rate
to depreciable base determined by indexing certain appraised
values from the times ofappraisal. The amount by which
the expense so recalculated exceeds that shown on the
Company's 1985 Consolidated Statement ofIncome appe
as an adjustment to income from continuing operations.

The sum of the depreciation adjustment and the figure
shown lower as the "reduction to net recoverable cost" was
derived through application of 1985 increases in the
Consumer Price Index to historical costs ofAPS'tilityplant.

The Company did not make adjustments to asset
values, or related consolidated income statement amounts,
other than those discussed above in regard to utilityplant
and depreciation thereon. Fuel inventories and fuel expenses
are, in effect, monetary items, due to applicable rate-
making procedures which include adjustment clauses. In
accordance with Statement No. 33, as amended by State-
ment No. 82, income taxes were not adjusted.

As contrasted to the assumed net value losses which,
in the presentation below, are associated with the holding
ofassets committed to a regulated business, there is an
assumed "holding gain" associated with borrowings that will
be repaid with inflated dollars. The 1985 decline in the
purchasing power ofnet amounts owed by the Company
(measured by the Consumer Price Index) appears to result
in a "net" difference between the assumed holding losses
and gain.

Inferences which, in the case ofsome industries, may
be drawn from information in the nature of that presented
below as to the adequacy offuture cash flows in relation ~



to future plant replacement requirements are believed by the
Company to be less valid in the case ofpublic utilities
which, like itself, should be able to establish rates to cover
increased costs of new plant. However, the information

may provide some indication of the expanded capital struc-
ture that willbe required for making plant replacements
and additions with inflated dollars.

Income From Operations Adjusted for Changing Prices for the Year Ended December 31, 1985

Current Cost
Average

1985 Dollars

Income from continuing operations as reported in Consolidated Statements ofIncome ..
Adjustment to restate depreciation expense

Income from continuing operations (excluding reduction to net recoverable cost)

Income from continuing operations per common share (excluding reduction to net recoverable cost)

Increase in specific prices (current cost) ofutilityplant held during the year (a)
Reduction to net recoverable cost
Effect of increase in general price level

Excess of increase in general price level over increase in specific prices after reduction to net
recoverable cost

Gain from decline in purchasin power ofnet amounts owed

Net

(Dollars in Thousands,
Except Per Share Amounts)

$ 279,549
(78,431)

$ 201,118

$ 2:79

$ 168,637
(7,981)

(251,888)

(91,232)
45,036

$ (46,196)

djusted for Effect of Changing Prices
Year Ended December 31,

1985 1984 1983 1982 1981

(Average 1985 Dollars in Thousands, Except Per Share Amounts)
$ 1,174,502 $ 1,030,467 $ 941,414 $ 965,693 $ 864.390Electric operating revenues .

Current cost information
Income from continuing operations (excluding reduction

to net recoverable cost) .

Income from continuing operations per common share
(excluding reduction to net recoverable cost)........

Excess of increase in general price level over increase
in speciflc prices after reduction to net
recoverable cost

Net assets at year-end at net recoverable cost".........
Reduction to net recoverable cost
General information
Gain from decline in purchasing power ofnet

amounts owed
Cash dividends declared per common share .........
Market price per common share at year-end..........
Average consumer price index

"Consisting ofcommon stock equity and non-redeem

$ 201,118 $ 180„482 $ 163,699 $ 137,533 $ 132,027

$ 2.79 $ 2.64 $ 2.56 $ 2.31 $ 2.52

$ (91,232) $ (86,837) $ (68,252) $ (56,669) $ (208,236)
$2,070,638 $ 1,955,1% $ 1,916,460 $ 1,775,45 $ 1,595,758

$ (7,981) $ 38,216 $ 44,362 $ 33,376 $ 205,988

$ 45,036 $ 93,149 $ 85,460 $ 79,686 $ 171,052

$ 2.69 $ 2.69 $ 2.77 $ 2.68 $ 2.60
$ 27 25 $ 22.78 $ 20.57 $ 26.87 $ 22.17

322.2 311.1 298.4 289.1 272.4
able preferred stock.

{a) AtDecember 31, 1985, Current Cost ofUtihty Plant —net was $7,1%,611.

Five Year Comparison ofSelected Supplementary Financial Data A



AZP/APS DEECTORS
tJoe Acosta, 62, founder, Acosta,

Cordova &Pittman, C.PA.s, PA.,
Phoenix, Arizona

Dino DeConcini, 52, attorney at law,
Phoenix, Arizona

*O. Mark De Michele, 52, president and
chief operating officerofAPS; executive
vice president ofAZP, Phoenix, Arizona

*KarlEller, 57, chairman of the
board, The Circle K Corporation,
Phoenix, Arizona

*WilliamT. Garland, 69, president of
Garland Land Co. (land development),

~ Sedona,'Arizona

TPamela Grant, 47, chairman and chief
executive officer, Goldwaters, Division
ofAssociated Dry Goods (general
mercantile), Scottsdale, Arizona

TJack M. Morgan, 62, attorney
at law and state senator, Farmington,
New Mexico

Marvin R. Morrison, 62, farmer,
cattle feeder and dairyman, Momson
Brothers Ranch, Higley, Arizona

John R. Norton III,57, former
president, j.R. Norton Co. (agricultural
production), Phoenix, Arizona~

John J. Rhodes, 69, former member
ofthe U.S. House ofRepresentatives
and counsel in the law firmofHunton
&Williams, Washington, D.C.

Henry B. Sargent, Jr., 51, executive
vice president and chief financial officer
ofAPS; executive vice president,
treasurer and chief financial officer of
AZP, Phoenix, Arizona

Wilma W. Schwada, 59, civic leader
and homemaker, Phoenix, Arizona

Morrison. Sargent. Grant. Simmons

Tanner. Tutley, avail

Mr.Norton(not piau red) was reeleaed to the board
on February 20. 1986. effective March I, 1986.
He had resigned from the board in May 1985 to
accept a position as aaing U.S. Deputy Secretary
ofAgriculture.

Rhodes. De hlichele. Garland
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the board and president, United Bank
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*Richard Snell, 55, chairman of the
board and president, Ramada Inns, Inc.,
Phoenix, Arizona

*Donald N. Soldwedel, 61, president,
Western Newspapers, Inc., Yuma, Arizona

*Maurice R. Tanner, 64, chairman of
the board and chief executive officer,
The Tanner Companies (construction
and materials supply), Phoenix, Arizona

*KeithLTurley, 62, chairman of the
board and chief executive officerofAPS;
chairman af the board and president
ofAZP, Phoenix, Arizona

*tDouglas J.Wall, 59, member of the
law ArmofMangum Wall Stoops S
Warden, Flagstaff, Arizona

tMorrison F. Warren, 62, professor
emeritus ofeducation, Arizona State
University, Tempe, Arizona

TBen F. Williams, Jr., 56> mayor of
the City ofDouglas and attorney at law,
Douglas, Arizona

Thomas G. Woods, Jr., 59, formerly
executive vice president for the Arizona
Nuclear Power Project (Ret. 2/85),
Phoenix, Arizona

Ellcr.Snell DeCon«ini
*Member ofExecutive Committee
%Member ofAudit Review Commiuee

(Agc on Annual Meeting date, April24, l9S6)

Soldoedel. Warren. Woods .;1886li
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PART I
ITEM 1. BUSINESS

The Company
AZP Group, Inc. (the "Company" ) was incorporated in 1985 under the laws of the State of

Arizona and is engaged in the acquisition and holding of securities of corporations for investment
purposes. The principal executive oSces of the Company are located at 411 North Central Avenue,
Phoenix, Arizona 85004 (telephone 602-250-1000).

Effective April 29, 1985, the Company became the holder of all of the outstanding shares of the
common stock of Arizona Public Service Company ("APS") pursuant to a corporate restructuring
plan approved by the shareholders of APS on April 18, 1985. As a result of the restructuring, the
holders of outstanding shares of APS common stock became the common shareholders of the
Company on a share-for-share basis. The restructuring did not affect APS'referred stock or any of
its outstanding debt securities, all of which remain obligations of APS. As part of the restructuring,
APS sold to the Company, at book value of $34,703,000, all of the capital stock of three of its non-
utility subsidiaries: Malapai Resources Company, SunCor Development Company (formerly Energy
Development Company), and El Dorado Investment Company. APS Finance Company N.V., Bixco,
Inc., and APS Fuels Company remain as wholly-owned subsidiaries of APS. See Note 2 of Notes to
Consolidated Financial Statements in Item 8 with respect to the corporate restructuring.

In conjunction with the restructuring, APS'tock Purchase and Dividend Reinvestment Plan
was assumed and continued by the Company on April 29, 1985, so that the Company's shareholders
and APS'referred shareholders may reinvest dividends in shares of Company common stock.

APS'mployees'etirementPlan and the Savings Plan for Employees of APS (collectively, the "APS
Employee Plans" ) were also amended as of April 29, 1985, to provide for the issuance or purchase of
Company common stock in lieu of APS common stock.

Funds to meet the Company's dividend requirements and equity contributions to its subsidiaries
are provided primarily by dividend payments from APS and from the sale of the Company's common
stock. The Company currently expects to raise approximately 350 million during 1986 from the
issuance of its common stock through the AZP Stock Purchase and Dividend Reinvestment Plan, the
APS Employee Plans, and the Savings Plan for Union Employees of APS. Changes, if any, in the
Company's anticipated capital requirements could result in the sale of additional securities in 1986.

The Company currently conducts no business other than investing in its subsidiaries and owns
no properties other than the common stock of its subsidiaries, including APS. The Company and its
subsidiaries are currently exempt from registration under the Public UtilityHolding Company Act of
1935 (the "Holding Company Act"). There may be limits on the extent to which the Company can
diversify beyond energy-related fields without affecting its exempt status. However, the Company has
no present intention of becoming a registered holding company subject to regulation under the
Holding Company Act.

The Company and its subsidiaries employed approximately 8,320 persons as of December 31,
1985. Substantially all of these employees were employees of APS and employees assigned to joint
projects of APS where APS serves as project manager.



Capital Structure
The capital structure of the Company (which, for this purpose, includes short-term borrowings ~

and current maturities of long-term debt) as of December 31, 1985, is tabulated below.

Long-Term Debt Less Current Maturities:
First mortgage bonds.
Other

Total long-term debt less current maturities...........................
Non-Redeemable Preferred Stock of APS
Redeemable Preferred Stock of APS
Common Stock Equity:

Common stock. no par value, 100,000,000 shares authorized;
74,346,118 shares outstanding ..

Retained earnings.
Total common stock equity.

Total capitalization..
Current Maturities of Long-Term Debt
Short- Term Borrowings.

Total .

Amount
(Thousands
of Dollars)

$ 1,449,231
756,709

2,205,940
218,561
219.421

1,294,623
590,872

1,885.495
4.529,417

17,456
18.000

$4,564,873

Percentage

48.3%o

4.8
4.8

41.3

100.0%

See Notes 4, 5, and 6 of Notes to Consolidated Financial Statements in Item 8.

Subsequent to December 31, 1985, APS issued $ 100,000,000 of 11% Series First Mortgage Bon
due January 15, 2016. to fund the redemption by APS Finance Company N.V. of $75,000.000 o
16'/4% guaranteed debentures due February 1, 1989, and $25,000,000 of 16% guaranteed debentures
due February 15, 1989. APS issued $ 100.000,000 of its 9t/4% Series First Mortgage Bonds due
March 1, 1996, to purchase approximately $80,000,000 of its $ 100,000,000 15% Series First Mortgage
Bonds due June 15, 1994. at 123.23%o of their principal amount plus accrued interest. In addition, on
March 26, 1986, APS filed a registration statement with the Securities and Exchange Commission
relating to $ 350,000,000 of its first mortgage bonds to be issued at such times as market conditions
suggest.

BUSINESS OF ARIZONAPUBLIC SERVICE COMPANY
The following is a discussion of the business of APS, which accounts for substantially all of the

assets. revenues, and earnings of the Company. In the near future, the Company's non-utility
subsidiaries are not expected to have a material impact on the Company's financial results.

Service Territory of APS
APS'ervice territory includes all or part of 11 of Arizona's 15 counties. It is estimated by APS

that its electricity service reaches approximately 1,418,000 persons, or about 45% of the population of
Arizona (which was approximately 3,150,500 in 1985 as compared to approximately 2,286,000 in
1975). During 1985, no single purchaser or user of energy accounted for more than 3% of total electric
revenues.

Certain territory adjacent, to or within areas served by APS is served by other investor-owned
utilities (notably Tucson Electric Power Company serving electricity in the Tucson area and
Southwest Gas Corporation serving gas throughout the state) and a number of cooperatives,
municipalities, electric districts, and similar types of governmental organizations (principally the Sa '
River Project Agricultural Improvement and Power District serving electricity in various areas in a



around Phoenix). Effective November 1, 1984, APS sold its gas distribution system. APS expects
increased competition in the future from entities offering alternative sources of energy, particularly
natural gas.

Industry Problems
The utility industry continues to experience a number of problems. Depending on the

circumstances of a particular utility, these may include (i) difficulties in obtaining rates sufficient to
provide an adequate return on invested capital; (ii) difficulties in meeting government imposed
environmental requirements; (iii) increasing costs of fuel, wages, and materials; (iv) the necessity to
make substantial capital outlays during protracted construction periods for larger and more complex
generating units; (v) the uncertainty regarding the rate of actual and projected energy demand growth;
(vi) increased reliance on volatile capital markets and periodically limited availability of both equity
and debt capital; and (vii) controversies over the safety and use of nuclear power.

In APS'ase, although increases in retail rates approved during 1984 improved APS'985
financial performance, long-term financial improvement, as well as betterment of APS'ixed income
securities ratings (which were downgraded in 1983) will be contingent upon the timely granting of
additional increases in retail rates. See "Rates —State" in this Item.

The impact on APS of other utility industry problems are discussed in this Item under
"Environmental Requirements" and "Generating Fuel". Also see "Water Supply for APS" in this
Item with respect to certain problems specific to APS and other southwestern utilities.
Business Segments

Effective November 1, 1984, APS sold its gas distrit.ution system. See the Company's
"Consolidated Statements of Income and Retained Earnings" and Note 13 of Notes to Consolidated
Financial Statements in Item 8 for financial information regarding discontinued operations.

Rates

State. The Arizona Corporation Commission (the "ACC") has regulatory authority over APS in
matters relating to retail electric rates and the issuance of securities. In November 1984. the ACC
approved an increase in annual retail electric rates of approximately $ 43.5 million (5.0%), which
became effective in February 1985. The order also adopted an "operating incentive plan" for APS
under which APS will be rewarded or penalized for meeting or failing to meet specified operating
efficiency levels at the Four Corners Plant ("Four Corners" ) and Palo Verde Unit 1 ("Unit 1"). The
rewards and penalties will be related to the additional fuel costs avoided or incurred as a result of
operating efficiency. If the operating efficiency levels fall within certain limits, APS is neither
rewarded or penalized.

Rewards'or penalties (in dollars per kilowatt hour) that may result from this operating incentive
plan will be collected through a "Performance Incentive Adjustment Clause" in APS'ate schedules.
Application of the operating incentive plan for Four Corners was effective January 1, 1985. As a
result of the operation of Four Corners in 1985, APS will neither be rewarded nor penalized under the
operating incentive plan. With respect to Unit 1, since commercial operation only recently
commenced on February 13, 1986, APS expects that rate adjustments under this clause will initially
be implemented in May 1987.

Finally, the order set a construction cost limitof $2.86 billion for APS'hare of Palo Verde. with
any amounts expended above that figure to be construed as imprudently incurred for rate-making
purposes (although no presumption of prudence will attach to expenditures made up to such limit).
Taking into consideration the revised Palo Verde schedule discussed in Item 2, APS'urrent estimate
of its Palo Verde cost is approximately $ 2.76 billion.

In May 1985, APS filed a request with the ACC for a $ 78.2 million (8.6%) increase in annual
retail electric rates premised upon Unit 1 being fully included in APS'ate base (the "Unit 1 Rate
Case" ). APS also requested an accounting/rate-making order to defer certain costs and accrue certain



carrying charges relating to Palo Verde Unit 2 ("Unit 2") for the period of time between Unit, 2 goi
into commercial operation and new rates going into eff'ect to cover the cost of Unit 2. The reque
included information on a potential phase-in of rates for Palo Verde Units 2 and 3. The ACC has ~
divided the Unit 1 Rate Case into three phases. The "Phase I" hearings concerning APS'urchased
power and fuel adjustment mechanism (see below) were completed on March 7, 1986, and the ACC
has not rendered a decision. The "Phase II" hearings concerning APS'roposed increase in retail
electric rates began on March 27, 1986. The "Phase III" hearings concerning APS'equested
accounting/rate-making order for Unit 2 are scheduled to begin following the completion of the Phase
II hearings.

On August 22, 1985, the ACC issued an order allowing an increase in APS'urchased power and
fuel adjustment mechanism of $ .004 per kilowatt hour eff'ective September 1, 1985. APS had
requested an increase of $ .007 per kilowatt hour in the purchased power and fuel adjustment
mechanism to compensate for the under-collection, since Aprilof 1983, of APS'ncreased fuel costs in
excess of amounts currently being collected. The ACC order stated that the increase will remain
eff'ective until additional issues can be addressed in the Unit 1 Rate Case. Under-collected purchased
power and fuel costs were approximately $74 million at December 31, 1985.

On December 18, 1985, APS filed an application with the ACC for a $ 193.9 million (19.36Fo)
increase in annual retail electric rates, to be effective on the date Unit 2 is placed in service (the
"Unit 2 Rate Case" ). As an alternative proposal, APS recommended a series of three 6.15% base rate
increases to take efFect on January 1, 1987, 1988, and 1989 to phase in the costs of Unit 2 on the
condition that the ACC grants APS'equest for the rate increase and accounting/rate-making order
requested in the Unit 1 Rate Case. On December 30, 1985, the ACC instructed APS to resubmit all
schedules relating to the Unit 2 Rate Case on or before April 30, 1986, so as to reflect a calendar 1985
test year. Hearings concerning APS'nit 2 Rate Case are scheduled to begin September 26, 1986.

On February 13, 1986, the date Unit 1 attained commercial operation as defined by the AC
APS ceased accruing allowance for funds used during construction ("AFC") with respect to Unit 1

and the facilities common to all three Palo Verde Units (the "Common Facilities" ) in the amount, of
approximately $6 million per month. In addition, APS began expensing the cost of owning, operating,
and maintaining its 29.1% share of Unit 1 and the Common Facilities, currently totalling
approximately $5 million per month. Absent adequate and timely rate relief from the ACC. APS
expects these developments to adversely affect its earnings.

As part of the Unit 1 Rate Case, APS is seeking an accounting/rate-making order from the ACC
allowing the Common Facilities to be transferred to plant in service in three equal increments, each
tied to the commercial operation date of a Palo Verde unit, with the continuance of a carrying charge
equivalent to AFC on any portion which has not been transferred to plant in service. If the ACC
grants such accounting/rate-making order, APS would be able to accrue approximately $ 1 million of
such carrying charge per month on each of the remaining two portions of the Common Facilities
which have not been transferred to plant in service. In addition, APS would be able to defer
expensing the cost of owning, operating, and maintaining its 29.1% share of the remaining two
portions of the Common Facilities, with such expenses currently totalling approximately $ .3 million
per month for each such portion.

As discussed above, APS has requested the ACC to issue an accounting/rate-making order
allowing APS to defer expensing the cost of Unit 2 and to continue the accrual of a carrying charge
equivalent to AFC from the commencement of the commercial operation of Unit 2 until APS is

allowed to recover the costs of Unit 2 in rates. If the ACC does not grant APS'equested
accounting/rate-making order relating to Unit 2, when Unit 2 achieves commercial operation
(currently scheduled for the third quarter of 1986) APS will cease accruing AFC with respect to Unit
2, currently totalling approximately $6 million per month. In addition, APS willbegin expensing th
cost of owning, operating, and maintaining its share of Unit 2, currently estimated at $3 million



month. Ifthe.ACC does not grant the requested accounting/rate-making order with respect to Unit 2
or grant adequate and timely rate relief with respect to Unit 2, APS expects its earnings to be
adversely affected.

In 1984 the utility regulat'ory bodies of Arizona, California, New Mexico, and Texas formed the
Four State Monitoring Committee (the "Committee" ) to oversee an independent construction audit
of Palo Verde to determine the prudency of Palo Verde construction costs. On November 27, 1985,
the Committee released a "Phase I Report" prepared by outside consultants in connection with this
construction audit. The Phase I Report identifies certain areas in which the consultants recommend
further study. Among these areas are the construction costs, engineering costs, system planning study,
and project management. The Phase I Report estimates that the "direct construction costs" of.Palo
Verde will total approximately $5.9 billion. Approximately $3.12 billion of this amount, of which
APS'hare is approximately $900 million, will be subject to further study. In addition, the Phase I
Report recommends a review of the AFC costs associated with Palo Verde as well as other indirect
costs.

The Phase I Report does not express an opinion regarding the reasonableness of specific actions
related to Palo Verde. Rather, it is intended to define subsequent detailed studies which may include
recommendations regarding the reasonableness of such actions. The issue of the reasonableness of
specific actions related to Palo Verde may relate to the extent to which APS may recover Palo
Verde's costs from its customers. The next phase of the 'prudency audit began in March 1986, with
recommendations expected in late 1986 or 1987. Any amounts ultimately deemed by the ACC to have
been imprudently spent and not allowed in APS'ate base would be written off by APS. Although
APS is unable to predict the final outcome of this matter, management believes that overall Palo
Verde was constructed in a prudent manner.

Federal. APS'ates for wholesale power sales and transmission services are subject to
regulation by the Federal Energy Regulatory Commission ("FERC"). During 1985, approximately 8%
of APS'lectric operating revenues resulted from such sales and charges.

Pursuant to recent decisions by the United States Court of Appeals, the FERC's previous
procedure for establishing the effective date of rate increases in connection with certain

previous'ERC

rate cases involving APS has been repealed. As a result, the FERC has ordered APS to refund
approximately $2.5 million (excluding interest) in revenues collected from some of its wholesale
customers based upon the previous effective dates for such rate increases. APS had provided for all of
these revenues at December 31, 1985.

Adjustment Clauses. Adjustment clauses in APS'etail rate schedules are intended to pass
through to its retail customers changes in the costs of its generating fuel, purchased power, and the
rates of excise taxes. In the case of excise taxes, adjustments are relatively prompt. In the case of
generating fuel and purchased power, APS is operating under a format that may require a hearing by
the ACC after experienced or projected under- or over-recoveries of fuel and purchased power costs by
APS from its retail customers through prevailing rates have accumulated to a certain amount per
kilowatt hour.

This format at times has resulted, as it did at December 31, 1985, in under-recovered balances
arising from increased fuel expenses. Those amounts, which are to be recovered by APS over time
from retail customers through operation of the adjustment format, account for the "Deferred fuel"
asset in the Company's consolidated balance sheets for that date on which such under-recovered
balances occurred (see Consolidated Financial Statements in Item 8) and for much of the fluctuation
in "Purchased power and interchange —net" expense in the Consolidated Statements of Income and
Retained Earnings (see Note 1d of Notes to Consolidated Financial Statements in Item 8). See
"Rates —State" in this Item for additional information on APS'urchased power and fuel adjustment
mechanism.



For'wholesale transactions regulated by the FERC, fuel
for changes in the actual cost of fuel for generation and in
expense.

Construction and Financing Programs of APS

Construction expenditures, including expenditures for
years 1986 through 1988 have been estimated as follows:

(Millionsof Dollars)
By Year

adjustment clauses result in adjustmen
the fuel component of purchased pow

0

environmental control facilities, for the

By Major Facilities

Electric generation
Electric transmission
Electric distribution
General facilities

~,

1986 $386 $ 337
1987 258 104

1988 226 295

$870
$870

'he foregoing amounts include expenditures for nuclear fuel and start-up and preoperating costs.
but omit all AFC and capitalized property taxes. They were derived in the course of APS'ngoing
review process. and, as they reflect the sale of APS'as operations (see "Business Segments" in this
Item), may differ from those contained in other reports. The estimates are subject to periodic revision
to reflect further changes in APS'lans (which may result from extraneous developments, such as
adverse rate orders or governmental regulations), updated scheduling, unanticipated inflation, and
other factors. During the years 1983 through 1985 APS incurred approximately $ 1,103 million in ~ i~

electric construction expenditures and approximately $621 million in additional electric capitalized
items. h

In addition to funds required for capital expenditures in 1986, 1987, and 1988, refunding
obligations of senior securities and installment obligations, including certain anticipated early
redemptions, are expected to total up to $297 million for 1986 and $ 118 million and $57 million f
the years 1987 and 1988, respectively. External financing was required for substantially all of APS ~
total capital requirements in 1985 and will be required for nearly half of such requirements in the
1986-1988 period, assuming that internally generated funds remaining after dividend payments are
augmented by adequate rate increases during the period.

In 1985 APS provided for its external capital requirements through issuances of first mortgage
bonds, an issuance of European debentures, and pollution control financings (including draw-downs of
previously committed funds). In addition, until April 29, 1985, the eff'ective date of the corporate
restructuring, APS provided for a portion of its external capital requirements through the issuance of
common stock pursuant to its stock purchase and dividend reinvestment plan and certain employee
benefit plans. Effective April 29, 1985, the Company assumed APS'tock purchase and dividend
reinvestment plan, which was amended (along with other employee, benefit plans) to provide for the
issuance or purchase of the Company's common stock in place of APS common stock. See "The
Company" in this Item. In January 1986, APS issued $ 100 million in 30-year 11% first mortgage ~
bonds. The proceeds were applied to the redemption of outstanding European debentures issued by
APS'holly-owned finance subsidiary. In March 1986, APS issued $ 100 million in 10-year 9'li% first
mortgage bonds. Substantially all of the proceeds were applied to purchase approximately $ 80 million
of APS'100 million 15% Series First Mortgage Bonds due 1994 at 123.23% of their principal
amount plus accrued interest. Also in 1986, at such times as market conditions suggest, APS plans to
issue in private and public sales up to an additional $300 million in other long-term debt (inclusive of
any refunding, redemption, repayment, or retirement of outstanding indebtedness), any or all of
which may take the form of secured debt (presumably first mortgage bonds). During 1986 APS also
expects to issue or incur up to $200 million in additional debt to finance its nuclear fuel program in
connection with the operation of Palo Verde. See "Properties of APS" in this Item.

Provisions in APS'ortgage bond indenture and articles of incorporation restrict it from issuing
additional first mortgage bonds or preferred stock, respectively, unless its earnings (as defined) cov



by at least the. prescribed number of times the amount of interest (as to bonds) and the amount of
inte'rest plus. preferred stock dividend requirements (as to preferred stock) on the securities,to be
outstanding after completion of the new issue. Operation of the latter such provision has at times in
the past limited APS'bility to issue preferred stock. As calculated in accordance with the applicable
document, assuming ll'/i% as the rate of interest on new bonds and dividend requirement on new
preferred stock that might have been issued on December 31, 1985, and treating the issuance of
$ 100,000,000 of 11% series first mortgage bonds and $ 100,000,000 of 9'/4% series first mortgage bonds
as though consummated on that date, the coverage afforded by earnings (as defined) for the twelve
months ended on that date would have allowed the issuance of either $ 1,303,000,000 in aggregate
principal 'amount of additional first mortgage bonds (as compared to approximately $ 1,016,000,000 in
bonds issuable on the basis of net "property additions") or $239,000,000 in aggregate par value of
additional preferred stock. Minimum required coverages are 2.0 for bonds and 1.5 for preferred stock.
Coverages afforded by earnings (as defined) were as follows:

Year Ended December 31,

Bonds
Preferred Stock

1985

4.17
1.75

1984

4.99
1.79

1983

3.93
1.58

By statute, APS'hort-term borrowings may not exceed 7% of its total capitalization without the
consent of the ACC. Such borrowings are an important source of funds, particularly between
permanent financings, and the statute could from time to time limit APS'inancing flexibility.
However, APS'wn general policy relating to short-term borrowings is consistent with that of the
statute.

Environmental Requirements for APS
APS'perations are subject to stringent environmental protection measures imposed under

federal and state laws and regulations, some of which have required substantial expenditures for
pollution control technology. The Four Corners Plant, which is older than most of APS'ther coal-
fired units, has been particularly afFected by such measures, and installation of retrofit particulate and
sulfur dioxide control equipment has been required at an approximate direct construction cost to APS
totaling $65,070,000 for its 15% share of Units 4 and 5. It has also been necessary to obtain variances
or stipulations for certain aspects of that plant's operation. The initial variances were granted because
state authorities found that emissions from the plant did not cause violation of air quality standards
and that there was no reasonably available technology that would allow the plant to meet existing
emissions limitations. Certain variances relating to the emission of nitrogen dioxides by Unit 3
expired on May 13, 1984, and with respect to Units 4 and 5, on May 13, 1985. APS filed timely
petitions for further variances for such units with the New Mexico Environmental Improvement
Board through May 13, 1987, and applicable regulations provide for stays of enforcement pending
final determinations with respect to such petitions. The outcome of such petitions cannot currently
be predicted. Other state permits, relating to surface and groundwater standards, contain various
compliance dates and schedules which largely appear (though not beyond question) to be attainable.

The Federal Clean Air Act Amendments of 1977 may require installation of "the best available
retrofit technology" on existing services located near certain federally protected areas in which
visibility is an important attribute. The Four Corners Plant is one such source. The installation is to
occur as expeditiously as practicable. and in any event, within approximately five years after revision
of the applicable state implementation plan. The full significance of the visibility provisions to the
Four Corners Plant and the Company's other coal-fired plants is difficult to predict pending
finalization of state and federal implementing regulations.

Problems of interpreting and complying with the. various measures described above and the
evolution of new measures (including any measures which are intended to address the "acid rain"



1985
1984
1983

problenis afflicting other utilities but which could impact APS as well) require continui
involvement of APS in proceedings before the United States Congress, state legislatures, federal at
state regulatory agencies. and the courts. APS cannot accurately predict the financial and operationa
impacts resulting from revisions to existing laws.

Generating Fuel
Coal, gas, and oil contributions to total net generation of electricity by APS in 1985, 1984, and

1983 and the average cost to APS of those fuels (per million BTU), were as follows:
Coal Gas Oil

Percent of Average Percent of Average Percent of Average
Generation Cost Generation Cost Generation Cost

87.7 31.2292 11.5 $3.7478 0.8 $ 5.0480
94.6 1.0263 5.1 4.0741 0.3 4.9379
93.8 1.0070 5.4 4.1591 0.8 4.6005

APS believes that the Four Corners, Navajo, and Cholla Plants have sufficient reserves of low sulfur
coal (the sulfur content ofwhich is currently running at,0.8%, 0.5% and 0.5%, respectively) committed to
those plants to continue operating them for their useful lives. Prices paid for coal supplied from reserves
dedicated under the existing contracts have been escalating pursuant to applicable contract clauses. In
addition, major price changes from time to time result from contract renegotiation.

In April 1985. the United States Supreme Court affirmed a decision of the United States Court, of
Appeals for the Ninth Circuit, thereby upholding the authority of the Navajo Tribe (the "Tribe") to
impose taxes on non-Indian businesses pursuant to certain possessory interest and business activity
tax resolutions adopted by the Navajo Tribal Council in 1978. As a result, APS is liable for the
payment of Navajo taxes, either directly or indirectly, through its fuel supply agreements with its coal
suppliers, effective as of the 1978 date of enactment of the taxing resolutions, except to the exte
that APS or its coal suppliers are relieved from payment by virtue of tax waiver or tax forgiven
provisions contained in certain lease agreements.

The plant site lease agreements for the Navajo and Four Corners Plants (each of which is located
within the Navajo Reservation) contain provisions whereby the Tribe agreed not to impose certain
taxes directly or indirectly on APS'wnership or operation of each plant or on the coal supplier to
each plant (each of which conducts at least a portion of its mining operation within the Navajo
Reservation). APS is uncertain. however, whether the tax waiver provisions in the Four Corners plant
site lease agreement, would allow APS to prevail in nullifying the attempt by the Tribe to impose the
possessory interest tax against the coal supplier to that plant (see below).

Effective April 25, 1985, the coal lease agreement between the Tribe and the coal supplier to the
Four Corners Plant was amended. In that amendment, the Tribe forgave all business activities taxes
and possessory interest taxes that may have accrued against the Four Corners Plant participants and
their coal supplier before April 25, 1985. Accordingly, notwithstanding the uncertainty as to the
scope of the tax waiver provisions in the plant site lease agreement, the amendment to the coal lease

agreement forgives the portion of the possessory interest tax that may have accrued against the coal
supplier between 1978 and the effective date of the amendment.

Notwithstanding the 1985 amendment to the coal lease agreement, the Navajo Tax Commission
has assessed the coal supplier to the Four Corners Plant for possessory interest taxes accruing prior to
April 25, 1985, the effective date of that amendment. The coal supplier has commenced
administrative proceedings to contest these assessments. APS does not believe that the position
adopted by the Tribe is meritorious.

The Tribe has also assessed a possessory interest tax on the coal supplier to the Four Corners
Plant for the period beginning April 25, 1985. Pending the resolution of the issue of whether the Four
Corners plant site lease agreement contains a waiver for the imposition of this tax, the tax will be

paid into escrow by the coal supplier pursuant to provisions in the amendments to its lease. AP
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share of the possessory interest tax sought to be imposed against the coal supplier is approximately
$ 1.9 million per year. The dispute will initiallybe heard by the Secretary of the Interior; however. the
funds paid into escrow willnot be released until the matter is decided by a federal court.

The 1985 amendment to the coal lease agreement also increased royalty payments to the Tribe in
return for certain contractual and other concessions including, among others, an amendment to the
plant site lease agreement providing for a formula for pricing rights-of-way for future transmission
lines, a pricing formula for a supply of water iri the event the participants'ater resources are reduced
as a result of certain adjudication currently pending in the New Mexico state courts, and an
additional area for coal ash disposal, equipment storage, and construction lay-down. The Company
estimates that the additional royalties will increase APS'our Corners coal costs by approximately $5
million per year. See also "Water Supply for APS" in this Item with respect to pending litigation
involving water resources.

One of the leases between the coal supplier to the Navajo Plant and the Tribe contains a
provision permitting a "reasonable adjustment" to the royalties payable to the Tribe in 1984 and at
ten year intervals thereafter. such reasonable adjustment to be made by the Secretary of the Interior
or his delegated representative. The Secretary of the Interior designated the Area Director of the
Navajo Tribal Agency of the Bureau of Indian Affairs ("Area Director") as his representative. In June
1984 the Area Director notified the coal supplier to the Navajo Plant that, pursuant to the lease
agreement, the royalties payable to the Tribe would increase to 20% of the gross value of the coal. as
determined in accordance with federal regulations governing the leasing of federal coal reserves.
effective in August 1984. The coal supplier and the participants in the Navajo Plant have appealed
the decision of the Area Director to the Commissioner of Indian Affairs as both untimely and.
therefore, of no effect, and unreasonable in amount, if timely. The matter is still pending before the
Commissioner of Indian Affairs. If the Area Director's decision is upheld in whole or in part, the
increased royalties will accrue from August 1984. Any increase in the royalties payable under this
lease will be passed through to the participants in the Navajo Plant, including APS, which owns 15%
of the plant. If the royalties are increased to 20% of the gross value of the coal, the royalties would
increase from thirty cents per ton, which is presently being paid, to approximately $ 4.00 per ton. or
approximately $2.4 million per year. However, the standard federal royalty on coal from leased lands
owned by the federal government is 12'/~% of gross value, which would be approximately $ '2.50 per ton
in royalties, or an increase of approximately $ 1.4 million per year. APS cannot predict the outcome of
the appeal.

APS purchases coal for its Cholla Plant (located outside the Navajo reservation) from a coal
supplier that conducts its mining operations partially within the Navajo Reservation. As a result of
the Supreme Court decision referred to above, on July 23, 1985, the coal supplier to the Cholla Plant
agreed to pay the Navajo Tribe approximately $ 11 million as settlement of the tax liability that had
accrued against the coal supplier between 1978 and July 23. 1985. APS'hare of such settlement is
approximately $ 6 million, of which $2.7 million was paid in 1985 and $3.3 million will be due on
July 25, 1986. APS expects these taxes to increase its Cholla costs by approximately $4.5 million each
year after 1986. In connection with this tax settlement, the coal supplier and the Tribe also agreed to
an increase in future royalty payments by the coal supplier to the Tribe. APS expects these increased
royalties to increase its Cholla coal costs by 6% of the gross value of the coal per year through
July 25, 1989 and by 12'/~% per year thereafter.

The coal supplier to the Cholla Plant also conducts mining operations on federal land under
leases with the Bureau of Land Management (the "Bureau" ). The pricing terms of the leases were
subject to renegotiation on April 1, 1981, at which time the Bureau agreed to renew the leases for an
additional ten year period but at a substantially higher royalty level. In June 1985 the coal supplier
paid the Bureau under protest the increased royalties that had accrued since April 1, 1981. in the
amount of $ 10.1 million. APS'hare of such royalites is approximately $6 million. The coal supplier
has filed suit against the Bureau in the United States District Court of New Mexico challenging
several provisions of the leases, including the royalty level.



APS is not, providing a reserve for the 1978 Tribal taxes in its financial statements and l
obtained an order from the ACC that should allow APS to recover from its retail customers t
amount of such taxes that are allocable to them to the extent payment thereof is ultimately required.

See also "Water Supply for APS" in this Item, with respect to additional matters involving
questions as to the rights of Indian tribes.

The principal source of APS'as for generating fuel is El Paso Natural Gas Company ("El
Paso" ) pursuant to a contract with a primary term expiring at the end of 1987. Although substantial
amounts of boiler gas have been made available to it by El Paso, APS intends to purchase sizeable
quantities of natural gas on the spot market at prices below El Paso's. APS expects that limited and,
in the long run, decreasing amounts of boiler gas will be available to it from El Paso and other
sources. In light of that expectation, APS plans to reduce its reliance on boiler gas to the extent
possible.

APS burned a total of 230,000 barrels of residual and diesel fuel oil in 1983, 75,000 barrels in
1984, 200,000 barrels in 1985, and now estimates its 1986 oil requirements at 70,000 barrels. Large ~ .

supplies of boiler gas, the start-up of additional coal-fired capacity, and the availability of purchased
power have allowed APS to substantially reduce its reliance on oil as compared to the 1970's. APS'il
requirements are particularly sensitive to its supplies of boiler gas.

The fuel cycle for Palo Verde is comprised of the following stages: (1) the mining and milling of
uranium ore to produce uranium concentrates, (2) the conversion of uranium concentrates to uranium
hexafluoride, (3) the enrichment of uranium hexafluoride, (4) the fabrication of fuel assemblies, (5) ~
the utilization of fuel assemblies in reactors, and (6) the storage of spent fuel and the disposal or (if
future circumstances permit) the reprocessing thereof. Arrangements have been made to insure that
Palo Verde's requirements of materials and services for each stage of the fuel cycle willbe available as
needed over an extended period.

Uranium concentrates in inventory and available under contracts with Energy Fuels Explorati
Company, Pathfinder Mines Corporation, and other sources should meet Palo Verde's operationa
requirements through 1998 and beyond that year ifoptions to purchase uranium concentrates under
the fabrication contract with Westinghouse Electric Corporation (discussed below) are exercised.
Options provided under the above contracts will permit the purchase of a portion of Palo Verde's
uranium concentrate requirements on the spot market without penalty if the spot market purchase
becomes economical. Uranium hexaflouride in storage and to be obtained through 1992 under a
conversion service contract with Allied Corporation will meet Palo Verde's operational requirements ~
for uranium hexaflouride through 1992. Existing contracts for fabrication services with Combustion
Engineering, Inc. and Westinghouse Electric Corporation will provide fuel assembly services for each
of the Palo Verde units for at least the first two years of operation and approximately the next fifteen
years of operation of each unit, respectively.

The participants in Palo Verde, including APS have an enrichment services contract with the
United States Department of Energy ("DOE") that obligates DOE to furnish the enrichment services
required throughout the life of each of the Palo Verde units. In September 1985, the United States
District Court for the District of Colorado held that the form of the utility services contract used by
DOE in its negotiations with utilities, including the one with the Palo Verde participants, is null and
void. DOE has appealed the decision and has publically announced that pending the final resolution
of the appeal, it will continue to treat the enrichment services contracts, including the Palo Verde
contract, as valid. 0,

Pursuant to the Nuclear Waste Policy Act of 1982 (the "Act"), DOE is obligated to accept and
dispose of all spent nuclear fuel and other high-level radioactive wastes generated by all domestic
power reactors. The Nuclear Regulatory Commission ("NRC") pursuant to the Act, also requires
operators of nuclear power reactors to enter into spent fuel disposal contracts with DOE. The
Company, on its own behalf and on behalf of the other Palo Verde participants, has executed a spe
fuel disposal contract with DOE. The Act also obligates DOE to develop the facilities necessary

10



the disposal of all spent fuel generated and to be generated by domestic power reactors and to have

the first such facility in operation by 1998 under prescribed procedures. Such development is

currently in progress. Spent fuel storage facilties at Palo Verde have sufficient capacity to store all
fuel expected to be discharged from normal operation of all of the Palo Verde units during a period
extending beyond the year 2000.

Increases in generating fuel costs historically have been passed through by APS to its customers
under adjustment clauses filed with the ACC and the FERC. See "Rates —Adjustment Clauses" in
this Item. However, APS cannot be certain of being able to do so in regard to future costs. such as

those arising out of increased royalties payable by APS'oal suppliers to the Navajo or Hopi Tribes.
Any specific exercise of pass-through procedures at any time in effect could be contested and possibly
denied in whole or in part by the ACC or the FERC. Moreover. rate increases in any form are
resulting in customer resistance in the form of decreased energy usage that may retard future growth
of unit sales.

Palo Verde Liabilityand Insurance Matters
The Palo Verde participants currently have insured against public liabilityclaims resulting from

nuclear energy hazards to the full 8655 million limit on liability under Federal law (such law being
commonly referred to as the "Price-Anderson Act"). The maximum available private insurance of
$ 160 million has been purchased, and the remaining 8495 million has been provided through a
mandatory industry-wide retrospective assessment program, under which the Palo Verde participants
collectively could be assessed up to 85 million for each Palo Verde unit licensed by the NRC (of which
APS'hare would be 29.1%) in the event the total liability arising from any nuclear incident
involving any licensed facility in the nation exceeds the 8160 million private insurance. In the event
of more than one incident, the potential 85 million assessment per licensed unit would apply to each
incident, subject to a maximum assessment in any year of 810 million per licensed unit (of which
APS'hare would be 29.1%) for all incidents. The insureds under the liability insurance include Palo
Verde participants and "any other person or organization with respect to his legal responsibility for
damage caused by the nuclear energy hazard." Such nuclear liability insurance coverage does not
apply to damage to the plant facilities.

To cover possible damage to the Palo Verde facilities, the Palo Verde participants maintain
nuclear property damage and decontamination insurance in the aggregate amount of $ 1.135 billion.
APS has also secured insurance against the increased cost of generation or purchased power resulting
from the accidental outage of a nuclear unit. APS will be insured, after a 26-week deductible period,
for up to 81.24 million per week for its share of Units 1 and 2 (and Unit 3 when it is placed in service)
for 52 weeks and up to 50% of such weekly amount for an additional 52 weeks.

In addition to the above-described policies of insurance. the Palo Verde participants are parties
to an indemnity agreement with the NRC. This agreement contains an undertaking by the NRC to
indemnify the Palo Verde participants "from public liability arising from nuclear incidents which is
in excess of the level of financial protection required of" the Palo Verde participants but not in excess
of $560 million. The indemnity agreement is not currently operative and will remain inoperative
unless or until the level of financial protection (i.e., the aggregate amount of primary and secondary
levels of liabilityprotection) required of the Palo Verde participants falls below 8560 million.

The authority of the NRC under the Price-Anderson Act to enter into indemnity agreements
covering new nuclear facilities not now in operation or under construction will expire on August 1,

1987. This limited expiration of authority, ifnot modified by Congress, would have no effect upon the
financial protection and indemnity agreements in effect for plants now in operation or under
construction, such as Palo Verde. Nonetheless, this expiration date has served as a catalyst for
proposals to amend the Price-Anderson Act in a variety of ways. Some would simply extend the
indemnity authority for an additional ten years in order to preserve the viability of the nuclear option
for future expansion of the nation's generating capacity. However, other proposals, ifadopted. could
apply to existing plants now licensed for operation, such as Units 1 and 2, by eliminating or altering
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the limitation of liability or by increasing the maximum amount of retrospective annual premiu
which could be assessed. Several bills to extend the expiring provisions and to amend or elimina
other provisions of the Price-Anderson Act have been offered in both the Senate and the House of
Representatives. The response of Congress to these proposals cannot be predicted, nor is it certain
that Congress willact in the near future.

Water Supply for APS
Assured supplies of water are important both to APS (for its generating plants) and to its

customers. However, confiicting claims to limited amounts of water in the Southwest have resulted in
numerous court actions in recent years.

Both groundwater and surface water in areas important to APS'peration have been the subject
of inquiries, claims, and legal proceedings which will require a number of years to resolve. APS has
been named along with a number of defendants in three lawsuits brought in the United States
District Court for the District of Arizona by or on behalf of Indian tribes regarding the pumping of
groundwater near Indian reservations. APS has also been joined as one of a number of defendants in a
proceeding before a state court in New Mexico to adjudicate rights to a stream system from which
water for the Four Corners Plant is derived. See "Generating Fuel" in this Item for additional
information regarding the water supply for the Four Corners Plant.

In connection with the construction and operation of Palo Verde, APS has entered into contracts
with certain municipalities granting APS the right to purchase efHuent for cooling purposes at Palo
Verde and other future generating units. The validity of APS'rimary effluent contract has been
challenged in a suit filed by the Salt River Pima-Maricopa Indian Community (the "Community")
against the Department of the Interior (the federal agency alleged to have jurisdiction over the use of
such effluent) and additional defendants, including APS. The portion of the action challenging the
effluent contract has been stayed while the Community litigates its claims against the Department o
the Interior and other defendants for wrongful exclusion from the Salt River Project Improveme
and Power District, a federal reclamation project.

In November 1982, certain operators of farms located in the vicinity of the Palo Verde site filed a
lawsuit in Maricopa County Superior Court claiming prior rights to effluent to be delivered to Palo
Verde under the primary and secondary efHuent contracts. In December 1983, an owner of land in the
river basin from which the effluent to be received under the primary contract is alleged to be derived
filed a complaint in the United States District Court for the District of Arizona challenging the
primary efHuent contract. This action was dismissed in November 1985. That dismissal has been
appealed to the United States Court of Appeals for the Ninth Circuit. APS joined with another Palo
Verde participant in bringing an action in an Arizona state court against the plaintiffs in the two
foregoing lawsuits, seeking a declaratory judgment as to rights to efHuent under Arizona law. Such
declaratory judgment action was consolidated in the Arizona state court with the lawsuit filed in
November 1982. In October 1985, the state court ruled in favor of the Palo Verde participants in
these consolidated lawsuits, holding that the effluent contracts are neither void, unenforceable, nor
enjoinable for the reasons raised in the consolidated lawsuits by the parties adverse to the Palo Verde
participants (the "Adverse Parties" ). The Adverse Parties have appealed that decision to the Arizona
Court of Appeals. APS and certain Palo Verde participants have cross-appealed.

On November 22, 1985, several municipalities which are parties to the primary effluent contract
filed an action in Maricopa„County Superior Court against certain of the Adverse Parties seeking a
declaration that the primary efHuent contract is valid notwithstanding claims asserted by those
Adverse Parties that approval of the effluent contract exceeded the municipalities'egal authority and
that the effluent contract violates the laws and public policy of Arizona. APS was named as an
indispensable party. APS has answered the municipalities'omplaint, alleging that there is no
controversy because the Adverse Parties'laims are barred by applicable legal and equitable principles
and alternatively seeking a declaration of the validity of the efHuent contract. All parties have move
for summary judgment. A hearing on those motions is scheduled for April 21, 1986. On March 2

12



1986, the Adverse Parties in that suit sought leave to amend their answer to assert numerous

counterclaims and join additional parties as counterdefendants, including the Company and the other
Palo Verde participants. The proposed counterclaims allege that the primary efHuent contract is

invalid because it violates Arizona municipal law, Arizona water law, certain water supply agreements

involving the municipalities, and various other provisions of state law. The Company will respond to

the proposed amendment in a timely manner.

Although the foregoing matters remain subject to further evaluation, APS expects that the
described litigation will not have a materially adverse impact on the completion, licensing, or
operation of the Palo Verde units.

APS anticipates that existing water supplies in certain parts of Arizona will be augmented by
Colorado River water upon completion of the Central Arizona Project (now scheduled to deliver water
to Phoenix by mid-year 1986). Although APS has been granted an allocation of this water by the

Secretary of the Interior, it expects that reasonably priced water will remain in short supply in
Arizona as well as in the Four Corners region of New Mexico, that uncertainties in applicable water
law as applied to pertinent facts and circumstances may persist for some time, and that its own highly
visible status as a large consumer (along with that of other utilities, particularly those from out of
state) may attract confiicting claims to present water supplies and objections to new plants.
Nevertheless, APS believes that acceptable supplies will be available to its generating units now in
operation or under construction throughout their useful lives.

Indian Matters
In August 1985, the Navajo Tribal Council adopted the Navajo Preference in'Employment Act

("Employment Act") relating to requirements for preference in hiring, promotion, retention, and
training of Navajos by companies and their contractors conducting business on or near the Navajo
reservation. APS and the Chairman of the Navajo Nation, with authorization of the Advisory
Committee of the Navajo Tribal Council, entered into a letter agreement in March 1985 ("Letter
Agreement" ) regarding Indian employment preference at the Four Corners Plant. The Letter
Agreement provides, among other things, that qualifications for employment and promotion shall be

determined by APS. APS and the Tribe disagree on the interpretation of the Employment Act and
whether the Employment Act or the Letter Agreement control future employment relations. The
Employment Act, ifbinding on APS, could seriously impair APS'resent ability to hire and promote
the most qualified employees at the Four Corners Plant. APS cannot currently predict the outcome of
this matter.

See also "Generating Fuel" and "Water Supply for APS," both in this Item, with respect to
additional matters involving questions as to the rights of Indian tribes.
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ITEM 2. PROPERTIES OF APS
APS'resent generating facilities have an accredited capacity aggregating 3,640.370 k

comprised as follows:

Capacity

Coal:
Units 1, 2 and 3 at Four Corners, aggregating.
15% owned Units 4 and 5 at Four Corners, representing..
Units 1. 2, 3 and 4 at the Cholla Plant, aggregating.
14% owned Units 1, 2 and 3 at the Navajo Plant, representing.....

Gas or Oil:
Five steam units divided among the Saguaro (2) Ocotillo (2) and Yucca (1)

Plants. aggregating.
Eleven turbine units, aggregating.
Three combined cycle units, aggregating

Nuclear:
29.1% owned Unit 1 at Palo Verde, representing..

Other

560.000kw
221,700
946.000(1)
315.000

2.04'2.700k w

468,400k w
500,600
253.500

1,222.500k w

369.570kw

5.600k w

(1) APS has agreed to sell varying amounts (up to 350,000 kw) of this capacity to another utility
during the next five years.

The highest one-hour demand on its electric system which APS experienced in 1985 w
3.197,800 kw recorded on July 12, 1985, compared to a high of 2,970,600 kw experienced
August 30. 1984. Taking into account additional capacity then available to it under power purchas
contracts as well as its own generating capacity, APS'apability of meeting system demand on
July 12, 1985. computed in accordance with accepted industry practices, amounted to 3,570,800 kw
for a reserve margin of 12.9%. The power actually available to APS from its resources fluctuates from
time to time as a consequence of unit unavailability (because of shutdown for scheduled or
unscheduled maintenance) and other technical problems. APS'wn sources actually operable at the
time of the July 12, 1985, peak demand were 1.2'ess than those required.

Substantial capital expenditures for environmental protection measures have been and may be
required to keep the Four Corners Plant, and possibly the Navajo Plant, in operation. See
"Environmental Requirements" in Item 1. Both of those plants, along with certain of

APS'ransmissionlines and all of its contracted coal sources, are located on Indian reservations. See
"Generating Fuel" and "Indian Matters" in Item 1 and the sections cross-referenced therein with
respect to the assertion of taxing and regulatory authority by the Navajo Tribe which will increase
the cost of certain of APS'perations.

The receipt of a facility operating license for Palo Verde Unit 2 later than previously anticipated,
combined with other factors, resulted in the announcement on January 14, 1986 of delays in the
commercial operation dates of Palo Verde Units 2 and 3. APS'ost recent projections indicate that
Palo Verde Units 2 and 3 will achieve commercial operation during the third quarters of 1986 and
1987, respectively. Units 2 and 3 had been previously scheduled to achieve commercial operation
during the second quarters of 1986 and 1987, respectively. Nuclear fuel loading was completed at Unit
1 on January 11, 1985. and that unit attained commercial operation on February 13, 1986. Unit 2

completed its fuel loading on December 16, 1985, and Unit 3 fuel loading is scheduled for the first
quarter of 1987. The new schedule is not expected to increase APS'irect cost for its share of Palo
Verde but is expected to increase APS'FC for Units 2 and 3. The construction costs in the tabl
below refiect the updated schedule announced in January 1986. However, various other factors
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affect the accuracy of the estimates shown as well as their comparability to other published estimates
(which may have been prepared as of other review dates). Actual completion dates. unexpected
inflationary pressures, and compliance with any additional governmental procedures and regulations
could cause final costs to vary substantially from these and any later estimates, as could changes in
APS'lans and changes of plans of other participants.

Type of Facility
and Scheduled

Completion Date

Nameplate
Capacity

or Equivalent

Estimated
Construction
Expenditures
(Thousands of

Dollars)(t)

Estimated
Construction
Expenditures

Per Kilowatt(l)

Nuclear:
29.1% owned Units 1 (1986), 2 (1986) and 3

(1987) of the Palo Verde Nuclear
Generating Station, representing................ 1,109,000kw $ 1,333,000(2) $ 1,202

(1) Excluding expenditures for related transmission facilities. fuel, and fuel sources.

(2) Including $ 1,252,584,000 spent through December 31, 1985.

In addition to the construction expenditures shown in the table. APS capitalizes AFC, property
taxes, start-up and pre-operating costs (including start-up power costs), and test energy credits
associated with the foregoing facilities. Making certain assumptions (some of which differ from those
involved in prior estimates) as to'uture interest rates, termination dates of AFC accruals, and other
factors, APS has estimated that the addition of these associated costs to construction expenditures
will bring its total installed cost for the three Palo Verde units to approximately $2,500 per kw. See
"Rates-State" in Item 1 for a discussion of the construction limit imposed by the ACC for APS'hare
of Palo Verde cost.

APS'onstruction plans are susceptible to changes in forecasts of future demand on its electric
system and in its ability to finance its construction program. Changes in the timing of forecasted
increases in demand and other factors occurring since the commencement of construction of Unit 4 of
the Cholla Plant caused APS to enter into agreements to temporarily sell up to 350,000 kw of that
unit's generating capacity through 1990. Although its plans are subject to change, APS does not
presently intend to construct, any new major generating units, other than Palo Verde, until the end of
the century. An important factor affecting APS'bility to delay the construction of new major
generating units is a continuing effort to upgrade and improve the reliability of existing generating
stations. APS is also looking to develop additional interties with neighboring utilities, to review
reserve margins and reliability indices, to expand the size and scope of its load management program.
and to explore cogeneration and third-party financed facilities.

Operation of each of the three Palo Verde units following its completion requires the obtaining of
a low and full power operating license from the NRC. Facility operating licenses for Units 1 and 2

were granted by the NRC to APS and the other participants in Palo Verde in December 1984. and
December 1985, respectively. The licenses, valid for a period of 40 years from the date of issuance,
authorize APS, as operating agent for Palo Verde, to operate Units 1 and '2 at full power. Pending
completion satisfactory to the NRC of certain tests and other items, however, the license for Unit 2

restricts operation of such unit to power levels not to exceed 5%%uo of full power without specific NRC
approval. Similar restrictions in the Unit 1 license were removed by the NRC in May 1985, and Unit
1 was placed in commercial operation in February 1986.

See also "Rates —State," "Water Supply for APS," and "Generating Fuel" in Item 1 with respect
to matters having possible impact on the operation of Palo Verde.

In addition to that available from its own generating capacity, APS purchases electricity from
other utilities under various arrangements. The most important of these is a long-term contract with
Salt River, Project Agricultural Improvement and Power District which may be canceled by the
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District'on three years'otice and which requires the District to make available, and APS to pay for
certain amounts of electricity that are based in large part on customer demand within certain area

~ now served by APS pursuant to a related territorial agreement. APS believes that the prices payable ~
by it under the contract are fair to both parties. The generating capacity available to APS pursuant to
the contract is currently 255,000 kw. In 1985 APS received 898,689 mwh of energy under the contract
and paid approximately $ 45 million for capacity availability and energy received.

On January 25, 1985, the residents of the City of Page, Arizona ("Page" ) voted to acquire
APS'lectricaldistribution system in and around the area of Page and to operate the acquired system as a

municipal system. APS serves approximately 2,500 customers in the Page area. Page has Filed a ~
condemnation action to establish the value of the system and to acquire immediate possession. The
exact property Page will ultimately acquire is unclear at this time and APS'reliminary estimate of
the value of the system varies substantially from that of Page. The parties have stipulated that Page
may take immediate possession of the system upon posting a bond intended to protect APS during
the period of possession prior to trial. The trial is currently scheduled to begin in June 1986. APS
cannot currently predict the outcome of this matter or the extent to which other municipalities may ~
take similar action.

See Note 6 of Notes to Consolidated Financial Statements in Item 8 with respect to property of
APS not held in fee or held subject to any major encumbrance.
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ITEM3. LEGALPROCEEDINGS
See "Rates," "Environmental Requirements," "Generating Fuel." "Water Supply for APS." an

"Indian Matters," all in Item 1, and Item 2 in regard to pending or threatened litigation and other
disputes involving APS.

ITEM4. SUBMISSION OF MATTERS TO A
VOTE OF SECURITY HOLDERS

No matter was submitted to a vote of security holders during the fourth quarter of the fiscal year
covered by this report. through the solicitation of proxies or otherwise.

SUPPLEMENTAL ITEM. EXECUTIVE OFFICERS
OF THE REGISTRANT

The Company's executive officers are as follows:

Age at
Name

Keith L. Turley
March 3, 1986 Position(s) at February 28, 1988

62 Chairman of the Board of Directors and
President

0. Mark De Michele 51 Executive Vice President and Director
Henry B. Sargent, Jr. 51 Executive Vice President, Treasurer, Chief

Financial Officer, and Director
Jaron B. Norberg 48 Senior Vice President and Corporate Counsel
Faye Widenmann 37 Secretary
Kathryn A. Forbes 35 General Auditor
Sally F. Kur 41 Assistant Secretary

The executive officers of the Company are elected no less often than annually and may
removed by the Board of Directors at any time. The terms served by the named officers in their
current positions and the principal occupations (in addition to those stated in the table and exclusive
of directorships) of such officers have been as follows:

Mr. Turley was appointed Chairman of the Board and President of the Company in April 1985.
Mr. Turley was appointed President of APS (a position he held until September 1982) and Chief
Executive Officer of APS in 1974 and was appointed Chairman of the Board of Directors of APS in
February 1981.

J

Mr. De Michele was elected Executive Vice President of the Company in April 1985. He has been
President of APS since September 1982, and became Chief Operating Officer'the following month.
Previously he had occupied the positions of Executive Vice President for Customer, Employee and
Corporate Relations of APS (since September 1981) and Vice President, Corporate-Relations of APS
(April 1978 to September 1981).

Mr. Sargent has served in his current office with the Company since April 1985. He has been
Executive Vice President and Chief Financial Officer of APS since September 1981. Before that date
he was Vice President, Finance of APS.

~ e

Mr. Norberg was elected Senior Vice President and Corporate Counsel of the Company in 1985.
He has been Senior Vice President and Corporate Counsel to APS since inarch 1982, prior to which
time he had been a partner in the law firm of Snell 8t Wilmer.

Ms. Forbes was elected to her present position with the Company in 1985. She has been General
Auditor of APS since March 1984 after serving as manager of the Audit Services Department since
January 1982. Before that time she served as Internal Audit Supervisor (June 1980 to January 1982),
Contract Audit Administrator (June 1979 to June 1980), and Senior Internal Auditor (Novemb ~,',
1977 to June 1979).

18



Ms. Widemann was elected Secretary of the Company in 1985. She has been the Secretary of
APS since December 1982. She previously held the following positions with APS: lilanager of General

Corporate Services (since iMarch 1982) and Public Affairs Representative (March 1978 to June 1980).

Ms. Kur was elected Assistant Secretary to the Company in 1985. She has been the Assistant
Secretary of APS since May 1985 and previously held the following positions with APS: Manager,
General Corporate Services and Senior Writer.

PART II
ITEM 5. MARKETFOR REGISTRANT'S COMMON

EQUITY AND RELATED STOCK HOLDER MATTERS

The Company's common stock is traded on the New York and Pacific Stock Exchanges. Prior to
April 29, 1985, the Company's common stock was held solely by APS and was not listed for trading
on any stock exchange.

The chart below sets forth the common stock price range on the composite tape, as reported in
The Wall Street Journal, for the last three quarters of 1985. The second quarter common stock price
ranges reflect the price ranges from April 29, 1985, the date on which the Company's common stock
became publicly held. The chart also sets forth the dividends per share paid for the Company's
common stock for the last three quarters of 1985.

Year

1985: First Quarter ...............................
Second Quarter

...........................'ourth

Quarter............................

High

28-1/8
28-1/8
27-3/8

Low

22-1/2
22-5/8
22-3/4

Dividends

$
.68
.68
.68

Future dividends will depend on earnings and cash requirements of the Company and other
factors. The holders of common stock are entitled to dividends when and as declared out of funds
legally available therefor. See Notes 5 and 6 of Notes to Consolidated Financial Statements in Item 8

for restrictions on retained earnings available for the payment of dividends by APS to the Company.
These restrictions could afreet the Company's ability to pay dividends.

The number of record holders of the Company's common stock as of March 3, 1986 was 118,244.

The closing price of the common stock on the composite tape on i%larch 25, 1986, as reported in The
Wall Street Journal, was 29'/i.
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ITEM 6, SELECTED CONSOLIDATED FINANCIALDATA
Year Ended December 31.

1985 1984 1983 1982
(Thousands of Dollars, Except Per Share Data)

1981 0
'evenuefrom continuing

operations
Operating income from
continuing operations

Net
income'er

share of common stock:
Earnings (loss) (based on
average shares
outstanding)

Continuing operations
Discontinued operations

Total
Dividends declared

Total assets
Long-term debt less current
maturities and redeemable
preferred stock

$ 306.984
$ 279,549

8 263,260 $ 253.412 8 263,099
8 222,692 8 221,056 $ 196,227

$ 249.724
$ 170,648

$ 3.88

$ 3.88

8 3.65 8
(0.39)

$ 326 $ 346

3 03
(0.07)

$ 3.25
0.05

8 3.36
(0.10)

$ 330 $ 326
$ 2.69
$5,324,945

8 2.60
$4,653,774

8 2.56
$4,386,312

8 '2.40

$3,888,536
$ 2.20
$3.396. I 90

$2,425,361 $ 1,967,486 $ 1,892,477 $ 1,610,486 $ 1,618,048

$ 1,174,502 8 994,967 $ 871,875 $ 866,486 $ 730.788

'Restated to give eH'ect to corporate restructuring (see Note 2 of Notes to Consolidated Financial
Statements in Item 8). ~ .
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ITEM 'I. MANAGEMENT'SDISCUSSION AiVDANALYSISOF FINANCIAL
CONDITION AND RESULTS OF OPERATIONS

Liquidityand Capital Resources

The primary factor in the Company's current liquidity and capital resources is APS'bility to
fund its capital requirements. Consequently. the following discussion will address APS'iquidity and
capital resources.

APS'arge capital requirements for its ongoing construction program and for the refunding of
maturing securities, and its heavy reliance on external financing to meet those requirements. are
discussed in "Construction and Financing Programs of APS" and in "Properties of APS" in Item 2.

APS has a degree of flexibility in adjusting its construction program to its financing capability.
However, that flexibility is limited and APS'ong-term liquidity will depend on its access to the
capital markets which in turn will depend on sufficiency of APS'ates to provide adequate coverages

on its senior securities and an adequate rate of return on common stock equity. Adequate earnings
and coverages are critical to the maintenance of satisfactory credit ratings on APS'enior securities
and, as calculated in accordance with the governing instruments, are prerequisite to APS'egal ability
to issue such securities.

See 'Capital Structure"=- in Item 1 with respect to the Company's capital structure at
December 31, 1985. Its target structure consists of no more than 50% debt (including current
maturities and short-term obligations) and 40% common stock equity, with the balance consisting of
preferred stock. AZP regards common stock equity as its most expensive form of permanent
financing, but it intends to maintain that category at approximately the 40% level in order to support
the credit ratings on APS'enior securities. If interest and dividend rates on new issues of long-term
debt and preferred stock rise in the future, APS'verage cost of capital will rise accordingly.

See "Construction and Financing Programs of APS" in Item 1 and Note 7 of Notes to
Consolidated Financial Statements in Item 8 with respect to short-term borrowings available to APS
(there being a statutory limitation on the amount of such borrowings that APS can have outstanding
without consent from the ACC). Funds from operations after the payment of dividends have
contributed only marginally to total sources of funds in the last few years (see "Industry Problems"
and "Construction and Financing Programs of APS" in Item 1). This situation is expected to
continue to some degree until Unit 1 is fully included in rate base so as to give rise to additional cash
earnings. APS'etention of funds from operations has also been affected by its policy of increasing
common stock dividends periodically (see Item 6).

On February 13, 1986, the date Unit 1 attained commercial operation as defined by the ACC.
APS ceased accruing AFC with respect to Unit 1 and the facilities common to all three Palo Verde
units (the "Common Facilities" ), currently totalling approximately $ 6 million per month. In addition.
APS began expensing the cost of owning, operating, and maintaining its 29.1% share of Unit 1 and
the Common Facilities, currently estimated at $ 5 million per month. Absent adequate and timely rate
relief from the ACC. APS expects these developments to adversely acct is earnings.

As part of the Unit 1 Rate Case, APS is seeking an accounting/rate-making order from the ACC
allowing the Common Facilities to be transferred to plant in service in three equal increments, each
tied to the commercial operation date of a Palo Verde unit, with the continuance of a carrying charge
equivalent to AFC on any portion which has not been transferred to plant in service. If the ACC
grants such accounting/rate-making order, APS would be able to accrue approximately $ 1 million of
such carrying charge per month on each of the remaining two portions of the Common Facilities
which have not been transferred to plant in service. In addition, APS would be able to defer
expensing the cost of owning, operating, and maintaining its 29.1% share of each of the remaining
two portions of the Common Facilities, with such expenses currently totalling approximately $ .3

million in expenses per month for each such portion.

21



APS has also requested that the ACC issue an accounting/rate-making order which would all
APS to defer expensing the cost of Unit 2 and continue the accrual of a carrying charge equivalent
AFC from the commencement of the commercial operation of Unit 2 until APS is allowed to recover
the cost of Unit 2 in rates. If the ACC does not grant the requested accounting/rate-making order
relating to Unit 2, when Unit 2 achieves commercial operation (currently scheduled for the third
quarter of 1986) APS will cease accruing AFC with respect to Unit 2, currently totalling
approximately $ 6 million per month. In addition, APS will begin expensing the cost of owning.
operating, and maintaining its 29.1% share of Unit 2, currently estimated at $3 million per month. If
the ACC does not grant the requested accounting/rate-making order with respect to Unit 2 or grant
adequate and timely rate relief with respect to Unit 2, APS expects its earnings to be adversely
affected.

Operating Results
The Company's subsidiaries, other than APS, are not considered material to an understanding of

the Company's operating results. Consequently the following discussion will address only
APS'peratingresults.

Total operating revenues reflect the effects of rate increases and adjustment clauses (see "Rates"
in Item 1 and Note 1c of Notes to Consolidated Financial Statements) on prices of units sold.
Operating revenues also reflect the volume changes in unit sales shown in "Operating Statistics" in
this Item. The foregoing factors contributed to annual increases in electric revenues over the
preceding calendar year as follows:

Year Ended December 31,
1985 1984

(Thousands of Dollars)

1983

Energy related:
Volume increases (decreases} (1).„..........„......,...,
Price increases (decreases) (2)

Non-energy related:
Revenue increases (decreases) (3) ........................

Net increase..

$ 71,169
63,742

44,624
$ 179,535

647
$ 123,092 $

(7,689)
5,389

$ 29,216 $ 13.438
93,229 (360)

ii) Calculated by summing the products derived by multiplying the year-to-year increases in
units sold in each customer class by the weighted average of the applicable rate levels in
effect for the prior year.

(2) Calculated by summing the products derived by the year-to-year increases in the weighted
average of rate levels in each customer class times the applicable number of units sold in the
current year. Relative contributions by rate increases and by effects of APS'uel adjustment
clauses vary according to the timing of general rate proceedings and the extent to which
accumulated effects of the adjustment clauses are incorporated in new rates.

(3) Includes revenues for miscellaneous service and transmission for others.

The increase in volume-related electric revenues in 1985 was primarily due to higher sales in the
residential and commercial classes. These sales increases were mainly the result of customer growth
and the warmer weather conaitions experienced during the summer of 1985. In addition, there were
increased industrial sales to the copper industry. Unit sales of electricity increased in 1984 primarily
due to customer growth in the residential and commercial classes and more humid weather
conditions, partially offset by decreased industrial and resale sales. The increase in unit sales of
electricity in 1983 was primarily due to customer growth in the residential and commercial classes

partially offset by descreased retail and resale irrigation usage resulting from the U.S. Government's
Payment-in-Kind Program. Conservation efforts by customers in response to higher energy costs hav
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affected unit sales. are expected to continue to do so, and are being aided by the Company's own load-

management programs. The year-to-year changes in non-energy related electric revenues reflect

changes in capacity sold to other utilities (see "Properties of APS" in Item 2).

Although unit fuel costs have continued to rise, APS'ost of fuel per kilowatt-hour generated has

been tempered by the large portion of coal in the fuel mix. See "Rates —Adjustment Clauses" in Item
1 and Note 1c of Notes to Consolidated Financial Statements in Item 8 with respect to the pass-

through treatment of increased unit fuel costs and the increase in APS'eferred fuel account. In 1985,

increases in fuel expenses were primarily due to increased gas generation. In 1984, the slight increases

in fuel expenses reflects increases in the unit costs of fuel for generation partially offset by an

improved fuel mix and high capacity factors at APS'oal-fired plants.

Variations in purchased power and interchange-net reflect varying degrees of availability of
relatively low-priced power from other sources including energy available from testing of APS'uclear
generating unit, the need for APS to augment its own generating sources from time to time, and

APS'bilityto sell energy to neighboring utilities. In 1985, an increase in purchased power and
interchange-net was primarily due to increased purchased power requirements and reduced
interchange sales to other utilities. This increase was largely offset by the accounting treatment for
APS'uel and purchased power expense (See Note 1c of Notes to Consolidated Financial Statements
in Item 8). The increase in purchased power and interchange-net expense in 1984 was primarily due

to accounting treatment for fuel and purchased power which was largely offset by increased
interchange sales to other utilities.

See "Effects of Inflation" in this Item in regard to maintenance expense, which is a function of
the size of the Company's utilityplant and is affected by the timing of major overhauls. The increase
in operations excluding fuel expense in 1985 was due in large part to increased payroll, associated
expenses related to customer growth, and an addition to the reserve for uncollectibles resulting from
an unpaid note.

Depreciation and amortization expenses and ad valorem taxes increase with the size of
APS'tilityplant. See Note 12 of Notes to Consolidated Financial Statement in Item 8 for both ad valorem

and sales taxes (the latter being a function of operating revenues), which are the principal
components of other taxes.

The increases in income taxes and deferred income taxes in 1985 and 1984 were largely a result of
APS'ompliance with an ACC accounting order, effective October 1, 1983, the aggregate effect of
which was to require APS to normalize substantially all income tax timing differences (see Note le of
Notes to Consolidated Financial Statements in Item 8).

The aggregate amount of AFC, shown as other income and a credit to interest deductions, is

primarily a function of the amount of construction work in progress during any given period and
ceases to accrue on those portions of construction work in progress that are included in rate base. See

Note 1d of Notes to Consolidated Financial Statements in Item 8 for changes in rates of AFC. See

"Liquidityand Capital Resources" in this Item with respect to the non-cash aspect of AFC.

The increase in interest on long-term debt in both 1985 and 1984 reflects large amounts of new

borrowings. See "Liquidityand Capital Resources" in this Item and Note 6 of Notes to Consolidated
Financial Statements in Item 8. The decrease in interest on short-term borrowings in 1985 resulted
primarily from decreased borrowings. The increase in 1984 was due primarily to increased borrowings
over the previous years.

Consolidated net income represents a composite of cash and non-cash items (see the
Consolidated Statements of Changes in Financial Position in Item 8) and, in part, reflect accounting
practices unique to regulated public utilities.

APS sold its gas distribution system, effective November 1, 1984. Accordingly, 1983's

Consolidated Statement of Income and Retained Earnings has been reclassified to report separately
this discontinued operation. See Note 13 of Notes to Consolidated Financial Statements, in Item 8.
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Effects of Inflation
In contrast to the analysis of increases in operating revenues in the table at the beginning o

"Operating Results" of this Item, it is sometimes difficult, in the case of operation and maintenance
expenses, to distinguish between eKects of volume increases and rises in unit costs (which, for
purposes of this discussion, are all attributed to inflationary pressures).

Certain inflationary eEects, such as those on costs of generating fuel, are passed through to
customers pursuant to rate adjustment, procedures (see "Rates —Adjustment Clauses" in Item 1).
Nevertheless, APS attempts to minimize such effects by means that include increasing the
availability of its coal-fired units to result in a more economical fuel mix. This increase has been
achieved by an intensive maintenance program, the cost of which is not covered by the adjustment
clauses. There are a number of other major expense items that are also beyond the scope of the
adjustment clauses. Inflationary pressures on these items have given rise to a significant earnings
attrition between general rate increases. See "Rates" in Item 1 with respect to APS'ost recent rate
filings.

See Note 15 of Notes to Consolidated Financial Statements in Item 8 for perspectives on other
eff'ects of inflation.

~ .
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Operating Statistics

1985
Year Ended December 31,

1984 1983

Electric Operations:
Number of Customers (end of period):

Residential.
Commercial
Industrial
Irrigation.
Other.

Total Customers.
Electric Sales (MWH):

Residential.
Commercial .

Industrial
Irrigation.
Other.

Total Electric Sales.

Operating Revenues (000):
Residential.
Commercial
Industrial
Irrigation.
Other.

Total..
Transmission for Others..
Miscellaneous Services..

Total Electric Operating Revenues.....................

Revenue Per KWH (Cents):
Residential.
Commercial
Industrial .

Costs Per KWH Generated (Cents):
Fuel.
Total Electric Operating Expense.............................

Annual KWH Per Average Residential Customer* ...

456,071
61,110

1,948
1,669

769

521,567

436,119
58,810

2,007
1,766
1,049

499,751

407,340
56,470

2,047
1,850
1,061

468.768

4,626,153
4,867,856
2,343,212

346,765
1,787,328

4,328,332
4,495,954

~ 2,133,938
422,520

1,674,243

4,082,505
4,195,225
2,388,634

279,420
1,807.758

$ 438,265
401,439
135,254
22,853
87,728

1,095,539
16,602
62,361

$ 1,174,502

$378,536
343,971
126,187

25,540
86,394

960,628
13,023
21,316

$994,967

$ 314,404
296,364
122,184

15,113
90,118

838,183
12,555
21.137

$871,875

9.47C
8.25C
5.77C

8.75C
7.65C
5.91C

7.70C
7.06C
5.12C

1.72C

6.78C

10,499

1.32C
5.19C

10,355

1.34C

4.47C

10,357

13,971,314 13,054.987 12,753.542

'Total units sold divided by average number of customers.
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OPINION OF INDEPENDENT CERTIFIED PUBLIC ACCOUNTANTS

, AZP Group, Inc:

We have examined the consolidated financial statements and supplemental consolidated
schedules of AZP Group, Inc. and its subsidiaries as of December 31, 1985 and 1984 and for each of
the three years in the period ended December 31, 1985, listed in the accompanying index. Our
examinations were made in accordance with generally accepted auditing standards and, accordingly,
included such tests of the accounting records and such other auditing procedures as we considered
necessary in the circumstances.

In our opinion, such consolidated financial statements present fairly the financial position of
AZP Group, Inc. and its subsidiaries at December 31, 1985 and 1984 and the results of their
operations and the changes in their financial position for each of the three years in the period ended
December 31, 1985, in conformity with generally accepted accounting principles applied on a
consistent basis. Also, in our opinion, such supplemental consolidated schedules, when considered in
relation to the basic consolidated financial statements, present fairly in all material respects the
information shown therein.

DELOITTE HASKINS 4 SELLS

Phoenix, Arizona
February 20, 1986

~ .
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AZP GROUP, INC.

CONSOLIDATED STATEMENTS OF INCOME AND RETAINED EARNINGS

Year Ended December 31,

Electric Operating Revenues.
Fuel Expenses:

Fuel for electric generation.
Purchased power and interchange - net ~......................... ~ ..

Total
Operating Revenues Less Fuel Expenses ...............................
Other Operating Expenses:

Operations excluding fuel expenses
Maintenance.
Depreciation and amortization
Income taxes (Note 9) ..

Other taxes (Note 12)
Total

Operating Income
Other Income (Deductions):

Allowance for equity funds used during construction.......
Income taxes (Note 9) ..

Other - net
Total.

Income Before Interest And Other Deductions.....................
Interest And Other Deductions:

Interest on long-term debt.
Interest on short-term borrowings.
Debt discount, premium and expense.................................
Allowance for borrowed funds used during construction..
Preferred stock dividend requirements of APS (Note 2) .

Total.
Income From Continuing Operations
Loss From Disposal and Operation of Discontinued Gas
System Net of Tax (Note 13).

Net Income (Note 2)
Retained Earnings At Beginning Of Year .............................
Deduct:

Common stock dividends (Notes 4 and 5) .........................
Retained Earnings At End Of Year.....
Average Common Shares Outstanding.
Per Share of Common Stock:

Earnings (Loss) (based on average shares outstanding):
Continuing operations.
Discontinued operations .

Total
Dividends declared..

See Notes to Consolidated Financial Statements.

219,575
16.789

236,364
938,138

186,276
6,647

192,923
802.044

185.504
6,454

191.958
679,917

122,751
88,870
99,221

216,036
104,276
631,154
306,984

143,612
51,676
(6,703)

188,585
495,569

97,535
68,207
87,494

191,100
94.448

538,784
263,260-

134,359
54,028

2,431
190,818
454,078

94,511
62,681
83,707

103,186
82,420

426,505
253,412

121,390
9,256
3.813

134.459
387,871

209,220
6,951
3,613

(48,176)
44,412

216.020
279,549

279,549
505,414

194.091
590,872

191,079
12,281
2,465

(49,317)
48.375

204.883
249,195

(26,503)
222,692
459,962

177,240
505.414

170,830
11,430

1,959
(65,400)
43.741

162.560
225,311

(4.255)
221.056
401,723

162.817
459.962

72,126,618 68,308,131 63,865,210

$ 3.88

$ 3.88
I 2.69

$ 3.65
(0.39)

( 3.26
3 2.60

$ 3.53
(0.07)

$ 3.46r ~.~6

1985 1984 , 1983
(Dollars in Thousands, Except Per Share Amounts)

$ 1,174.502 $ 994,967 $ 871.875
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CONSOLIDATED BALANCESHEETS

ASSETS

December 31,
1985 1984
(Thousands of Dollars)

O.
UtilityPlant, (Notes 6 and 8):

Electric plant in service .

Construction work in progress.
Plant held for future use.

Total UtilityPlant ..

Less accumulated depreciation and amortization ...................
UtilityPlant —net

Investments and Other Assets:
Investments in and receivables from subsidiaries .............,.....
Other investments and notes receivable ..

Total Investments and Other Assets..............................

Current Assets:
Cash.
Temporary cash investments
Special deposits and working funds ..

Accounts receivable:
Service customers.

Allowance for doubtful accounts..
Materials and supplies (at average cost) ..

Fuel (at average cost).
Deferred fuel .

Other
Total Current Assets

Deferred Debits:
Unamortized gas exploration costs .

Unamortized debt issue costs..
Other.

Total Deferred Debits ..

Total.

See Notes to Consolidated Financial Statements.

$2,929,926
2,742,139

40,442
5,712,507

838,684
4.873,823

84,253
6,004

90,257

7,338
5,100
3,342

84,533
43,257
(1,395)
41,525
30,433
74,335

3,873
292,341

10,417
16,705
41.402

68,524

$5,324,945

$2,747.464
2,304,306

36.473
5,088.243

744.160
4.344.083

61,693
5.588

67.281

7,565

3,339

70,560
35,329
(1.43
42,942
30,163

927
6.036

195,427

12,967
13,931
20.085

46.983

$ 4.653,774
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AZP GROUP, INC.

CONSOLIDATED BALANCESHEETS

LIABILITIES
December 31,

1985 1984
(Thousands of Dollars)

Capitalization (Notes 2, 4, 5 and 6):
Common stock, no par value, authorized 100,000,000 shares: issued

& outstanding 74,346,118 in 1985 and 70,128,329 in 1984...............
Retained earnings..

Common stock equity
Non-redeemable preferred stock of APS
Redeemable preferred stock of APS
Long-term debt less current maturities ..

Total Capitalization

$ 1,294,623
590,872

1,885,495
218,561
219,421

2,205.940
4,529,417

$ 1,190,509
505,414

1,695,923
218,561
282,740

1.684.746
3,881.970

Current Liabilities:
Notes payable .

Commercial paper.
Current maturities of long-term debt (Note 6).
Accounts payable
Accrued taxes..
Accrued interest
Accrued dividends of APS
Other ..

Total Current Liabilities .

18,000
17,456
87,121
52,296
72,678

3,566
26,269

277,386

1,800
158,000
70,890
68,090
49,348
55,906

4,143
32.405

440.582

Deferred Credits and Other:
Deferred income taxes.
Deferred investment tax credit.
Unamortized credit related to sale of tax benefits (Note 9) ...
Customers'dvances for construction
Other

Total Deferred Credits and Other.

230,553
174,503
43,645
23,991
45.450

518,142

110,821
138,120
45,333
21,351
15,597

331,222

Commitments (Notes 3 and 11)

Total. $ 5.324,945 $4,653,774
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~ .
Source of Funds:

Funds from operations:
Continuing operations:

Income from continuing operations.
Principal non-fund charges (credits) to income:

Depreciation and amortization
Allowance for equity funds used during construction ...
Deferred income taxes —net,.
Deferred investment tax credit—net ..............................
Other
Total funds from continuing operations.........................

Funds from discontinued gas system —net ...............,............
Total funds from operations

Funds from external sources:
Proceeds from sale of gas system
Common stock.
Preferred stock of APS
Long-term debt of APS.
Other items —net ..

Total funds from external sources....
Total source of funds.

Application of Funds:
Funds used for capital expenditures:

Continuing operations..
Discontinued operations .

Investments and other assets.
Short-term borrowings —net
Repayment of long-term debt of APS
Redemption of redeemable preferred stock of APS ..................
Dividends on common stock.
Increase in working

capital'otal

application of funds.

Increase (Decrease) in Working Capital':
Cash and temporary cash investments.
Accounts receivable
Materials, supplies and fuel.
Deferred fuel and other assets ..

Accounts payable and accrued expenses..
Other liabilities

Net increase.

$ 279,549 $249,195 $225.311

99,221
(143,612)
106,158
36,383
31.361

87.494
(134.359)

43,464
56,002

(385)

83.707
(121.390)

27.033
29.960

4.967
249.588 ~

5.116
254.704

409,060 301.411
(3.093)

409,060 298.318

114.657
63,800
50.000

'264.179
(3.916)

104,114

745,030
(1,616)

86.918
48,875

419.126
/.141

847,528 488,7/20 559.060
S1,256,588 $787.038 $813.764

$425.130
29.724
(4.955)
3.308

185,653
3.820 ~

162.81/
8.267

S813.764

$377,278
31,657

(13,299)
(73,492)
275,833

4,660
1/7.240

7.161

S 494,105

22,976
141,800
275,421

63,319
194,091
64.876

$ 1,256,588 $787.038

S 24.801
(950)

(2.760)
(2.048)

(23.904)
13.128

$ (25,704)
(2,2 16)
(1,420)
(4,191)
32.881

/.811

4,876
21,940
(1,147)
71,245

(38,17/4)
6.136

$ 64.876 $ 7.161 S 8.267

AZP GROUP, INC.
CONSOLIDATED STATEi~IENTS OF CHANGES IN FINANCIAl POSITION

Year Ended December 31.
1985 1984 1983

(Thousands of Dollars)

'Excluding short-term borrowings —net and current maturities of long-term. debt.

See Notes to Consolidated Financial Statements.
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AZP GROUP, INC.
NOTES TO CONSOLIDATED FINANCIALSTATEMENTS

1. Summary of Significant Accounting Policies.

a. Consolidation —The consolidated financial statements of AZP Group, Inc. (the "Company- nr
"AZP") include the accounts of AZP and its principal subsidiary, Arizona Public Service Company
("APS") and those of APS'holly-owned subsidiaries. APS Finance Company N.V. ("Finance" ).
organized to serve as a financing corporation to raise funds outside the United States of America. and
APS Fuels Company, organized to manage investments in certain fuel resources. All significant
intercompany balances and transactions have been eliminated. Other AZP subsidiaries. which are
shown on the equity basis. are not considered material for financial reporting purposes.

b. Plant and depreciation —Utility property is stated at original cost as defined for regulatory
purposes. The cost of additions to utility plant and replacements of retirement units is capitalized.
Replacements of minor items of property are charged to expense as incurred. In addition to direct
costs. capitalized items include the present value of certain future lease payments (see Note 6).
research and development expenditures pertaining to construction projects, indirect charges for
engineering, supervision, transportation and similar costs, and an allowance for funds used during
construction. Costs of depreciable units of plant retired are eliminated from plant accounts and such
costs plus removal expenses less salvage are charged to accumulated depreciation. Contributions in aid
of construction are credited to plant cost.

Depreciation on utility property is provided on a straight-line basis at rates authorized by the
Arizona Corporation Commission ("ACC") annually. The applicable rates for 1983 through 1985
ranged from 2.86% to 9.86% for electric plant.

c. Revenues and fuel costs —Operating revenues are recognized when billed on a monthly cycle
billing basis. Retail rate schedules include adjustment clauses which permit recovery of costs of
certain fuel and purchased power. Regulatory hearings are held periodically to adjust the rates
applicable under fuel adjustment clauses to more nearly match actual fuel costs. Temporary net
under- or over-recoveries of costs resulting from application of the adjustment clauses are recognized
as a deferred fuel asset or liability. respectively, with an offsetting amount recognized in purchased
power and interchange —net expense. See Note 3 for a discussion of current rate matters related to
such clauses.

d. Allowance for funds used during construction —In accordance with the regulatory accounting
practice prescribed by the FERC and the ACC, APS capitalizes an allowance for the cost of funds
used to finance its construction program ("AFC"). AFC. which does not represent current cash
earnings, is defined as the net cost during the period of construction of borrowed funds. and a
reasonable rate of return on equity funds so used. The calculated amount is capitalized as a part of
the cost of utilityplant.

AFC has been calculated using composite rates of 12.75% in 1985 and 1984 and 13.0% in 1983. In
July 1983 APS began compounding AFC semi-annually and, in October 1983, recording the borrowed
funds portion on a "net of tax" basis through charges to income taxes —operating expense and credits
to income taxes —other income. AFC ceases to accrue on those portions of construction work in
progress allowed in rate base which, for ACC purposes, was approximately 8460.000.000 at
December 31, 1985.
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e. Income taxes —APS uses accelerated depreciation methods for income tax purposes. As
prescribed by the ACC, deferred income taxes are provided for certain timing differences arising from
the recording, for income tax and financial reporting purposes. of depreciation of property placed in
service after January l. 1977. In October 1983, in accordance with an ACC order, APS began
deferring amounts equal to the change in income taxes arising from substantially all other timing
differences. Prior to October 1983, such differences were refiected currently in income. At
December 31, 1985 APS had fiowed to income currently approximately $271,600,000 of income tax
benefits arising from income tax timing differences for which deferred taxes have not been provided.

In 1982 APS, in compliance with an ACC order, began deferring amounts equal to the reduction
in Federal income taxes arising from investment tax credits and amortizing these amounts to other
income over the estimated life of the related assets. Before 1982 such amounts were fiowed through
income currently.

f. Research and development costs —Research and development costs are expensed on a current
basis. except that costs which may result in additions to utility plant are deferred for subsequent
inclusion in plant or to be written off if the applicable project is abandoned.

g. Gas exploration costs —The excess of costs over sales proceeds of APS'iscontinued gas
exploration program has been deferred to be recovered, without interest, over a ten-year period
pursuant to an order of the ACC, from certain classes of customers. A portion of such amount is now
being remitted to APS by Southwest Gas Corporation as a result of the sale of the gas distribution
system in 1984. See Note 13.

h. Discontinued operations —As described in Note 13, APS sold its gas distribution system.
effective November 1, 1984. Accordingly, 1983's statement of income has been reclassified to repor
separately this discontinued operation.

2. Corporate Restructuring.
On April 18, 1985, APS'hareholders approved a plan for corporate restructuring to provide

financial and organizational fiexibilityby separating regulated utilityoperations from other activities.
Effective April 29. 1985, APS became a subsidiary of AZP.

As part of the restructuring, APS sold to AZP. at book value, the common stock of three of
APS'holly-ownedsubsidiaries: Malapai Resources Company, Energy Development Company and El

Dorado Investment Company.

The accompanying consolidated financial statements have given effect to the restructuring for all
periods presented. Accordingly, the preferred dividend requirements of APS are classified as Interest
and Other Deductions. Except for this change. the restructuring had no material effect on the
historical financial statements. The corporate restructuring also had no effect on the ownership of
APS preferred stock or on APS debt securities.

3. Rate Matters.
In 1984, a committee comprised of representatives from each of the state utility regulatory

commissions having primar" jurisdiction over the rates of the various regulated participants in the
Arizona Nuclear Power Project commissioned a study to determine whether sufficient evidence exists
to warrant a prudency audit of costs incurred for construction. In September. 1985, the committee
concluded that an audit should be performed relating to $3.12 billion of material and labor costs. of
which APS'hare is approximately $900 million, as well as financing and certain indirect costs related
to the project. The prudency audit is expected to begin in 1986 with recommendations expected in
late 1986 or 1987. Any amounts subsequently deemed by the ACC imprudently spent and not allowed



. AZP GROUP, INC.
NOTES TO CONSOLIDATED FINANCIALSTATE@i'fENTS

in rate base would be written off. Although the Company is unable to predict the final outcome of this
matter, management believes, based ori current information, that overall the Palo Verde Nuclear
Generating Station (Palo Verde) was constructed in a prudent manner.

On February 11, 1986 hearings commenced concerning costs deferred by APS through the
operation of its purchased power and fuel adjustment clause. In August, 1985 the ACC granted a rate
increase sufficient only to limit the increase in the accumulated balance of such costs and agreed to
hear testimony in connection with the accumulated balance (approximately $74 million at
December 31. 1985). To date no order has been received. Management believes that any ultimate
disallowance of such cost should not be material to the Company's operation or financial position.

As an incentive to complete construction and commence operation of Palo Verde, the ACC in a ~

November, 1984 order, placed a cap on the total construction costs. The cap was set at $2.86 billion.
Amounts expended in excess of the cap are presumed to be imprudent under the Commission's order.
The most recent estimate of APS'hare of total Palo Verde construction costs is $2.76 billion.

On May 24. 1985, APS filed with the ACC a request for a rate increase sufficient to recover its
share of the costs of commercial operation of Palo Verde Unit 1. Unit 1 commenced commercial
operation on February 13, 1986 and APS began incurring such costs at that time. Also requested ivas
an accounting order allowing the deferral until 1987 of the costs of commercial operation of Palo
Verde Unit 2 which is expected to commence commercial operation in the third quarter of 1986. A
hearing on this request has been scheduled for March 27, )986.

On December 18, 1985, APS filed a request for a rate increase sufficient to recover its share of
the costs of commercial operation of Palo Verde Unit 2. As requested by the ACC, APS proposed as
an alternative to a one step increase, and subject to certain conditions precedent, that the costs of
commercial operation of Unit 2 be phased in over a period of years. The hearing date for the Unit 2
phase of the case has been set for September 26, 1986.

'
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Call
Price
Per

Shara(a>
Per

Share 1985 1984
(Thousands of Dollars)

4. Non-Redeemable Preferred Stock of APS and Common Stock of AZP.

The balances at December 31, 1985 and 1984 of preferred stock of APS which is not redeemable except
pursuant to call by APS at its option, are shown below.

Number of Shares Par Value
Outstanding at Outstanding at
December 31, December 31.

Authorized 1985 1984

Non-Redeemable Preferred
Stock of APS
(cumulative):

$ 1.10 preferred.................
82.50 preferred.................
$2.36 preferred.................
$4.35 preferred.................
Serial preferred................

82.40 Series A...............
$2.625 Series C.............
82.275 Series D ............
83.25 Series E...............

Serial preferred................
88.32 Series J ...............
Adjustable rate series

Q
Serial preferred................

83.58 Series 0...............
Total .........................

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

1,000,000

4,000,000(b)

10,000,000

155,945
103,254
40,000
75,000

155,945 8 25.00
103,254 50.00
40,000 50.00
75,000 100.00

8 3,898
5,163
2,000
7,500

8 3,898 8 27.50
5,163 51.00
2,000 51.00
7,500 102.00

240,000
240,000
200,000
320,000

240,000
240,000
200,000
320,000

50.00
50.00
50.00
50.00

12,000
12,000
10,000
16,000

12,000
12,000
10,000
16,000

50.50
51.00
50.50
51.00

500,000 500,000 100.00 50,000 50,000 (d)

2,000,000 2,000,000 25.00
4.374.199 4.374.199

50,000 50,000
$ 218 561 $ 218.561

(e)

500,000 500,000 100.00 50,000 50,000

(a) In each case plus accrued dividends.

(b) This authorization also covers outstanding redeemable preferred shares shown in Note 5, as well as the
non-redeemable shares indicated above.

(c) At $ 105.50 through August 31, 1987; at 8103.00 through August 31, 1992; and at $ 101.00 thereafter.

(d) Bears dividends at a rate, adjusted on a quarterly basis, 2% below the rate borne by certain United
States Treasury Securities, but in no event less than 6% per annum, or greater than 12% per annum.
Redeemable on or after March 1, 1988 at the option of the APS at 8103.00 through February 28, 1993; and at
8100.00 thereafter.

(e) Not redeemable prior to June 1, 1987 through certain refunding operations that would result in a lower
rate of cost to APS than the dividend rate on the shares to be redeemed; otherwise at 828.58 through May 31,

1987; at $27.39 through May 31, 1992; at $26.19 through May 31, 1997; and at 825.00 thereafter.
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Number
of SharesDescription

Balance, December 31, 1982.................
Common Stock .

Non-Redeemable Preferred
Stock, Adjustable Rate Series Q .....

Balance, December 31, 1983.................
Common Stock.

Balance, December 31, 1984..................
Common Stock ................

Balance, December 31, 1985..................

62,894,490 $ 1,040,916 3,874,199 $ 168.061
3,816,362 85,793

60.000500,000
4,374,199 218,56166,710,852

3,417,477
1,126.709

63,800
218,5611,190,509

104,114
70,128,329

4;217,789
4,374,199

4.374. 199 8218.56131.294.62374. 34 1!. 118

The holders of preferred stock of APS are entitled to one vote for each share held. Special
requirements for favorable votes of.holders of preferred stock, voting by the classes respectively
prescribed for the several purposes, pertain to (i) certain conversions or exchanges of outstanding
preferred stock, (ii) the authorization of any stock ranking prior to the preferred stock, (iii) making
any change in the terms and provisions of preferred stock that would adversely affect the rights and

preferences of the holders thereof, (iv) the issuance of any additional shares of preferred stock except
under prescribed circumstances or (v) a merger, consolidation or sale of substantially all the assets of
APS. The foregoing voting rights attach to both redeemable and non-redeemable preferred stock, as

do the rights that would arise out of dividend arrearages as discussed in Note 5.

Sales of common stock of AZP and non-redeemable preferred stock of APS during each of the
three years in the period ended December 31, 1985 were as follows (dollars in thousands):

Non-Redeemable
Preferred Stock of APS

Common Stock'cumulative)
1Vumber Par Value

Amount" of Shares Amount

'Common stock of APS prior to April 29, 1985, See Note 2 regarding corporate restructuring.

"Includes premiums and expenses of preferred stock issues.

The Company has a stock purchase and dividend reinvestment plan whereby newly issued shares
of its common stock may be purchased at market on the applicable dates by any participant in the
plan. APS has an employee savings plan under which the investment of certain funds contributed by
participating employees could, and its own contributions (pursuant to provisions calling for the
matching of employee contributions on certain terms or provisions pursuant to which limited federal
tax credits can be obtained by reason of voluntary contributions) would, involve the issuance of new
shares of AZP common stock. Contributions made by APS to its employee retirement plan may also
involve one or more such issuances.

37



~ .
AZP GROUP, INC.

NOTES TO CONSOLIDATED FINANCIALSTATEMENTS (continued)

5, Redeemable Preferred Stock of APS.
The balances at December 31, 1985 and 1984 of preferred stock of APS which is redeemable at

the option of the holders or pursuant to sinking fund obligations, in addition to being callable by
APS. are shown below.

Number of'hares
Outstanding at
December 31,

1985 1984
Per

Share

Par Value
Outstanding at Call
December 31, Price

1985 1984 Per Share(a)

(Thousands of Dollars)
Redeemable Preferred
Stock (cumulative)
serial preferred: (b)

$8.50 Series G ....................
810 Series H.......................
$ 10.70 Series I....................
$8.80 Series K....................
$9.70 Series L ....................
811.95 Series M .................
812.90 Series N..................
Adjustable Rate Series P ...
$ 11.50 Series R...................

Total............................... ~

104,677
209.934
344,600
480,000

85,000
370,000
100,000
500.000

2.194.211

38.400
304,000
240,000
600,000
480,000
195,000
370.000
100,000
500.000

2,827.400

$ 100.00
100.00
100.00
100.00
100.00
100.00
100.00
100.00
100.00

8
10,468
20,993
34,460
48,000

8,500
37,000
10,000
50,000

$ 3,840
30,400
24,000
60,000
48,000
19,500
37,000
10,000
80.000

$219.421 $ 282,740

(c)
(d)
(e)
(f)
(g)
(h)
(i)
(j)

(a) In each case plus accrued dividends.

(b) See Note 4 for authorized number ofshares.

(c) Redeemable at $ 106.12 through September 1, 1986, and thereafter declining by $0.36 per year to
par after September 1, 2002. Applicable sinking fund provisions require the redemption of 16,000 shares
at par annually (representing annual payments of$ 1,600,000).

(d) Redeemable at $ 103.00 through November 30, 1990, and at $ 101.00 thereafter. Applicable
sinking fund provisions require the redemption of 15,000 shares at par annually (representing annual
payments of $ 1,500,000). APS may, but is not required to, redeem an additional 15,000 shares at par on
December 1 in any year.

(e) Redeemable at $ 106.00 through February 28, 1989; at $ 103.00 through February 28, 1994; and
thereafter declining in steps to $ 101.00. Applicable sinking fund provisions require the redemption of
22,500 shares at par annually commencing March 1, 1986 (representing annual payments of$2,250,000).
APS may, but, is not required to, redeem an additional 22,500 shares at par on March 1 in any year
beginning in 1986. AtDecember 31, 1985, APS had met the 1986 sinking fund requirement.

(fl Redeemable at the option of APS at 8104.31 through February 28, 1986, declining by 81.08 per
year to $ 101.07 after March 1, 1989. Applicable sinking fund provisions require the redemption of 96,000
shares at par annually commencing March 1, 1986 (representing annual payments of$9,600,000).

(g) Redeemable on or after May 1, 1986 at the option of APS at 8101.99 through April 30, 1987;
and thereafter at par. Allshares then outstanding are required to be redeemed on May 1, 1988 at par.

(h) Redeemable after June 1, 1992 at the option ofAPS at $ 106.11 through June 1, 1993, declining
by 80.68 per year to 8100.00 after June 1, 2002. Applicable sinking fund provisions require the
redemption between 1988 and 2002 ofall shares according to a predetermined schedule.
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(i) Bears a dividend of $ 12.50 per share through December 1, 1987 and a dividend thereafter to be
6xed by a formula related to the average prime interest rate in 1987. Redeemable at par on or after
December 1, 1987 at the option of APS. Applicable sinking fund provisions require the redemption of
20,000 shares at par each December 1 beginning in 1988 (representing annual payments of $2,000,000).
Allshares then outstanding are required to be redeemed on December 1, 1992.

(j) Redeemable after June 1, 1994 at the option of APS at $ 105.45, declining each year by a
predetermined amount to $ 100.00 after June 1, 2004. Applicable sinking fund provisions require the
redemption between 1990 and 2004 ofall shares according to a predetermined schedule.

Ifthere were to be any arrearage in dividends on any of its preferred stock or in the sinking fund
requirements applicable to any of its redeemable preferred stock (each such dividend being cumulative
and ofequal ranking with other such dividends, and each such requirement being cumulative and ofequal ..
ranking with other such requirements), APS could not pay dividends on its common stock or acquire any
shares thereof for consideration. If any such dividend arrearage was to equal six or more quarterly
dividends, the holders ofpreferred stock, in addition to their other voting rights and voting by the classes
prescribed for this purpose, could elect a total of six directors (all series of serial preferred stock.
regardless of par value and whether redeemable or non-redeemable, comprising one such class and being
entitled to elect two of the six directors). See Note 4 in regard to other voting rights of holders of
preferred stock.

The combined aggregate amount of redemption requirements for the above issues each year through
1990 are as follows: $ 12,700,000 in 1986, $ 14,950,000 in 1987, $39,040,000 in 1988, and $ 19,540.000 in
1989 and $22,975,000 in 1990.

Redeemable preferred stock transactions of APS during each of the three years in the period ended
December 31, 1985 were as follows (dollars in thousands):

Description

Balance, December 31, 1982
Retirements:
$8.50 Series G.
$ 10 Series H
$ 10.70 Series I

Balance, December 31, 1983.
$ 11.50 Series R.

Retirements:
$8.50 Series G...........
$ 10.00 Series H
$ 10.70 Series I

Balance, December 31, 1984.
Retirements:
$8.50 Series G.
$ 10.00 Series H
$ 10.70 Series I
$8.80 Series K
$ 11.95 Series M.

Balance, December 31, 1985.

iNumber
ofShares

2,412.200

(7,200)
(16,000)
(15,000)

2,374,000
500,000

(15,600)
(16.000)
(15.000)

2,827,400

(38,400)
(199,323)

(30,066)
(255.400)
(110.000)

2.194.211

Par Value
Amount

$ 241,220

(720)
(1.600)
(1,500)

237,400
50,000

(1,060)
(1,600)
(1.500)

282,740

(3,840)
(19,932)

(3.007)
(25,540)
(11.000)

$219.421
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6, Long-Term Debt.
Details of long-term debt outstanding at December 31, 1985 and 1984 are as follows:

December 31.
1995 1984

(Thousands or Dollars)
First mortgage bonds:

Maturing through 1990:
10.375%o due February 1, 1985.

Less securities held by trustee.
5.125% due October 1, 1987.
4.7%o due March 1, 1989..

Maturing 1991 through 1995 —4.40% to 15%.
Maturing 1996 through 2000 —6.25% to 12.875% .

Maturing 2001 through 2005 —6.20%o to 9.95%.
Maturing 2006 through 2010 —6% to 12.125%............................................
Maturing 2011 through 2015 —12.75% to 13.5%.
Unamortized discount 85 premium.

Total first mortgage bonds..
Various issues of pollution control indebtedness primarily due December

15, 1985.
Less securities held by trustee...............................................................

Pollution control indebtedness due August 1, 2009(a) ..
Less securities held by trustee(b).

Pollution control indebtedness due December 1, 2009(c) ...,....~......~.... ~ ............
Less securities held by trustee(b).

Pollution control indebtedness due May 1, 2013(c) .

Pollution control indebtedness due May 1, 2014(d).
Pollution control indebtedness due February 1, 2015(e).................................

Less securities held by trustee(b).
Unsecured notes payable due 1987(f).
16.25% guaranteed debentures due July 15, 1988(g)
16.25%o guaranteed debentures due February 1, 1989(g)
16% guaranteed debentures due February 15, 1989(g)
11.75% guaranteed debentures due January 15, 1990(g).................................
12.5%o debentures due February 15, 1992 ..............
Capitalized lease obligation(h) ~

Unamortized discount.
Total long-term debt ............ ~ ..

Less current maturities:
Pollution control indebtedness due December 15, 1985 net of securities
held by trustee.

Sinking fund requirements on first mortgage bonds.
Capitalized lease obligation(h).
Other

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

3

15,000
20,000

325,000
269,977
185,000
202,000
450,000

(2,413)

3 60,250
(16,127)
15,000
20,000

200,000
272,977
185,000
152,000
'200,000

(1.960)

106,980
(1,572)

147,000
(15,071)
65,750
55,200
49,400
(2,444)
70,000

75,000
25,000
60,000
75,000
46,907

1,975
(293)

2.223.396

105,000
(11,269)

147,0
(23,2
65,70
55,200

70,000
50,000
75,000
25,000
60.000

48,472
9,380
(780)

1,755,636

15,333
1,685

438
47,456

92,205,940

65,949
3,000 ~
1,565

3(6
70.890

$ 1.684.746

1,464,564 1,087,135
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AZP GROUP, INC.
NOTES TO CONSOLIDATED FINANCIALSTATEMENTS (continued)

iai Adjustable-rate annual tender pollution control revenue refunding bonds supported by a iong-
term irrevocable letter of credit issued by a bank. The bonds bear interest at 6% through July 31,
1986 and thereafter at such rate, determined annually, which will cause the bonds to have a market
value which approximates, as nearly as possible, their par value.

(b) Representing pollution control funds deposited with a revenue bond trustee and to be
disbursed as needed to pay the costs of acquiring, constructing, reconstructing, improving,
maintaining, equipping or furnishing the facilities financed.

(c) Consisting of borrowings from a governmental authority which has funded that amount
through issuance of a series of par value demand bonds supported by a long-term irrevocable letter of
credit issued by a bank. These bonds bear interest at such rate, determined weekly, as will cause the
bonds to have a market value which approximates, as nearly as possible, their par value.

(d) Adjustable-rate annual tender pollution control revenue refunding bonds are supported by a
long-term irrevocable letter of credit issued by a bank. The bonds bear interest rate at 6% through
April 30, 1986 and thereafter at such rate, determined annually, which willcause the bonds to have a
market value which approximates, as nearly as possible, their par value.

(e) Adjustable-rate annual tender pollution control revenue bonds supported by a long-term
irrevocable letter of credit issued by a bank. The bonds bear interest through January 31, 1986 at
6.5% and thereafter at such rate, determined annually, which will cause the bonds to have a market
value which approximates, as nearly as possible, their par value.

(f) Consisting of two long-term bank loans of $50,000,000 and $20,000,000. The principal
amounts of such loans bear interest, at APS'ption, at one or more of the following annual interest
rates: (a) in the case of the first loan, 102% of the Prime Rate or, in the case of the second loan, the
Prime Rate plus '/g%, (b) the CD Rate plus '/8%, or (c) the Eurodollar Rate plus '/2%.

(g) Representing debentures issued by Finance, the payment of principal and interest has been
unconditionally guaranteed by APS. The 11%% debentures due January 15, 1990 are redeemable at
the option of Finance at 101'/2% from January 15, 1987 through January 14, 1988, then at 100%%
through January 15, 1989, and thereafter at 100%. The 16.25% debentures due February 1. 1989 and
16% debentures due February 15, 1989 were redeemed on February 1 and 15, 1986, respectively, with
the proceeds of a $ 100,000,000 issue of first mortgage bonds. The debentures were redeemed at 101%
plus accrued interest. The new bonds bear interest at 11.0% and are due January 15, 2016. The
16t/g% debentures due July 15, 1988 were redeemed on July 15, 1985 at 101'/2% plus accrued interest.

(h) Represents the present value of future lease payments (discounted at the interest rate of
7.48%) on a combined cycle plant sold and leased back from the independent owner-trustee formed to
own the facility. The lease requires semi-annual payments of $2,582,000 through June 2001, and
includes renewal and purchase options based on fair market value. This plant is included in plant in
service at its original cost of $54,405,000; accumulated depreciation at December 31, 1985 was
$21,401,000.

Aggregate annual payments due on long-term debt and for sinking fund requirements through
1990 are as follows: 1986, $ 17,456,000; 1987, $ 102,620,000; 1988, $ 17,795,000; 1989, $37,985,000; and
1990, $78;193,000. For sinking fund requirements and redemptions at the option of the holders of
redeemable preferred stock, see Note 5.

Substantially all utility plant, other than nuclear fuel, transportation equipment and the
combined cycle plant mentioned above, is subject to the lien of the first mortgage bonds. The first
mortgage bond indenture includes provisions which would restrict the payment of dividends on APS
common stock under certain conditions which did not exist at December 31, 1985.
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AZP GROUP, INC.
NOTES TO CONSOLIDATED FINANCIALSTATEMENTS (continued)

7. Lines of Credit and Compensating Balances.

APS'ines of credit at December 31, 1985 and 1984 are summarized below. No amounts were
outstanding under the lines at December 31, 1985 or 1984.

1985 1984
(Thousands of Dollars)

Commercial paper backup lines:
Domestic banks.
Foreign banks ..

Other domestic bank lines .

Total

$ 125,000 $ 125,000
50,000 50,000

245,000(a) 245.000(a)
$420,000 $420,000

~,
(a) Including $200,000,000 available under a credit agreement between APS and various banks

which carries a commitment fee of 'ii% per annum.

The commitment fees for the commercial paper backup lines with domestic banks were s/s% per
annum in 1985 and 1984. Compensating balances required (but which were not legally restricted) for
the other domestic banks lines (exclusive of the credit agreement referred to in (a) above) were ~ ',

generally 7'A% of the lines plus 5% of borrowings in 1985 and 1984.

Under the foreign bank lines, commitment fees were payable at 'liFo per annum in 1985 and 1984.
The interest rate on borrowings under these facilities was approximately th% per annum over the
applicable Eurodollar Rate in effect from time to time.

By statute APS'hort-term borrowings cannot exceed 7% of total capitalization without t
consent of the ACC.

~ I

~ i
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AZP GROUP, INC.
NOTES TO CONSOLIDATED FINANCIALSTATEMENTS (continued)

8. Jointly-Owned Facilities.
At December 31, 1985, APS owned the following interests in jointly-owned electric generating

and transmission facilities (dollars in thousands):
Percent Net Construction

owned by Accumulated Plant in Work in
APS Depreciation Service Progress

Generating Facilities:
Arizona Nuclear Power Project
(ANPP) - Units 1, 2 and 3 .....

Four Corners Steam
Generating Plant - Units 4

and 5.
Navajo Steam Generating
Plant - Units 1, 2 and 3 ..........

Transmission Facilities:
ANPP Transmission System...
Navajo Southern Transmission

System
Palo Verde- Yuma 500KV

System
Total

29.1% 8

15.0% 118,897

14.0% 119,295

35.8%(a) 7,398

31.4%(b) 28,198

23.9%(c) 16,255
$290,043

20,791

37,994

791

9,027

550
$69,153

$9,40(,231

98,106

81,301

1.499

1.009

6,607 48.337

19,171

15,705

93

1.915
$220,890 $2.460.084

(a) Weighted average of interests varying from 34.6% to 43.95%.

(b) Weighted average of interests varying from 14% to 100%.

(c) Weighted average of interests varying from 11% to 100%.

The foregoing dollar amounts correlate to APS'ercentage interest in each facility. APS'hare of
related operating and maintenance expenses is included in operating expenses.

9. Income Tax Expense.
The components of income tax expense —continuing operations for each of the three years in the

period ended December 31, 1985 were as follows:
Year Ended December 31.

1985 1984 1983
(Thousands of Dollars)

Currently payable:
Federal.
State.
Other.

Total current.

Deferred:
Depreciation —net.
Taxes, pension costs and other —net.
Investment tax credit—net...... ~ .. ~ ~ .~... ~ ..

Total deferred.
Amortization of tax benefits sold.

Total

$ 9,242
10,598
2,861

22,701

57,273
49,690
36,383

143,346
(1.687)

8164.360

8 14,578
16,340
3,606

34,524

26,276
18,367
59,o92

104.235
(1,687)

$ 137,072

$ 14.224
10,742
'2.870

'27.836

"1

5,627
39,583
67,(81
(1.687)

893.930
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AZP GROUP, INC.
Y/OTES TO CONSOLIDATED FINAiICIALSTATEMENTS (continued)

In 1981 APS sold to another corporation certain federal income tax benefits in exchange for cash.
APS, pursuant to an order of the ACC. has recorded the proceeds of the sale as a deferred credit and
is amortizing the amount of such proceeds on a straight-line basis over approximately 30 years.

Following is a summary of the difference between income tax expense —continuing operations
and the amount obtained by multiplying income before income taxes and preferred stock dividend
requirements of APS by the statutory federal income tax rate.

Year Ended December 31.
1985 1984 1983

(Thousands of Dollars)

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

Tax under book depreciation
Allowance for funds used during construction...........
Investment tax credit amortization ............................
Taxes. pension costs and other items capitalized .....
State income tax—net of federal income tax benefit
Other ..

Total provision for federal and state income tax ..

16,431
(88,222)

(2,955)

11,780
2.698

$ 164,360

14,165
(84.491)

(2,827()

11,1(2
(882)

$ 137.072

$224,628 $ 199,935 $ 166.972

10.213
(83. (99)

(1.970)
(6.640)

(.070
2.084

$ 93.930

At December 31, 1985 the Company had approximately $ 11,000,000 of investment tax credit
carryforwards which willexpire through 2000.

l0. Pension Plan and Other Benefits,
APS'ension plan. a defined benefit plan. covers virtually all employees. Pension cost. includi

administrative cost for 1985. 1984, and 1983 was $ 15,458,000, $ 16,370,000, and $ 15.248.00 .

respectively, of which approximately $5,081,000, $6.512,000, and $ 6,871,000, respectively, was charged
to expense; the remainder was either capitalized as a component of construction costs or billed to
participants ofjointly owned facilities.

The following is a summary of plan data as of the most recent benefit information date:

January 1.

Actuarial present value of accumulated plan benefits:
Vested
Non-vested.

Total..

Net assets available for benefits

1985 1984
(Thousands of Dollars)

$ 127.018 $ 115,984
11.885 10.499

$ 138,903 $ 126.483

$ 193,235 $ 182.577

The actuarial present value (assuming a rate of return of 9.00%) of accumulated plan benefits
presented above has not been calculated with reference to the effects of projected inflation, whereas
such effects are considered by APS with reference to the adequacy of plan assets: accordingly. APS
considers the utilityof the comparison suggested to be extremely limited.

In addition to providing pension benefits, APS provides certain health care and life insurance
benefits for active and retired employees. Life insurance benefits are provided through an insurance
company whereas health care costs are paid as expenses are incurred under a self-insured plan. The
cost of providing those benefits in 1985 for 1,091 retirees and 8,362 active employees was $ 1,086.000
and $ 13.423,000. respectively, of which approximately $5,825.000 was charged to expense; the
remainder was either capitalized as a component of construction costs or billed to participants
jointly owned facilities.
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AZP GROUP, INC.
iVOTES TO COV(SOLIDATED FINANCIALSTATEMEYTS (continued)

Under the AZP Group. Inc. Stock Option and Incentive Plan approved by the Company's
shareholders on April 18, 1985, non-qualified and, incentive stock options (ISO) and restricted stock
awards may be granted to officers and key employees of the Company and subsidiaries for up to
3.000,000 shares of AZP common stock. The plan also provides for the granting of stock appreciation
rights, performance shares, dividend equivalents or any combination of the foregoing. In 1985.

approximately 15,000 restricted shares, 15,000 ISOs and 15,000 dividend equivalents were awarded
under the plan.

11. Commitments and
Contingencies,'uclear

Insurance —The Price-Anderson Act ("Act") currently limits public liability claims
that could arise from a nuclear incident to a maximum amount of $655,000,000 for each licensed
nuclear facility. Private insurance for this exposure has been purchased by the participants (including
APS) in the Palo Verde Nuclear Generating Station in the maximum available amount, presently
$ 160,000,000, with the balance to be provided by secondary financial protection required by the
Nuclear Regulatory Commission ("NRC"). Under the agreement with the NRC, APS could be
assessed retrospective premium adjustments of up to $ 3.000,000 per year in the event of nuclear
incidents involving any licensed reactor in the United States.

Property damage coverage is provided for losses up to $500,000,000 at Palo Verde.
Decontamination liabilityand property damage insurance in excess of the primary $500,000,000 layer
has also been purchased. These policies are primarily provided through mutual insurance companies
owned by utilities with nuclear facilities. If losses at any nuclear facility covered by the arrangement
were to exceed the accumulated funds available for these insurance programs. APS could be assessed
retrospective premium adjustments of up to $3,o00,000.

The Act is scheduled to expire in August 1987 and Congress is currently considering several
alternatives. The Company is unable to predict Congress'ltimate action and what eff'ect such action
may have on APS'iability.

Litigation—APS is a party to various claims, legal actions, and complaints, including a lawsuit
seeking to invalidate APS'ontract with various municipalities for the purchase of efHuent to be used
as cooling water for Palo Verde. In the opinion of management, the ultimate disposition of these
matters will not have a material adverse eEect on the operations or financial position of APS.

Purchase Commitments —APS has significant purchase commitments in connection with the
continuing construction program. Construction expenditures in 1986 have been estimated at
$372,000,000.

12. Supplementary Income Statement Information.
Other taxes charged to operations 'during each of the three years in the period ended

December 31, 1985 are as follows:

Year Ended December 31.

Ad valorem..
Sales.
Other.

Total other taxes.

1985 1984 1983
(Thousands of Dollars)

$ 45,554 $ 42,581 $ 44,691
51,446 „45,495 3'2.169 >

7.276 6,372 o.560
$ 104.276 $94:448 $8'2.420



AZP GROUP, INC.
NOTES TO CONSOLIDATED FINANCIALSTATEMENTS (continued)

13. Discontinued Operations.
Effective November 1, 1984 (the "Closing Date" ) APS sold its gas distribution system to

Southwest Gas Corporation ("Southwest" ). The sale resulted in a non-recurring loss of approximately
$ 26,470.000, net of an income tax benefit of $7,094,000, (approximately $0.39 per average share of
common stock) in 1984.

APS agreed to fund a portion of the costs associated with the accelerated replacement of certain
gas pipe included in the gas distribution system acquired by Southwest by purchasing, under certain
conditions, up to $50,000,000 in aggregate par value of cumulative preference stock (the "Stock" ) to
be issued by Southwest. Any such purchases would be made by APS within approximately three years
following the Closing Date. As of December 31, 1985, no such purchases had been made. The Stock
would yield an annual dividend of between 3% and 16% (payable quarterly) based on a formula
relating to the operating performance of the gas distribution system. The Stock is also redeemable by
Southwest, at its option, on any dividend payment date (at the issue price plus accrued dividends),
but must be redeemed no later than seven years after the issuance date as to any. issue.

Revenues from APS'iscontinued gas operations for 1984, and 1983 were $ 174,728,000, and
$202.134,000, respectively.

Quarter

1985
First
Second
Third
Fourth

1984
First
Second
Third
Fourth

$243,552
276,697
368,129
286,124

$ 46,921
61.712

102,679
68,237

203,937
'236,712
311,845
'242,473

40,201
49,785
90,484
68,725

1,397
(185)

(1,028)
(26,687)

14. Selected Quarterly Financial Data (Unaudited).
Condensed consolidated quarterly financial information for

effect to the restructuring, is as follows:

Revenue Income Income (loss)
Irom Irom from

Continuing Continuing Discontinued
Operations Operations Operatioas

(Dollars ia Thousands, Except

Earniags (loss) per share of
common stock

Income Operations Operations
Per Share Amounts)

$ 46,921
61,712

102,679
68,237

$0.67 $ —
0.86
1.41
0.92

41,598,
49,600
89,456
42,038

0.60 0.02
0.73
1.32 (0.02)
0.99 (0.39)

1985 and 1984, as restated to give

15. Supplementary Information to Disclose the Effects ofChanging Prices (Unaudited).
The following supplementary information is furnished pursuant to Statement No. 33 as amended

by Statement No. 82 of the Financial Accounting Standards Board for the purpose of illustrating the
eff'ects of changing prices in an inflationary environment. It offers some perspectives of approximated
effects of,inflation, and is not intended as precise measurements of those effects.

APS and other public utilities similarly situated are subject to rate-making procedures which, by
law and practice, in large part utilize the historical cost of utility plant in the determination of the
allowed recovery (through depreciation) of the investment therein and return thereon. This precludes
or restricts a rate-making response to the effects of realizing such recovery and return in inflated
dollars. compared to those in which the investment was made. The first table below presents an
approximate measurement of those effects from the perspective of that portion of the investment,
which was not reflected in 1985 depreciation or in the Company's return, and which is therefore not
"recoverable."
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NOTES TO CONSOLIDATED FINANCIALSTATEMENTS (continued)

For these presentations, "current cost" amounts were calculated by applying certain indices (or
ratios derived therefrom) to certain historical or other amounts. The primary index was the Handy
Whitman Index of Public Utility Construction Costs (a preliminary estimate of which was used for
the last half of 1985), although the Consumer Price Index was used for construction work in progress.
The Company believes that the Handy Whitman Index is the more accurate of the two in estimating
the prices it would incur to duplicate at various times its utility plant in service at the indicated
dat'es. Over the period from 1981 through 1985 the Consumer Price Index rose faster than the Handy
Whitman Index.

Electric depreciation expense for 1985 was recalculated by applying the Company's composite
depreciation rate to depreciable base determined by indexing certain appraised values from the times
of appraisal. The amount by which the expense so recalculated exceeds that shown on the Company's
1985 Consolidated Statement of Income appears as an adjustment to income from continuing
operations.

The sum of the depreciation adjustment and the figure shown lower as the "reduction to net
recoverable cost" was derived through application of 1985 increases in the Consumer Price Index to
historical costs of APS'tilityplant.

The Company did not make adjustments to asset values, or related consolidated income
statement amounts, other than those discussed above in regard to utility plant and depreciation
thereon. Fuel invent'ories and fuel expenses are, in efFect, monetary items, due to applicable rate-
making procedures which include adjustment clauses. In accordance with Statement Nos'. 33, as
amended by Statement No. 82, income taxes were not adjusted.

As contrasted to the assumed net value losses which, in the presentation below, are associated
with the holding of assets committed to a regulated business, there is an assumed "holding gain"
associated with borrowings that will be repaid with inflated dollars. The 1985 decline in the
purchasing power of net amounts owed by the Company (measured by the Consumer Price Index)
appears to result in a "net" diff'erence between the assumed holding losses and gain.

Inferences which, in the case of some industries, may be drawn from information in the nature of
that presented below as to the adequacy of future cash flows in relation to future plant replacement
requirements are believed by the Company to be less valid in the case of public utilites which, like
itself, should be able to establish rates to cover increased costs of new plant. However, the
information may provide some indication of the expanded capital structure that will be required for
making plant replacements and additions with inflated dollars.
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NOTES TO CONSOLIDATED FINANCIALSTATEMENTS (continued)
INCOME FROM OPERATIONS ADJUSTED FOR CHANGING PRICES

FOR THE YEAR ENDED DECEMBER 31, 1985
Current Cost

Average
1885 Dollars

(Dollars ln Thousands,
Except Per Share Amounts)

Income from continuing operations as reported in Consolidated Statements,
of Income

Adjustment to restate depreciation expense ........ ~

Income from continuing operations (excluding reduction to net
recoverable cost) ..

Income from continuing operations per common share (excluding reduction
to net recoverable cost) .

Increase in speci6c prices (current cost) of utilityplant held during the year
(a)

Reduction to net recoverable cost.
EQ'ect of increase in general price level .........

Excess of increase in general price level over increase
in specific prices after reduction to net recoverable cost..................~.........

Gain from decline in purchasing power of net amounts owed.......................... ~

Net.

$279,549
(78,431)

$201.118

$2.79

$ 168,637
(7,981)

(251,888)

(91,232)
45,036

$ (46.196)

(a) At December 31, 1985, Current Cost of UtilityPlant —net was $7,140,611. O.
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NfOTES TO CONSOLIDATED FINANCIALSTATEMENTS (continued)

FIVE YEAR COMPARISON OF SELECTED SUPPLEMENTARY FINANCIAL
DATA ADJUSTED FOR EFFECT OF CHANGING PRICES

Year Ended December 31.

Electric operating revenues.....

Current cost information
Income from continuing operations (excluding
reduction to net recoverable cost) ....................

Income from continuing operations per
common share (excluding reduction to net
recoverable cost).

1986 1984 1983 1982 1981
(Average 1986 Dollars in Thousands, Except Per Share Amounts)

$ 1,174,502 $ 1,030,467 $ 941,414 S 965,693 S 864.390

$ 201,118 $ 180,482 S 163,699 $ 137,533 S 132,027

$ 279 S 264 $ 256 $ 231 S '252

Excess of increase in general price level over
increase in specific prices after reduction to
net recoverable cost S (91,232) $ (86,837) $ (68,252)

Net assets at year-end at net recoverable cost'2,070,638 $ 1,955,140 $ 1,916,460

Reduction to net recoverable cost...................... S (7,981) $ 38,216 $ 44,362

$ (56,669)

$ 1,775,405

$ 33,376

S (208.236)

$ 1,595.758

S 205,988

General information
Gain from decline in purchasing power of net
amounts owed.

~ Cash dividends declared per common share .....

Market price per common share at year-end....

Average consumer price index............................

$ 45,036 $ 93,149 '85,460 $ 79,686

$ 2.69 $ 2.69 S 2.77 $ 2.68

$ 27.25 $ 22.78 $ 20.57 S 26.87

322.2 311.1 298.4 289.1

S 171,052

S 2.60

$ 22 17

272.4

* Consisting of common stock equity and non-redeemable preferred stock.
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AZP GROUP, INC.

SCHEDULE V —PROPERTY, PLANT, AND EQUIPMENT
YEAR ENDED DECEMBER 31, 1985 (a)

~ .
Column A

Class(()cation

Column B
Balance At
Beginning
Of Period

Column C Column D Column E
Other Changes

Additions —Add (Deduct)
At Cost Retirements —Describe

(Thousands of Dollars)

Column P

Balance at
End 0! Period

UtilityPlant:

Electric Plant In Service:
Intangible .........................
Steam Production ...........
Hydraulic Production .....
Other Production ............
Transmission ...................
Distribution .....................
General
Total Electric Plant In

Service

Nuclear Fuel.

Construction Work In Progress ..

UtilityPlant Held For Future
Use

Total UtilityPlant............~...........

Non-UtilityPlant ...................... ~ ~ .

$ 13,774
1,245,935

244
123,992
445,853
771,222
146,444

$ 28,161
18,236

3
1,498
6,590

102,680
39.055

$ 1,498
692

15
965

7,811
4.373

6 $ 40,443
(50) 1,263,429

247
125,475

(119) 451,359
1,010 867,101

746 181,872

2.747.464

135,144

2,169,162

196,223 15,354

33,637

605,276

1,593(b) 2,929.926

168,781

(201,080)(c) 2,573,358

36,473 3.036

$ 5.088,243 $838.172

933(b) 40,44

$ 15,354 $ (198,554) $5,712,50

$ 3,759 $ 1,994 $ — $ (2,418)(b) $ 3.335

(a) Depreciation is provided on a straight-line basis at rates authorized by the ACC annually; for
1985 those rates were from 2.86% to 9.86%

(b) Transfers between plant accounts.

(c) Transfers to plant in service.
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AZP GROUP, INC.

SCHEDULE V —PROPERTY, PLANT, AND EQUIPMENT
YEAR ENDED DECEMBER 31, 1984 (a)

Column A

ClassiAcatlon

Column B
Balance At
Beginning
Of Period

Column E

Other Changes

Additions —Add IDeducO

sr Coll R u I~ —neer Iee

(rs eeorn u r

Colugnn F

Balance at
End Of Period

UtilityPlant:

Electric Plant In Service:
Intangible .'.................~........

Steam Production..............
Hydraulic Production .......
Other Production........,.~....
Transmission .....................
Distribution........................

Total Electric Plant In
Service .. ~ .. ~ . ~ ......................

$ 2,344
1,190,550

243
123,723
422,991
682,939

53,336

2,476,126

$ 317
57,529

1

377
23,561
92,140

6,304

$ 1

2,245

120
22

4,980
1,321

180,229 8,689

$ 11,114
101

12

(677)
1,123

88,125

$ 13.774
1,245,935

244
123.992
445,853
771,222
146.444

99.798 (c) 2.747,464

Gas Plant In Service:
Intangible ...........................
Distribution....~...~....~..........
General ..........................."....
Total Gas Plant In

427
163,561

10.050

301
26,274

2,356

(728)
3,390 (186,445)

311 (12,095)

174.038 28.931 3,701 (199,268)(b)

Common Plant In Service:
Intangible ...........................
General ..................~......... ~ ..

Total Common Plant In
Service ..............................

10,914
79.663

90,577

226
10,073 1.033

10,299 1,033

(11,140)
(88,703)

(99,843)(c)

Total UtilityPlant In
Service

Nuclear Fuel.....

2,740,741

113,488

219,459 13,423 (199,313) 2,747,464

21,656 135,144

Construction Work In
Progress ............ ~ ~............

UtilityPlant Held For
Future Use......................

1,872,564 521,890 (225,292)(d) 2,169.162

34.472

Total UtilityPlant ..........~... ~ . $4,761,265

1.974 27 (e) 36,473

$764,979 $ 13.423 $ (424.578) $5.088,243

Non-UtilityPlant.... $ 3,642 $ (218) $ — $ 335 (d) $ 3.759

iai Depreciation is provided on a straight-line basis at rates authorized by the ACC annually; for

1984, those rates were from 3.07% to 4.16% for electric plant, 3.49% for gas plant and from 2.86% to

9.60% for common and general plant.

(b) Reflects the sale of gas plant to Southwest Gas Corporation.

(c) Reflects the reclassification of Common Plant to Electric Plant.

(d) Primarily transfers to plant in service.

(e) Transfers between plant accounts.
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Column A

Classification

AZP GROUP, INC.
SCHEDULE V —PROPERTY PLANT AND EQUIPMENT

YEAR ENDED DECEMBER 31, 1983 (a)

Column B Column C Column D Column E
Balance At Other Changes
Beginning Additions —Add iDeductl
DIP IA AI Does R II I —Deco Io

ITRooeo Ae ID II I

Column

I'alance

at
End or Period

UtilityPlant:
Electric Plant In Service:

Intangible
Steam Production ...................
Hydraulic Production ..........,..
Other Production ....................
Transmission ...........................
Distribution ..........~..................
General.
Total Electric Plant In

Service

Gas Plant In Service:
Intangible
Distribution .............................
General.
Total Gas Plant In Service ....

8 2,003
1,190,413

242
119,337
418,240
622,478

49,S27

2.402.640

379
143,199

7,833
151,411

8 342
19,986

1

4,519
6,765

65,385
5,198

8 1

6,694

133
1,557
5,170
1,508

99 51
22,739 2,377

2,311 94
25,149 2,522

102,196 15,063

8
(13,155)

(457)
246

(281)

8 2,344
1,190.550

243
123,723
422,991
682,939

53.336

427
163,561

10.050
174,038

(13.647) 2,476.126

Common Plant In Service:
Intangible.
General
Total Common Plant In

Service

Total UtilityPlant In Service ...

Nuclear Fuel .............,..................

10,363
74;768

85.131

2,639,182

72,663

721
5,200

5.921

133,266

40,825

170
845

1,015

18,600

540
10,914
79,663

540 90,577

(13,107) (b) 2,740,741

113,488

Construction Work In
Progress.

UtilityPlant Held For Future
Use

Total UtilityPlant...~.....

Non-UtilityPlant ..............

1,466,790 540,886 (135,112)(c) 1,872,564

19.831

$4,198,466

1.037 — 13,604 (b) 34.472

$716,014 818,600 8(134,615) $4.761.265

8 3,359 $ 780 8 — 8 (497)(c) 8 3.642

(a) Depreciation is provided on a straight-line basis at rates authorized by the ACC annually; for
1983, those rates were from 3.07% to 4.16% for electric plant, 3.49% for gas plant and from 2.86% to
9.60% for common and genegal plant.

(b) Transfers from plant in service.

(cj Transfers to plant in service.



AZP GROUP, INC.

Column A

Description

SCHEDULE VI—ACCUMULATEDDEPRECIATION, DEPLETION
AND AMORTIZATIONOF PROPERTY, PLANT, AND EQUIPMENT

YEAR ENDED DECEMBER 31, 1986

Column B Column C Column D Column E
Additions

Balance At Charged to Other Changes-
Beginnlng Costs and Add (Deduct)—
Of Period Expenses Ret(rements Descrihe(a)

(Thousands of Dollars)

Column P

Balance at
Endor
Period

Accumulated Depreciation and
Amortization of UtilityPlant:
Electric Plant in Service:

Steam Production....................
Other Production.....................
Transmission............................
Distribution ......~.......................
General..........
Total Electric Plant in

Service ...................................
Plant Held For Future Use:

Steam Production ...........'.........

Total Plant Held For Future
Use ~ ~ ~ ~

Accumulated Depreciation of Non-
UtilityProperty .............................

$297,650
47,754

130,315
192,977
62,932

8 42,941
8,778

13,617
26,867
16,159

8 692
15

965
7,811
5,871

731,628 108,362 15,354

12,085
447

$ 172 $ 8

12,532
$744,160 $ 108,362 $ 15,354

8 347
(18)

1,025
(561)
521

1.314

202(b)

202(b)
$ 1,516

8340,246
56,499

143,992
211,472

73.741

825,950

12,287
447

12,734
$838,684

$ 180

(a) Includes removal and salvage —net.

(b) Transfers from plant in service.
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AZP GROUP, INC.

Column A

Description

SCHEDULE VI—ACCUiMULATEDDEPRECIATION, DEPLETION
AND AMORTIZATIONOF PROPERTY. PLANT, AND EQUIPMENT

YEAR ENDED DECEMBER 31, 1984
Column B Column C Column D Column E

Additions
Balance At Charged To Other Changes-
Beginnlng Costs and Add iDeduct)—
De Pe lod R*ee R ll le Deee lie( l

tTR d lDoll I

O.
Column P

Balance at
End of
Period

Accumulated Depreciation and
Amortization of UtilityPlant:
Electric Plant in Service:

Steam Production ...............
Other Production................
Transmission.......................
Distribution .........................
General.
Total Electric Plant in

Service .......... ~ ...................
Gas Plant in Service:

Distribution.........................
General..
Total Gas Plant in

Service ..............................
Common Plant in Service:

General.
Total Plant in Service ......

Plant Held For Future Use:
Steam Production...............
Transmission.......................
Total Plant Held For

Future Use.... ~ ~..................
Total .................................

Accumulated Depreciation of
Non-UtilityProperty ...............

8259,549
42,711

117,174
173,810
26.456

$40,675
5,159

13,166
23,687

4,440

8 2,245
120
22

4,980
1,322

619,700 87,127 8,689

62,853
4,950

5,059
833

3,390
311

67,803 5.892 3,701

27,830
715.333

6,061
99,080

1.033
13.423

8 149 8 23

12,085
447

12,532
$727,865 899,080 $ 13,423

8 (329)
4

(3)
460

33.358

8297.600
47,(04 0,

130,315
192.977
62.932

33,490 (c) 731.628

(64,522)
(5,472)

(69,994) (b)

(32,858) (c)
(69,362) 731,628

12,085
447

8 172

12.532
8 (69,362) 8744,160

(a) Includes removal and salvage —net.

(b) Reflects sale of gas plant to Southwest Gas Corporation.

(c) Reflects reclassification of Common Plant to Electric Plant.
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AZP GROUP, INC.

Column A

Description

SCHEDULE VI—ACCUMULATEDDEPRECIATION, DEPLETION
AND AMORTIZATIONOF PROPERTY. PLANT. AND EQUIPMENT

YEAR ENDED DECEMBER 31, 1983

Column B Column C Colu(nn D Column E Column F
Additions

Balance at Charged To Other Changes —Balance at
Beginning Costs and Add lDeductl— End of

ePe led Exe eee 9 el ee 0 ee ' l*d
(Thousands of Dollars)

Accumulated Depreciation and
Amortization of UtilityPlant:
Electric Plant in Service:

Steam Production .............................
Other Production ..............................
Transmission.
Distribution ..
General

Total Electric Plant in Service....
Gas Plant in Service:

Distribution
General

Total Gas Plant in Service...........
Common Plant in Service —General...

Total Plant in Service...................
Plant Held For Future Use:

Steam Production ............... ~ ..~..........
Transmission.

Total Plant Held For Future Use
Total .

$233,712
37,384

106,347
157,426
23,586

558,455

$40,273
5,061

12,744
21,276

3,827
83,181

60,969
4.270

65,239
22,823

646,517

5,302
726

6.030
5.921

95.132

8646.517 $95,132

8 6,670
133

1,578
5,157
1,492

15.030

2,467
92

2.559
1.027

18,616

12

12

$ 18,628

8 (7.766)
399

(339)
265
535

(6.906)

(951)
44

(907)
113

(7.700)

12,097
447

12,544
8 4,844.

$259.549
42,711

117.174
173.810
26.456

619. (00

69.853
4.950

67.803
27,830

715,333

12,085
447

12,532
$727,865

Accumulated Depreciation of Non-
UtilityProperty 8 142 8 7 8 — 8 — 8 149

'emoval and salvage —net.
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AZP GROUP, INC.

SCHEDULE IX—SHORT-TERM BORROWINGS O.
Column A

Category of
aggregate
short-term
borrowings

Column B

Balance
at end of

period

Column C Column D
Weighted Maximum
average amount

interest rate outstanding
at end of during the
period period

(Thousands of Dollars)

Column E (a)

Average
amount

outstanding
during the

period

Column F (b)

Weighted
average

interest rate
during the

period

YEAR EiNDED DECEMBER 31, 1985

Bank Borrowings
Commercial Paper

$
18,000

$ 1,893
8.31(c) 155,125

$ 1,345
37,426

6.52~o

8.32(c)

YEAR ENDED DECEMBER 31, 1984

Bank Borrowings
Commercial Paper

$ 1,800
158,000

6.9875% $ 116,817
8.69(c) 158,000

$82,586
29,717

8.34%o

9.90(c)

YEAR ENDED DECEMBER 31, 1983 O.
Bank Borrowings
Commercial Paper

$ 86,308 8.22% $ 86,308
150,000

$46,732
40,808 9.71'.57(c)

(a) Average daily balance during the period.

(b) Total applicable interest paid in the period divided by average daily balance.

(c) Does not include commitment fees on backup lines of credit in support of commercial paper. See
iVote 7 of Notes to Consolidated Financial Statements.

ITEiX9. DISAGREEMENTS ON ACCOUNTING AND FINANCIALDISCLOSURE
None.

PART III
The information regarding executive officers called for by Item 10. "Directors and Executive

Officers of the Registrant," is furnished under the caption "Executive Officers of the Registrant" in
Part I of this report. The other information called for by Item 10. as well as that called for by Item
11. "Executive Compensation," and Item 13, "Certain Relationships and Related Transactions," is
hereby incorporated by reference from pages 6 through 14 of the Company's definitive proxy
statement, relating to its annual meeting of stockholders to be held on April 24, 1986, as filed with
the Securities and Exchange Commission on March 21, 1986.
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ITEM 12. SECURITY OWNERSHIP OF CERTAIN
BENEFICIALOWNERS, AND MANAGEMENT

As of March 3, 1986, the Company's records and information supplied by the owners indicated
that each of the directors of the Company and the officers and directors of the Company as a group
beneficially owned the numbers of shares of the Company's common stock set forth in the table
below.. Shares beneficially owned by all officers and directors as a group in all cases constitute less

than .1% of the class of the shares so owned.

Name of
Beneficia Owner

Joe Acosta

Dino DeConcini

0. Mark De Michele

Karl Eller

William T. Garland

Pamela Grant

Jack M. Morgan

Marvin R. Morrison

John R. Norton III
John J. Rhodes

Henry B. Sargent, Jr.

Wilma W. Schwada

James P. Simmons

Richard Snell

Donald N. Soldwedel

Maurice R. Tanner

Keith L. Turley
Douglas J. Wall

Morrison F. Warren

Ben F. Williams, Jr.
Thomas G. Woods, Jr.

AllOfficers and Directors
as a Group (25 individuals)

Title of
Class

Common

Common

Common

Common

Common

Common

Common

Common

Common

Common

Common

Common

Common

Common

Common

Common

Common

Common

Common

Common

Common

Common

Number of
Shares Owned~

1,345

695

5,616

1,109

3,470

800

189

4,226

15,000

, 2,349

7,006

919

100

5,738

3,596

1,500

14,420

1,841

271

1,426

2,000

79,359

'ncluding shares of Common Stock as to which voting or investment power is shared with
others as follows. Mr. Acosta —1,345, Mr. De Concini —474, Mr. Garland —1,845, Ms.
Grant —800, Mr. Morrison —4,226, Mr. Norton —15,000, Mr. Rhodes —2,349, Ms.
Schwada —919, Mr. Soldwedel —3,596, Mr. Tanner —1,500, Mr. Turley —2,583, Mr.
Wall —1,841, Mr. Williams —100, Mr. Woods —2,000 and all officers and directors as a

group —39,976.
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PART IV

ITEM 14. EXHIBITS, FINANCIALSTATEMENTS, FINANCIALSTATEMENT
SCHEDULES, AND REPORTS ON FORM 8-K

Financial Statements and Schedules

See the Ihdex to Consolidated Financial Statements and Supplemental Consolidated Schedules
on page 27.

Exhibits Filed
Exhibit ¹. Description

11.1 —Computation of per share earnings for the year ended December 31, 1985.

24.1 —Consent of Deloitte Haskins 8c Sells.

28.1 —Notice and Proxy Statement of the Company relating to its 1986 Annual Meeting of
Shareholders.

In addition to those Exhibits shown above, the Company hereby incorporates the following
Exhibits pursuant to Exchange Act Rule 12b-32 and Regulation $ 201.24 by reference to the filings set
forth below:

Exhibit No. Descrlptlon Originally Flied as Exhibit: File iVo. Date Effectlue

3.1

3.2

4.1

Articles of Incorporation

Bylaws

Mortgage and Deed of Trust
Relating to APS'irst
Mortgage Bonds, together
with twenty-seven indentures
supplemental thereto

Twenty-ninth Supplemental
Indenture "

Thirtieth Supplemental
Indenture

3.1 to Form S-14
Registration Statement

3.2 to Form S-14
Registration Statement

4.1 to Form S-3 Registration
Statement

4.2 to Form S-3 Registration
Statement No. 2-86955 by
means of October 13, 1983
Form 8-K Report

4.4 to Form S-3 Registration
Statement No. 2-86955 by
means of June 14, 1984 Form
8-K Report

2-96386 3-13-85

2-84605 7-6-83

1-4473 10-14-83

1-4473 6-15-84

2-96386 3-13-85
0
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Exhlbfr No. Descrlprlon Orl anally Filed ae Exhibit: Eilc¹ . Date Effectiuc

4.2

Thirty-firstSupplemental
Indenture

Thirty-second Supplemental
Indenture

Thirty-third Supplemental
Indenture

Thirty-fourth Supplemental
Indenture

Thirty-fifthSupplemental
Indenture

Thirty.sixth Supplemental
Indenture

Agreement, dated August 11,
1983, relating to the filingof
instruments defining the
rights of holders of long-term
debt not in excess of 10% of
APS'otal assets

4.4 to Form S-3 Registration
Statements (Nos. 2-86955
and 2-95340) by means of
January 24, 1985 Form 8-K
Report

4.7 to Form S-3 Registration
Statement

4.5 to Form S-3 Registration
Statement Nos. 2-95340 and
2-97956 by means of June 6,
1985 Form 8-K Report

4.1 to Form S-3 Registration
Statement by means of Post-
Effective Amendment No. 2

4.1 to Form S-3 Registration
Statement No. 33-2297 by
means of January 22, 1986
Form 8-K Report

4.1 to Form S-3 Registration
Statement No. 33-3354 by
means of February 24, 1986
Form 8-K Report

10.14 to June 1983 Form
10-Q Report

1-4473

2-97956

1-4473

2-99739

1-4473

1-4473

1-4473

1-25-85

3-29-85

6-7-85

11-21-85

1-23-86

2-25-86

8-15-83

10.1 Indenture of Lease with
Navajo Tribe of Indians,
Four Corners Plant

10.2 Supplemental and Additional
Indenture of Lease, including
amendments and
supplements to original lease
with Navajo Tribe of
Indians, Four Corners Plant

5.01 to Form S-7
Registration Statement

5.02 to Form S-7
Registration Statement

2-59644

2-59644

9-1-77

9-1-77
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Exhibit No. Description Originally Filed as Exhiditt File Ho. Date Efftcti

1Q,3 Amendment and Supplement
No. 1 to Supplemental and
Additional Indenture of
Lease, Four Corners, dated
April 25, 1985

1Q.36 to Registration
Statement on Form 8-B of
AZP Group, Inc.

1-8962 7-25-85

10.4

10.5

Indenture of Lease, Navajo
Units 1, 2 and 3

Application and Grant of
multi-party rights-of-way
and easements, Four Corners
Plant

5(g) to Form S-7
Registration Statement

5.04 to Form S-7
Registration Statement

2-36505 3-23-70

2-59644 9-1-77

10.6

10.7

Application and Amendment
No. 1 to Grant of multi-party
rights-of-way and easements,
Four Corners Power Plant
Site, dated April 25, 1985

Application and Grant of
Company rights-of-way and
easements, Four Corners
Plant

10.37 to Registration
Statement on Form 8-B of
AZP Group, Inc.,

5.Q5 to Form S-7 Registra-
tion Statement

1-8962

2-59644

7-25-85

9-1-77

10.8

10.9

10.10

10.11

Application and Amendment
No. 1 to Grant of Arizona
Public Service Company
rights-of-way and easements,
Four Corners Power Plant
Site, dated April 25, 1985

Application and Grant of
rights-of-way and easements,
Navajo Plant

Nuclear Fuel Contract with
Combustion Engineering,
Inc., ANPP

Reload Fuel Contract with
Westinghouse Corporation
for supply of nuclear fuel,
ANPP

10.38 to Registration
'tatement on Form 8-B of

AZP Group, Inc.

S(h) to Form S-7
Registration Statement

5(y) to Form S-7
Registration Statement,
including an amendment
filed as Exhibit 10.34 to
1982 10-K Report

5(gg) to Form S-7
Registration Statement
including an amendment
filed as Exhibit 20.5 to 1981
Form 10-K Report

1-8962 7-25-85

0

1-4473

5-28-74

2-25-83

2-52443 12-18-74

1-4473 3-26-82

2-36505 3-23-70
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Exhibit ivo. Description Oritrinolls Flleti as Exhibitt Pile No . Date

Effec

liv

10.12

10.13

10.14

10.15

10.16

Agreement for Conversion
Services with Allied
Chemical Corporation,
ANPP

Water Service Contract
Assignment with the United
States Department of
Interior, Bureau of
Reclamation, Navajo Plant

Uranium Concentrates Sales
Agreement with Energy
Fuels Exploration Company,
ANPP

Agreement No. 13904
(Option and Purchase of
EfHuent) with Cities of
Phoenix, Glendale, Mesa,
Scottsdale and Tempe, Town
of Youngtown and Salt River
Project Agricultural
Improvement and Power
District

Agreement for the Sale and
Purchase of Wastewater
EfHuent with City of
Tolleson and Salt River
Agricultural Improvement
and Power District

21 to 1975 Form 12-K
Report including an
amendment filed as Exhibit
20.7 to 1981 Form 10-K
Report

5(1) to Form S-7
Registration Statement

20.8 to 1981 Form 10-K
Report including a
supplement filed as Exhibit
10.38 to 1983 Form 10-K
Report

20.10 to 1981 Form 10-K
Report

20.11 to 1981 Form 10-K
Report, including an
amendment filed as Exhibit
20.12 to 1981 10-K Report

1-4473

1-4473

4-16-76

3-26-82

1-4473

1-4473

3-26-82

3-29-84

1-4473 3-26-82

1-4473

1-4473

3-26-82

3-26-82

2-39442 3-16-71

10.17

10.18

Loan Agreement between the
Company and Bankers Trust
Company

Term Credit Agreement
between the Company and
Bank of America National
Trust and Savings
Association

19.2 to September 1982 10-Q
Report

19.3 to September 1982 10-Q
Report

1-4473

1-4473

10-29-82

10-29-82
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Exhibit¹ . Deserintlon Orlatnad Ettcd ae Exhibit: Elle ¹. D te EEeeti

10.19

10.20

10.21

10.22

Agreement relating to the
filingof instruments defining
the rights of holders of long-
term debt not in excess of
10% of APS'otal assets

Gas Sales Agreement dated
March 1, 1983 with El Paso
Natural Gas Company

Supplemental Agreement of
Settlement, dated June 2,
1980, with Salt River
Agricultural Improvement
and Power District, Southern
California Edison Company,
Public Service Company of
New Mexico, El Paso
Electric Company, Arizona
Electric Power Cooperative,
Inc. and the United States
Department of Energy
("DOE"), ANPP

Agreement for Delivery of
Natural UF6, dated June 2,
1980, between Arizona
Public Service Company,
Salt River Agricultural
Improvement and Power
District. Southern California
Edison Company, Public
Service Company of New
Mexico, El Paso Electric
Company, Arizona Electric
Power Cooperative, Inc., and
DOE, ANPP

19.1 to 1982 Form 10-K
Report

10.1 to June 1983 Form 10-Q
Report, including an
amendment filed as Exhibit
10.2 to June 1983 Form 10-Q
Report

10.11 to June 1983 Form
10-Q Report

10.12 to June 1983 Form
10-Q Report

1-4473

1-4473

1-4473

1-4473

1-4473

2-25-83

8-15-83

8-15-83

8-15-83

8-15-83 4.

10.23

10.24

Agreement in Principle,
dated October 20, 1983, with
Southwest Gas Corporation,
relating to the proposed sale
of gas distribution system

Uranium Concentrates Sales
Agreement, dated
December 1, 1983 with
Energy Fuels Exploration
Company, ANPP

10.1 to September 1983 Form
10-Q Report including
supplements, amendments
and modifications filed as
Exhibit 10.2 to September
1984 Form 10-Q Report

10.39 to 1983
Form 10-K Report
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Exhibit No. Dcscri ptlon OritrinallyFlied as Exhlbltt Ella Nc . Dale Effceeiec

10.25

10.26

10.27

10.28

10.29

10.30

Uranium Concentrates Sales
Agreement, dated
December 1, 1983 with
Pathfinder Mines
Corporation, ANPP

Deferred Compensation
Plan, as restated, e6'ective
January 1, 1984 and
incorporating the first
through fifthamendments

Directors'eferred
Compensation Plan, as
restated, effective October 1,

1983

Executive Incentive
Compensation Plan, as
restated, effective January 1,
1983

Credit Agreement, dated
May 15, 1984, among the
Company, Citibank, N.A.,
and the Banks

Letter Agreement, dated
October 30. 1984 with
Southwest Gas Corporation
("Southwest" ) relating to
APS'urchase, under certain
conditions, of cumulative
preference stock to be issued
by Southwest to fund a
portion of the costs
associated with the
replacement of certain gas
pipe in the gas distribution
system acquired by
Southwest from APS

10.40 to 1983
Form 10-K Report

10.41 to 1983
Form 10-K Report

10.42 to 1983
Form 10-K Report

10.43 to 1983
Form 10-K Report

10.1 to June 1984
Form 10-Q Report

10.3 to September 1984
Form 10-Q Report

1-4473 =- '-29-84

1-4473 3-29-84

1-4473 3-29-84

1-4473 3-29-84

1-4473 8-13-84

1-4473 11-14-84
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Exhibtc No . Deseeiptlon

10.31

10.32

Contract, dated July 21,
1984, with DOE providing
for the disposal of nuclear
fuel and/or high-level
radioactive waste, ANPP

Supplemental Agreement of
Settlement, dated
November 15, 1984 with
DOE, ANPP

OrlgitiallvFiled as Exhibiti

10.31 to AZP Group, Inc.'s
Form S-14 Registration
Statement

10.32 to AZP Group, Inc.'s
Form S-14 Registration
Statement

File Ho Date Effect

2-96386 3-13-85

2-96386 3-13-85

10.33 Uranium Enrichment
Services Contract, dated
November 15, 1984 with
DOE, ANPP

10.33 to AZP Group, Inc.'s 2-96386 3-13-85
Form S-14 Registration
Statement

10.34 Agreement, dated January 1,
1985 with El Paso Natural
Gas Company amending Gas
Sales Agreement dated
March 1, 1983

10.34 to AZP Group, Inc.'s
Form S-14 Registration
Statement

2-96386 3-13-85

~ .
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Reports on Form 8-K
During the quarter ended December 31, 1985, and the period ended March 27, 1986, the

Company filed, on the dates indicated, the following Reports on Form 8-K:

Report filed November 19, 1985, relating to (1) a motion filed by the Residential Utility
Consumer Once ("RUCO") requesting emergency adoption of a new Arizona Corporation ~

Commission (the "ACC") rule to require public service corporations to prove by a preponderance of
the evidence that their investments were prudent, and (2) an attempt to file a counterclaim in the
consolidated state court lawsuits by the plaintifF in the United States District Court of Arizona
lawsuit involving an efHuent contract.

Report filed November 25, 1985, relating to (1) the United States District Court of Arizona
dismissal of the lawsuit asserting claims relating to the primary contract involving efHuent for cooling
purposes at the Palo Verde Nuclear Generating Station, and (2) a declaratory judgment action in the
Superior Court of Maricopa County, Arizona brought by the municipalities who are parties to the
primary efHuent contract,

Report filed December 12, 1985, relating to (1) the release of an audit report by the utility
regulatory bodies which identified certain areas in which consultants recommended further study, (2)
the granting of a facility operating license for Palo Verde Unit 2, (3) the issuance of an order by the
ACC changing certain hearing dates, (4) the request by APS of certain orders from the ACC
pertaining to accounting matters, and (5) an amendment to the counterclaim in Superior Court of
Maricopa County asserting alternative claims.

Report filed January 20, 1986, relating to (1) delays in the projected commercial operation dates
of Palo Verde Units 2 and 3, (2) the impact on the Company ifthe ACC does not grant the requested
accounting/rate-making order relating to Unit 2, (3) the court order upholding the ACC's order
purporting to subject AZP and its subsidiaries, including the Company, to certain reporting
requirements, (4) the ACC's refusal to grant a motion by RUCO involving the emergency rate
reduction application filed by RUCO, and (5) the ACC's refusal to grant a motion by RUCO involving
a requested emergency adoption of a new ACC rule to require public service corporations to prove by
a preponderance of the evidence that their investments were prudent.
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WASHINGTON, D.C. 20549

. I'ORM 10-K
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common stock, $2.50 par value, all of which were held beneficially and of record, by AZP Group, Inc.

Indicate by check mark whether the registrant (1) has filed all reports required to be filed by
Section 13 or 15(d) of the Securities Exchange Act of 1934 during the preceding 12 months (or for
such shorter period that the registrant was required to file such reports), and (2) has been subject to

"

such filing requirements for the past 90 days.

Yes X No

Documents Incorporated By Reference
Portions of the registrant's definitive proxy statement relating to its annual meeting of

shareholders on April 24, 1986, are incorporated by reference into Parts I and IIIhereof.
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PART I
ITEM 1. BUSINESS

The Company
Arizona Public Seivice Company (the "Company" ) was incorporated in 1920 under the laws of

Arizona and is engaged principally in serving electricity in the State of Arizona. The principal
executive offices of the Company are located at 411 North Central Avenue, Phoenix, Arizona
85072-3999 (telephone 602-250-1000). The Company currently employs approximately 8,320 persons,
which includes employees assigned to joint projects where the Company is project manager.

The Company's service territory includes all or part of llof Arizona's 15 counties. It is estimated
by the Company that its electricity service reaches approximately 1,418,000 persons, or about 45% of
the population of Ariiona (which was approximately 3,150,500 in 1985 as compared to approximately
2,286,000 in 1975). During 1985 no single purchaser or user of energy accounted for more than 3% of
total electric revenues.

Certain territory adjacent to or within areas served by the Company is served by other investor-
owned utilities (notably Tucson Electric Power Company serving electricity in the Tucson area and
Southwest Gas Corporation serving gas throughout the state) and a number of cooperatives,
municipalities, electric districts, and similar types of governmental organizations (principally the Salt
River Project Agricultural Improvement and Power District serving electricity in various areas in and
around Phoenix). Effective November 1, 1984 the Company sold its gas distribution system. The
Company expects increased competition in the future from entities offering alternative sources of
energy, particularly natural gas.

All of the outstanding shares of common stock of the Company are owned by AZP Group, Inc.
("AZP"), which became the Company's corporate parent, effective April 29, 1985, pursuant to a
corporate restructuring plan approved by the Company's shareholders on April 18, 1985. As a result
of the restructuring, the holders of outstanding shares of Company common stock became instead the
common shareholders of AZP on a share-for-share basis. The restructuring did not affect the
Company's preferred stock or any of its outstanding debt securities, all of which remain obligations of
the Company. As part of the restructuring, the Company sold to AZP, at book value of 834,703,000,
all of the capital stock of three of its non-utility subsidiaries: Malapai Resources Company, Energy
Development Company, and El Dorado Investment Company. APS Finance Company N.V., Bixco,
Inc., and APS Fuels Company remain as wholly-owned subsidiaries of the Company." See Note 2 of
Notes to Consolidated Financial Statements in Item 8 with respect to the corporate restructuring.

In conjunction with the restructuring, the Company's Stock Purchase and Dividend
Reinvestment Plan was assumed and continued by AZP on April 29, 1985, so that AZP common
shareholders and APS preferred shareholders may reinvest dividends in shares of AZP common stock.
The Company's Employees'etirement Plan and The Savings Plan for Employees of the Company
were also amended as of April 29, 1985 to provide for the issuance or purchase of AZP common stock
in lieu of Company common stock.

Industry and Company Problems
The utility industry continues to experience a number of problems. Depending on the

circumstances of a particular utility, these may include (i) difficulties in obtaining rates sufficient to
provide an adequate return on invested capital; (ii) difficulties in meeting government imposed
environmental requirements; (iii) increasing costs of fuel, wages, and materials; (iv) the necessity to
make substantial capital outlays during protracted construction periods for larger and more complex
generating units; (v) the uncertainty regarding the rate of actual and projected energy demand growth;
(vi) increased reliance on volatile capital markets and periodically limited availability of both equity
and debt capital; and (vii) controversies over the safety and use of nuclear power.



In the Company's case, although increases in retail rates approved during 1984 improved the
Company's.1985 financial performance, long-term financial improvement, as well as betterment of the
Company's fixed income securities ratings, which were downgraded in 1983, will be contingent upo
the timely granting of additional increases in retail rates. See "Rates —State" in this Item.

r

The impact on the Company of other utility industry problems are discussed ln this Item under
"Environmental Requirements" an'd "Generating Fuel". Also see "Water Supply" in this Item with
respect to certain problems specific to the Company and other southwestern utilities.
Business Segments

Effective November 1, 1984, the Company sold its gas distribution system. See the Company's
"Consolidated Statements of Income" and Note 13 of Notes to Consolidated Financial Statements in
Item 8 for financial information regarding discontinued operations.

Capital Structure
The capital structure of the Company (which, for this purpose, includes short-term borrowings

and current maturities of long-term debt) as of December 31, 1985 is tabulated below.

Amount Percentage
(Thousands
of Dollars)

I

~ f

I

~ I

Long-Term Debt Less Current Maturities:
First inortgage bonds.
Other

Total long-term debt less current maturities..................
Non-Redeemable Preferred Stock
Redeemable Preferred Stock
Common Stock Equity:

Common stock, $2.50 par value, 100,000,000 shares
authorized; 71,264,947 shares outstanding........................

Premiums and expenses.
Retained earnings

Total common stock equity
Total capitalization.

Current Maturities of Long-Term Debt
Short- Term Borrowings..

$ 1,449,231
756.709

2,205,940
218,561
219.421

178,162
1,040,909

592,334
1,811,405
4,455,327

17,456
18,000

49.1%
4.9
4.9

40.3

0.4
0.4

~ '

.

Total $4,490,783

See Notes 4, 5, and 6 of Notes to Consolidated Financial Statements in Item 8.

100.0%

Subsequent to December 31, 1985, the Company issued $ 100,000,000 of 11% Series First
Mortgage Bonds due January 15, 2016, to fund the redemption by APS Finance Company N.V. of
$75,000,000 of 16'/4% guaranteed debentures due February 1, 1989, and $25,000,000 of 16%
guaranteed debentures due February 15, 1989. In addition, the Company issued $ 100,000,000 of its
9'/i% Series First Mortgage Bonds due March 1, 1996, to purchase a portion of its $ 100,000,000 15%
Series First Mortgage Bonds due June 15, 1994.

Rates

State. The Arizona Corporation Commission (the "ACC") has regulatory authority over the
Company in matters relating to retail electric rates and the issuance of securities. In November 1984,
the ACC approved an increase in annual retail electric rates of approximately $43.5 million (5.0%),
which became effective in February 1985. The order also adopted an "operating incentive plan" for
the Company under which the Company willbe rewarded or penalized for meeting or failing to meet
specified operating eSciency levels at the Four Corners Plant ("Four Corners" ) and Palo Verde Unit

~
I

~ i



1 ("Unit 1"). The rewards and penalties willbe related to the additional fuel costs avoided or incurred
as a result of operating efficiency. If the operating efficiency levels fall within certain limits, the
Company is neither rewarded or penalized.

Rewards or penalties (in dollars per kilowatt hour) that may result from this operating incentive
plan will be collected through a "Performance Incentive Adjustment Clause" in the Company's rate
schedules. Application of the operating incentive plan for Four Corners was effective January 1, 1985.
As a result of the operation of Four Corners in 1985, the Company will neither be rewarded nor
penalized under the operating incentive plan. With respect to Unit 1, since commercial operation only
recently commenced on February 13, 1986, the Company expects that rate adjustments under this
clause will initiallybe implemented in May 1987.

Finally, the order set a construction cost limit of $2.86 billion for the Company's share of Palo
Verde, with any amounts expended above that figure to be construed as imprudently incurred for rate-
making purposes (although no presumption of prudence will attach to expenditures made up to such
limit). Taking into consideration the revised Palo Verde schedule discussed in Item 2, the Company's
current estimate of its Palo Verde cost is approximately $2.76 billion.

In May 1985, the Company filed a request with the ACC for a $78.2 million (8.6%) increase in
annual retail electric rates premised upon Unit 1 being fully included in the Company's rate base (the
"Unit 1 Rate Case" ). The Company also requested an 'accounting/rate-making order to defer certain
costs and accrue certain carrying charges relating to Palo Verde Unit 2 ("Unit 2") for the period of
time between Unit 2 going into commercial operation and new rates going into effect to cover the cost
of Unit 2. The request included information on a potential phase-in of rates for Palo Verde Units 2
and 3. The ACC has divided the Unit 1 Rate Case into three phases. The "Phase I" hearings
concerning the Company's purchased power and fuel adjustment mechanism (see below) were
completed on March 7, 1986, and the ACC has not rendered a decision. The "Phase II" hearings
concerning the Company's proposed increase in ret'ail electric rates are scheduled to begin on
March 27, 1986. The "Phase III" hearings concerning the Company's requested accounting/rate-
making order for Unit 2 are scheduled to begin following the completion of the Phase II hearings.

On August 22, 1985, the ACC issued an order allowing an increase in the Company's purchased
power and fuel adjustment mechanism of $ .004 per kilowatt hour effective September 1, 1985. The
Company had requested an increase of $ .007 per kilowatt hour in the purchased power and fuel
adjustment mechanism to compensate for the under-collection, since April of 1983, of the Company's
increased fuel costs in excess of amounts currently being collected. The ACC order stated that the
increase willremain effective until additional issues can be addressed in the Unit'1 Rate Case. Under-
collected purchased power and fuel costs were approximately $74 million at December 31, 1985.

On December 18, 1985, the Company filed an application with the ACC for a $ 193.9 million
(19.36%) increase in annual retail electric rates, to be effective on the date Unit 2 is placed in service
(the "Unit 2 Rate Case" ). As an alternative proposal, the Company recommended a series of three
6.15% base rate increases to take effect on January 1, 1987, 1988, and 1989 to phase in the costs of
Unit 2 on the condition that the ACC grants the Company's request for the rate increase and
accounting/rate-making order requested in the Unit 1 Rate Case. On December 30, 1985, the ACC
instructed the Company to resubmit all schedules relating to the Unit 2 Rate Case on or before
April 30, 1986, so as to reflect a calendar 1985 test year. Hearings concerning the Company's Unit 2
Rate Case are scheduled to begin September 26, 1986.

On February 13, 1986, the date Uriit 1 attained commercial operation as'defined by the ACC,
the'ompanyceased accruing allowance for funds used during construction ("AFC") with respect to Unit

1 and the facilities common to all three Palo Verde Units (the "Common Facilities" ) in the amount of
approximately $ 6 million per month. In addition, the Company began expensing the cost of owning,
operating, and maintaining its 29.1% share of Unit 1 and the Common Facilities, currently totalling
approximately $5 million per month. Absent adequate and timely rate relief from the ACC, the
Company expects these developments to adversely affect its earnings.
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As part of the Unit 1 Rate Case the Company is seeking an accounting/rate-making order from
the ACC allowing the Common Facilities to be transferred to plant in service in three eq
increments, each tied to the commercial operation date of a Palo Verde unit, with the continuanc
a carrying charge equivalent to AFC on any portion which has not been transferred to plant
service. Ifthe ACC grants such accounting order, the Company would be able to accrue approximately
$ 1 million of such carrying charge per month on each of the remaining two portions of the Common
Facilities which have not been transferred to plant in service. In addition, the Company would be able
to defer expensing the cost of owning, operating, and maintaining its 29.1% share of the remaining
two portions of the Common Facilities, with such expenses currently totalling approximately $ .3
million per month for each such portion.

As discussed above, the Company has requested the ACC to issue an accounting/rate-making
order allowing the Company to defer expensing the cost of Unit 2 and to continue the accrual of a
carrying charge equivalent to AFC from the commencement of the commercial operation of Unit 2
until the Company is allowed to recover the costs of Unit 2 in rates. Ifthe ACC does not grant the
Company's requested accounting/rate-making order relating to Unit 2, when Unit 2 achieves
commercial operation (currently scheduled for the third quarter of 1986) the Company will cease
accruing AFC with respect to Unit 2, currently totalling approximately $6 million per month. In
addition, the Company will begin expensing the cost of owning, operating, and maintaining its share
of Unit 2, currently estimated at $3 million per month. If the ACC does not grant the requested
accounting/rate-making order with respect to Unit 2 or grant adequate and timely rate relief with
respect to Unit 2, the Company expects its earnings to be adversely affected.

In 1984 the utility regulatory bodies of Arizona, California, New Mexico, and Texas formed the
Four State Monitoring Committee (the "Committee" ) to oversee an independent construction audit
of Palo Verde to determine the prudency of Palo Verde construction costs. On, November 27, 1985,
the Committee released a "Phase I Report" prepared by outside consultants in connection with this
construction audit. The Phase I Report identifies certain areas in which the consultants recommen
further study. Among these areas are the construction costs, engineering costs, system planning stu
and project management. The Phase I Report estimates that the "direct construction costs" of Pa
Verde will total approximately $5.9 billion. Approximately $3.12 billion of this amount, of which the
Company's share is approximately $900 million, will be subject to further study. In addition, the
Phase I Report recommends a review of the AFC costs associated with Palo Verde as well as other
indirect costs.

The Phase I Report does not express an opinion regarding the reasonableness of specific actions
related to Palo Verde. Rather, it is intended to define subsequent detailed studies which may include
recommendations regarding the reasonableness of such actions. The issue of the reasonableness of
specific actions related to Palo Verde may relate to the extent to which the Company may recover
Palo Verde's costs from its customers. The next phase of the prudency audit began in March 1986,
with recommendations expected in late 1986 or 1987. Any amounts ultimately deemed by the ACC to
have been imprudently spent and not allowed in the Company's rate base would be written off by the
Company. Although the Company is unable to predict the final outcome of this matter, management
believes that overall Palo Verde was constructed in a prudent manner.

Federal. The Company's rates for wholesale power sales and transmission services are subject
to regulation by the Federal Energy Regulatory Commission ("FERC"). During 1985, approximately
8% of the Company's electtic operating revenues resulted from such sales and charges.

Pursuant to recent decisions by the United States Court of Appeals, the FERC's previous
procedure for establishing the effective date of rate increases in connection with certain previous
FERC rate cases involving the Company has been repealed. As a result, the FERC has ordered the
Company to refund approximately $2.5 million (excluding interest) in revenues collected from some of
its wholesale customers based upon the previous effective dates for such rate increases. The Company

. had provided for all of these revenues at December 31, 1985.

~
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1986 $386 $337
1987 258 104
1988 226 295

$870
$ 870

The foregoing amounts include expenditures for nuclear fuel and start-up and preoperating costs,
but omit all AFC and capitalized property taxes. They were derived in the course of the Company's
ongoing review process, and, as they reflect the sale of the Company's gas operations (see "Business
Segments" in this Item), may differ from those contained in other reports. The estimates are subject
to periodic revision to reflect further changes in the Company's plans (which may result from
extraneous developments, such as adverse rate orders or governmental regulations), updated
scheduling, unanticipated inflation, and other factors. During the years 1983 through 1985 the
Company incurred approximately $ 1,103 million in electric construction expenditures and
approximately $621 million in additional electric capitalized items.

In addition to funds required for capital expenditures in 1986, 1987, and 1988, refunding
obligations of senior securities and instaHment obligations, including certain anticipated early
redemptions, are expected to total up to $297 million for 1986 and $ 118 million and $57 million for
the years 1987 and 1988, respectively. External financing was required for substantially all of the
Company's total capital requirements in 1985 and will be required for nearly half of such
requirements in the 1986-1988 period, assuming that internally generated funds remaining after
dividend payments are augmented bv adequate rate increases during the period.

In 1985 the Company provided for its external capital requirements through issuances of first
mortgage bonds, an issuance of European debentures,'and pollution control financings (including
draw-downs of previously committed funds). In addition, until April 29, 1985, the effective date of
the corporate restructuring, the Company provided for a portion of its external capital requirements
through the issuance of common stock pursuant to its stock purchase and dividend reinvestment plan
and certain employee benefit plans. EfFective April 29, 1985, AZP assumed the Company's stock

Electric generation
Electric transmission
Electric distribution
General facilities

Adjustment Clauses. Adjustment clauses in the Company's retail rate schedules are intended
to pass through to its retail customers changes in the costs of its generating fuel, purchased power,
and the rates of excise taxes. In the case of excise taxes, adjustments are relatively prompt. In the
case of generating fuel and purchased power, the Company is operating under a format that may
require a hearing by the ACC after experienced or projected under- or over-recoveries of fuel and
purchased power costs by the Company from its retail customers through prevailing rates. have
accumulated to a certain amount per kilowatt hour.

This format at times has resulted, as it did at December 31, 1985, in under-recovered balances
arising from increased fuel expenses. Those amounts, which are to be recovered by the Company over
time from retail. customers through operation of the adjustment format, account for the "Deferred
fuel" asset in the Company's consolidated balance sheets for that date on which such under-recovered
balances occurred (see Consolidated Financial Statements in Item 8) and for much of the fluctuation

-in "Purchased power and interchange —net" expense in the consolidated statements of income (see
Note 1d of Notes to Consolidated Financial Statements in Item 8). See "Rates —State" in this Item
for additional information on the Company's purchased power and fuel adjustment mechanism.

For wholesale transactions regulated by the FERC, fuel adjustment clauses result in adjustments
for changes in the actual cost of fuel for generation and in the fuel component of purchased power
expense.

Construction and Financing Programs
Construction expenditures, including expenditures for environmental control facilities, for the

years 1986 through 1988 have been estimated as follows:
(Millionsof Dollars)

By Year By Major Facilities



purchase and dividend reinvestment plan, which was amended (along with other employee benefit
plans) to provide for the issuance or purchase of AZP common stock in place of Company commo
stock. See "The Company" in this Item. In January 1986, the Company issued $ 100 million
30-year 11% first mortgage bonds. The proceeds were applied to the redemption of outstanding ~
European debentures issued by the Company's wholly-owned finance subsidiary..In March 1986, the
Company issued $ 100 million in 10-year 9'/i% first mortgage bonds. Substantially all of the proceeds
were applied to purchase approximately $80 million of the Company's $ 100 million 15% Series First
Mortgage Bonds due 1994 at 123.23% of their principal amount plus accrued interest. Also in 1986, at
such times as market conditions suggest, the Company plans to issue in private and public sales up to
an additional $300 million in other long-term debt (inclusive of any refunding, redemption, ~
repayment, or retirement of outstanding indebtedness), any or all of which may take the form of
secured debt (presumably first mortgage bonds). During 1986 the Company also expects to issue or
incur up to $200 million in additional debt to finance its nuclear fuel program in connection with the
operation of Palo Verde. See "Properties" in this Item.

Provisions "in the Company's mortgage bond indenture and articles of incorporation restrict it
from issuing additional first mortgage bonds or preferred stock, respectively, unless its earnings (as ~
defined) cover by at least the prescribed number of times the amount of interest (as to bonds) and the
amount of interest plus preferred stock dividend requirements (as to preferred stock) on the securities
to be outstanding after completion of the new issue. Operation of the latter such provision has at
times in the past limited the Company's.ability to issue preferred stock. As calculated in accordance
with the applicable document, assuming 11'/i% as the rate of interest on new bonds and dividend
requirement on new preferred stock that might have been issued on December 31, 1985 and treating
the issuance of $ 100,000,000 of 11% series first mortgage bonds and $ 100,000,000 of 9'/4% series first
mortgage bonds as though consummated on that date, the coverage aff'orded by earnings (as defined)
for the twelve months ended on that date would have allowed the issuance of either $ 1,303,000,000 in
aggregate principal amount of additional first mortgage bonds (as compared to approximately
$ 1,015,000,000 in bonds issuable on the basis of net "property additions") or $239,000,000 i
aggregate par value of additional preferred stock. Minimum required coverages are 2.0 for bonds an ~
1.5 for preferred stock. Coverages aff'orded by earnings (as defined) were as follows:

Year Ended December 31,
1985 1984 1983

Bonds 4.17 4.99 3.93
Preferred Stock..................................,..... 1.75 1.79 1.58

By statute, the Company's short-term borrowings may not exceed 7% of its total capitalization
without the consent of the ACC. Such borrowings are an important source of funds, particularly
between permanent financings, and the statute could from time to time limit the Company's
financing flexibility.However, the.Company's own general policy relating to short-term borrowings is
consistent with that of the statute.

Environmental Requirements
The Company's operations are subject to stringent environmental protection measures imposed

under federal and state laws and regulations, some of which have required substantial expenditures for
pollution control technology. The Four Corners Plant, which is older than most of the Company's
other coal-fired units, has been particularly affected by such measures, and installation of retrofit
particulate and sulfur dioxide control equipment has been required at an approximate direct
construction cost to the Company totaling $65,070,000 for its 15% share of Units 4 and 5. It has also ~
been necessary to obtain variances or stipulations for certain aspects of that plant's operation. The
initial variances were granted because state authorities found that emissions from the plant did not
cause violation of air quality standards and that there was no reasonably available technology that
would allow the plant to meet existing emissions limitations. Certain variances relating to the
emission of nitrogen dioxides by Unit 3 expired on May 13, 1984, and with respect to Units 4 and 5,



on May 13, 1985. The Company filed timely petitions for further variances for such units with the
New Mexico Environmental Improvement Board through May 13, 1987, and applicable regulations
provide for stays of enforcement pending final determinations with respect to such petitions. The
outcome of such petitioris cannot currently be predicted. Other state permits, relating to surface and
groundwater standards, contain various compliance dates and.schedules which largely appear (though
not beyond question) to be attainable.

The Federal Clean Air Act Amendments of 1977 may require installation of "the best available
retrofit technology" on existing sources located near certain federally protected areas in which
visibility is an important attribute. The Four Corners Plant is one such source. The installation is to
occur as expeditiously as practicable, and in any event, within approximately five years after revision
of the applicable state 'implementation plan. The full significance of the visibility provisions to the
Four Corners Plant and the Company's other coal-fired plants is difficult to predict pending

. finalization of state and federal implementing regulations.
Problems of interpreting and complying with the various measures described above and the

evolution of new measures (including any measures which are intended to address the "acid rain"
problems afflicting other utilities but which could impact the Company as well) require continuing
involvement of the Company in proceedings before the United States Congress, state legislatures,
federal and state regulatory agencies, and the courts. The Company cannot accurately predict the
financial and operational impacts resulting from revisions to existing laws.
Generating Fuel

Coal, gas, and oil contributions to total net generation of electricity by the Company in 1985,
1984, and 1983 and the average cost to the Company of those fuels (per million BTU), were as
follows:

Coal Gas Oil AllFuels
Percent of Average Percent of Average Percent of Average Average
Generation Cost Generation Cost Generation Cost Cost

1985 ....................... 87.7 81.2292 11.5 33.7478 0.8 85.0480 $ 1.5859
1984 ...~................... 94.6 1.0263 5.1 4.0741 0.3 4.9379 1.2206
1983 ....................... 93.8 1.0070 5.4 4.1591 0.8 4.6005 1.2380
The Company believes that the Four Corners, Navajo, and Cholla Plants have sufficient reserves of

low sulfur coal (the sulfur content of which is currently running at 0.8%, 0.5% and 0.5%, respectively)
committed to those plants to continue operating'them for their useful lives. Prices paid for coal supplied
from reserves dedicated under the existing contracts have been escalating pursuant to applicable contract
clauses. In addition, major price changes from time to time result from contract renegotiation.

In April 1985, the United States Supreme Court affirmed a decision of the United States Court of
Appeals for the Ninth Circuit, thereby upholding the authority of the Navajo Tribe (the "Tribe") to
impose taxes on non-Indian businesses pursuant to certain possessory interest and business activity
tax resolutions adopted. by the Navajo Tribal Council in 1978. As a result, the Company is liable for
the payment of Navajo taxes, either directly or indirectly, through its fuel supply agreements with its
coal suppliers, eff'ective as of the 1978 date of enactment of the taxing resolutions, except to the
extent that the Company or its coal suppliers are relieved from payment by virtue of tax waiver or tax
forgiveness provisions contained in certain lease agreements.

The plant site lease agreements for the Navajo and Four Corners Plants (each of which is located
within the Navajo Reservation) contain provisions whereby the Tribe agreed not to impose certain
taxes directly or indirectly on the Company's ownership or operation of each plant or on the coal
supplier to each plant (each of which conducts at least a portion of its mining operation within the
Navajo Reservation). The Company is uncertain, however, whether the tax waiver provisions in the
Four Corners plant site lease agreement would allow the Company to prevail in nullifyingthe attempt
by the Tribe to impose the possessory interest tax against the coal supplier to that plant (see below).

Effective April 25, 1985, the coal lease agreement between the Tribe and the coal supplier to the
Four Corners Plant was amended. In that amendment, the Tribe forgave all business activities taxes



and possessory interest taxes that may have accrued against the Four Corners Plant participants and
their coal supplier before April 25, 1985. Accordingly, notwithstanding the uncertainty as to
scope of the tax waiver provisions in the plant site lease agreement, the amendment to the coal le
agreement forgives the portion of the possessory interest tax that may have accrued against the coa
supplier between 1978 and the effective date of the amendment.

Notwithstanding the 1985 amendment to the coal lease agreement, the Navajo Tax Commission
has assessed the coal supplier to the Four Corners Plant for possessory interest taxes accruing prior to
April 25, 1985, the effective date of that amendment. The coal supplier has commenced
administrative proceedings to contest these assessments. The Company does not believe that the
position adopted by the Tribe is meritoriou's.

The Tribe has also assessed a possessory interest tax on the coal supplier to the Four Corners
Plant for the period beginning April 25, 1985. Pending the resolution of the issue of whether the Four
Corners plant site lease agreement, contains a waiver for the imposition of this tax, the tax will be
paid into escrow by the coal supplier pursuant to provisions in the amendments to its lease. The
Company's share of the possessory interest tax sought to be imposed against the coal supplier is
approximately $ 1.9 million per year. The dispute will initially be heard by the Secretary of the
Interior; however, the funds paid into escrow will not be released until the matter is decided by a
federal court.

The 1985 amendment to the coal lease agreement also increased royalty payments to the Tribe in
return for certain contractual and other concessions including, among others, an amendment to the
plant site lease agreement providing for a formula for pricing rights-of-way for future transmission
lines, a pricing formula for a supply of water in the event the participants'ater resources are reduced
as a result of certain adjudication currently pending in the New Mexico state courts, and an
additional area for coal ash disposal, equipment storage, and construction lay-down. The Company
estimates that the additional royalties will increase the Company's Four Corners coal costs by
approximately 85 million per year. See also "Water Supply" in this Item with respect to pendi
litigation involving water resources.

One of the leases between the coal supplier to the Navajo Plant and the Tribe contains
provision permitting a "reasonable adjustment" to the royalties payable to the Tribe in 1984 and at
ten year intervals thereafter, such reasonable adjustment to be made by the Secretary of the Interior
or his delegated representative. The, Secretary of the Interior designated the Area Director of the
Navajo Tribal Agency of the Bureau of Indian Affairs ("Area Director") as his representative. In June
1984 the Area Director notified the coal supplier to the Navajo Plant that, pursuant to the lease
agreement, the royalties payable to the Tribe would increase to 20% of the gross value of the coal, as
determined in accordance with federal regulations governing the leasing of federal coal reserves,
effective in August 1984. The coal supplier and the participants in the Navajo Plant have appealed
the decision of the Area Director to the Commissioner of Indian Affairs as both untimely and,
therefore, of no effect, and unreasonable in amount, if timely. The matter is still pending before the
Commissioner of Indian Affairs. If the Area Director's decision is upheld in whole or in part, the
increased royalties will accrue from August 1984. Any increase in the royalties payable under this
lease will be passed through to the participants in the Navajo Plant, including the Company, which

,
owns 15%'f the plant. If the royalties are increased to 20% of the gross value of the coal, the
royalties would increase from thirty cents per ton, which is presently being paid, to approximately
84.00 per ton, or approximately $2.4 million per year. However, the standard federal royalty on coal
from leased lands owned by the federal government is 12'/~% of gross value, which would be
approximately 82.50 per ton in royalties, or an increase of approximately $ 1.4 million per year. The
Company cannot predict the outcome of the appeal.

The Company purchases coal for its Cholla Plant (located outside the Navajo reservation) from a
coal supplier that conducts its mining operations partially within the Navajo Reservation. As a result
of the Supreme Court decision referred to above, on July 23, 1985, the coal supplier to the Cholla
Plant agreed to pay the Navajo Tribe approximately $ 11 million as settlement of the tax liabilitythat



had accrued against the coal supplier between 1978 and July 23, 1985. The Company's share of such
settlement is approximately $6 million, of which $2.7 million was paid in 1985 and $3.3 million willbe
due on July 25, 1986. The Company expects these taxes to increase its Cholla costs by approximately
$4.5 million each year after 1986. In conriection with this tax settlement, the coal supplier and the
Tribe also agreed to an increase in future royalty payments by the coal supplier to the Tribe. The
Company expects these increased royalties to increase its Cholla coal costs by 6% of the gross value of
the coal per year through July 25, 1989 and by 12'/~% per year thereafter.

The coal supplier to the Cholla Plant also conducts mining operations on federal land under
leases with the Bureau of Land Management (the "Bureau" ). The pricing terms of the leases were
subject to renegotiation on April 1, 1981, at which time the Bureau agreed to renew the leases for an
additional ten year period but at a substantially higher royalty level. In June 1985, the coal supplier
paid the Bureau under protest the increased royalties that had accrued since April 1, 1981, in the
amount of $ 10.1 million. The Company's share of such royalites is approximately $ 6 million. The coal
supplier has filed suit against the Bureau in the United States District Court of New Mexico
challenging several provisions of the leases, including the royalty level.

The Company is not providing a reserve for the 1978 Tribal taxes in its financial statements and
has obtained an order from the ACC that should allow the Company to recover from its retail
customers the amount of such taxes that are allocable to them to the extent payment thereof is
ultimately required.

See also "Water Supply" in this Item, with respect to additional matters involving questions as
to the rights of Indian tribes.

The principal source of the Company's gas for generating fuel is El Paso Natural Gas Company
("El Paso" ) pursuant to a contract with a primary term expiring at the end of 1987. Although
substantial amounts of boiler gas have been made available to it by El Paso, the Company intends to
purchase sizeable quantities of natural gas on the spot market at prices below El Paso's. The
Company expects that limited and, in the long run, decreasing amounts of boiler gas willbe available
to it from El Paso and other sources. In light of that expectation, the Company plans to reduce its
reliance on boiler gas to the extent possible.

The Company burned a total of 230,000 barrels of residual and diesel fuel oil in 1983, 75,000
barrels in 1984, 200,000 barrels in 1985, and now estimates its 1986 oil requirements at 70,000 barrels.
Large supplies of boiler gas, the start-up of additional coal-fired capacity, and the availability of
purchased power have allowed the Company to substantially reduce its reliance on oil as compared to
the 1970's. The Company's oil requirements are particularly sensitive to its supplies of boiler gas.

The fuel cycle for Palo Verde is comprised of the following stages: (1) the mining and milling oF
uranium ore to produce uranium concentrates, (2) the conversion of uranium concentrates to uranium
hexafluoride, (3) the enrichment of uranium hexafluoride, (4) the fabrication of fuel assemblies, (5)
the utilization of fuel assemblies in reactors, and (6) the storage of spent fuel and the disposal or (if
future circumstances permit) the reprocessing thereof. Arrangements have been made to insure that
Palo Verde's requirements of materials and services for each stage of the fuel cycle willbe available as
needed over an extended period.

Uranium concentrates in inventory and available under contracts with Energy Fuels Exploration
Company, Pathfinder Mines Corporation, and other sources should meet Palo Verde's operational
requirements through 1998 and beyond that year ifoptions to purchase uranium concentrates under
the fabrication contract with Westinghouse Electric Corporation (discussed below) are exercised.
Options provided under the above contracts will permit the purchase of a portion of Palo Verde's
uranium concentrate requirements on the spot market without penalty if the spot market purchase
becomes economical. Uranium hexaflouride in storage and to be obtained through 1992 under a
conversion service contract with Allied Corporation will meet Palo Verde's operational requirements
for uranium,hexaflouride through 1992. Existing contracts for fabrication services with Combustion



~ Engineering, Inc. and Westinghouse Electric Corporation willprovide fuel assembly services for each
of the Palo Verde units for at least the first two'years of operation and approximately the next fifteen
years of operation of each unit, respectively.

The participants in Palo Verde, including the Company, have an enrichment services contract
with the United States Department of Energy ('!DOE") that obligates DOE to furnish the enrichment
services required throughout the life of each of the Palo Verde units. In September 1985, the United
States District Court for the District of Colorado held that the form of the utility services contract
used by DOE in its negotiations with utilities, including the one with the Palo Verde participants, is
null and,void. DOE has appealed the decision and has publicly announced that pending the final
resolution of the appeal, it willcontinue to treat the enrichment services contracts, including the Palo
Verde contract, as valid.

Pursuant to the Nuclear Waste Policy Act of 1982 (the "Act"), DOE is obligated to accept and
dispose of all spent nuclear fuel and other high-level radioactive wastes generated by all domestic
power reactors. The Nuclear Regulatory Commission ("NRC") pursuant to the Act, also requires
operators of nuclear power reactors to enter into spent fuel disposal contracts with DOE. The
Company, on its own behalf and on behalf of the other Palo Verde participants, has executed a spent
fuel disposal contract with DOE. The Act also obligates DOE to develop the facilities necessary for
the disposal of all spent fuel generated and to be generated by domestic power reactors and to have
the first such facility in operation by 1998 under prescribed procedures. Such development is
currently in progress. Spent fuel storage facilities at Palo Verde have sufficient capacity to store all
fuel expected to be discharged from normal operation of all of the Palo Verde units during a period
extending beyond the year 2000.

Increases in generating fuel costs historically have been passed through by the Company to its
customers under adjustment clauses filed with the ACC and the FERC. See "Rates —Adjustment
Clauses" in this Item. However, the Company cannot be certain of being able to do so in regard to
future costs, such as those arising out of increased royalties payable by the Company's coal suppliers
to the Navajo or Hopi Tribes. Any specific exercise of pass-through procedures at any time in effect
could be contested and possibly denied in whole or in part by the ACC or the FERC. Moreover, rate
increases in any form are resulting in customer resistance in the form of decreased energy usage that
may retard future growth of unit sales.

Palo Verde Liabilityand Insurance Matters
The Palo Verde participants currently have insured against public liabilityclaims resulting from

nuclear energy hazards to the full $ 655 million limit on liability under Federal law (such law being
commonly referred to as the "Price-Anderson Act"). The maximum available private insurance of ~
$ 160 million has been purchased, and the remaining $495 million has been provided through a
mandatory industry-wide retrospective assessment program, under which the Palo Verde participants
collectively could be assessed up to $5 million for each Palo Verde unit licensed by the NRC (of which
the Company's share would be 29.1%) in the event the total liabilityarising from any nuclear incident
involving any licensed facility in the nation exceeds the $ 160 million private insurance. In the event
of more than one incident, the potential $5 million assessment per licensed unit would apply to each ~
incident, subject to a maximum assessment in any year of $ 10 million per licensed unit (of which the
Company's share would be 29.1%) for all incidents. The insureds under the liabilityinsurance include
Palo Verde participants and "any other person or organization with respect to his legal responsibility
for damage caused by the nuclear energy hazard." Such nuclear liability insurance coverage does not
apply to damage to the plant facilities.

To cover possible damage to the Palo Verde facilities, the Palo Verde participants maintain ~
nuclear property damage and decontamination insurance in the aggregate amount of $ 1.135 billion.
The Company has also secured insurance against the increased cost of generation or purchased power
resulting from the accidental outage of a nuclear unit. The Company willbe insured, after a 26-week
deductible period, for up to $ 1.24 million per week for its share of Units 1 and 2 (and Unit 3 when it
is placed in service) for 52 weeks and up to 50% of such weekly amount for an additional 52 weeks.
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In addition to the above-described policies of insurance, the Palo Verde participants are parties
to an indemnity agreement with the NRC. This agreement contains an undertaking by the NRC to
indemnify the Palo Verde participants "from public liability arising from nuclear incidents which is
in excess of the level of financial protection required of" the Palo Verde participants but not in excess

of N60 million. The "indemnity agreement is not currently operative and will remain inoperative
unless or until the level of financial protection (i.e., the aggregate amount of primary and secondary
levels of liabilityprotection) required of the Palo Verde participants falls below 8560 million.

The authority of the NRC under the Price-Anderson Act to enter into indemnity agreements
covering new nuclear facilities not now in operation or under construction will expire on August 1,
1987. This limited expiration of authority, ifnot modified by Congress, would have no effect upon the
financial protection and indemnity agreements in effect for plants now in operation or under
construction, such as Palo Verde. Nonetheless, this expiration date has served as a catalyst for
proposals to amend the Price-Anderson Act in a variety of ways. Some would simply extend the
indemnity authority for an additional ten years in order to preserve the viabilityof the nuclear option
for future expansion of the nation's generating capacity. However, other proposals, ifadopted, could
apply to existing plants now licensed for operation, such as Units 1 and 2, by eliminating or altering
the limitation of liability or by increasing the maximum amount of retrospective annual premiums
which could be assessed. Several bills to extend the expiring provisions and to amend or eliminate
other provisions of the Price-Anderson Act have been offered in both the Senate anh the House of
Representatives. The response of Congress to these proposals cannot be predicted, nor is it certain
that Congress willact in the near future.

Water Supply
Assured supplies of water are important both to the Company (for its generating plants) and to

its customers. However, conflicting claims to limited amounts of water in the Southwest have resulted
in numerous court actions in recent years.

Both groundwater and surface water in areas important to the Company's operation have been
the subject of inquiries, claims, and legal proceedings which will require a number of years to resolve.
The Company has been named along with a number of defendants in three lawsuits brought in the
United States District Court for the District of Arizona by or on behalf of Indian tribes regarding the
pumping of groundwater near Indian reservations. The Company has also been joined as one of a
number of defendants in a proceeding before a state court in New Mexico to adjudicate rights to a
stream system from which water for the Four Corners Plant is derived. See "Generating Fuel" in this
Item for additional information regarding the water supply for the Four Corners Plant.

In connection with the construction and operation of Palo Verde, the Company has entered into
contracts with certain municipalities granting the Company the right to purchase effluent for cooling
purposes at Palo Verde and other future generating units. The validity of the Company's primary
efBuent contract has been challenged in a suit filed by the Salt River Pima-Maricopa Indian
Community (the "Community") against the Department of the Interior (the federal agency alleged to
have jurisdiction over the use of such effluent) and additional defendants, including the Company.
The portion of the action challenging the effluent contract has been stayed while the Community
litigates its claims against the Department of the Interior and other defendants for wrongful exclusion
from the Salt River Project Improvement and Power District, a federal reclamation project.

In November 1982, certain operators of farms located in the vicinityof the Palo Verde site filed a
lawsuit in Maricopa County Superior Court claiming prior rights to effluent to be delivered to Palo
Verde under the primary and secondary effluent contracts. In December 1983, an owner of land in the
river basin from which the effluent to be received under the primary contract is alleged to be derived
filed a complaint in the United. States District Court for the District of Arizona challenging the
primary effluent contract. This action was dismissed in November 1985. That dismissal has been
appealed to the United States Court of Appeals for the Ninth Circuit. The Company joined with

" another Palo Verde participant in bringing an action in an Arizona state court against the plaintiffs
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in the'two foregoing lawsuits, seeking a declaratory judgment as to rights to efiluent under Arizona
law. Such declaratory judgment action was consolidated in the Arizona state court with the law
filed in November 1982. In October 1985, the state court ruled in favor of the Palo Verde participa
in these consolidated lawsuits, holding that the efiluent contracts are neither void, unenforceable, n ~
enjoinable for the reasons raised in the consolidated lawsuits by the parties adverse to the Pa)o Verde
participants (the "Adverse Parties" ). The Adverse Parties have appealed that decision to the Arizona
Court of Appeals. The Company and certain Palo Verde participants have cross-appealed.

file n
On November 22, 1985, several municipalities which are parties to the primary eSuent contr ct

ed an action in Maricopa County Superior Court against certain of the Adverse Parties seeking a
en con rac

declaration that the primary efHuent contract is valid notwithstanding claims asserted by those ~
A verse Parties that approval of the effiuent contract exceeded the municipalities'egal authority and
that the contract violates the laws and public policy of Arizona. The Company was named as an
in ispensable party. The Company has answered the municipalities'omplaint, alleging that there is
no controversy because the Adverse Parties'laims are barred by applicable legal and equitable
principles and alternatively seeking a declaration of the validity of the efHuent contract. All parties
have moved for summary judgment. A hearing on those motions is scheduled for A ril 21 1986. On 4arc,, t e Adverse Parties in that suit sought leave to amend their answer to assert
numerous counterclaims and join additional parties as counterdefendants, including the Company and
the other Palo Verde participants. The proposed counterclaims allege that the primary efBuent
contract is invalid because it violates Arizona municipal law, Arizona water law, certain water supply
agreements involving the municipalities, and various other provisions of state law. The Company will
respond to the proposed amendment in a timely manner.

Although the foregoing matters remain subject to further evaluation, the Company expects that
the described litigation will not have a materially adverse impact on the completion, licensing, or
operation of the Palo Verde units,

The CoCompany anticipates that existing water supplies in certain parts of Arizona will b
augmented by Colorado River water upon completion of the Central Arizona Project (now schedule
to deliver water to Phoenix by mid-year 1986). Although the Company has been anted an ll
of this water b th Sr y e Secretary of the Interior, it expects that reasonably priced water will remain in
short supply in Arizona as well as in the Four Corners region of New Mexico, that uncertainties in
app icable water law as applied to pertinent facts and circumstances may

' f t', d
a i own ig y visi le status as a large consumer (along with that of other utilities, particularly

those from out of state) may attract confiicting claims to present water supplies and objections to new
plants. Nevertheless, the Company believes that acceptable supplies willbe available to its generating
units now in operation or under construction throughout their useful lives.

Indian Matters
In August 1985 the Navajo Tribal Council adopted the Navajo Preference in Employm t A t

( p yment Act ) relating to requirements for preference in hiring, -promotion, retention, and
raining of Navajos by companies and their contractors conducting business on or near the Navajo ~

reservation. The Company and the Chairman of the Navajo Nation, with authorization of the
Advisory Committee of the Navajo Tribal Council, entered into a letter agreement in March 1985
("Letter Agreement" ) regarding Indian employment preference at the Four Corners Plant. The Letter
Agreement provides, among other things, that qualifications for employment and promotion shall be
determined by the Company. The Company and the Tribe disagree on the interpretation of the
Employment Act and whether the Employment Act or the Letter Agreement control future 0
employment relations. The Employment Act, ifbinding on the Company, could seriously impair the
Company's present ability to hire and promote the most qualified employees at the Four Corners
Plant. The Company cannot currently predict the outcome of this matter.

See also "Generating Fuel" and "Rater Supply", both in this Item, with respect to additional
matters involving questions as to the rights of Indian tribes.



ITEM 2. PROPERTIES

The Company's present generating facilities have an accredited capacity aggregating 3,640,370

kw, comprised as follows:

Capacity

Coal:
Units 1, 2 and 3 at Four Corners, aggregating..
15% owned Units 4 and 5'at Four Corners, representing...
Units 1, 2, 3 and 4 at the Cholla Plant, aggregating.
14% owned Units 1, 2 and 3 at the Navajo Plant, representing...............

Gas or Oil:
Five steam units divided among the Saguaro (2) Ocotillo (2) and Yucca (1)

Plants, aggregating..
Eleven turbine units, aggregating..
Three combined cycle units, aggregating.

560,000k w
221,700
946,000(1)
315,000

2,042.700k w

468,400k w
500,600
253,500

1;222,500kw

Nuclear:
29.1% owned Unit 1 at Palo Verde, representing....... 369,570kw

Other 5,600k w

(1) The Company has agreed to sell varying amounts (up to 350,000 kw) of this capacity to
another utilityduring the next five years.

The highest one-hour demand on its electric system which the Company experienced in 1985 was

3,197,800 kw recorded on July 12, 1985, compared to a high of 2,970,600 kw experienced on
August 30, 1984. Taking into account additional capacity then available to it under power purchase

'ontracts as well as its own generating capacity, the Company's capability of meeting system demand
on July 12, 1985, computed in accordance with accepted industry practices, amounted to 3,570,800
kw for a reserve margin of 12.9%. The power actually available to the Company from its resources
fluctuates from time to time as a consequence of unit unavailability (because of shutdown for
scheduled or unscheduled maintenance) and other technical problems. The Company's own sources
actually operable at the time of the July 12, 1985, peak demand were 1.2% less than those required.

Substantial capital expenditures for environmental protection measures have been and may be

required to keep the Four Corners Plant, and possibly the Navajo Plant, in operation. See
"Environmental Requirements" in Item 1. Both of those plants, along with certain of the Company's
transmission lines and all of its contracted coal sources, are located on Indian reservations. See
"Generating Fuel" and "Indian Matters" in Item 1 and the sections cross-referenced therein with
respect to the assertion of taxing and regulatory authority by the Navajo Tribe which will increase
the cost of certain of the Company's operations.

The receipt of a facility operating license for Palo Verde Unit 2 later than previously anticipated,
combined with other factors, resulted in the announcement on January 14, 1986 of delays in the
commercial operation dates of Palo Verde Units 2 and 3. The Company's most recent projections
indicate that Palo Verde Units 2 and 3 willachieve commercial operation during the third quarters of
1986 and 1987, respectively. Units 2 and 3 had been previously scheduled to achieve commercial
operation during the second quarters of 1986 and 1987, respectively. Nuclear fuel loading was
completed at Unit 1 on January ll, 1985, and that unit attained commercial operation on
February 13, 1986. Unit 2 completed its fuel loading on December 16, 1985, and Unit 3 fuel loading is
scheduled for the first quarter of 1987. The new schedule is not expected to increase the Company's
direct cost for its share of Palo Verde but is expected to increase the Company's AFC for Units 2 and
3. The construction costs in the table below reflect the updated schedule announced in January 1986.
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However, various other factors may affect the accuracy of the estimates shown as well as their
comparability to other published estimates (which may have been prepared as of th d

c ua comp etion dates, unexpected inflationary pressures, and compliance with any additi
governmental procedures and regulations could cause final costs to b ta t II f
an 1

vary su s n ia y rom these an

participants.
any ater estimates, as could changes in the Company's plans and chan e f 1 f han c anges o pans o other

Type of Facility
and Scheduled

Completion Date

Nameplate
Capacity

or Equivalent

Estimated
Construction
Expenditures
(Thousands of

Dollars)(l)

Estimated
Construction
Expenditures

Per Kilowatt(l)

Nuclear:
29.1% owned Units 1 (1986), 2 (1986) and 3

(1987) of the Palo Verde Nuclear
Generating Station, representing................ 1,109,000kw $ 1,333,000(2)

(1) Excluding expenditures for related transmission facilities, fuel, and fuel sources.

(2) Including $ 1,252,584,000 spent through December 31, 1985.

$1,202

In addition to the construction expenditures shown in the table, the Company capitalizes AFC,

credits as
property taxes, start-up and pre-operating costs (including start-up power costs) d te t

sociated with the foregoing facilities. Making certain assumptions (some of which differ
from those involved in prior estimates) as to future interest rates te t da f AFC
an o er actors, the Company has estimated that the addition of these associated costs to
construction expenditures will bring its total installed cost for the three Palo Verde uni to
approximately $2,500 per kw. See "Rates-State" in Item 1 for a discussion of the construction

lim'mposed

by the ACC for the,Company's share of Palo Verde cost.

The Comompany s construction plans are susceptible to changes in forecasts of future demand on its
electric system and in its ability to finance its construction program. Changes in the timing of
forecasted increases in demand and other factors occurring since the commencement of construction

350 000 kw
of Unit 4 of the Cholla Plant caused the Company to enter into agreeme ts to te 1 ll

w of that unit's generating capacity through 1990. Although its plan b t to hi p ans are su ject to c ange,

Verde until th
e ompany oes not presently intend to construct any new major generating units th th P 1

i e end of the century. An important factor affecting the Company's ability to delay the
uni,o er an ao

construction of new major generating units is a continuin effort to u ad d
'e

ia i i y o existing generating stations. The Company is also looking to develop additional interties
with neighboring utilities, to review reserve margins and reliability indices to d th di s, expan e size an

facilities.
p o i oad management program, and to explore cogeneration and thi d- rty fl dir -pa nance

Operation. of each of the three Palo Verde units following its completion rendu'h bta' fequires e o ining o
an power operating license from the NRC. Facility operating licenses for Units 1 and 2

were granted by the NRC to the Company and the other participants in Palo Verde in December
1984, and December 1985, respectively. The licenses, valid for a period of 40 years from the date of
issuance, authorize the Company, as operating agent for Palo Verde, to operate Units 1 and 2 at full
power. Pending completion satisfactory to the NRC of certain tests and oth ', hin s an ot er items, however, the
icense or Unit 2 restricts operation of such unit to power levels not to ex d 5F f fullo excee o o power

in Ma 1

speci c C approval. Similar restrictions in the Unit 1 license were rem ed b th NRC
y 985, and Unit 1 was placed in commercial operation in February 1986.

ov y e

See also "Rates —State," "Water Supply," and "Generating Fuel" in Item 1 with respect to
matters having possible impact on the ~ration of Palo Verde.
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In additian to that available from its own generating capacity, the Company purchases electricity
from other utilities under various arrangements. The most important of these is a long-term contract
with Salt River Project Agricultural Improvement and Power District which may be canceled by the

District on three years'otice and which requires the District to make available, and the Company to

pay for, certain amounts of electricity that are based in large part on customer demand within certain
areas now served by the Company pursuant to a related territorial agreement. The Company believes

that the prices payable by it under the contract are fair to both parties. The generating capacity
available to the Company pursuant to the contract is currently 255,000 kw. In 1985 the Company
received 898,689 mwh of energy under the contract and paid approximately $45 million for capacity
availability and energy received.

On January 25, 1985, the residents of the City of Page, Arizona ("Page" ) voted to acquire the
Company's electrical distribution system in and around the area of Page and to operate the acquired

system as a municipal system. The Company serves approximately 2,500 customers in the Page area.

Page has filed a condemnation action to establish the value of the system and to acquire immediate
possession. The exact property Page willultimately acquire is unclear at this time and the Company's
preliminary estimate of the value of the system varies substantially from that of Page. The parties
have stipulated that Page may take immediate possession of the system upon posting a bond intended
to protect the Company during the period of possession prior to trial. The trial is currently scheduled

to begin in June 1986. The Company cannot currently predict the outcome of this matter or the
extent to which other municipalities may take similar action.

See Note 6 of Notes to Consolidated Financial Statements in Item 8 with respect to property of
the Company not held in fee or held subject to any major encumbrance.
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ITEM3. LEGALPROCEEDINGS

See "Rates," "Environmental Requirements," "Generating Fuel," "Water Supply," and "Indian
Matters," all in Item 1, and Item 2 in regard to pending or threatened litigation and other disputes.

ITEM4. SUBMISSION OF MATTERS TO A
VOTE OF SECURITY HOLDERS

No matter was submitted to a vote of security holders during the fourth quarter of the fiscal year

covered by this report, through the solicitation of proxies or otherwise.

Name

Keith L. Turley

Posttioa(s) at February 28, 1986

Chairman of the Board of Directors and
Chief Executive Officer(l)

Chairman of the Executive Committee of the
Board of Directors(l)

President and Chief Operating Officer(1)
Executive Vice President and Chief Financial

Officer(1)
Executive Vice President, Arizona Nuclear

Power Project
Senior Vice President and Corporate Counsel

'icePresident, Electric Operations
Vice President, Research, Development and

Alternative Energy Applications
Vice President, Employee Relations
Vice President, Rates and Regulation
Vice President, Nuclear Production
Vice President, Resources Planning
Vice President, Customer Services-State Region
Vice President, Construction
Vice President, Engineering
Vice President, Customer Services-Metro Region

Vice President, Customer and Administrative
Services

Vice President and Controller
Vice President, Corporate Relations
Vice President and Treasurer
Secretary
General Auditor
Assistant Secretary

Karl Eller 57

0. Mark De Michele
Henry B. Sargent, Jr.

51

51

Edwin E. Van Brunt, Jr. 54

Jaron B. Norberg
Walter F. Ekstrom
David W. Ellis

48
48
47

Joseph A. Gelinas
B. Paul Hart
Jerry G. Haynes
Russell D. Hulse
Jerry P. Human
Charles D. Jarman
Donald B. Karner
Guy W. Lunt
John C. Ogden

41

61

51

58
55
50
34
52
40

WilliamJ. Post
Shirley A. Richard
Paul A. Williams II
Faye Widenmann
Kathryn A. Forbes
Sally F. Kur

35
38
39
37
35
41

SUPPLEMENTAL ITEM. EXECUTIVE OFFICERS
OF THE REGISTRANT

The Company's executive officers are as follows:

Age at
March 3, 1986

62

(1)Member of the Board of Directors.
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The executive officers of the Company are elected no less often than annually and may be
remo'ved by the Board of Directors at any time. The terms served by the named officers in th

'urrentpositions and the principal occupations (in addition to those stated in the table and exclu.
of directorships) of such officers for the past five years have been as follows:

Mr. Turley was appointed President (a position he held until September 1982) and Chief
Executive Officer in 1974 and was appointed Chairman of the Board of Directors in February 1981.

In July 1983, Mr. Eller became Chairman of the Board and Chief Executive Officer of The Circle

to the media a
K Corporation and in October 1982 he became President of The Karl Eller Company ( lt'i

ia) and resigned as President of Columbia Pictures Communications (advertising media), a
position he assumed in 1981. He also served as Chairman of the Board of Directors of Red River

1980 and in Janu
Resources, Inc. (diversified investments) from January 1980 until J 1985. Di anuary . uring portions of

an in anuary 1981 he served as President of both Eller Media Company and Charter Media
Company (advertising media).

Mr. De Michele was elected President in September 1982 and became Chief Operating Officer the
following month. Previously, he had occupied the positions of Executive Vice President for Customer,
Employee and Corporate Relations (since September 1981) and Vice President Co orate Rel
(April 1978 to September 1981).

Mr. Sargent has served in his current office since September 1981. Before that date he wa
V'resident,Finance.

re a a, e was ice

Mr. Van Brunt assumed his present position upon the retirement of Thomas G. Woods Jr.,
effective as of March 1, 1985. Mr. Van Brunt served as Vice President, Nuclear Production since

anuary 1 4 and prior to that time was Vice President, Nuclear Projects Management, from
November 1978 to January 1984. Mr. Woods willremain on the Company's Board of Directors.

Mr. Norberg was elected to his position in March 1982, prior to which time he had been a
partner in the law firm of Snell Ec Wilmer.

Mr. Ekstrom was elected to his present position in October 1982. Prior to that time he aa
served in a variety of engineering and management functions in the Company's Power Production
operations, including Manager of Fossil Generation (September 1977 to September 1982).

Mr. Ellis was elected to his present position in November 1984. He had previously held the
position of Vice President Gas Operations (June 1982 to November 1984) also served the Company in
a variety of engineering and customer service management positions, including Mana er of Gas
Operations (October 1981 to June 1982).

Mr. Gelinas was elected to his present position in May 1979. He joined the Company as Director
of Employee Relations in April 1978.

Mr. Hart was elected to his present position in October 1982, after serving as Manager of Rates
and Property Evaluation. ~ Il

Mr. Haynes was elected to his present position on July 8, 1985. Prior to that time he was
employed by Southern California Edison.

Messrs. Hulse Hum, Human and Jarman were elected to their present positions in 1973, 1974 and
1978, respectively, with Mr. Jarman assuming the post of Vice President Construction in December

Mr. Karner was elected to his present position in December 1985. Before such election he had

1985
held the position as Assistant Vice President for Nuclear Production (February 1984 t N b

) and Plant Manager at the Four Corners Power Plant (since March 1981).
o ovem er

Mr. Lunt was elected to his present position in July 1984. Before that date he became the State
Region manager in September 1982 and a Division manager since 1976.
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Mr. Ogden was elected to his present office in October 1982, Before that time he served in

capacities including Vice President and Controller (September 1981 to October 1982) and Vice

President, Administration and Economic Planning (July 1978 to September 1981).

Mr. Post was elected to his present position in April 1985 after serving as Controller since

December 1982. He had previously held the positions of Manager of Accounting and Control (October

1982 to November 1982) and Manager of Budgets and Forecasts (August 1978 to September 1982).

Ms. Richard was elected to her present position in May 1984. Prior to that time she served as

Director of Corporate Communications at Adolph Coors Co.

Mr. Williams has served as Treasurer since September 1981 and was made a Vice President in
September 1983. He joined the Company in November 1980 as Manager of Financial Planning and

Analysis. Before that time he was employed by San Diego Gas & Electric Company (electric

generation and natural gas distribution) in various capacities, including Manager of Financial
Planning (February 1978 to November 1980).

Ms. Widenmann was elected to her present position in June 1983 after serving as Assistant
Secretary since December 1982. She had previously held the positions of Manager of General

Corporate Services (since March 1982) and Public Affairs Representative (March 1978 to March
1982).

Ms. Forbes was elected to her present position in March 1984 after serving as Manager of the
Audit Services Department since January 1982. Before that time she served as Internal Audit
Supervisor (June 1980 to January 1982), Contract Audit Administrator (June 1979 to June 1980) and
Senior Internal Auditor (November 1977 to June 1979).

Ms. Kur was elected to her present position in May 1985 after serving as Manager of Securities
Administration since November 1984. She had previously held the position of Manager, General

Corporate Services since September 1983 and Senior writer since April 1981.

PART II
ITEM 5. MARKETFOR REGISTRANT'S COMMON

EQUITY AND RELATED STOCKHOLDER MATTERS

The Company's common stock is held solely by AZP and as a result is not listed for trading on

any stock exchange. Prior to April 29, 1985 the Company's common stock was publicly held and was

traded on the New York and Pacific Stock Exchanges. At the close of business on April 28, 1985 the
Company's common stock was held by 123,776 shareholders.
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The chart below sets forth the common stock price ranges for the four quarters of 1984 and for
the first two quarters of 1985. The second quarter common stock price ranges for 1985 reflect t
price ranges to April 29, 1985, the date on which AZP became the sole shareholder of the Compan
common stock. The chart below also sets forth -the dividends per share paid on the Company
common stock for each of the four quarters for 1984 and 1985,

Common Stock Price Ranges and Dividends

1985

1st Quarter
2nd Quarter
3rd Quarter
4th Quarter

1984

Hi h

227/s

24'/s

Low
Dividend
Per Share

$ .65
.68
.69
.71

1st Quarter
2nd Quarter
3rd Quarter
4th Quarter

21
18'/4

20s/s

22'/s

18 $ .65
14'/s .65
16 .65
19'/4 .65

After payment or setting aside for payment of cumulative dividends and mandatory sinking fund
requirements, where applicable, on all outstanding issues of preferred stock, the holders of common 4
stock are entitled to dividends when and as declared out of funds legally available therefore. See Notes
5 and 6 of Notes to Consolidated Financial Statements in Item 8 for restrictions on retained earnings
available for the payment of dividends.

ITEM6. SELECTED CONSOLIDATED FINANCIALDATA
Vear Ended December 31,

1985 1984 1983 1982
(Thousands of Dollars, Except Per Share Data)

1981

Revenue from continuing
operations

Operating income from
continuing operations

Net income
Per share of common stock:

Earnings (loss) (based on
average shares
outstanding)

Continuing operations
Discontinued operations

Total
Dividends declared

Total assets
Long-term debt less current
maturities and redeemable
preferred stock

$ 306,984 $ 263,260
$ 325,423 $ 271,067

253,412 $ 263,099
$ 264,797 $ 231,043

249,724
$ 197,434

$ 3.96

$ 3.96

$ 2.73
$5,251,327

$ 3.65 $ 3.53 $ 3.25
(0.39) (0.07) 0.05

$ 3.26 $ 3.46 $ 3.30

$ 2.60 $ 2.56 $ 2.40
$4,653,774 $4,386,312 $3,888,536

$ 336
(0.10)
3 26

$ 2.20
$3,396,790

$2,425,361 $ 1,967,486 $ 1,892,477 $ 1,610,486 $ 1,618,048

$ 1,174,502 $ 994,967 $ 871,875 $ 866,486 $ 730,788
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ITEM 7. MANAGEMENT'SDISCUSSION AND ANALYSISOF FINANCIAL
CONDITION AND RESULTS OF OPERATIONS

Liquidityand Capital Resources
The Company has large capital requirements for its ongoing construction progra~and for the

refunding of maturing securities. Its heavy reliance on external debt financing to meet those
requirements are discussed in "Construction and Financing Programs" in Item 1 and in "Properties"
in Item 2. The Company has a degree of flexibility in adjusting its construction program to its
financing capability. However, that flexibility is limited, and the Company's long-term liquidity will
depend on its access to the capital markets, which in turn will depend on sufficiency of the
Company's rates to provide adequate coverages on its senior securities, and an adequate rate of return
on its common stock equity. Adequate earnings and coverage are critical to the maintenance of
satisfactory credit ratings on the Company's senior securities and, as calculated in=accordance with
the governing instruments, are prerequisite to the Company's legal ability to issue such securities.

See "Capital Structure" in Item 1 with respect to the Company's capital structure at
December 31, 1985. The Company regards common stock equity as its most expensive form of
permanent financing, but it intends to maintain that category't approximately the 40% level in order
to support the credit ratings on its senior securities. If interest and dividend rates on new issues of
long-term debt and preferred stock rise in the future, the Company's average cost of capital will rise
accordingly.

See "Construction and Financing Programs" in Item 1 and Note 7 of Notes to Consolidated
Financial Statements in Item 8 with respect to short-term borrowings available to the Company (there
being a statutory limitation on the amount of such borrowings that can be outstanding without consent
from the ACC). Funds from operations after the payment ofdividends have contributed only marginally
to total sources of funds in the last few years (see "Industry and Company Problems" and "Construction
and Financing Programs" in Item 1). This situation is expected to continue to some degree until Unit 1 is
fullyincluded in rate base so as to give rise to additional cash earnings. The Company's retention of funds
from operations has also been affected by the Company's policy of increasing common stock dividends
periodically (see Item 6).

On February 13, 1986, the date Unit 1 attained commercial operation as defined by the ACC, the
Company ceased accruing AFC with respect to Unit 1 and the facilities common to all three Palo Verde
units (the "Common Facilities" ), currently totalling approximately $6 million per month. In addition,
the Company began expensing the cost of owning, operating, and maintaining its 29.1% share ofUnit 1
and the Common Facilities, currently estimated at 85 million per month. Absent adequate and timely
rate relief from the ACC, the Company expects these developments to adversely afFects its earnings.

As part of the Unit 1 Rate Case the Company is seeking an accounting/rate-making order from the
ACC allowing the Common Facilities to be transferred to plant in service in three equal increments, each
tied to the commercial operation date of a Palo Verde unit, with the continuance of a carrying charge
equivalent to AFC on any portion which has not been transferred to plant in service. Ifthe ACC'grants
such accounting/rate-making order, the Company would be able to accrue approximately Sl million of
such carrying charge per month on each of the remaining two portions of the Common Facilities which
have not been transferred to plant in service. In addition, the Company would be able to defer expensing
the cost of owning, operating, and maintaining its 29.1% share of the remaining two portions of the
Common Facilities, with such expenses currently totalling approximately $ .3 millionper month for each
such portion.

As discussed above, the Company has requested the ACC to issue an accounting/rate-making order
allowing the Company to defer expensing the cost of Unit 2 and to continue the accrual of a carrying
charge equivalent to AFC from the commencement of the commercial operation of Unit 2 until the
Company is allowed to recover the costs of Unit 2 in rates. Ifthe ACC does not grant the Company's
requested accounting/rate-making order relating to Unit 2, when Unit 2 achieves commercial operation
(currently scheduled for the third quarter of 1986) the Company willcease accruing AFC with respect to
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Unit'2, currently totalling approximately 86 million per month. In addition, the Company will begin
expensing the cost of owning, operating, and maintaining its share of Unit 2, currently estimated a
millionper month. Ifthe ACC does not grant the requested accounting j'rate-making order with respe
Unit 2 or grant adequate and timely rate relief with respect to Unit 2, the Company expects its earnings
to be adversely afFected.

Operating Results
Total operating revenues reflect the efFects of rate increases and adjustment clauses (see "Rates" in

Item 1) on prices of units sold. Operating revenues also reflect the volume changes in unit sales shown in
"Operating Statistics" in this Item. The foregoing factors contributed to annual increases in electric
revenues over the preceding calendar year as follows:

Year Ended December 31,
1985 1984 1983

(Thousands ofDollars)

Energy related:
Volume increases (decreases) (1)......
Price increases (decreases) (2)

Non-energy related:
Revenue increases (decreases) (3) .

Net increase

8 71,169
63,742

44,624

8179,535

8 29,216 8 13,438
93,229 (360)

647 (7,689)

8123,Q92 8 5,389

(1) Calculated by summing the products derived by multiplying the year-to-year increases in
units sold in each customer class by the weighted average of the applicable rate levels in
effect for the prior year.

(2) Calculated by summing the products derived by multiplying the year-to-year increases
the weighted average of rate levels in each customer class times the applicable number i 0
units sold in the current year. Relative contributions by rate increases and by efFects of the
Company's adjustment clauses vary according to the timing ofgeneral rate proceedings and
the extent to which accumulated efFects of the adjustment clauses are incorporated in new
rates.

(3) Includes revenues for miscellaneous service and transmission forothers.

The increase in volume-related electric revenues in 1985 was primarily due to higher sales in the
residential and commercial classes. These sales increases were mainly the result ofcustomer growth
and the warmer weather conditions experienced during the summer of 19S5. In addition, there were
increased industrial sales to the copper industry. Unit sales ofelectricity increased in 19S4 primarily
due to customer growth in the residential and commercial classes and more humid weather
conditions, partially offset by decreased industrial and resale sales. The increase in unit sales of
electricity in 1983 was primarily due to customer growth in the residential and commercial classes
partially offset by decreased retail and resale irrigation usage resulting from the U.S. Government's
Payment-In-Kind Program. Conservation efforts by customers in response to higher energy costs
have afFected unit sales, are expected to continue to do so, and are being aided by the Company's own
load-management programs. The year-to-year changes in non-energy related electric revenues
reflect changes in capacity sold to other utilities (see "Properties" in Item 2).

Although unit fuel costs have continued to rise, the Company"s cost of fuel per kilowatt-hour
generated has been tempered by the large portion of coal in the fuel mix. See "Rates-Adjustment
Clauses" in Item 1 with respect to the pass-through treatment of increased unit fuel costs and the
increase in the Company's deferred fuel account. In 1985, increases in'fuel expenses were primarily



due to increased gas generation. In 1984, the slight increases in fuel expenses reflect increases in the
unit costs of fuel for generation partially offset by an improved fuel mix and high capacity factors at
the Company's coal-Ared plants.

Variations in purchased power and interchange-net reflect varying degrees of availability of
relatively low-priced power from other sources including energy available from testing of the
Company's nuclear generating unit, the needs of the Company to augment its own generating
sources from time to time, and the Company's ability to sell energy to neighboring utilities. In 1985,
an increase in purchased power and interchange-net was primarilydue to increased purchased power
requirements and reduced interchange sales to other utilities. This increase was largely offset by the
accounting treatment for the Company's fuel and purchased power expense (discussed in "Rates-
Adjustment Clauses" in Item 1 and in Note ld of Notes to Consolidated Financial Statements in
Item 8). The increase in purchased power and interchange-net expense in 1984 was primarilydue to
the accounting treatment for fuel and purchased power which was largely offset by increased
interchange sales to other utilities.

See "Effects of Inflation" in this Item in regard to maintenance expense, which is also a
function of the size of the Company's utilityplant and is affected by the timing of major overhauls.
The increase in operations excluding fuel expense in 1985 was due in large part to increased payroll,
associated expenses related to customer growth, and an addition to the reserve for uncollectibles
resulting from an unpaid note.

Depreciation and amortization expenses and ad valorem taxes increase with the size of the
Company's utilityplant. See Note 12 of Notes to Consolidated Financial Statements for both ad
valorem and sales taxes (the latter being a function of operating revenues), which are the principal
components ofother taxes.

The increases in income taxes and deferred income taxes in 1985 and 1984 were largely a result
of the Company's compliance with an ACC accounting order, effective October 1, 1983, the
aggregate effect of which was to require the Company to normalize substantially all income tax
timing difl'erences (see Note 1fofNotes to Consolidated Financial Statements).

The aggregate amount of AFC, shown as other income and a credit to interest deductions, is
primarily a function of the amount of construction work in progress during any given period and
ceases to accrue on those portions ofconstruction work in progress that are included in rate base. In
addition, AFC ceases to accrue on those generating facilities transferred to plant in service. See Note
le of Notes to Consolidated Financial Satements for changes in rates of AFC. See "Liquidityand
Capital Resources" above with respect to the non-cash aspect ofAFC.

The increase in interest on long-term debt in recent years reflects large amounts of new
borrowings at relatively high interest rates. See "Liquidityand Capital Resources" above and Note 6
of Notes to Consolidated Financial Statements. The decrease in interest on short-term borrowings
in 1985 resulted primarily from decreased borrowings, but includes the effects of lower interest rates.

Consolidated net income represents a composite of cash and non-cash items (see Consolidated
Statements of Changes in Financial Position) and, in part, reflect accounting practices unique to
regulated public utilities.

As described in Note 13 of Notes to Consolidated Financial Statements, the Company sold its
gas distribution system, effective November 1, 1984. Accordingly, 1983's statement of income has
been reclassified to report separately this discontinued operation.

Effects ofInflation
In contrast to the analysis of increases in operating revenues in the table at the beginning of

"Operating Results" of this Item, it is sometimes difficult,in the case ofoperation and maintenance
expenses, to distinguish between effects of volume increases and rises in unit costs (which, for
purposes ofthis discussion, are all attributed to inflationary pressures).
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Certain inflationary efFects, such as those on costs of generating fuel, are passed through to
customers pursuant to rate adjustment procedures-(see "Rates —Adjustment Clauses" in Item 1).
Nevertheless, the Company attempts to minimize such effects by means that include increasing the 0
availability of its coal-fired units to result in a more economical fuel mix. This increase has been
achieved by an intensive maintenance program, the cost ofwhich is not covered by the adjustment
clauses. There are a number of other major expense items that are also beyond the scope of the
adjustment clauses. Inflationary pressures on these items have given rise to a significant earnings
attrition between general rate increases. See "Rates" in Item 1 with respect to the Company's most
recent rate filings.

See Note 15 ofNotes to Consolidated Financial Statements in Item 8 for perspectives on other
effects ofinflation.

~ .
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Opera'ting Statistics

1985
Year Ended December 31,

1984 1983
Electric Operations;

Number ofCustomers (end ofperiod):
Residential
Commercial.
Industrial...
Irrigation
Other

Total Customers ..

Electric Sales (MWH):
Residential
Commercial.
Industrial..
Irrigation ...
Other.

Total Electric Sales .

Operating Revenues (000):
Residential.
Commercial.
Industrial....
Irrigation.
Other

Total
Transmission for Others .......~... ~ .

Miscellaneous Services.

Total Electric Operating Revenues .....

Revenue Per KWH (Cents):
Residential.
Commercial.
Industrial.

Costs Per KWHGenerated (Cents):
Fuel.
Total Electric Operating Expense .............

Annual KWHPer Average Residential

Customer'56,071

61,110
1,948
1,669

769

521-,567

436,119
58,810

2,007
1,766
1,049

499,751

4,626,153
4,867,856
2,343,212

346,765
1,787,328

4,328,332
4,495,954
2,133,938

422,520
1,674,243

$ 438,265
401,439
135,254
22,853
97,728

1,095,539
16,602
62,361

$ 1,174,502

$378,536
343,971
126,187
25,540
86,394

960,628
13,023
21.316

$994.967

9.47c
8.250
5.770

8.75c
7.650
5.910

1.720
6.784

1.320
5.194

10,499 10,355

13,971,314 13,054,987

407,340
56,470

2,047
1,850
1,061

468,768

4,082,505
4,195,225
2,388,634

279,420
1,807,758

12,753,542

$314,404
296,364
122,184

15,113
90,118

838,183
12,555
21,137

$871,875

7.70c
7.060
5.124

1.34c
4.47c

10,357

*Totalunits sold divided by average number ofcustomers.
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OPINION OF INDEPENDENT CERTIFIED PUBLIC ACCOUNTANTS

Arizona Public Service Company:

We have examined the consolidated financial statements and supplemental consolidated
schedules of Arizona Public Service Company and its subsidiaries as of December 31, 1985 and 1984
and for each of the three years in the period ended December 31, 1985, listed in the accompanying
index. Our examinations were made in accordance with generally accepted auditing standards and,
accordingly, included such tests of the accounting records and such other auditing procedures as we
considered necessary in the circumstances. 4

In our opinion, such consolidated financial statements present fairly the financial position of
Arizona Public Service Company and its subsidiaries at December 31, 1985 and 1984 and the results
of their operations and the changes in their financial position for each of the three years in the period
ended December 31, 1985, in conformity with generally accepted accounting principles applied on a

consistent basis. Also, in our opinion, such supplemental consolidated schedules, when considered in
relation to the basic consolidated financial statements, present fairly in all material respects the
information shown therein.

DELOITTE HASKINS & SELLS

Phoenix, Arizona
February 20, 1986
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ARIZONAPUBLIC SERVICE COMPANY

CONSOLIDATED STATEMENTS OF INCOME

Year Ended December 31,
1885 . 1984 1883

(Dollars in Thousands, Except Per Share Amounts)

$ 1 174,502 $ 994,967 $ 871.875

186,276
6,647

219,575
16,789

'85,504
6,454

191,958
679,917

192,923
802,044

236,364
938 138

94,511
62,681
83,707

103,186
82,420

122,751
88,870
99,221

216,036
104,276

97,535
68,207
87,494

191,100
94,448

426,505538,784631,154
306,984 253,412263,260

121,390
9,256
3,813

134,359
54,028

2,431

143,612
50,757
(4,322)

190 047 190,818 134,459
387,871497 031 454,078

191,079
12,281
2,465

(49,317)

209,220
6,951
3,613

(48,176)

170,830
11,430

1,959
(65,400)

171,608 156 508 118,819
269,052297,570

~26 503)

325,423

(4,255)
325,423

44 412
271,067

48,375
264,797

43,741
$ 281 011 $ 222,692 $ 221,056

71,031,228 68,308,131 63,865,210

\I IMiOIMO~ OOWOWO ~ 0 ~ $ 3.96

$ 3.96
2.73

$ 3.65
(0.39)

I 2.60

$ 3.53
(0.07)

$ 3.46
r 2.56

See Notes to Consolidated Financial Statements.

Electric Operating Revenues.
Fuel Expenses:

Fuel for electric generation
Purchased power and interchange - net.............................

Total.
Operating Revenues Less Fuel Expenses ...............................
Other Operating Expenses:

Operations excluding fuel expenses .....
Maintenance.
Depreciation and amortization .

Income taxes (Note 9)....
Other taxes (Note 12)

Total.
Operating Income
Other Income (Deductions):

Allowance for equity funds used during construction... ~ .. ~

Income taxes (Note 9) ~

Other - net.
Total.

Income Before Interest Deductions.
Interest Deductions:

Interest on long-term debt....................... ~ .

Interest on short-term borrowings.
Debt discount, premium and expense......~.... ~

Allowance for borrowed funds used during construction..
Total

Income From Continuing Operations ........
Loss From Disposal and Operation of Discontinued Gas

System, Net of Tax (Note 13) ...~......~... ~

Net Income..~... ~

Preferred Dividend Requirements
Earnings for Common Stock
Average Common Shares Outstanding.......
Per Share of Common Stock:

Earnings (Loss) (based on average shares outstanding):
Continuing operations
Discontinued operations .

Total
Dividends declared..
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ARIZONAPUBLIC SERVICE COMPANY

CONSOLIDATED BALANCESHEETS

ASSETS

December 81.
1885 l984
(Thousands of Dollars)

UtilityPlant (Notes 6 and 8):
Electric plant in service..
Construction work in progress.
Plant held for future use.

Total UtilityPlant
Less accumulated depreciation and amortization ....................

UtilityPlant —net ...

Investments and Other Assets:
Investments in and receivables from affiliates ...
Other investments and notes receivable

Total Investments and Other Assets..

Current Assets:
Cash.
Special deposits and working funds .....
Accounts receivable:

Service customers.
Other
Allowance for doubtful accounts..

Materials and supplies (at average cost) ..

Fuel (at average cost).
Deferred fuel (Note 3)
Other

Total Current Assets

Deferred Debits:
Unamortized gas exploration costs .

Unamortized debt issue costs........
Other

Total Deferred Debits.

Total..

See Notes to Consolidated Financial Statements.

82,929,926
2,742,139

40,442
5,712,507

838,684
4,873,823

16,513
5,991

22,504

7,871
3,342

84,533
43,415
(1,395)
41,525
30,433
74,335

3.873
287,932

'0,417
16,705
39,946

67,068

35,251,327

82,747,464
2,304,306

36,473
5,088,243

744,160
4,344,083

61,693
5,588

67,281

7,565
3,339

70,560
35,329
(1,434)
42,94
30,1

9
6,036

195,427

12,967
13,931
20,085

46,983

$4,653,774
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ARIZONAPUBLIC SERVICE COMPANY

CONSOLIDATED BALANCESHEETS

LIABILITIES
December 31,

1986 ' 1984
(Thousauds or Dollars)

Capitalization (Notes 2, 4, 5 and 6):
Common stock
Premiums and expenses —net.
Retained earnings.

Common stock equity.
Non-redeemable preferred stock.
Redeemable preferred stock.
Long-term debt less current maturities.

Total Capitalization.

178,162
1,040,909

592,334
1,811,405

218,561
219,421

2,205,940
4,455,327

$ 175,321
1,015,188

505,414
1,695,923

218,561
282,740

1,684,746
3,881,970

Current Liabilities:
Notes payable
Commercial paper ..............~...............................
Current maturities of long-term debt (Note 6) ..
Accounts payable.
Accrued taxes.
Accrued interest .. ~

Accrued dividends....................,...................
Other.

Total Current Liabilities .

18,000
17,456
87,113
52,976
72,678

3,566
26,069

277,858

1,800
158,000
70,890
68,090
49,348
55,906

4,143
32,405

440,582

Deferred Credits and Other:
Deferred income taxes.
Deferred investment tax credit
Unamortized credit related to sale of tax benefits (Note 9) ...
Customers'dvances for construction
Other

Total Deferred Credits and Other.

230,553
174,503
43,645
23,991
45,450

518,142

110,821
138,120
45,333
21,351
15,597

331,222

Commitments and Contingencies (Notes 3 and ll)
Total....................................:.......................... $ 5,251,327 $4,653,774
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ARIZONAPUBLIC SERVICE COMPANY

CONSOLIDATED STATEMENTS OF RETAINED EARNINGS

Year Ended December 31,
1985 1984 1983

(Thousands of Dollars)

eginning ofyear................ $505,414 $459,962 $401,723
325,423 271,067 264,797
830,837 731,029 666,520

Retained earnings at b
Add—Net income ..

Total ...............

Deduct —Dividends:
Common stock (Notes 4 and 5).
Preferred stock (see below).

Total
Retained earnings at end of year

Dividends on preferred stock:
$ 1.10 preferred.
$2.50 preferred.
$2.36 preferred..
$4.35 preferred.
Serial preferred:

~ $2.40 Series A.
$ 2.625 Series C
$2.275 Series D
$3.25 Series E.....
$8.50 Series G.
$ 10.00 Series H
$ 10.70 Series I
$8.32 Series J
$ 8.80 Series K.
$9.70 Series L.
$ 11.95 Series M.
$ 12.90 Series N..
$3.58 Series 0..
Adjustable Rate Series P
Adjustable Rate Series Q..............-.
$ 11.50 Series R

Total.....

194,091 177,240 162,817
44,412 48,375 43,741

238,503 225,615 206,558
$592,334 $505,414 $459,962

172 ~
258

94
326

$ 172 $ 172
258 '58

94 94
326 326

576
630
455

1,040
96

1,459
2,300
4,160
3,407
4,656
1,235
4>773
7,160
1,250
4,615
5,750

576
630
455

1,040
401

3,147
2,595

- 4,160
5,280
4,656
2,330
4,773
7,160
1,250
5 223
3,849

,576
630
455

1,040
500

3,307
2,87
4,160
5,280
4,656
2,330
4,773
7,160
1,250
3,899

$ 43.741$ 44,412 $ 48,375

See Consolidated Statements of Income for dividends per share of common stock.

See Notes to Consolidated Financial Statements.
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Source of Fund
Funds from operat>ons:

Continuing operations:
Income from continuing operations.
Principal non-fund charges (credits) to income:

Depreciation and amortization.
Allowance for equity funds used during construction ....
Deferred income taxes —net
Deferred investment tax credit—net ... ~ ~....... ~ ..~................
Other.
Total funds from continuing operations.....~....~................

Funds from discontinued gas system-net.
Total funds from operations ..................................................

Funds from external sources:
Proceeds from sale of gas system
Common stock
Preferred stock .

Long-term debt
Investments and other assets.
Other items —net

Total funds from external sources.
Total source of funds

Application of Funds:
Funds used for capital expenditures:

Continuing operations.
Discontinued operations .............................

Short-term borrowings —net .......................................................
Repayment of long-term debt
Redemption of redeemable preferred stock.
Dividends on preferred and common stock
Increase in working capital*.

Total application of funds.

Increase (Decrease) in Working Capital'.
Cash.
Accounts receivable
Materials, supplies and fuel
Deferred fuel and other assets.
Accounts payable and accrued expenses.
Other liabilities .

$ 325,423 $297,570 8269,052

99,221
(143,612)
106,158
36,383
31,361

83,707
(121,390)

27,033
29,960

4,967'7,494

(134,359)
43,464
56,002

(385)
454,934 349,786 293,329

(3,093) 5,116
454,934 346,693 298,445

114,657
63,800
50,000

264,179
13,299
(3,916)

86,918
48,875

419,126
4,955
4,141

28,562

745,030
44,777

(160)
818,209 502,019 564,015

$ 1,273,143 $848,712 8862,460

8425,130
29,724

3,308
185,653

3,820
206,558

8,267

8377,278
31,657

(73,492)
275,833

4,660
225,615

7,161

8 494,105

141,800
275,421

63,319
238,503

59,995
81.273,143 $848,712 $862.460

$ 24,801
(950)

(2,760)
(2,048)

(23,904)
13,128

$ 309 8 (25,704)
22,098 (2,216)
(1,147) (1,420)
71,245 (4,191)

(38,846) 32,881
6,336 7,811

8 59,995 8 7,161 8 8,267

ARIZONAPUBLIC SERVICE COMPANY
CONSOLIDATED STATEMENTS OF CHANGES IN FINANCIALPOSITION

Year Ended December 31,
1985 1984 1983

s:
~ (Thousands of Dollars)

*Excluding short-term borrowings —net and current maturities of long-term debt.

See Notes to Consolidated Financial Statements.
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ARIZONAPUBLIC SERVICE COMPANY
NOTES TO CONSOLIDATED FINANCIALSTATEMENTS

1. Summary of Significant Accounting Policies.

a. System of accounts —The accounting records of Arizona Public Service Company (the
"Company" ) are maintained in accordance with the uniform system of accounts prescribed by, the
Federal Energy Regulatory Commission ("FERC").

b. Consolidation —The consolidated financial statements include the accounts of the Company
and those of its wholly-owned subsidiaries, APS Finance Company N.V. ("Finance" ), organized to
serve as a financing corporation to raise funds outside the'nited States of America, and APS Fuels
Company, organized to manage investments in certain fuel resources. All significant intercompany
balances and transactions have been eliminated.

c. Plant and depreciation —Property is stated at original cost as defined for regulatory purposes.
The cost of additions to utility plant and replacements of retirement units is capitalized.
Replacements of minor items of property are charged to expense as incurred. In addition to direct
costs, capitalized items include the present value of certain future lease payments (see Note 6),
research and development expenditures pertaining to construction projects, indirect charges for
engineering, supervision, transportation and similar costs, and an allowance for funds used during
construction. Costs of depreciable units of plant retired are eliminated from plant accounts and such
costs plus removal expenses less salvage are charged to accumulated depreciation. Contributions in aid
of construction are credited to plant cost.

Depreciation on utility property is provided on a straight-line basis at rates authorized by the
Arizona Corporation Cominission ("ACC") annually. The applicable rates for 1983 through 1985
ranged from 2.86% to 9.86% for electric plant.

d. Revenues and fuel costs —Operating revenues are recognized when billed on a monthly cycle
billing basis. Retail rate schedules include adjustment clauses which permit recovery of costs of
certain fuel and purchased power. Regulatory hearings are held periodically to adjust the rate
applicable under fuel adju'stment clauses to more nearly match actual fuel costs. Temporary net
under- or over-recoveries of costs resulting from application of the adjustment clauses are recognized
as a deferred fuel asset or liability, respectively, with an ofFsetting amount recognized in purchased
power and interchange —net expense. See Note 3 for a discussion of current rate matters relating to
such clauses.

e. Allowance for funds used during construction —In accordance with the regulatory accounting
practice prescribed by the FERC and the ACC, the Company capitalizes an allowance for the cost of
funds used to finance its construction program ("AFC"). AFC, which does not represent current cash
earnings, is defined as the net cost during the period of construction of borrowed funds and a
reasonable rate of return on equity funds so used. The calculated amount is capitalized as a part of
the cost of utilityplant..

AFC has been calculated using composite rates of 12.75% in 1985 and 1984 and 13% in 1983. In
July 1983 the Company began compounding AFC semi-annually and, in October 1983, recording the
borrowed funds portion on a "net of tax" basis through charges to income taxes —operating expense
and credits to income taxes —other income. AFC ceases to accrue on those portions of construction
work in progress allowed in rate base which, for ACC purposes, was approximately 8460,000,000 at
December 31, 1985.

f. Income taxes'— The Company uses accelerated depreciation methods for income tax purposes.
As prescribed by the ACC, deferred income taxes are provided for certain timing de'erences arising
from the recording, for income tax and financial reporting purposes, of depreciation of property
placed in service after January 1, 1977. In October 1983 the Company, in accordance with an ACC,
order, began deferring amounts equal to the change in income taxes arising from substantially all
other timing difFerences. Prior to October 1983, such differences were reflected currently in income.
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ARIZONAPUBLIC SERVICE COMPANY
NOTES TO CONSOLIDATED FINANCIALSTATEMENTS (continued)

At December 31, 1985 the Company had flowed'hrough to income currently approximately
8271,600,000 of income tax benefits arising from income tax timing differences for which deferred
taxes have not been provided.

In 1982 the Company, in compliance with an ACC order, began deferring amounts equal to the
reduction in Federal income taxes arising from investment tax credits and amortizing these amounts'o other income over the estimated life of the related assets. Before 1982 such amounts were flowed
through income currently.

g. Research and development costs —The Company expenses research and developinent costs on
a current basis, except that costs which may result in additions to utility plant are deferred for
subsequent inclusion in plant or to be written off ifthe applicable project is abandoned.

h. Gas exploration costs —The excess of costs over sales proceeds of the Company's discontinued
gas exploration program has been deferred to be recovered, without interest, over a ten-year period
pursuant to an order of the ACC, from certain classes of customers. A portion of such amount is now
to be remitted to the Company by Southwest Gas Corporation as a result of the sale of the gas
distribution system in 1984. See Note 13.

i. Discontinued operations —As described in Note 13, the Company sold its gas distribution
system effective November 1, 1984. Accordingly, 1983's statement of income has been reclassified to
report separately this discontinued operation.

2. Corporate Restructuring.
On April 18, 1985, the Company's shareholders approved a plan for corporate restructuring to

provide financial and organizational flexibilityby separating regulated utility operations from other
activities. Eff'ective April 29, 1985, APS became a subsidiary of a holding company, AZP Group, Inc.
("AZP").

As part of the restructuring, the Company sold to AZP, at book value, 834,703,000, the common
stock of three of its wholly-owned subsidiaries, Malapai Resources Company, Energy Development
Company and El Dorado Investment Company. Prior to the sale the results of operations and net
assets of these subsidiaries were included in Other income —net and Investments in and receivables
from affiliates.

The corporate restructuring had no effect on the ownership of preferred stock or on debt
securities.

3. Rate Matters.
In 1984, a committee comprised of representatives from each of the state utility regulatory

commissions having primary jurisdiction over the rates of the various regulated participants in the
Arizona Nuclear Power Project commissioned a study to determine whether sufficient evidence exists
to warrant a prudency audit of costs incurred for construction. In September, 1985, the committee
concluded that an audit should be performed relating to 33.12 billion of material and labor costs, of
which the Company's share is approximately $900 million, as well as financing and certain indirect
costs related to the project. The prudency audit is expected to begin in 1986 with recommendations
expected in late 1986 or 1987. Any amounts subsequently deemed by the ACC imprudently spent and
not allowed in rate base would be written off. Although the Company is unable to predict the final
outcome of this matter, management believes, based on current information, that overall the Palo
Verde Nuclear Generating Station (Palo Verde) was constructed in a prudent manner.

On February ll, 1986 hearings commenced concerning costs deferred by the Company through
the operation of its purchased power and fuel adjustment clause. In August, 1985 the ACC granted a
rate increase sufficient only to limit the increase in the accumulated balance of such costs and agreed
to hear testimony in connection with the accumulated balance (approximately $74 million at
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ARIZONAPUBLIC SERVICE COMPANY
NOTES TO CONSOLIDATED FINANCIALSTATEMENTS (continued)

December 31, 1985). The hearings concluded on March 7, 1986, however, to date no order has bee
received. Management believes that any ultimate disallowance of such cost should not be material to
the Company's operation or financial position.

As an incentive to complete construction and commence operation of Palo Verde, the ACC in a
November, 1984 order, placed a cap on total construction costs. The cap was set at 82.86 billion.
Amounts expended in excess of the cap are presumed to be imprudent under the commissions order.
The most recent estimate of the Company's share of total Palo Verde construction costs is 32.76
billion.

On May 24, 1985, the Company filed with the ACC a request for a rate increase sufficient to
recover its share of the costs of commercial operation of Palo Verde Unit l. Unit 1 commenced
commercial operation on February 13, 1986, and the Company began incurring such costs at that
time. Also requested was an accounting order allowing the deferral until 1987 of the costs of
commercial operation of Palo Verde Unit 2 which is expected to commence commercial operation in
the third quarter of 1986. A hearing on this request has been scheduled for March 27, 1986.

On December 18, 1985, the Company filed a request for a rate increase sufficient to recover its
share of the costs of commercial operation of Palo Verde Unit 2. As requested by the ACC, the
Company proposed as an alternative to a one step increase, and subject to'certain conditions
precedent, that the costs'of commercial operation of Unit 2 be phased in over a period of years. The
hearing date for the Unit 2 phase of the case has been set for September 26, 1986.
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ARIZONAPUBLIC SERVICE COMPANY

NOTES TO CONSOLIDATED FINANCIALSTATEMENTS (continued)

4. Common and Non-Redeemable Preferred Stock.
The balances at December 31, 1985 and 1984 of common stock and of preferred stock, which is not

redeemable except pursuant to call by the Company at its option, are shown below.

Common Stock ...................

Non-Redeemable Preferred
Stock (cumulative):

Number of Shares

Authorized

Outstanding at
December 31,

1985 1984
Per

Share

100 000 000 71 264 947(jj)70 128 329 $ 2.50

Par Value
Outstanding at
December 31,

1985 1984
(Thousands of Dollars)

$ 178,162 $ 175.321

Can
Price
Per

Share(a)

$ 1.10 preferred.................
$2.50 preferred.................
$2.36 preferred.................
$4.35 preferred...,....... ~ .:...
Serial preferred................

$2.40 Series A...............
$2.625 Series C. ~ ~.......,. ~

$2.275 Series D ............
$3.25 Series E.......~.......

Serial preferred................
$8.32 Series J ... ~ . ~ ~........

Adjustable rate
Series Q ..................'".....

Serial preferred................
$3.58 Series 0...............

Total ..................~......

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

1,000,000

155,945
103,254

40,000
75,000

155,945 $ 25.00
103,254 50.00
40,000 50.00
75,000 - 100.00

$ 3,898 $ 3,898 $ 27.50
5,163 5,163 51.00
2,000 ' 2,000 51.00
7,500 7,500 102.00

240,000
240,000
200,000
320,000

240,000
240)000
200,000
320,000

50.00
50.00
50.00
50.00

12,000
12,000
10,000
16,000

12,000
12,000
10,000
16,000

50.50
51.00
50.50
51.00

4,000,000(c)
500,000 500,000 100.00 50,000 50,000 (d)

(e)500,000 500,000 100.00 50,000 50,000
10,000,000

2,000,000 2,000,000 25.00 50,000 50,000
4 374 199 4 374 199 $ 218 561 $218 561

(a) In each case plus accrued dividends.

(b) As a result of the corporate restructuring described in Note 2, these shares are now held by AZP.

(c) This authorization also covers outstanding redeemable preferred shares shown in Note 5, as well as the
non-redeemable shares indicated above.

(d) At $ 105.50 through August 31, 1987; at $ 103.00 through August 31, 1992; and at $ 101.00 thereafter.

(e) Bears dividends at a rate, adjusted on a quarterly basis, 2% below the rate borne by certain United
States Treasury Securities, but in no, event less than 6% per annum, or greater than 12% per annum.
Redeemable on or after March 1, 1988 at the option of the Company at $ 103.00 through February 28, 1993; and
at $ 100.00 thereafter.

(f) Not redeemable prior to June 1, 1987 through certain refunding operations that would result in a lotver
rate of cost to the Company than the dividend rate on the shares to be redeemed; otherwise at $28.58 through
May 31, 1987; at $27.39 through May 31, 1992; at $26.19 through May 31, 1997; and at $25.00 thereafter.
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ARIZONAPUBLIC SERVICE COMPANY
NOTES TO CONSOLIDATED FINANCIALSTATEMENTS (continued)

The holders of preferred stock are entitled to one vote for each share held of record. Specia
requirements for favorable votes of holders of preferred stock, voting by the classes respectively
prescribed for the several purposes, pertain to (i) certain conversions or exchanges of outstanding
preferred stock, (ii) the authorization of any stock ranking prior to the preferred stock, (iii) making,
any change in the terms and provisions of preferred stock that would adversely affect the rights and
preferences of the holders thereof, (iv) the issuance of any additional shares oF preferred stock except
under prescribed circumstances or (v) a merger, consolidation or sale of substantially all the assets of
the Company. The foregoing voting rights attach to both redeemable and non-redeemable preferred
stock, as do the rights that would arise out of dividend arrearages as discussed in Note 5.

Common and non-redeemable preferred stock sales and changes in premiums and expenses
during each of the three years in the period ended December 31, 1985 were as follows (dollars in
thousands):

Description

Balance, December 31, 1982.........~........
Common Stock.
Non-Redeemable Preferred
Stock, Adjustable Rate Series Q......

Balance, December 31, 1983..................
Common Stock.

Balance, December 31, 1984 ..................
Common Stock.

Balance, December 31, 1985.~................

Common Stock

Non-Redeemable
Preferred Stock

tcumulative)
Number

of Shares

62,894,490
3,816,362

Par Value
Amount

$ 157,236
9,541

Number
of Shares

3,874,199

Par Value
Amount

$168,561

500,000 50,000
66,710,852

3,417,477
70,128,329

1,136,618

166,777 4,374,199
8,544

175,321 4,374,199
2,841

218,561

218,561

71,264,947 3178,162 4,374,199 $218,561

Premiums
and

Expenses
Net~

$883,680
77,557

~ ',

(1,305)
959,932

55,256
1,015,188

25,721

$ 1,040,909 0

*Premiums and expenses —net also includes those ofredeemable preferred stock issues (see Note 5).

~ t
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ARIZONAPUBLIC SERVICE COMPANY
NOTES TO CONSOLIDATED FINANCIALSTATEMENTS (continued)

Redeemable Preferred
Stock (cumulative)
serial preferred: (b)

$8.50 Series G ....................
$ 10.00 Series H..................
$ 10.70 Series I....................
$8.80 Series K............,.......
$9.70 Series L ....................
$ 11.95 Series M .................
$ 12.90 Series N..................
Adjustable Rate Series P ...

$ 11.50 Series R ...................
Total................................

$ 3,840
30,400 (c)
24,000 (d)
60,000 (e)
48,000 (f)
19,500 (g)
37,000 (h)
10,000 (i)
50,000 (j )

8282 740

$ 100.00
100.00
100.00
100.00
100.00
100.00
100.00
100.00
100.00

$
10,468
20,993
34,460
48,000

8,500
37,000
10,000
50,000

38,400
304,000
240,000
600,000
480,000
195,000
370,000
100,000
500,000

104,677
209,934
344,600
480,000

85,000
370,000
100,000
500,000

8219 4212 194 211 2 827 400

5. Redeemable Preferred Stock.
The balances at December 31, 1985 and 1984 of preferred stock which is redeemable at the

option of the holders or pursuant to sinking fund obligations, in addition to being callable by the
Company, are shown below.

Number of Shares Par Value
Outstanding at Outstanding at Call
December 31, Per December 31, Price

1985 1984 Share 1985 1984 Per Share(a)

(Thousands of Dollars)

(a) In each case plus accrued dividends.

(b) See Note 4 for authorized number ofshares.

(c) Redeemable at $ 106.12 through September 1, 1986, and thereafter declining by $0.36 per year to
par after September 1, 2002. Applicable sinking fund provisions require the redemption of 16,000 shares
at par annually (representing annual payments of$ 1,600,000).

(d) Redeemable at $ 103.00 through November 30, 1990, and at $ 101.00 thereafter. Applicable
sinking fund provisions require the redemption of 15,000 shares at par annually (representing annual
payments of $ 1,500,000). The Company may, but is not required to, redeem an additional 15,000 shares
at par on December 1 in any year.

(e) Redeemable at $ 106.00 through February 28, 1989; at $ 103.00 through February 28, 1994; and
thereafter declining in steps to $ 101.00. Applicable sinking fund provisions require the redemption of
22,500 shares at par annually commencing March 1, 1986 (representing annual payments of$2,250,000).
The Company may, but is not required to, redeem an additional 22,500 shares at par on March 1 in any
year beginning ift 1986. At December 31, 1985, the Company had met the 1986 sinking fund
requirement.

(f) Redeemable at the option of the Company at $ 104.31 through February 28, 1986, declining
by $ 1.08 per year to $ 101.07 after March 1, 1989. Applicable sinking fund provisions require the
redemption of 96,000 shares at par annually commencing March 1, 1986 (representing annual
payments of $9,600,000).

(g) Redeemable on or after May 1, 1986 at the option of the Company at $ 101.99 through April 30,
1987; and thereafter at par. Allshares then outstanding are required to be redeemed on May 1, 1988 at
par.

(h) Redeemable after June 1, 1992 at the option of the Company at $ 106.11 through June 1,
1993, declining by $0.68 per year to $ 100.00 after June 1, 2002. Applicable sinking fund provisions
require the redemption between 1988 and 2002 of all shares according to a predetermined schedule.

4
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ARIZONAPUBI IC SERVICE COMPANY
NOTES TO CONSOLlDATED FINANClALSTATEMENTS (continued)

(i) Bears a dividend of $ 12.50 per share through December 1, 1987 and a dividend thereafter to b
fixed by a formula related to the average prime interest rate in 1987. Redeemable at par on or after ~
December 1, 1987 at the option of the Company. Applicable sinking fund provisions require the
redemption of 20,000 shares at par each December 1 beginning in 1988 (representing annual payments
of$2,000,000). Allshares then outstanding are required to be redeemed on December 1, 1992.

(I) Redeemable after June 1, 1994 at the option ofthe Company at $ 105.45, declining each year by a
predetermined amount to $ 100.00 after June 1, 2004. Applicable sinking fund provisions require the
redemption between 1990 and 2004 ofall shares according to a predetermined schedule.

Ifthere were to be any arrearage in dividends on any of its preferred stock or in the sinking fund
requirements applicable to any of its redeemable preferred stock (each such dividend being cumulative
and ofequal ranking with other such dividends, and each such requirement being cumulative and ofequal
ranking with other such requirements), the Company could not pay dividends on its common stock or
acquire any shares thereof for consideration. Ifany such dividend arrearage was to equal six or more
quarterly dividends, the holders ofpreferred stock, in addition to their other voting rights and voting by
the classes prescribed for this purpose, could elect a total of six directors (all series of serial preferred
stock, regardless ofpar value and whether redeemable or non-redeemable, comprising one such class and
being entitled to elect two of the six directors). See Note 4 in regard to other voting rights of holders of ~
preferred stock.

The combined aggregate amount of redemption requirements for the above issues each year through
1990 are as follows: $ 12,700,000 in 1986, $ 14,950,000 in 1987, $39,040,000 in 1988, $ 19,540,000 in 1989,
and $22,975,000 in 1990.

Redeemable preferred stock transactions during each of the three years in the period ende
December 31, 1985 were as follows (dollars in thousands):

Description

Balance, December 31, 1982
Retirements:
$8.50 Series G
$ 10.00 Series H
$ 10.70 Series I.

Balance, December 31, 1983.
$ 11.50 Series R.

Retirements:
$8.50 Series G
$ 10,00 Series H .

$ 10.70 Series I.
Balance, December 31, 1984 ...

Retirements:
$8.50 Series G..
$ 10.00 Series H .

$ 10.70 Series I.
$ 8.80 Series K
$ 11.95 Series M

Number
ef Shares

2,412,200

(7,200)
(16,000)
(15,000)

2,374,000
500,000

(15,600)
(16,000)
(15,000)

2,827,400

(38,400)
(199,323)

(30,066)
(255,400)
(110,000)

Par Value
Amount

$241,220

(720)
(1,600)
(1,500)

237,400
50,000

(1,560)
(1,600)
(1,500)

282,740

(3,840)
(19,932)

(3,007)
(25,540)
(11,000)

Balance, December 31, 1985....
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6. Long-Term Debt.
Details of long-term debt outstanding at December 31, 1985 and 1984 are as follows:.

December 31.
1995 1994
(Tbousaads or Dollars)

First mortgage bonds:
Maturing through 1990:

10.375%o due February 1, 1985..
Less securities held by trustee.

5.125% due October 1, 1987.
4.7% due March 1, 1989

Maturing 1991 through 1995-
4.40% to 15%

Maturing 1996 through 2000-
6.25% to 12.875%;

Maturing 2001 through 2005-
6.20% to 9.95%

Maturing 2006 through 2010-
6% to 12,125%.

Maturing 2011 through 2015-
12.75% to 13.5%. ~ I ~ ~ ~ ~ ~ I ~ ~ I ~ ~ ~ ~ \

Unamortized discount and premium.
Total first mortgage bonds..

Various issues of pollution control indebtedness due primarily
December 15, 1985..

Less securities held by Trustee.
Pollution control indebtedness due August 2, 2009 (a) ..

Less securities held by trustee (b)
Pollution control indebtedness due December 1, 2009 (c) ......................~...~....

Less securities held by trustee (b)
Pollution control indebtedness due May 1, 2013 (c) .

Pollution control indebtedness due May 1, 2014 (d).
Pollution control indebtedness due February 1, 2015 (e)

Less securities held by Trustee (b)
Unsecured notes payable due 1987 (f).
16.25% guaranteed debentures due July 15, 1988 (g) ..
16.25% guaranteed debentures due February 1, 1989 (g) .................................
16% guaranteed debentures due February 15, 1989 (g) ..

11.75% guaranteed debentures due January 15, 1990 (g)..............~............. ~ . ~ ..

12.5% Debentures due February 15, 1992
Capitalized lease obligation (h).
Other..
Unamortized discount.. ~ ~ ~ ~ ~ I ~ ~ ~ ~ ~ ~ ~ ~ ~ ~ ~ I I ~ ~ \0 ~ \ roo \ ~ \ ~ ~ ~ ~ ~ ~ ~ ~ ~ ~ ~ I ~ 0 ~ \ ~ I \ ~

Total long-term debt. ~ ~ ~ ~ 0 ~ ~ ~ ~ ~ ~ I ~ ~ ~ I

Less current maturities:
Pollution control indebtedness due December 15, 1985, net of securities
held by trustee.

Sinking fund requirements on firstmortgage bonds.
Capitalized lease obligation .. ~ ..~.....~...~............... ~,...

Other
Total current maturities . ~ ~ ~ WO ~ ~ OMO ~ I ~ ~ rI~ I ~ ~ ~ r ~ ~ ~ ~ 0 ~ I ~ ~ ~ ~ ~ ~

Total long-term debt less current maturities..
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269,977 272,977

185,000
r

202,000

450,000
(2,413)

185,000

152,000

200,000
(1,965)

1,464,564 1,087,135

106,980
(1,572)

147,000
(15,071)
65,750
55,200
49,400
(2,444)
70,000

75,000
25,000
60,000
75,000
46,907

1,975
(293)

105,000
(11,269)

147,000
(23,252)
65,750
55,200

70,000
50,000
75,000
25,000
60,000

48,472
2,380
(780)

2,223,396 1,755,636

65,949
3,000
1,565

376

15,333
1,685

438
70,89017 456

$2,205,940 $ 1,664,746

8 — 8 60,250
(16,127)

15,000 15,000
20,000 20,000

325,000 200,000
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(a) Adjustable-rate annual tender pollution control revenue refunding bonds supported by a long-
term irrevocable letter of credit issued by a bank. The bonds bear interest at 6% through July 31,
1986 and thereafter at such rate, determined annually, which will cause the bonds to have a market
value which approximates, as nearly as possible, their par value.

(b) Representing pollution control funds deposited with a revenue bond trustee and to be ~
disbursed as needed to pay the costs of acquiring, constructing, reconstructing, improving,
maintaining, equipping or furnishing the facilities financed.

(c) Consisting of borrowings from a governmental authority which has funded that amount
through issuance of a series of par value demand bonds supported by a long-term irrevocable letter of
credit issued by a bank. These bonds bear interest at such rate, determined weekly, as will cause the
bonds to have a market value which approximates, as nearly as possible, their par value.

(d) On May 15, 1985 the Company borrowed from a governmental authority the proceeds of a

$55,200,000 issue of adjustable-rate annual tender pollution control revenue refunding bonds for the
purpose of refunding $55,200,000 in aggregate principal amount of previously issued pollution control
bonds due April 1, 1986. The new issue is supported by a long-term irrevocable letter of credit issued
by a bank. The bonds bear interest rate at 6% through April 30, 1986 and thereafter at such rate,
determined annually, which willcause the bonds to have a market value which approximates as nearly
as possible, their par value.

(e) Adjustable-rate annual tender pollution control revenue bonds supported by a long-term
irrevocable letter of credit issued by a bank. The bonds bear interest through January 31, 1986 at
6.5% and thereafter at such rate, determined annually, which will cause the bonds to have a market '

value which approximates, as nearly as possible, their par value.

(f) Consisting of two long-term bank loans of 850,000,000 and $20,000,000. The principal
amounts of such loans bear interest, at the Company's option, at one or more of the following annual
interest rates: (a) in the case of the first loan, 102% of the Prime Rate or, in the case of the second
loan, the Prime Rate plus '/<%, (b) the CD Rate plus '/s%, or (c) the Eurodollar Rate plus '/2%.

(g) Representing debentures issued by Finance, the payment of principal and interest has been
unconditionally guaranteed by the Company. The 11.75% debentures due January 15, 1990 are
redeemable at the option of Finance at 101'/~% from January 15, 1987 through January 14, 1988,
then at 100'/~% through January 15, 1989, and thereafter at 100%. The 16.25% debentures due
February 1, 1989 and 16% debentures due February 15, 1989 were redeemed on February 1 and 15,
1986, respectively, with the proceeds of a 8100,000,000 issue of first mortgage bonds. The debentures
were redeemed at 101% plus accrued interest. The new bonds bear interest at 11% and are due
January 15, 2016.

The 16.25% debentures due July 1988 were redeemed on July 15, 1985 at 101'/2% plus accrued
interest.

(h) Represents the present value of future lease payments (discounted at the interest rate of
7.48%) on a combined cycle plant sold and leased back from the independent owner-trustee formed to
own the facility. The lease requires semi-annual payments of $2,582,000 through June 2001, and
includes renewal and purchase options based on fair market value. This plant is included in plant in
service at its original cost of $54,405,000; accumulated depreciation at December 31, 1985 was

$21,401,000.
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Aggregate annual payments due on long-term debt and for sinking fund requirements through
1990 are as follows: 1986, $ 17,456,000; 1987, $ 102,620,000; 1988, $ 17,795,000; 1989, $37,985,000; and
1990, $78,193,000. For sinking fund requirements and redemptions at the option of the holders of
redeemable preferred stock, see Note 5.

Substantially all utility plant, other than nuclear fuel, transportation equipment and the
combined cycle plant mentioned above, is subject to the lien of the first mortgage bonds. The
indenture respecting the first mortgage bonds includes provisions which would restrict the payment of
dividends on common stock under certain conditions which did not exist at December 31, 1985.

7. Lines of Credit and Compensating Balances.

The Company's lines of credit at December 31, 1985 and 1984 are summarized below. No
amounts were outstanding under the lines at December 31, 1985 or 1984.

Commercial paper backup lines:
Domestic banks ..
Foreign banks ...... ~ ~ .. ~ ~ .. ~

Other domestic bank, lines .

Total.

1985 . 1984
(Thousands of Dollars)

$ 125,000 $ 125,000
50,000 50,000

245,000(a) 245,000(a)
$420,000 $420,000

(a) Including $200,000,000 available under a credit agreement between the Company and various
banks which carries a commitment fee of '/4% per annum.

The commitment fees for the commercial paper backup lines with domestic banks were '/s% per
annum in 1985 and 1984. Compensating balances required (but which were not legally restricted) for
the other domestic banks lines (exclusive of the credit agreement referred to in (a) above) were
generally 7'/s% of the lines plus 5% of borrowings in 1985 and 1984.

Under the foreign bank lines, commitment fees were payable at '/4% per annum in 1985 and 1984.
The interest rate on borrowings under these facilities was approximately '/2% per annum over the
applicable Eurodollar Rate in efFect from time to time.

By statute the Company's short-tenn borrowings cannot exceed 7% of total capitalization
without the consent of the ACC.
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NOTES TO CONSOLIDATED FINANCIALSTATEMENTS (continued)

8. Jointly-Owned Facilities.
At December 31, 1985, the Company owned the following interests

generating and transmission facilities (dollars in thousands):.
Percent

owned hy Plant in Accumulated
Company Seryfoe Depreoierioa

Net
Plant in
Service

Construction
Work in
Progress

in jointly-owned electric

Generating Facilities:
Arizona Nuclear Power Project
,(ANPP) - Units 1, 2 and 3 ~....

Four Corners Steam
Generating Plant - Units 4
and 5.

Navajo Steam Generating
Plant; Units 1, 2 and 3..........

Transmission Facilities:
ANPP Transmission System...
Navajo Southern Transmission

System
Palo Verde-Yuma 500KV

System
Total.

29.1% $

15.0% 118,897 20,791

35.8%(a) 7,398

31.4%(b) 28,198

23.9%(c) 16,255
$290,043

791

9,027

550
$69,153

14.0% 119,295 37,994

$2,407,231

98,106

81,301

6,607

1,499

1,009

48,337

191171 -93

1,91515,705
$220,890 $2.460,084

(a) Weighted average of interests varying from 34.6% to 43.95%.

(b) Weighted average of interests varying from 14% to 100%.

(c) Weighted average of interests varying from 11% to 100%.

O.
The foregoing dollar amounts correlate to the Company's percentage interest in each facility. The

Company's share of related operating and maintenance expenses is included in operating expenses..

9. Income Tax Expense.
The components of income tax expense —continuing operations for each of the three years in the

period ended December 31, 1985 were as follov(s:
Year Ended December 31,

1985 1984 1983
(Thousands ef Dollars)

Currently payable:
Federal..
State ~ ~ ~ ~

Other
Total current.......

$ 1Q,Q95

10,664
2,861

23,620

$ 14,578
16,340
3,606

34,524

$ 14,224
10,742
2.870

27.836

Deferred:
Depreciation —net....
Taxes, pension costs and other —net.
Investment tax credit—net.

Total deferred
Amortization of tax benefits sold....

Total e ~ ~ ~

57,273
49,690
36,383

143,346
(1.687)

26,276
18,367
59,592

104.235
(1,687)

$ 165,279 $ 137,072

22,571
5,627

39.683
67,781
(1.687)
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In 1981 the Company sold to another corporation certain federal income tax benefits in exchange
for cash. The Company, pursuant to an order of the ACC, has recorded the proceeds of the sale as a
deferred credit and is amortizing the amount of such proceeds on a straight-line basis over
approximately 30 years.

Following is a summary of the difference between income tax expense —continuing operations
and the amount obtained by multiplying income before income taxes by the statutory federal income
tax rate.

Year Ended December 31,

Federal income tax expense at statutory rate..........'..........
Increases (reductions) in tax expense resulting from:

Tax under book depreciation.
Allowance for funds used during construction ..............
Investment tax credit amortization ................................
Taxes, pension costs and other items capitalized...... ~ ..
State income tax—net of Federal income tax benefit ..
Other

Total provision for Federal and state income tax
expense

16,431
(88,222)

(2,955)

11,815
2,487

14,165
(84,491)

(2,827)

11)172
(882)

10,213
(83,799)

(1,970)
(6,640)
?,070
2,084

$ 165,279 $ 137,072 $ 93,930

1986 1984 1983
(Thousands of Dollars)

$225,723 $ 199,935 . $ 166,972

At December 31, 1985 the Company had approximately $ 11,000,000 of investment tax credit
carryforwards which willexpire through 2000.

10. Pension Plan and Other Benefits.
The Company's pension plan, a defined benefit plan, covers virtually all employees. Pension cost,

including administrative cost, for 1985, 1984, and 1983 was $ 15,458,000, $ 16,370,000, and $ 15,248,000,
respectively, of which approximately $5,081,000, $6,512,000, and $ 6,871,000, respectively, was charged
to expense; the remainder was either capitalized as a component of construction costs or billed to
participants of jointly owned facilities.

The following is a summary of plan data as of the most recent benefit information date:

January 1,
1986 1984

Actuarial present value of accumulated plan benefits: (Thousands of Dollars)
Vested ..................................................................................... $ 127,018 $ 115,984
Non-vested.....................,.............................. ~ .. 11,885 10,499

Total................................................................................."....... $ 138,903 $ 126,483
Net assets available for benefits............................. $ 193,235 $ 182,577

The actuarial present value (assuming a rate of return of 9.00%) of accumulated plan benefits
presented above has not been calculated with reference to the effects of projected inflation, whereas
such effects are considered by tile Company with reference to the adequacy of plan assets;
accordingly, the Company considers the utilityof the comparison suggested to be extremely limited.

In addition to providing pension benefits, the Company provides certain health care and life
insurance benefits for active and retired employees. Life insurance benefits are provided through an
insurance company whereas health care costs are paid as expenses are incurred under a self-insured
plan. The cost of providing those benefits in 1985 for 1,091 retirees and 8,362 active employees was
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O.
$ 1,086,000 and $ 13,423,000, respectively, of which approximately $5,825,000 was charged to expense;
the remainder was either capitalized as a component of construction costs or billed to participants of
jointly owned facilities.

Under the AZP Group, Inc. Stock Option and Incentive Plan approved by the Company's
shareholders on April 18, 1985, non-qualified and incentive stock options (ISO) and restricted stock
awards may be granted to officers and key employees of AZP and subsidiaries, including APS, for up
to 3,000,000 shares of common stock. The plan also provides for the granting of stock appreciation
rights, performance shares, dividend equivalents or any combination of the foregoing. In 1985,
approximately 15,000 restricted shares, 15,000 ISOs, and 15,000 dividend equivalents were awarded
under the Plan.

11. Commitments and Contingencies.
Nuclear Insurance —The Price-Anderson Act ("Act") currently limits the public liability

claims that could arise from a nuclear incident to a maximum amount of $655,000,000 for each
licensed nuclear facility. Private insurance for this exposure has been purchased by the participants in
the Palo Verde Nuclear Generating Station, including the Company, in the maximum available
amount, presently $ 160,000,000, with the balance to be provided by secondary financial protection
required by the Nuclear Regulatory Commission ("NRC"). Under the agreement with the NRC, the
Company could be assessed retrospective premium adjustments of up to $3,000,000 per year in the
event of nuclear incidents involving any licensed reactor in the United States.

Property damage coverage is provided for losses up to $ 500,000,000 at Palo Verde.
Decontamination liabilityand property damage insurance in excess of the primary $500,000,000 lay
has also been purchased. These policies are primarily provided through mutual insurance compan
owned by utilities with nuclear facilities. If losses at any nuclear facility covered by the arrangemen
were to exceed the accumulated funds available for these insurance programs, the Company could be
assessed retrospective premium adjustments of up to approximately $3,500,000 per year.

The Act is scheduled to expire in August 1987 and Congress is currently considering several
alternatives. The Company is unable to predict Congress'ltimate action and what effect such action
may have on the Company's liability.

Litigation—The Company is a party to various claims, legal actions and complaints arising in
the ordinary course of business, including a lawsuit seeking to invalidate the Company's contract with
various municipalities for the purchase of efHuent to be used as cooling water for Palo Verde. In the
opinion of management, the ultimate disposition of these matters will not have a material adverse
effect on the operations or financial position of the Company.

Purchase Commitments —The Company has significant purchase commitments in connection
with the continuing construction program. Construction expenditures in 1986 have been estimated at
$372,000,000.
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12. Supplementary Income Statement Information.
Other taxes charged to operations during each of the three years in the period ended

December 31, 1985 were as follows:

Ad valorem.
Sales.

'

Total other taxes.

Year Ended December 31,
1985 1984 1983

(Thousands of Dollars)
$ 45,554 $42,581 $44,691

51,438 45$ 495 32,169
7,284 6,372 5,560

$ 104,276 $94,448 $82,420

13o Discontinued Operations,
Effective November 1, 1984 (the "Closing Date" ) the Company sold its gas distribution system

to Southwest Gas Corporation ("Southwest" ). The sale resulted in a non-recurring loss of
approximately $ 26,470,000, net of an income tax benefit of $7,094,000, (approximately $0.39 per
average share of common stock) in 1984.

The Company agreed to fund a portion of the costs associated with the accelerated replacement
of certain gas pipe included in the gas distribution system acquired by Southwest by purchasing,
under certain conditions, up to $50,000,000 in aggregate par value of cumulative preference stock (the
"Stock") to be issued by Southwest. Any such purchases would be made by the Comp'any within
approximately three years following the Closing Date. As of December 31, 1985, no such purchases
had been made. The" Stock would yield an annual dividend of between 3% and 16% (payable
quarterly) based on a formula relating to the operating performance of the gas distribution system.
The Stock is also redeemable by Southwest, at its option, on any dividend payment date (at the issue
price plus accrued dividends), but must be redeemed no later than seven years after the issuance date
as to any issue.

Revenues from the Company's discontinued gas operations for 1984 and 1983 were $ 174,728,000
and $202,134,000, respectively.

o sra

Quarter

1985
First
Second
Third
Fourth

$243,552
276,697
368,129
286,124

14. Selected Quarterly
Revenue

from
"Continuing
Oosrarloas

Financial
Income
from

Continuing
Oasralloas

$ 59,019
73,185

114,473
78,746

Data (Unaudited).
Income (loss)

from
Discontinued Net
Operations Income

(Dollars in Thousands, Except

$ 59,019 $ 46,921
73,185 62,443

114,473, . 103,641
78,746 68,006

$0.67 $ —
0.88
1.45
0.95

Earnings Earnings (loss) per share of
for common stock

Common Continuing Discontinued
Stock Operations Operations

Per Share Amounts)

1984
First
Second
T.hird
Fourth

203,937
236,712
311,845
242,473

51,324
61,889

103,118
81,239

1,397
(185)

(1,028)
(26,687)

52,721
61,704

102,090
54,552

41,598 0.60 0.02
49,600 0.73
89,456 1.32 (0.02)
42,038 0.99 (0.39)
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15. Supplementary Information to Disclose the Effects ofChanging Prices (Unaudited).
The following supplementary information is furnished pursuant to Statement No. 33 as amended

by Statement No. 82 of the Financial Accounting Standards Board for the purpose of illustrating the
effects of changing prices in an inflationary environment. It offers some perspectives of approximated
efl'ects of inflation, and is not intended as precise measurements of those efl'ects.

The Company and other public utilities similarly situated are subject to rate-making procedures
which, by law and practice, in large part utilize the historical cost of utilityplant in the determination
of the allowed recovery (through depreciation) of the investment therein and return thereon. This
precludes or restricts a rate-making response to the efFects of realizing such recovery and return in
inflated dollars, compared to those in which the investment was made. The first table below presents
an approximate measurement of those effects from the perspective of that portion of the investment,
which was not reflected in 1985 depreciation or in the Company"s return, and which is therefore not
"recoverable".

For these presentations, "current cost" amounts were calculated by applying certain indices (or
ratios derived therefrom) to certain historical or other amounts. The primary index was the Handy
Whitman'ndex of Public UtilityConstruction Costs (a preliminary estimate of which was used for
the last half of 1985), although the Consumer Price Index was used for construction work in progress.
The Company believes that the Handy Whitman Index is the more accurate of the two in estimating
the prices it would incur to duplicate at various times its utility plant in service at the indicated
dates. Over the period from 1981 through 1985 the Consumer Price Index rose faster than the Handy
Whitman Index.

Electric depreciation expense for 1985 was recalculated by applying the Company"s composi
depreciation rate to depreciable base determined by indexing certain appraised values from the ti
of appraisal. The amount by which the expense so recalculated exceeds that shown on the Company
1985 Consolidated Statement of Income appears as an adjustment to income from continuing
operations.

The sum of the depreciation adjustment and the figure shown lower as the "reduction to net
recoverable cost" was derived through application of 1985 increases in the Consumer Price Index to
historical costs of the Company's utilityplant.

The Company did not make adjustments to asset values, or related consolidated income
statement amounts, other than those discussed above in regard to utility plant and depreciation
thereon. Fuel inventories and fuel expenses are, in eÃect, monetary items, due to applicable rate-
making procedures which include adjustment clauses. In accordance with Statement No. 33, as
amended by Statement No. 82, income taxes were not adjusted.

As contrasted to the assumed net value losses which, in the presentation below, are associated
with the holding of assets committed to a regulated business, there is an assumed "holding gain"
associated with borrowings that will be repaid with inflated dollars. The 1985 decline in the
purchasing power of net amounts owed by the Company (measured by the Consumer Price Index)
appears to result in a "net" difFerence between the assumed holding losses and gain.

Inferences which, in the case-of some industries, may be drawn from information in the nature of
that presented below as to the adequacy of future cash flows in relation to future plant replacement
requirements are believed by the Company to be less valid in the case of public utilites which, like
itself, should be able to establish rates to cover increased costs of new plant. However, the
information may provide=some indication of the expanded capital structure that will be required for
making plant replacements and additions with inflated dollars.
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d

INCOME FROM OPERATIONS ADJUSTED FOR CHANGING PRICES
FOR THE YEAR ENDED DECEMBER 31, 1985

Current Cost
Average

1985 Dollars
(Dollars in Thousands,

Except Per Share Amounts)

Income from continuing operations as reported in Consolidated Statements
of Income.

Adjustment to restate depreciation expense
Income from continuing operations (excluding reduction to net
recoverable cost).

Income from continuing operations per common share (after preferred stock
dividend requirements and excluding reduction to net recoverable cost).......

Increase in specific prices (current cost) of utilityplant held during the
year (a).

Reduction to net recoverable cost
Effect of increase in general price level.

Excess of increase in general price level over increase
in specific prices after reduction to net recoverable cost............................

Gain from decline in purchasing power of net amounts owed.......'....................
Net.

ial At December 31, 1885, Current Cost of UtilityPlant —net was $7,140,611.

$325,423
(78,431)

$ 246,992

$2.85

$ 168,637
(7,981)

(251,888)

(91,232)
45,772

$ (45,460)
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ARIZONAPUBLIC SERVICE COMPANY
NOTES TO CONSOLIDATED FINANCIALSTATEMENTS (continued)

FIVE-YEAR COMPARISON OF SELECTED SUPPLEMENTARY FINANCIAL
DATA ADJUSTED FOR EFFECT OF CHANGING PRICES

Year Ended December 31,
1935 1934 1983 1982 1981

(Average 1988 DoUare In Thoueaade, Execu t Per Share Amount.

$1,174,502 $1,030,467 $ 941,414 $ 965,693 $ 864,3G

Current cost information
Income from continuing operations (excluding
reduction to net recoverable cost) ......................

Income from continuing operations per
common share (after dividend requirements on
preferred stock and excluding reduction to net
recoverable cost).

Excess of increase in general price level over
increase in specific prices after reduction to
net recoverable cost.

Net assets at year-end at net recoverable cost'..

Reduction to net recoverable cost........................

$ 246,992 $ 230,583 $ 210,929 $ 176,336 $ 163,71;

v

$ 2.85 $ 2.64 $ 2.56 $ 2.31 $ 2.5'0 '

(91,232) $ (86,837) $ (68,252) $ (56,669) $
(208,23'1,997,725

$1,955,140 $1,916,460 $1,775,405 $ 1,595,75$

7,981 $ 38,216 $ 44,362 $ 33,376 $ 205,98,'

General information
Gain from decline in purchasing power of net
amounts owed

Cash dividends declared per common share .......

Average consumer price index........................~.....

45,772 $ 93,149 $ 85,460 $ 79,686

$ 2.73 $ 2.69 $ 2.77 $ 2.68

322.2 311.1 298.4, 289.1

r 58

$

2„

* Consisting of common stock equity and non-redeemable preferred stock.

~
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, Column A

Classificatio

Column B
Balance At
Beginning
Of P lad

Column C Column E
Other Changes

Additions —Add (Deduct) Balance at
At Cost Retirements —Describe End Of Period

(Thousands of Dollars)

Column D Column F

ARIZONAPUBLIC SERVICE COMPANY

SCHEDULE V —PROPERTY, PLANT AND EQUIPMENT
YEAR ENDED DECEMBER 31, 1985 (a)

UtilityPlant:

Electric Plant In Service:
Intangible ..........................
Steam Production ............
Hydraulic Production ......
Other Production .............
Transmission ....................
Distribution ......................
General

. Total Electric Plant In
Service.

$ 13,774
1,245,935

244
123,992
445,853
771,222
146,444

2,747,464

Nuclear Fuel . 135,144

2,169,162Construction Work In Progress ..

UtilityPlant Held For Future
Use .......

(b) Transfers between plant accounts.

(c) Transfers to plant in service.

36,473

Total UtilityPlant........................, $5,088,243

Non-UtilityPlant ......................... $ 3,759

-(a) Depreciation is provided on a straight-line
1985 those rates were from 2.86% to 9.86%.

$ 28,161
18,236

3
1,498
6,590

102,680
39,055

$ 1,498
692

15
965

7,811
4,373

$ 6 $ 40,443
(50) 1,263,429

247
125,475

(119) 451,359
1,010 867,101

746 181,872

196,223 15,354

33,637

605,276

1,593(b) 2,929,926

168,781

(201,080)(c) 2,573,358

3,036

$838,172 $ 15,354

$ 1,994 $

933(b) 40,442

$ (198.554) $5,712,507

$ (2,418)(b) $ 3,335

basis at rates authorized by the ACC annually; for
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Column A

Classification

ARIZONAPUBLIC SERVICE COMPANY

Column C Column D Column E
Other Changes

Additions —Add (Deduct)
At Cost Retirements —Describe-

(Thousands of Dollars)

SCHEDULE V —PROPERTY, PLANTAND EQUIPMENT
YEAR ENDED DECEMBER 31, 19S4 (a)

,.Column B
Balance At
Beginning
Of Period

Column F

Balance at
End Of Period

UtilityPlant:

Electric, Plant In Service:
Intangible ...........................
Steam Production..............
Hydraulic Production .......
Other Production...............
Transmission .....................
Distribution........................
General ...............................
Total Electric Plant In

Service ..............................

$ 2,344
1,190,550

243
123,723
422,991
682,939

53,336

2,476,126

317
57,529

1

377
23,561
92,140

6,304

$ 1

2,245

120

22',980

1,321

180,229 8,689

$ 11,114
101

12
(677)

1,123
88,125

99,798 (c)

$ 13I774
1,245,935

244
123,992
445,853
771)222
146,444

t

2,747,464

Gas Plant In Service:
Intangible ...........................
Distribution........................
General ...............................
Total Gas Plant In

Service ........................ ~ .....

427
163,561

10,050

301
26,274

2,356

(728)
3,390 (186,445)

311 (12.095)

174,038 28,931 3.701 (199,268) (b)

~ I

Common Plant In Service:
Intangible ...........................
General ...............................
Total Common Plant In

Service ....~.........................

10,914 226
79,663 10,073 1,033

90,577 10,299 1.033

(11,140)
(88,703)

(99,843)(c)

Total UtilityPlant In
Service

Nuclear Fuel....

2,740,741

113,488

219,459 13,423

21,656

(199,313) 2,747,464

135,144

Construction Work In
Progress ..........................

UtilityPlant Held For
Future Use.................'.....

Total UtilityPlant ................

Non-UtilityPlant,......,......,,...

1,872,564 521,890 (225,292) (d) 2,169,162

34,472 1,974 27 (e) 36,473

$4,761,265 $764,979 $13,423 $ (424,578) $5,088,243

$ 3,642 $ (218) $ — $ 335 (d) $ 3,759

iai Depreciation is provided on a straight-line basis at rates authorized by the ACC annually; for
1984, those rates were from 3.07% to 4.16% for electric plant, 3.49% for gas plant and from 2.86% to
9.60% for common and general plant.

(b) Reflects the sale of gas plant to Southwest Gas Corporation.

(c) Reflects the reclassiflcation of Common Plant to Electric Plant.

~ 1

(d) Primarily transfers to plant inwervice.

(e) Transfers between plant accounts.
s
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Column A

Classiacation

ARIZONAPUBLIC SERVICE COMPANY
SCHEDULE V —PROPERTY, PLANT AND EQUIPMENT

YEAR ENDED DECEMBER 311 1983 (0)

Column B Column C Column D Column E Column F
Balance At Other Changes ~

Beginning Additions —Add (Deduct) Balance at
Of Period At Cost Retirements —Describe Endof Period

(Thousands of Dollars)
UtilityPlant:

Electric Plant In Service:
Intangible
Steam Production ..................
Hydraulic Production ....... ~ ~...

Other Production ...................
Transmission .............-....---.
Distribution ............................
G eneral ..~.......~... ~...
Total Electric Plant In

Service

$ 2,003
1,190,413

242
119,337
418,240
622,478
49,927

$ 342
19,986

1

4,519
6,765

65,385
5,198

8 1

6,694

133
1,557
5,170
1,508

2,402,640 102,196 15,063

8
(13,155)

(457)
246

(281)

2,344
1,190,550

243
123,723
422,991
682,939

53,336

(13,647) 2,476,126

Gas Plant In Service:
Intangible.
Distribution'.............................
General
Total Gas Plant In Service ....

Common Plant In Service:
Intangible ......
General
Total Comlnon Plant In

Service

Total UtilityPlant In Service ...

Nuclear Fuel

379
143,199

7,833
151,411

10,363
74,768

85,131

2,639,182

72,663

99
22,739

2,311
25,149

721
5,200

5,921

133,266

40,825

51
2 377

94
2,522

170
845

1,015

18,600

427'63,561

10,050
174,038

540
10,914
79,663

540 90,577

(13,107)(b) 2,740,741

113,488

Construction Work In
Progress ..

UtilityPlant Held For Future
Use .......

Total UtilityPlant.....

Non-UtilityPlant ..........

1,466,790 540,886

19,831 1,037

$4,198,466 8716,014 818,600

$ 3,359 8 780 8

(135,112) (c) 1,872,564

13,604 (b) 34,472

8(134,615) 84,761,265

$ (497)(c) 8 3,642

(a) Depreciation is provided on a straight-line basis at rates authorized by the ACC annually; for
.1983, those rates were from 3.07% to 4.16% for electric plant, 3.49% for gas plant and from 2.86% to
9.60% for common and general plant.

(b) Transfers from plant in service.

(c) Transfers to plant in service.
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ARIZONAPUBLIC SERVICE COMPANY

Column A

Description

SCHEDULE VI—ACCUMULATEDDEPRECIATION, DEPLETION
AND AMORTIZATIONOF PROPERTY, PLANT AND EQUIPMENT

YEAR ENDED DECEMBER 31, 1985

Column B Column C Column D Column E
Additions

Balance at Charged to Other Changes—
Beginning Costs and Add (Deduct)—
Of Period Expenses Retirements Describe(a)

(Thousands of Dollars)

Column F

Balance at
End of
Period

Accumulated Depreciation and
Amortization of UtilityPlant:
Electric Plant in Service:

Steam Production.................
Other Production ..................
Transmission.........................
Distribution...........................
General....

Total Electric Plant in
Service..

Plant Held For Future Use:
Steam Production...........~.....
Transmission.........................

Total Plant Held For Future
Use.....

Total.

$297,650
47,754

130,315
192,977

62,932

$ 42,941
8,778

13,617
26,867
16,159

$ 692
15

965
7,811
5,871

731,628 108.352 15.354

12,085
447

12,532

$744,160 $ 108,362 $ 15,354

$ 347 .

(18)
1,025
(561)
521

41 314

202(b)

202(b)

$ 1,516

$340,246
56,499

143,992
211,472

73,741

825,950

12,287
447

12,734

$ 838.6

Accumulated Depreciation
of Non-UtilityProperty..... $ 172 $ 8 $ — $ — $ 180

(a) Includes removal and salvage —net.

(b) Transfers from plant in service.
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ARIZONAPUBLIC SERVICE COMPANY

Column A

Balance at
End of
PeriodDescription

SCHEDULE VI—ACCUMULATEDDEPRECIATION, DEPLETION
AND AMORTIZATIONOF PROPERTY, PLANT AND EQUIPMENT

YEAR ENDED DECEMBER 31, 1984

Column B Column C Column D Column E e Column F
Additions

Balance At Charged To Other Changes-
Beginnlng Costs and Add (Deduct)—
Of Period Ezpenses Retirements Descrlhe(a)

(Thousands of Dollars)

Accumulated Depreciation and
Amortization of UtilityPlant:
Electric Plant in Service:

Steam Production ...............
Other Production................
Transmission.......................
Distribution .........................
General........................;.~......
Total Electric Plant in
Service ..............................

Gas Plant in Service:
Distribution .........................
General.:.......................~.......
Total Gas Plant in
Service ..............................

Common Plant in Service:
General.................................
Total Plant in Service ......

Plant Held For Future Use:
Steam Production .....~.........
Transmission.......................
Total Plant Held For
Future Use............~...........

Total.
Accumulated Depreciation of
Non-UtilityProperty ...............

$259,549
42,711

117,174
173,810
26,456

$40,675
5,159

13,166
23,687

4,440

8 2,245
120

22
4,980
1,322

$ (329)
4

(3)
460

33,358

8297,650
47,754

130,315
192,977
62,932

619,700 87,127 8,689 33,490 (c) 731,628

62,853
4,950

67,803

5,059
833

5,892

3,390
311

3,701

(64,522)
(5,472)

(69,994) (b)

27,830
715,333

6,061
99,080

1,033
13,423

(32,858) (c)
(69,362) 731,628

12,085
447

12,085
447

$ 149 "
$ 23 8 172

12,532 12,532
8727,865 $99,080 $ 13,423 8 (69,362) $744,160

lal Includes removal and salvage —net.

(b) Reflects sale of gas plant to Southwest Gas Corporation.

(c) Reflects reclassification of Common Plant to Electric Plant.
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ARIZONAPUBLIC SERVICE COMPANY

SCHEDULE VI—ACCUMULATEDDEPRECIATION, DEPLETION
AND A'MORTIZATIONOF PROPERTY, PLANT AND EQUIPMENT

YEAR ENDED DECEMBER 31, 1983 O.
Column A

Description

Column B

Balance at
Beginning
of Period

Column C Column D Column E
Additions

Charged To Other Changes—
Costs and Add (Deduct)-
Expenses Retirements

Descrihe'Thousands

of Dollars)

Column F

Balance at
End of
Period

Accumulated Depreciation and
Amortization of UtilityPlant:
Electric Plant in Service:

Steam Production .............................
Other Production ..............................
Transmission.
Distribution...
General

Total Electric Plant in Service ....
Gas Plant in Service:

Distribution .

General
Total Gas Plant in Service...........

Common Plant in Service —General...
Total Plant in Service............~......

Plant Held For Future Use:
Steam Production .............................
Transmission

Total Plant Held For Future Use
Total

$233,712
37,384

106,347
157,426
23,586

558,455

840,273
5,061

12,744
21,276

3,827
83,181

60,969
4,270

65,239
22,823

646.517

5,302
728

6,030
5,921

95,132

$646,517 $95.132

$ 6,670
133

1,578
5,157
1,492

15,030

2,467
92

2,559
1,027

18,616

12

12

818,628

8 (7,766)
399

(339)
265
535

(6,906)

(951)
44

(907)
113

(7.700)

12,097
447

12,544
8 4,844

8259,549
42,711

117,174
173,810
26.456

619,700

62,853
4.950

67,803
2/,830

o715.,o

o
447

1 2103

$ 727,865

Accumulated Depreciation of Non-
UtilityProperty 8 142 8 7 $ — 8 — 8 149 ~

* Removal and salvage —net.
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ARIZONAPUBLIC SERVICE COMPANY

SCHEDULE IX—SHORT-TERM BORROWINGS

Column A

Category of
aggregate
short-term
borrowings .

Column B

Balance
at end of
period

Column C Column D

Weighted Maximum
average 'mount

interest rate outstanding
at end of during the
period period

(Thousands of Dollars)

Column E (a)

Average
amount

outstanding
during the

period

Column F (b)

Weighted
average

interest rate
during the

period,

YEAR ENDED DECEMBER 31, 1985

Bank Borrowings
Commercial Paper

$
18,000

$ 1,893
8.31(c) 155,125

$ 1,345
37,426

6.52%
8.32(c)

YEAR ENDED DECEMBER 31, 1984

Bank Borrowings
Commercial Paper

$ 1,800
158,000

6.9875% $ 116,817
8.69(c) 158,000

$82,586
29,717

8.34%
9.90(c)

YEAR ENDED DECEMBER 31, 1983

Bank Borrowings

~ ~ Commercial Paper
$86,308 8.22% $ 86,308

150,000
$46,732

40,808
9.71%
9.57(c)

(a) Average daily balance during the period.

(b) Total applicable interest paid in the period divided by average daily balance.

(c) Does not include commitment fees on backup lines of credit in support of commercial paper. See

Note 7 of Notes to Consolidated Financial Statements.

ITEM 9. DISAGREEMENTS ON ACCOUNTING AND FINANCIALDISCLOSURE
None.

PART III
The information regarding executive officers called for by Item 10, "Directors and Executive

Officers of the Registrant", is furnished under the caption "Executive Officers of the Registrant" in
Part I of this report. The other information called for by Item 10, as well as that called for by Item
ll, "Executive Compensation," and Item 13, ",Certain Relationships and Related Transactions," is
hereby incorporated by reference from pages 6 through 14 of the Company's definitive proxy
statement, relating to its annual meeting of stockholders to be held on April 24, 1986, as filed with
the Securities and Exchange Commission on March 21, 1986.
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ITEM 12. SECURITY OWNERSHIP OF CERTAIN
BENEFICIALOWNERS ANDMANAGEMENT

As of March 3, 1986 the Company's records and information supplied by the owners indica
that each of the directors of the Company and the officers and directors of the Company as a group
beneficially owned the numbers of shares of AZP's Common Stock or the Company's Cumulative
Preferred Stock set forth in the table below. Shares beneficially owned by any director and by all
officers and directors as a group in all cases constitute less than .1% of the class of the shares so
owned.

Name of
Beneficia Owner

Joe Acosta

Dino DeConcini

O. Mark De Michele

Karl Eller

WilliamT. Garland

Pamela Grant

Jack M. Morgan

Marvin R. Morrison

John R. Norton, III
John J. Rhodes

Henry B. Sargent, Jr.

Wilma W. Schwada

James P. Simmons

Richard Snell

Donald N. Soldwedel

Maurice R. Tanner

Keith L. Turley

Douglas J. Wall

Morrison F. Warren

Ben F. Williams, Jr.
Thomas G. Woods, Jr.

AllOfficers and Directors
as a Group ( 40 individuals)

Title of
Class

Common

Common

Common

Common

Common

Common

Common

Common

Common

Common

Common

Common

Common

Common

Common

Common

Common

Common

Common

Common

Common

Common

Number of
Shares Owned~

1,345

695

5,616

1,109

3,470

800

189

4,226

15,000

2,349

7,006

919

100

5,738

3,596

1,500

14,420

1,841

271

1,426

2,000

106,588

O.

Including shares of AZP Common Stock as to which voting or investment power is shared with
others as follows. Mr. Acosta —1,345, Mr. De Concini —474, Mr. Garland —1,845, Ms.
Grant —800, Mr. Morrison —4,226„Mr. Norton —15,000, Mr. Rhodes —2,349, Ms.
Schwada —919, Mr. Soldwedel —3,596, Mr. Tanner —1,500, Mr. Turley —2,583, Mr.
Wall —1,841, Mr. Williams —100, Mr. Woods —2,000 and all officers and directors as a

group —43~772.
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PART IV

ITEM 14. EXHIBITS,FINANCIALSTATEMENTS, FINANCIALSTATEMENT
SCHEDULES, AND REPORTS ON FORM 8-K

Financial Statements and Schedules

See the Index to Consolidated Financial Statements and Supplemental Consolidated Schedules
on page 27. D

Exhibits Filed
Exhibit No. Description

3.1 —Bylaws, amended as of September 9, 1985.

28.1 —Notice and Proxy Statement of the Company relating to its 1986 Annual Meeting of
Shareholders.

In addition to those Exhibits shown above, the Company hereby incorporates the following
Exhibits pursuant to Exchange Act Rule 12b-32 and Regulation $ 201.24 by reference to the filings set
forth below:

Exhibit ivo. Description Originally Filed as Exhibit: File iVo. Date Egective

3.2

3.3

3.4

4.1

Articles of Incorporation,
restated as of June 15, 1985

Certificates pursuant to
Sections 10-152.01 and
10-016, Arizona Revised
Statutes,
establishing Series A
through Q of the Company's
Serial Preferred Stock and

Certificate pursuant to
Arizona Revised Statues
establishing Series R of the
Company's Serial Preferred
Stock

Mortgage and Deed of Trust
Relating to the Company's
First Mortgage Bonds,
together with twenty-seven
indentures supplemental
thereto

Twenty-eighth Supplemental
Indenture

3.1 to June 1985 Form 10-Q
Report

4.2 to Form S-3 Registration
Statement

4.3 to March 1984 Form
10-Q Report

4.1 to Form S-3 Registration
Statement

4.2 to Form S-3 Registration
Statement No. 2-84605 by
means of July 1983 Form
8-K Report

1-4473

2-87694

1-4473

2-84605

1-4473

8-8-85

11-14-83

5-14-84

7-6-83

7-7-83
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Exhibit iVo. Deecriptfon

Twenty-ninth Supplemental
Indenture

Thirtieth Supplemental
Indenture

Thirty-firstSupplemental
Indenture

Thirty-second Supplemental
Indenture

Thirty-third Supplemental
Indenture

Thirty-fourth Supplemental
Indenture

Orittiaally Filed ae Exhibltt

4.2 to Form S-3 Registration
Statement No. 2-86955 by
means of October 13, 1983
Form 8-K Report

;4.4 to Form S-3 Registration
Statement No. 2-86955 by
means of June 14, 1984 Form
8-K Report

4.4 to Form S-3 Registration
Statements (Nos. 2-86955
and 2-95340) by means of
January 24, 1985 Form 8-K
Report

4.7 to Form S-3 Registration
Statement

4.5 to Form S-3 Registration
Statement Nos. 2-95340 and
2-97956 by means of June 6,
1985 Form 8-K Report

4.1 to Form S-3 Registration
Statement by means of Post-
Effective Amendment No. 2

File iVo.

1-4473

1-4473

1-4473

2-97956

=-1-4473

2-99739

Date Eifective

10-14-8

6-15-84

1-25-85

3-29-85

6-7-85

11-21-85

4.2

10.1

10.2

Thirty-fifthSupplemental
Indenture

Thirty-sixth Supplemental
Indenture

Agreement, dated August ll,
1983„relating to the filingof
instruments defining the
rights of holders of long-term-
debt not in excess of 10% of
the" Comp'any's total assets

Indenture of Lease with
Navajo Tribe of Indians,
Four Corners Plant

Supplemental and Additional
Indenture of Lease, including
amendments and
supplements to original lease
with Navajo Tribe of
Indians, Four Corners Plant

4.1 to Form S-3 Registration
Statement No. 33;2297 by
means of January 22, 1986
Form 8-K Report

. 4.1 to Form S-3 Registration
Statement No. 33-3354 by
means of February 24, 1986
Form 8-K Report

10.14 to June 1983 Form
10-Q Report

5.01 to Form S-7
Registration Statement

5.02 to Form S-7
Registration Statement
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1-4473

1-4473

1-4473.

2-59644

2-59644

1-23-86

2-25-86

8-15-83

9-1-77
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Exhl6lt No. Descri pt ion Orlgfnally Filed as Exhl6lt: File No. Date Effectioe

10.3

10.4

10.5

Amendment and Supplement
No. 1 to Supplemental and
Additional Indenture of
Lease, Four Corners, dated
April 25, 1985

Indenture of Lease, Navajo
Units 1, 2 and 3

Application and Grant of
multi-party rights-of-way
and easements, Four Corners
Plant

10.36 to Registration
Statement on Form 8-B of
AZP Group, Inc.

5(g) to Form S-7
Registration Statement

5.04 to Form S-7
Registration Statement

1-8962 7-25-8o

2-59644 9-1-77

2-36505 3-23-70

10.6 Application and Amendment
No. 1 to Grant of multi-party
rights-of-way and easements,
Four Corners Power Plant
Site, dated April 25, 1985

10.37 to Registration
Statement on Form 8-B of
AZP Group, Inc.

1-8962 7-25-85

10.7 Application and Grant of
Company rights-of-way and
easements, Four Corners
Plant

5.05 to Form S-7 Registra- 2-59644
tion Statement

9-1-77

10.8 .

10.9

Application and Amendment
No. 1 to Grant of Arizona
Public Service Company
rights-of-way and easements,
Four Corners Power Plant
Site, dated April 25, 1985

Application and Grant of
rights-of-way and easements,
Navajo Plant

10.38 to Registration
Statement on Form 8-B of
AZP Group, Inc;

5(h) to Form S-7
Registration Statement

1-8962 7-25-85

2-36505 3-23-70

10.10

10.11

Nuclear Fuel Contract with
Combustion Engineering,
Inc;, ANPP

Reload Fuel Contract with
Westinghouse Corporation
for supply of nuclear fuel,
ANPP

5(y) to Form S-7
Registration Statement,
including an amendment
filed as Exhibit 10.34 to
1982 10-K Report

5(gg) to Form S-7
Registration Statement
including an amendment
filed as Exhibit 20.5 to 1981
Form 10-K Report

1-4473

2-52443

1-4473

5-28-74

2-25-83

12-18-74

3-26-82
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Exhibit ¹. Description Originally Filed os Exhibit: File 1Vo. Date E/fecti ue

10.12

10.13

10.14

10.15

Agreement for Conversion
Services with Allied
Chemical Corporation,
ANPP

Water Service Contract
Assignment with the United
States Department of
Interior, Bureau of
Reclamation, Navajo Plant

Uranium Concentrates Sales
Agreement with Energy
Fuels Exploration Company,
ANPP

Agreement No. 13904
(Option and Purchase of
EfHuent) with Cities of
Phoenix, Glendale, Mesa,
Scottsdale and Tempe, Town
of Youngtown and Salt River

'roject Agricultural
Improvement and Power
District

21 to 1975 Form 12-K
Report including an
amendment filed as Exhibit
20.7 to 1981 Form 10-K
Report

5(l) to Form S-7
Registration Statement

20.8 to 1981 Form 10-K
Report including a
supplement filed as Exhibit
10.38 to 1983 Form 10-K
Report

20.10 to 1981 Form 10-K
Report

1-4473 4-16-76

3-26-82

oI

1-44)3

1-4473

1-4473

3-26-82

3-29-84

1-4473 3-26-82

2-39442 3-16-71

10.16

10.17

10.18

Agreement for the Sale and
Purchase of Wastewater
EfHuent with City of
Tolleson and Salt River
Agricultural Improvement
and Power District

Loan Agreement between the
Company and Bankers Trust
Company

Term Credit Agreement
between the Company and
Bank of America National
Trust and Savings
Association

20.11 to 1981 Form 10-K
Report, including an
amendment filed as Exhibit
20.12 to 1981 10-K Report

19.2 to September 1982 10-Q
Report

19.3 to September 1982 10-Q
Report

1-4473

1-4473

1-4473

1-4473

3-26-82 "

3-26-82

10-29-82

10-29-82
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Exhidit i@0. Llescription Oriaiaallv Filed aeEahthtt: 'ileNa . Date EITeettve

10.19

10.20

10.21

10.22

10.23

Agreement relating to the
filingof instruments defining
the rights of holders of long-
term debt not in excess of
10% of the Company's total
assets

Gas Sales Agreement dated
March 1, 1983 with El Paso
Natural Gas Company

Supplemental Agreement of
Settlement, dated June 2,
1980, with Salt River
Agricultural Improvement
and Power District, Southern
California Edison Company,
Public Service Company of
New Mexico, El Paso
Electric Company, Arizona
Electric Power Cooperative,
Inc. and the United States
Department of Energy
("DOE"), ANPP

Agreement for Delivery of
Natural UF6, dated June 2,
1980, between Arizona
Public Service Company,
Salt River Agricultural
Improvement and Power
District, Southern California
Edison Company, Public
Service Company of New
Mexico, El Paso Electric
Company, Arizona Electric

~ Power Cooperative, Inc., and
DOE, ANPP

Agreement in Principle,
dated October 20, 1983, with
Southwest Gas Corporation,
relating to the proposed sale
of gas distribution

system'9.1

to 1982 Form 10-K
Report

10.1 to June 1983 Form 10-Q
Report, including an
amendment filed as Exhibit
10.2 to June 1983 Form 10-Q
Report

10.11 to June 1983 Form
10-Q Report

10.12 to June 1983 Form
10-Q Report

10.1 to September 1983 Form
10-Q Report including
supplements, amendments
and modifications filed as
Exhibit 10.2 to September
1984 Form 10-Q Report

1-4473

1-4473

1-4473

1-4473

1-4473

1-4473

1-4473

2-25-83

8-15-83

8-15-83

8-15-83

8-15-83

11-8-83

11-14-84

10.24 Uranium Concentrates Sales
Agreement, dated
December 1, 1983 with
Energy Fuels Exploration
Company, ANPP

10.39 to 1983
Form 10-K Report
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ExhibitPfo. Description OrittlnallyFlied as Exhibit: File No. Date Effective

10.25

10.26

10.27

10.28

Uranium Concentrates Sales
Agreement, dated
December 1, 1983 with
Pathfinder Mines
Corporation, ANPP

Deferred Compensation
Plan, as restated, effective
January 1, 1984 and
incorporating the first
through fifthamendments

Directors'eferred
Compensation Plan, as
restated, effective October 1,
1983

Executive Incentive
Compensation Plan, as
restated, effective January 1,
1983

10.40 to 1983
Form 10-K Report

10.41 to 1983
Form 10-K Report

10.42 to 1983
Form 10-K Report

10.43 to 1983
Form 10-K Report

1-4473

1-4473

1-4473

1-4473

3-29-84

3-29-84

3-29-84

3-29-84

10.29 Credit Agreement, dated
May 15, 1984, among the
Company, Citibank, N.A.,
and the Banks

10.1 to June 1984
Form 10-Q Report

1-4473 8-13-84

10.30 Letter Agreement, dated
October 30, 1984 with
Southwest Gas Corporation
("'Southwest" ) relating to the
Company's purchase, under
certain conditions, of
cumulative preference stock
to be issued by Southwest to
fund a portion of the costs
associated with the
replacement of certain gas
pipe in the gas distribution
system acquired by
Southwest from APS

10.3 to September 1984
Form 10-Q Report

1-4473
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Exhibit No. Description Originally Flied as Exhlbitt File No. Date Egectlue

10.31 Contract, dated July 21,
1984, with DOE providing
for the disposal of nuclear
fuel and/or high-level
radioactive waste, ANPP

10.31 to AZP Group, Inc.'s
Form S-14 Registration
Statement

2-96386 3-13-85

10,32 Supplemental Agreement of
Settlement, dated
November 15, 1984 with
DOE, ANPP

10.32 to AZP Group, Inc.'s
Form S-14 Registration
Statement

2-96386 3-13-85

10.33 Uranium Enrichment
Services Contract, dated
November 15, 1984 with
DOE, ANPP

10.33 to AZP Group, Inc.'s 2-96386
Form S-14 Registration
Statement

3-"13-85

10.34 Agreement, dated January 1,

1985 with El Paso Natural
Gas Company amending Gas
Sales Agreement dated
March 1, 1983

10.34 to AZP Group, Inc.'s
Form S-14 Registration
Statement

2-96386 3-13-85
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Reports on Form 8-K
During the quarter ended December 31, 1985, and the period ended March 24, 1986, t

Company filed, on the dates indicated, the following Reports on Form 8-K:

Report filed November 19, 1985, relating to (1) a motion filed by the Residential Utility
Consumer Office ("RUCO") requesting emergency adoption of a new Arizona Corporation
Commission (the "ACC") rule to require public service corporations to prove by a preponderance of
the evidence that their investments were prudent, and (2) an attempt to file a counterclaim in the
consolidated state court lawsuits by the plaintiffs in the United States District Court of Arizona
lawsuit involving an efiluent contract.

Report filed November 23, 1985, comprised of exhibits to the Company's Registration Statement
on Form S-3 (Registration No. 2-99739 and Post-Effective Amendment Nos. 1 and 2 thereto),
relating to the Company's registration of $ 100,000,000 in aggregate principal amount of the
Company's First Mortgage Bonds.

Report filed November 25, 1985, relating to (1) the United States District Court of Arizona
dismissal of the lawsuit asserting claims relating to the primary contract involving efHuent for cooling
purposes at the Palo Verde Nuclear Generating Station, and (2) a declaratory judgment action in the
Superior Court of Maricopa County, Arizona, brought by the municipalities who are parties to the
primary effiuent contract.-

Report filed December 12, 1985, relating to (1) the release of an audit report by the utility
regulatory bodies which identified certain areas in which consultants recommended further study, (2)
the granting of a facility operating license for Palo Verde Unit 2, (3) the issuance of an order by the
ACC changing certain hearing dates, (4) the request by the Company of certain orders from the ACC
pertaining to accounting matters, and (5) the amendment to the counterclaim in Superior Court of
Maricopa County asserting alternative claims.

Report filed January 20, 1986, relating to (1) delays in the projected commercial operation dat
of Palo Verde Units 2 and 3, (2) the impact on the Company if the ACC does not grant the requeste
accounting/rate-making order relating to Unit 2, (3)'he court order upholding the ACC's order
purporting to subject AZP and its subsidiaries, including the Company, to certain reporting
requirements, (4) the ACC's refusal to grant a motion by RUCO involving the emergency rate
reduction application filed by RUCO, and (5) the ACC's refusal to grant a motion by RUCO involving
a requested emergency adoption of a new ACC rule to require public service corporations to prove by
a preponderance of the evidence that their investments were prudent.

Report filed January 23, 1986 comprised of exhibits to the Company's Registration Statement on
Form S-3 (Registration No. 33-2297), relating to the Company's registration of 8100,000,000 in
aggregate principal amount of the Company's First Mortgage Bonds.

Report Xiled February 24, 1986 comprised of exhibits to the Company's Registration Statement
on Form S-3 (Registration No. 33-3356), relating to the Company's registration of $ 100,000,000 in
aggregate principal amount of the Company's First Mortgage Bonds.

Report filed February 25, 1986 comprised of exhibits to the Company's Registration Statement
on Form S-3 (Registration No. 33-3356), relating to the Company's registration of $ 100,000,000 in
aggregate principal amount of the Company's First Mortgage Bonds.
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SIGNATURES
Pursuant to the requirements of Section 13 or 15(d) of the Securities Exchange Act of 1934, the

Registrant has duly caused this report to be signed on its behalf by the undersigned, thereunto duly
authorized.

ARIZONAPUBLIC SERVICE COMPANY
(Registrant)

Date: March 24, 1986 s/ KEITHL. TURLEY
(Keith L. Turley, Chairman of the Board of Directors

and Chief Executive Officer)

Pursuant to the requirements of the Securities Exchange Act of 1934, this report has been signed
below by the following persons on behalf of the registrant and in the capacities and on the dates
indicated.

Signature Title Date

/s/ KEITHL. TURLEY

(Keith L. Turley, Chairman of the Board of Directors
and Chief Executive Officer)

Principal Executive Officer March 24, 1986
and Director

/s/ 0. MARKDE MICHELE

(0. Mark De Michele, President
and Chief Operating 0$ cer)

Principal Operating Officer
and Director

March 24, 1986

/s/ H. B. SARoENT, JR.

(H. B. Sargent, Jr., Executive Vice President
and Chief Financial Officer)

Principal Financial Officer
and Director

March 24, 1986

s/ WILLIAMJ. POST

(William J. Post, Controller)

Controller March 24, 1986

s/ JoE AcosTA

(Joe Acosta)

s/ DINoDECoNCINI

(Dino DeConcini)

s/ KARLELLER

(Karl Elier)

Directors March 24, 1986

/s/

WILLIAMT. GARLAND

(WilliamT. Garland)

PAMELAGRANT

(Pamela Grant)
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Signature

JACK M. MORGAN

(Jack M. Morgan)

Title Datr

O.I
MARVINR. MORRISON

(Marvin R. Morrison)

JOHN R. NORTON III
(John R. Norton III)

JOHN J. RHODES

(John J. Rhodes)

. WILMAW. SCHWADA

(Wilma W. Schwada)

JAMEs P. SIMMONS

(James P. Simmons)

RICHARD SNELL

(Richard Snell)

DONALDN. SOLD%'EDEL

(Donald N. Soldwedel)

MAURICER. TANNER

(Maurice R. Tanner)

DOUGLAS J. WALL

(Douglas J. Wall)

MORRISON F. WARREN

(Morrison F. Warren)

BEN F. WILLIAMS,JR.

(Ben F. Williams, Jr.)-

T~oMAs G. WooDs. JR.

(Thomas G. Woods, Jr.)

Directors March 24, 1986
0

~ .

68



UNITED STATES OF AMERICA

NUCLEAR REGULATORY COMMISSION

In the matter of"

ARIZONA PUBLIC SERVICE
COMPANY, et al.,

(Palo Verde Nuclear
Generating Station, Unit 2)

)

)

)

)

) DOCKET NO. STN 50-529
)

)

)

)

APPLICATION IN RESPECT OF
SALE AND LEASEBACK TRANSACTIONS BY

ARIZONA PUBLIC SERVICE COMPANY

EXHIBIT G

GENERAL INFORMATION RESPECTING
OWNER TRUSTEE REQUIRED BY

10 CFR 50.33 (a)-(d)
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General Information Concerning
The First National Bank of Boston

Name:

The First National Bank of Boston (the "Bank" )

Address:

100 Federal Street
Boston, Massachusetts 02110
Attention of Corporate Trust Division

Description of business:

The Bank is a national banking association and has been
for a number of years the largest commercial bank in New
England. Except for directors'ualifying shares, the Bank
is a wholly-owned subsidiary of Bank of Boston Corporation
("BBC"), a bank holding company organized under Massachusetts
law. Through its subsidiaries, principally the Bank, BBC is
engaged in providing a wide variety of services to corporate
and institutional customers, governments, individuals and
other banks. These services include domestic corporate bank-
ing servicesI international banking services< investment and
fund management services, personal banking services, trust
services, and banking operations and corporate, services.
Through its Corporate Trust Division, the Bank provides cor-
porate trust services to a broad range of entities ~

(1) Not applicable.

(2) Not applicable.

<3) (i) State of incorporation and principal location:
The Bank is a national banking association chartered under
the National Bank Act in 1864. The principal offices of the
Bank are located in Boston, Massachusetts.

(3) (ii) Names of Directors and principal officers:
The names of the directors of the Bank and BBC are set
forth in Attachments A and B hereto, respectively ~

Information with respect to the officers of the Bank and BBC
is set forth on pages 86 and 87 of Attachment C hereto.

(3) (iii) Neither the Bank nor BBC is owned, controlled< or
dominated by an alien, a foreign corporation, or a foreign
government. Further information relating to the
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U.S.. citizenship of the Bank and BBC and the directors of the
Bank and BBC is contained in Attachments A and B hereto,
respectively.

(d) (4) The Bank will serve as trustee under two or more trust
agreements between the Bank and the respective equity invest-
ors described in the Application to which this document is
attached as Exhibit B. The trusts created by these trust
agreements will (i) receive title to the interests in PVNGS

Unit 2 conveyed thereto by El Paso and (ii) lease such inter-
ests back to El Paso, all as more fully described in said
Application. Although the Bank is not legally an "agent" for
or a "representative" of such equity investors, the Bank does
act as trustee of the trusts of which such investors are the
respective benef iciaries. Under the terms of the trust
agreements the Bank is generally obligated to act upon the
instructions of the relevant equity investor/beneficiary so
long as such instructions are not inconsistent with the pro-
visions of documents constituting the sale and leaseback
transaction.

The Bank is without knowledge, however< concerning possi-
ble foreign ownership, control or domination of 'the proposed
equity investors, and is thus unable to provide information
with respect thereto.

(e) The Bank is not making application for a license under 10
C. F. R. Part 50 < or any other license available from the
Nuclear Regulatory Commission.

copy of BBC's 1985 Annual Report is attached as Attachment,
C hereto. Provision to the Commission of BBC's 1984 Annual
Report is without prejudice to the provisions of the respec-
tive trust agreements which provide that, (i) except in cer-
tain very limited circumstances (such as the Bank's wilful
misconduct or gross negligence), the Bank is not answerable
or accountable in its individual capacity and (ii) that all
persons (individuals, partnerships, corporations, trusts,
unincorporated associations or joint ventures< governments or
any departments or agencies thereof, or any other entities) .

having any claim against the Bank, in its capacity as trust-
ee< by reason of any aspect of the sale and leaseback trans-
action (including the holding by the Bank of legal title
interests in PVNGS Unit 2) shall look only to the assets held
by the Bank (including but not limited to the interests in
PVNGS Unit 2 and El Paso's obligations under the transaction
documents) pursuant to the trust agreements for payment or
satisfaction of such claim.
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.
(g) Not applicable.

(h) Not applicable.

(i) Not applicable.

(j) Not applicable.
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