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ABOUT THE COVER AND
HIS ANNUAL REPORT

@] Tﬁg 60 MILLION DOLLAR NICKEL

Our theme this year focuses on an
understanding among the employees of
this company that when we increase
earnings, through savings or increased
revenues, we create shareholder value.
The $60 million simply represents the
value of five cents of earnings per share
multiplied by a commonly applied price-
earnings ratio of 14 and our 85 million
shares outstanding. (We rounded.) Our
theme is just a way of saying that the

work and creativity of our men and -

women create shareholder wealth. We
could have called this report the $120
million dime.. :

A NOTE TO READERS

Since the early 1990’s, we have been
orking to make the financial portion of

yur annual report easier to read and

nderstand while providing all the impor-
tant information our readers need. The
Securities and Exchange Commission
SEC) has been a strong advocate of
“plain English” for disclosure documents
ike annual reports. In 1996, the SEC
published plain English guidelines to help
mprove the readability of shareholder
sommunications. This year we are incor-

rorating some of these guidelines. We’

elcome your comments.

1.~y

ABOUT THE COMPANY

Pinnacle West Capital Corporation is a Phoenix-based company with
consolidated assets of approximately $7 billion and consolidated
revenues of approximately $2 billion. Pinnacle West’s major subsidiary
is Arlzona Public Service Company, which generates, sells and
delivers electricity and energy-related products and services to
wholesale and retall customers in the western United States. Pinnacle
West's other two subsidiaries are SunCor Development Company, with
residential, commercial and industrial real estate projects under
development, and El Dorado Investment Company, an investment firm
with a diversified portfolio.
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Pinnacle West Stock Performance Comparison
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INCOME HIGHLIGHTS :
Operating Revenues $ 2,130,586 $ 1,995,026 $ 1,817,760 6.8% 9.8% So
Income From Continuing Operations $ 242,892 $ 235,856 $ 211,059 3.0% 11.7% ::z
BALANCE SHEET HIGHLIGHTS 5
Total Assets $ 6,824,546 $ 6,850,417 $ 6,989,289 (0.4)% (2.0)% ::-:
Common Stock Equity $ 2,163,351 $ 2,027,436 $ 1,970,323 6.7% 2.9% 3
PER SHARE HIGHLIGHTS
Earnings Per Share from Continuing
Operations - Diluted S 2.85 $ 2.74 $ 2.40 4.0% 14.2%
Dividends Paid Per Share $ 1.225 S 1.125 $ 1.025 8.9% 9.8%
Stock Price Per Share - Year-End S 42375 S 42375 S 31.75 —_— 33.5%
STOCK PERFORMANCE
Market Capitalization - Year-End $ 3,594,457 $ 3,594,457 $ 2,778,628 —_ 29.4%
Total Return 2.8% 38.0% 14.2%
Stock Price Appreciation - 33.5% 10.4%
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True to his word, as always, Dick Snell has
turned this space over to me this year as
chief executive officer, a position | assumed
in February 1999. Dick retired from man-
agement that same month but will continue
as chairman, and | welcome his insights.
During his tenure at Pinnacle West, our mar-
ket value increased fourfold to $3.6 billion.
His performance set a high standard — one
we intend to continue.

1998 and the early months of this year have
been a time of considerable achievement
and some frustration. I'll get the latter out
of the way, sketch some highlights and then
address how we plan to increase the long-
term value of your company.

We are accustomed to being among the
leaders in our industry for total shareholder
return. In 1998 we were not, and that
is unacceptable. Late in the year, the Arizona
Supreme Court stayed the regulatory agree-
ment we had reached earlier with the
Arizona Corporation Commission Staff, effec-
tively denying its approval. The associated
regulatory uncertainty stemming from this
“go and stop” launch of competition in the
state (and much attending political intrigue)
contributed to this reduced performance.

Lately, market realities and rising interest
rates have affected our stock price and
those of our peer group. We can't control
the stock market, but effectively managing
our businesses, including the company’s

TO OUR SHAREHOLDERS

relationships with regulators, is something
shareholders should expect from us, and
over the years it's something we have done
very well. Although our relationships
remain good, internal forces at the Arizona
Corporation Commission have stalled, for
now, the movement toward competition.
However, we remain committed to competi-
tion in Arizona and will continue our efforts
to work with regulators and others toward
that goal.

None of this — stock price swoons or
temporary regulatory missteps — should
overshadow another strong performance by
the men and women of this organization.
Earnings were up; prices to customers were
down for the fourth time in five years; and
we experienced exceptional sales growth at
Arizona Public Service and SunCor in a
market that continues to be one of the
nation’s growth leaders. We expanded our
power marketing and trading activities, and
they contributed to earnings. APS set
production, reliability and safety records.

We increased the common stock dividend
and reiterated that we expect to continue to
do so at a pace well above the average for
our industry. Our balance sheet strength-
ened. We used strong free cash flow to
reduce outstanding debt and preferred
stock by $164 million in 1998 and eliminated
all our preferred stock in 1999.

Early in 1998, we reached a historic agree-
ment with a local public power competitor,
Sait River Project, designed to facilitate
customer choice and provide cost reduction
opportunities. Getting this agreement in place
exponentially decreased the complexity of
opening electricity markets in Arizona.



This overall performance is great history,
but more importantly it indicates the start-
ing point for future expectations. One of the
reasons we chose the theme on the cover of
this report is that we want to emphasize
that our employees understand that small
increments gained throughout the organiza-
tion translate into significant market value.

If you are looking for the creation of value,
you will find it in the details of putting our
resources to their best use. You will find it
among employees who are mastering the
details of ongoing agility and in a
company that believes that success is
determined by today's performance, not
yesterday's record.

Pinnacle West Earnings Per Share (Continuing Operations) and Dividends Per Share
(IN DOLLARS)
[ oitvted EPS (Continulng Operatioas) 2.74 2.85
M Dividencs Per Share 240 -
2.29 2.27 :
i E B
1.13 1.23
0.83 . 0.93 . 1.08 - -
020 || || || ||
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Creating this value will require growth —
growth in existing markets, growth in
emerging markets, growth in markets
where we have a presence and growth in
markets we do not even contemplate today.

This growth and value creation will take
place under a new structure at the utility
that separates regulated and unregulated
businesses. Our new structure increases
clarity of direction and responsibility, pos-
turing the organization to capture growth
and create value. These new businesses
have everything to do with accountability
and integration, very little to do with
internal division and categorization.

With respect to generation, our goal is to
add considerably to our generation capacity
to meet the needs of growing markets.
Current plans call for expanding our gener-
ating resources within the next five years
by purchasing greater interests in facilities
we operate, buying existing facilities, or
building new capacity. These generation
assets will be organized in a newly created
non-regulated affiliate under the parent.

Our energy delivery business is expected to
create efficiencies while delivering superior
service. Under performance regulation, we
have been able to capture the benefits of
productivity improvements flowing from cost
management and efficient utilization of
assets. We know how to do both, as our
record indicates, resulting in stable earnings
growth and strong cash flow. With this half
of our business growing every day, we are in
a very advantageous position from which to
capture growth and create value.

APS Energy Services is our unregulated
customer development business. It begins
life with the spirit of a start-up company, but
is disciplined in its goals for profitability.
This is a business whose market character-
istics are thin margins and significant
competitors who buy market share at a loss,
something we are not compelled to do. APS
Energy Services has already delivered new
customers and new knowledge from Western
markets and has earned a reputation in
California based on its intellectual capital
and a competitive drive. We expect modest
earnings in this business over the next
five years.

These businesses and our power marketing
and trading business define how we, as a
muitifaceted energy company, will attack
the 21st Century. While it may seem that
you recognize some of the parts in our new
structure, the old monolithic, vertically
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oriented utility for us is dead. In its place
is an integrated portfolio of operations, each
with different customer markets, among
which we will invest capital based on our
overriding criteria for decision making: will
it make money for our shareholders.

At SunCor, our real estate development
subsidiary, we have continued to enhance
the value of our holdings in Arizona and
have realized improved earnings. New proj-
ects in northern New Mexico and southern
Utah hold strong promise for the future.

These are exciting times in our industry
and for our company. Our future success
will require repeat performances in areas
such as maximization of resources,
cost management, cooperative regulatory
relations, operational excellence through-
out the company and cash and earnings
contributions from all subsidiaries.

Future success also requires high-level
performance in new areas. Most impor-
tantly, | am looking for new activities to
capture growth in energy markets in both
generation and energy services. Continued
and expanded performance regulation
agreements must be gained for our delivery
business. And, our real estate operations
need to continue to improve earnings while
contributing significantly to cash flow.

We are a growing company. Customer
expansion, performance regulation, asset
utilization and cost management will continue
to propel our performance. Generation and
energy services expansion, combined with
the less obvious investments we've made in
improving our operational capabilities (such
as the completion of our new comprehen-
sive information technology platform) will
give us the ability to take advantage of
tomorrow’s opportunities.

The speed at which our industry is chang-
ing offers us exciting opportunities. We are
well positioned to turn the opportunities
we have into greater value. My coworkers
and the management of your company will

do just that.

Sincerely,

ke —

William J. Post
Chief Executive Officer

FROM THE

my ongoing support to that focus.

(e

Richard Snell
Chairman of the Board

CHAIRMAN

That Bill Post does, in fact, occupy the space ahead of me here is further
evidence of a management succession that has gone very smoothly.

Even through the regulatory uncertainties he mentions, there is
continuing focus on preserving and building shareholder value. | will lend




strong cash flow to the parent company.
These subsidiaries paid cash dividends to
the parent in 1998 totaling $42 million.
SunCor’s operations are described in
greater detail on page 14.

El Dorado, Pinnacle West's investment
company, has total assets of $27 million
invested in venture capital and other
investments. Its primary goal is currently to
convert the venture capital portfolio to cash
as quickly and advantageously as possible.
Over the long-term, we may use El Dorado
for investing in new ventures that are
strategically important to our primary
energy business.




'GENERATION . »
HIGHLIGHTS .
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. = FOR THE FOURTH CONSECUTIVE
YEAR, PALO VERDE NUCLEAR
i OPERATIONS OUT-PRODUCED
' ALL U.S. POWER STATIONS.

® THE THREE PALO VERDE
REACTORS RAN SIMULTANEOQUSLY
FOR 153 DAYS, A SITE RECORD,
AND OPERATED AT A COMBINED
CAPACITY FACTOR OF 92,5
PERCENT FOR THE YEAR.

B ALL YTHREE PALO VERDE UNITS
WERE RANKED AMONG THE
WORLD'S TOP 25 PRODUCERS
IN 1998. (THERE ARE 435
NUCLEAR UNITS WORLDWIDE.)\

= PALO VERDE ACHIEVED ITs
LOWEST-EVER PRODUCTION
. COST IN 1998.

= CHOLLA COAL-FIRED UNITS
1, 2 AND 3 GENERATED MORE
MEGAWAYT-HOURS IN THE
MONTH OF AUGUST THAN IN
ANY PREVIOUS MONTH IN THE
STATION'S 36-YEAR RISTORY.



OVERVIEW

STOCK AND FINANCIAL PERFORMANCE
Growth and operational excellence continue
to anchor the strong performance of
the company.

For the five years 1994 through 1998, total
return on Pinnacle West common stock
was 126 percent, or 17.7 percent annually,
ranking us 14th among the U.S. electric
companies. This record compared  very
favorably with the industry, which returned
a total of 70 percent, or 11.2 percent annu-
ally for the same period. Although total
return for 1998 was only 2.8 percent,
business development goals are in place
to produce superior long-term returns for
our shareholders.

Effective December 1, 1998, the common
stock dividend increased by 8.3 percent.
The policy of increasing the dividend
annually by consistent dollar amounts
continues, with growth at a pace well above
the industry average and conservative pay-
out ratios well below those of the industry.

Earnings per share increased four percent
in 1998 to $2.85 per diluted share of
common stock. Consolidated net income
for the year was $242.9 million, up
$7 miflion from 1997. APS earnings were
$245.5 million compared with $238.7
million in 1997, Pinnacle West’s real estate
and investment subsidiaries contributed a
combined $12 million to consolidated
results, compared with $13.5 million for
the prior year.

Earnings growth came from increased
electricity sales related to 4.2 percent
customer growth and higher usage per
customer, expanded power marketing and
trading activities and lower financing costs.
These positive earnings effects were
partially offset by the effects of milder,
more normal weather and electricity price
reductions in 1998 and 1997. Operating
expenses were up primarily because of

customer growth, initiatives relating to
competition and expansion of our power
marketing and trading function. The year-
to-year earnings comparisons would have
been even more positive, except for the
beneficial effects in 1997 of two non-
recurring fuel-related settiements that
contributed approximately $21 million
before income taxes.

OPERATIONAL ADVANTAGES

Pinnacle West operates in markets that are
experiencing significant growth. In 1998,
Arizona's population growth was 3.4
percent, almost four times the national
average, and job growth was 4.6 percent,
nearly twice the U.S. average.

A number of other factors represent
competitive strengths, including fow-cost
generation, extensive knowledge of the
western U.S. electricity markets, excellence
in customer care and operations, state-
of-the-art technology systems, modest
concentration of large commercial and
industrial customers and prices that are
competitive with those in our region. Free
cash flow and a strengthening balance
sheet also provide financial resources to
support future growth and agility.

Excellent operation of generation facilities
as measured by production costs and plant
output continue the solid record of achieve-
ment. Current plans will expand our gener-
ation resources to meet growing customer
needs and to facilitate future earnings
growth. Managing the growth of the energy
delivery business is a challenge that is being
successfully met. Our power marketing and
trading group is growing — literally and in
its strategic, operational importance —
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providing energy marketing and procure-
ment services. APS- Energy Services is
capturing opportunities in various markets
in the western United States as they open to
competitive choice.

ELECTRIC INDUSTRY RESTRUCTURING
The transition of regulated monopolies to
competitive suppliers has been underway
for a number of years and can be expected
to continue to evolve for years to come.

Investor-owned electricity providers in
Arizona are regulated by the Arizona
Corporation Commission (ACC), which is
developing the framework for introducing
retail electricity competition in the state.
The ACC initially adopted rules in 1996 that
provided a basis for competitive choice,
and further refinement of this process to
determine final rules is described in some
detail starting on page 35.

The Arizona Legislature passed a law in
May 1998 that establishes the process for
government-operated electricity providers
to open their markets to competition. At the
federal level, several pieces of legislation
related to industry restructuring are
expected. We believe the pace of competi-
tion throughout the nation is already
increasing and that the actions of state
regulators in Arizona and other states will
precipitate more change in the near future.

We have been working — and are continu-
ing to work — with regulators, legislators
and other interested parties to achieve a
transition to competition in Arizona that will
be constructive for our shareholders, our
customers and the public. Final outcome is
expected around the q‘nd of 1999.

in April 1998, APS and Salt River Project, a
public power entity operating in central
Arizona, reached a historic agreement
designed to facilitate customer choice in
Arizona and to provide cost reduction
opportunities.

The agreement furthered the process
of establishing competitive electricity
markets in Arizona by putting to rest long-
standing issues.

The company is taking part in discussions
of public policy issues, the outcome of
which could impact its business and the
progress of electric industry restructuring.
These include:

= The rulemaking process at the Federal
Energy Regulatory Commission (FERC) with
respect to pricing, constraints, congestion and
“federalization” of the transmission system.

= Proposals regarding environmental and
global climate issues, some of which could
result in considerable disruption of the
American economy and our industry. The
company supports market-based solutions
to global climate concerns.

= Market power and antitrust determina-
tions and the impact on incumbent electric
companies and on new competitors.

In many respects, competition in Arizona is
not waiting for final determination of rules
at state or federal levels. Various energy
companies are already offering services
even as they seek regulatory approval to
sell electricity in the state. During the year,
APS restructured into Generation, Energy
Delivery and Energy Services. A non-
regulated generation affiliate will be
organized under the parent.

SunCor, our real estate subsidiary, and
El Dorado, our investment subsidiary, are
continuing to pursue strategies that provide
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GENERATION

Generating electricity is a competitive
advantage for the company. Based on a pro-
duction cost per kilowatt-hour comparison,
the company’s generation assets are com-
petitive with other generating facilities in
the western United States and are particu-
larly so with those in the Southwest. The
company’s generation business is well
positioned to capture market share in the
wholesale electricity markets.

With 39 generating units totaling about
8,000 megawatts, APS ranks second among
investor-owned companies operating gener-
ation facilities in the western United States.
These facilities include nuclear, coal and
gas generating capacity. Operational per-
formance has been considerably above
industry averages and additional cost

Palo Verde Site Average Capacity Factors

92.5%
83.6% 89.1% oo% =
— R— Sy |
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rll || | || ll._I
94 95 96 97 98

management opportunities are expected to
enhance profitability in electricity markets
in the fast-growing West.

The generation business highlights for
1998, mentioned on the previous page,
underscore the excellent performance
achieved to date. Palo Verde's 1998 pro-
duction record represents the first time
any American power plant has generated
more than thirty biilion kilowatt-hours in a
year. Improved capacity factors and
reduced production costs are results of
lowering fuel costs, improving heat rates,
reducing the length of outages and main-
taining high operational performance to
capture opportunities when prices peak
in the spot market.

Attention to details at all levels and a focus
on profitability are evident throughout the
generation group. For example:

O Newly negotiated fuel contracts involv-
ing coal supply, rail transportation and
uranium enrichment services will soon
yield annual pretax savings of $20 million.

Palo Verde engineers have reduced the
duration of refueling outages through
several efficiency-improving techniques,
including speedier methods of reinforcing
water pipelines that are vital to Palo
Verde’s operation.

At the Four Corners plant, about $1 million
was saved as a result of reducing the
length of a major overhaul at Unit 2.

The capability of the Yucca plant increased
five percent following the rebuilding of
cooling components.
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DELIVERY

The Energy Delivery business manages the
transmission and distribution of electricity
to APS’ customers.

Population growth in Arizona has been and is
expected to continue to be three to four
times the United States average. More than
32,000 customers were added to the APS
system in 1998 for a growth rate of 4.2
percent. On average, four customers were
connected every hour of every day in 1998.

Managing this growth through cost manage-
ment and efficient deployment of capital led
to a 1.1 percent electricity price decrease in
July. This was the fourth price decrease in
the last five years, bringing the total to
nearly 8.4 percent. Our retail electricity
prices are currently average to below aver-
age when compared with neighboring
utilities in the southwestern United States.

The performance pricing mechanism con-
tained in the 1996 regulatory agreement
with the Arizona Corporation Commission
allows shareholders and customers to
share cost-savings benefits. These price
decreases are important ingredients to
enhancing APS’ position as the electricity
market opens to competition. Although
retail electric competition in Arizona has
been delayed from its initially planned
implementation in January 1999, we are
continuing to work with the ACC and other
parties to achieve a comprehensive transi-
tion to competitive markets.




replaced or added. These systems were
brauaht on to further aour competitive







ENERGY SERVICES

APS Energy Services provides energy,
metering, billing and energy management
services to markets in the western U.S.

Incorporated in late 1998, this group is '

actively pursuing business opportunities in
Arizona and California and is exploring
markets in Nevada and New Mexico.
Targeted market share acquisition, at a
profit, is the primary goal of this business.
As a start-up company, APS Energy Services
has not yet accomplished its objective, but
progress Is being made.

The long-term objective for this business
is to contribute to corporate profitability by
capturing strategically targeted segments
of existing and newly competitive markets.

APS Energy Services was the first direct
access electricity provider in the U.S.
Customers now under contract throughout
California have a combined peak load of
more than 185 megawatts. Customer
services in this business go well beyond
selling power and include developing
alternatives to reduce energy costs

through energy efficiency solutions. These
solutions include competitive metering
and billing, lighting retrofits and chiller
replacements for major public institutions.

Profit margins in this business are razor
thin. Profitable operations will result from
employing value-added services to meet
customer needs. Doing this while increasing
revenues is the key to success. This is a
difficult formula because APS Energy
Services will not buy market share —
profitability will not be sacrificed. In fact,
we exited one specific northern California
market in mid-1998 because new competi-
tion rules made that market unprofitable.

Overall, in the world of undifferentiated
competitors, APS Energy Services is off to
a solid start in a very tough market.
Progress to date and future success
depend on intellectual capital and antici-
pating markets and customers' needs.

0 Based on a demonstrated knowledge of
the complexities of California’s power
market exchange and connection with retail
tariffs, APS Energy Services’ performance
in 1998 underscored the potential for
providing additional revenues from deregu-
lated markets.
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POWER MARKETING

The primary goals of the Power Marketing
and Trading group are to maximize sales of
electricity generated by APS, to obtain
additional power needed by the company
for growing customer needs, to manage
fuel costs and to capture trading opportu-
nities. This group actively trades physical
quantities of electricity and gas as well as
financial contracts relating to these
commodities. Further, APS is one of the
leading traders of emissions allowances.

Electricity trading activities are concen-
trated in the Western markets. Emissions
trading is national in scope. This business is
managed with the oversight of the Energy
Risk Management Committee that estab-
lishes and monitors trading practices, sets
risk limits and implements credit policies.

1998 was the second full year of opera-
tions. Technology systems are being
upgraded to state-of-the-art capabilities.
Power Marketing is expected to build off
the profitable operations of 1998 through
an expansion plan that contemplates
adding additional resources through the
end of 2000.

Success to date has been based on a
thorough knowledge of, and experience in,
the physical markets of the western
United States, combined with analytical
and risk disciplines.

O In 1998, Power Marketing team members
implemented a 24-hour marketing and
schedule coordination desk to capture
opportunities in the new California market
structure. This significantly increased Power
Marketing’s contribution to APS earnings.

SUNCOR

Our real estate subsidiary, SunCor, is one
of the premier real estate developers in the
southwestern United States. Its divisions
focus on master-planned communities,
retail office and industrial properties, and
golf course development and management.

Strategically, SunCor seeks to improve its
overall profitability while building value,
controlling its commitments and providing
a cash return to the parent company. In
1998, SunCor contributed $7.5 million to
our consolidated results, a 41 percent
increase over the prior year, and paid
$30 million in dividends to the parent. At
the end of 1998, SunCor had assets with a
total book value of $407 million.

With almost 34,000 single-family building
permits issued in the metropolitan Phoenix
area in 1998, the market is extremely
healthy. Such growth has brought pressures
on transportation, education, neighborhoods
and the labor force. SunCor seeks to
responsibly balance environmental and
public policy issues as it plans and develops
its various projects.

SunCor’s assets consist primarily of six
master-planned communities and numer-
ous commercial properties in Arizona,
predominantly the metropolitan Phoenix
area. It also Is developing master-planned
communities in northern New Mexico and
southern Utah.

In 1998, SunCor added two new master-
planned communities to its development
portfolio. Coral Canyon is an 1,800-acre
development with a planned 18-hole
champlonship golf course in Utah near




= CAPTURED SIGNIFICANT
OPPORTUNITIES IN
CALIFORNIA MARKETS FOR
SPOT POWER AND
ANCILLARY SERVICES.

5 CONTROLLED AND MITIGATED
EXPOSURE TO RISING AND
SPIKING FUEL COSTS.

= ADDED TRADING AND
INFRASTRUCTURE PERSO
AND IN EASED TECHNO
THE GROWING
APS" EXPANDIN
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SUNCOR

St. George. Northeast of Phoenix, Hidden
Hills is a 400-acre community that comple-
ments SunCor’s nearby Scottsdale Mountain
and SunRidge Canyon developments.

The Palm Valley master-planned community
has become a driving force in the western
metropolitan Phoenix area. Within its
remaining 8,000 acres, SunCor has brought
its newest residential phase online. The
project also includes PebbleCreek, a
2,600-acre adult community being devel-
oped by Robson Communities; shopping
centers; apartments; schools and medical
facilities. In the heart of this area, SunCor
also manages the renowned Wigwam
Resort in Litchfield Park.

Development and sales are progressing at
SunCor’s other master-planned communi-
ties as well. Activity has been strong at
SunRidge Canyon, northeast of Phoenix in
Fountain Hills, and Sedona Golf Resort,
90 miles north of Phoenix in the scenic
“red rock” country of northern Arizona.
As planned, models opened and sales
began at Rancho Viejo, near Santa Fe,
New Mexico.

Tatum Ranch in north Phoenix is nearly
built out, and all remaining residential lots
are under contract. In the foothills north-
east of Phoenix, Scottsdale Mountain is in
its last phase.

SunCor's commercial, office and industrial
properties performed well in 1998, with
activity at both Marketplace, southeast of
Phoenix, and Talavi, northwest of Phoenix.
The last commercial parcels at Sedona Golf
Resort were sold during the year.

Golden Heritage Homes is SunCor’s home-
building operation. Aithough SunCor uses a
number of homebuilders in its residential
developments, it is able to capture a
greater share of the profit on homes sold at
its communities through Golden Heritage.

The SunCor golf division currently manages
six golf courses and is now developing
two new courses. One of these, the
Sanctuary golf course in Scottsdale, will be
the first Audubon Signature course in the
state, built to the strict environmental
standards of the Audubon Society.
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SELECTED CONSOLIDATED DATA

(Dollars in Thousands, Except Per Share Amounts) 1998 1997 1996 1995 1994

OPERATING RESULTS

Operating revenues

Electric $“2,006,398 $ 1,878,553 § 1,718,272 $ 1,614,952 S 1,626,168
; Real estate 124,188 116,473 99,488 54,846 59,253
Income from continuing operations $ 242892 | $ 235856 $ 211,059(a) $ 199,608 $ 200,619(b)
Loss from discontinued operations ~ *
net of income tax (c) —_ —_ (9,539) —_ —

Extraordinary charge for early
retirement of debt — net

rof income tax (d) —_ — (20,340) (11,571) —_

Net income $ 242,892 | § 235856 $ 181,180 §$ 188,037 $ 200.619
COMMON STOCK DATA

Book value per share - year-end $ 2550 | S 2390 § 2251 § 2149 § 20.32

Earnings (loss) per average common
share outstanding

COhtinuing operations — basic $ 287 | S 276 § 2.41(a) $ 228 § 2.30(b)
Discontinued operations —_ —_ 0.11) - —_
Extraordinary charge — —_ (0.23) (0.13) —

2.30

Net income - basic $ 287 | S 276 $ 207 $ 215 S
Continuing operations - diluted $ 285 1| 8 274 § 2.40(a) S 227 $ 2.29(b)
Net income - diluted ) 2851 S 274§ ‘206 S 214 §$ 2.29
Dividends declared per share $ 1225 | § 1.125 $ 1025 § 0925 $ 0.825
‘ Indicated annual dividend rate -
‘ year-end $ 130 | § 120 $ 110 § 1.00 § 0.90

Average common shares outstanding - basic 84,774,218 85,502,909 87,441,515 87,419,300 87,410,967
Average common shares outstanding ~ diluted| 85,345,946 86,022,709 88,021,920 87,884,226 87,671,451

TOTAL ASSETS $ 6,824,546 | $ 6,850,417 $ 6,989,289 $ 6,997,052 S 6,909,752
LIABILITIES AND EQUITY

Long-term debt less current maturities $ 2,048,961 | $ 2,244,248 $ 2,372,113 $ 2,510,709 $ 2,588,525
Other liabilities 2,516,993 2,407,572 2,428,180 2,336,695 2,276,249

4,565,954 4,651,820 4,800,293 4,847,404 4,864,774
Minority interests
Non-redeemable preferred stock

\
|
;
\
of APS 85,840 142,051 165,673 193,561 193,561
Redeemable preferred stock of APS 9,401 29,110 53,000 75,000 75,000
Common stock equity 2,163,351 2,027,436 1,970,323 1,881,087 1,776,417 ‘
Total liabilities and equity $ 6,824,546 | S 6,850,417 $ 6,989,289 § 6,997,052 S 6,909,752
{a) Includes an after-tax charge of $18.9 million ($0.22 per share) for (c) Charges assoclated with the settlement of a legalimatter related to
‘ a voluntary severance program and about $12 million ($0.13 per MeraBank, A Federal Savings Bank.
. share) of income tax benefits related to capital loss carryforwards. (d) Charges associated with the repayment or refinancing of the
! (b) Includes after-tax Palo Verde Unit 3 accretion income of $20.3 parent company’s high-coupon debt.

i million ($0.23 per share) and a non-recurring Income tax benefit of
$26.8 million ($0.31 per share) related to a change In tax law.
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(Dollars in Thousands, Except Per Share Amounts) 1998 1997 1996 1995 1994
ELECTRIC OPERATING REVENUES
Resldential $ 766,378 S‘ 746,937 $ 721,877 S 669,762 S 675,153
Commerclal 699,016 687,988 678,130 653,425 631,212
Industrial 172,296 164,696 162,324 156,501 166,457
Irrigation 7,288 8,706 9,448 9,596 10,538
Other 10,644 11,842 13,078 12,631 12,729
Total retail 1,655,622 1,620,169 1,584,857 1,501,915 1,496,089
Sales for resale 300,698 226,828 98,560 86,510 95,158
Transmission for others 11,058 10,295 10,240 9,390 9,506
Miscellaneous services 39,020 21,261 24,615 17,137 16,107
Electric operating revenues 2,006,398 1,878,553 1,718,272 1,614,952 1,616,860
Retail rate refund reversal — —_ — —_ 9,308
Net electric operating revenues $ 2,006,398 | S 1,878,553 $ 1,718,272 $ 1,614,952 $ 1,626,168
ELECTRIC SALES (MWh)
Residential 8,310,689 7,970,309 7,541,440 6,848,905 6,873,300
Commercial 8,697,397 8,524,882 8,233,762 7,768,289 7,456,049
Industrial 3,279,430 3,123,283 3,039,357 2,933,459 2,926,318
lrrigation 84,640 112,363 121,775 119,580 132,340
Other 90,927 86,090 84,362 78,478 76,827
Total retall 20,463,083 19,816,927 19,020,696 17,748,711 17,464,834
Sales for resale 10,317,391 9,233,573 3,367,234 2,720,704 2,764,223
Total electric sales 30,780,474 29,050,500 22,387,930 20,469,415 20,229,057
ELECTRIC CUSTOMERS - END OF YEAR
Residential 709,111 680,478 654,602 625,352 603,989
Commercial 84,745 81,246’ 78,178 75,105 72,740
Industrial 3,159 3,192 3,055 2,913 2,976
Irrigation 710 764 841 837 897
Other 895 851 828 786 762
Total retail 798,620 766,531 737,504 704,993 681,364
Sales for resale 67 50 48 39 44
Total electric customers 798,687 766,581 737,552 705,032 681,408
See “Financial Review” on pages 20-27 for a discussion of certain information in the table above.
QUARTERLY STOCK PRICES AND DIVIDENDS
Stock Symbol: PNW _
Dividends Dividends
Per’ Per
1998 High Low Close Share(a) 1997 High Low Close Share(a)
1st Quarter 45 393/8 447/16 $§ 0.300 1st Quarter 327/8 301/8 301/8 $ 0275
2nd Quarter 46 3/16 42 - 45 $ 0.600 2nd Quarter 303/4 275/8 30'1/16 $ 0.550
3rd Quarter- 459/16 401/16 4413/16 $ —_ 3rd Quarter 347/8 2913/16 335/8 S _—
4th Quarter 49 1/4 415/8 423/8 $ 0.325 4th Quarter 423/4 333/16 423/8 $ 0.300

(a) Dividends for the 3rd quarter of 1998 and 1997 were declared In June.
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FINANCIAL REVIEW

In this section, we explain the results of operations, gen-
eral financial condition, and outlook for Pinnacle West and
our subsidiaries: APS, SunCor, and El Dorado, including:

= the changes in our earnings from 1997 to 1998 and
from 1996 to 1997

= the factors impacting our business, including competi-
tion and electric industry restructuring

= the effects of regulatory agreements on our results and
outlook

n our capital needs and resources — both for APS and
our non-utility operations and

= Year 2000 technology issues.

Throughout this Financial Review, we refer to specific
“Notes” In the Notes to Consolidated Financial State-
ments that begin on page 33. These Notes add further
details to the discussion.

RESULTS OF OPERATIONS

1998 Compared with 1997

Our 1998 consolidated net Income was $242.9 million
compared with $235.9 million in 1997 — a 3.0%
increase. Net income increased by $7.0 million primarily
because of increased earnings at the subsidiaries and
lower financing costs as we paid down debt and took
advantage of lower interest rates.

APS’ 1998 earnings increased $6.9 million - a 2.9%
increase — over 1997 earnings primarily because of an
increase in customers, expanded power marketing and
trading activities, and lower financing costs. In the
comparison, these positive factors more than offset the
effects of milder weather, two fuel-related settlements
recorded In 1997, and two retail price reductions.

See Note 3 for additional information about the price
reductions.

In 1998, electric operating revenues increased $128
million primarily because of:

= increased power marketing and trading revenues
($94 million)

= jncreases in the number of customers and the amount
of electricity used by customers ($77 million) and

= miscellaneous factors ($8 million).
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offset by the effects of milder weather ($33 million) and
reductions in retail prices ($18 million).

Power marketing and tradinb activities are predominantly
short-term opportunity wholesale sales. The increase in
power marketing revenues resulted from higher prices,
increased activity in Western bulk power markets, and
increased sales to large customers in California. The
increase in power marketing and trading revenues was
accompanied by related increases in purchased power
expenses.

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

Operations and maintenance expense increased $15
million because of customer growth, initiatives related
to competition, and expansion of our power marketing
and trading function.

Depreciation and amortization expense increased $11
million because APS had more plant in service.

APS decreased its financing costs by $9 million primarily
because of lower amounts of outstanding debt and
preferred stock.

Our real estate subsidiary, SunCor Development, and
our investment subsidiary, El Dorado, contributed a
combined $12.0 million to consolidated net income In
1998 compared with $13.5 million in 1997. SunCor’s
contribution increased $2.2 million as a result of an
increase In land sales. El Dorado’s contribution
decreased $3.7 million as a result of a decrease In
investment sales.

SunCor’s stand-alone net income was $44.7 million, of
which $37.2 million represents income related to the
recognition of a deferred tax asset. The deferred tax
asset relates to net operating losses and book/tax basis
differences. SunCor is expected to realize these benefits
in subsequent periods pursuant to an intercompany tax
allocation agreement. On a consolidated basis, Pinnacle
West had already recognized the income tax benefits,
therefore, there was no impact on consolidated net
income in 1998.

As mentioned above, these positive factors were partially
|
|
|
\
\




1997 Compared with 1996
Our 1997 consolidated net income was $235.9 million

compared with $181.2 million in 1996. The following
Is a summary:

(Thousands of Dollars)

1997 1996

Income from continuing operations
Loss from discontinued operations — net of income tax

Extraordinary charge for early retirement of debt — net of Income tax — (20,340)

$ 235,856 $ 211,059
—_— (9,539)

Net income

$ 235856 $ 181,180

Our earnings from continuing operations increased from
1996 to 1997 by $24.8 miillion, or 11.7%, primarily
because of increased earnings at the subsidiaries and
lower financing costs as we paid down debt and took
advantage of lower Interest rates. The 1996 loss from
discontinued operations related to remnants of
MeraBank legal matters.

APS’ 1997 earnings Increased $12.3 million - a 5.4%
increase — over 1996 earnings primarily because of:

= an increase in customers

= a $32 million pretax charge in 1996 for a voluntary
severance program

= two fuel-related settlements in 1997 and

= [ower financing costs.

These positive factors more than offset the effects of
the 1996 regulatory agreement with the Arizona
Corporation Commission (ACC), which during 1997
resulted in about $60 million of additional regulatory
asset amortization and a $35 million revenue decrease
caused by two retail price reductions. See Note 3 and
“Results of Operations — Regulatory Agreements” below
for additional information. In addition, APS recognized
$12 million of income tax benefits in 1996 that were not
repeated in 1997.

In 1997, electric operating revenues increased $160
million primarily because of:

» jncreased power marketing revenues ($128 million)
= an increase in the number of customers

(58 million) and

= weather effects ($7 million).

As mentioned above, these positive factors were par-
tially offset by a $35 million revenue decrease caused
by retail price reductions. The increase in power mar-
keting revenues resulted from increased activity in
Western bulk power markets. This did not significantly
affect our earnings because the increase was substan-
tially offset by higher purchased power expenses.

Two fuel-related settlements in 1997 increased pretax
earnings by about $21 million. The income statement
shows these settlements as reductions in fuel expense
and as other income. About $16 million of the settle-
ments related to years prior to 1997 and $5 million
relafed to 1997. APS expects the total annual savings
from the settlements for at least the next several years
to be about $10 million before income taxes. APS does
not have a fuel adjustment clause as part of its retail
rate structure. As a result, APS shows changes in fuel
and purchased power expenses in current earnings.

APS lowered its operations and maintenance expenses
in 1997 by putting in place a voluntary severance pro-
gram in late 1996, with related savings reflected in
1997. These savings were partially offset by increased
expenses for marketing, information technology, and
power plant maintenance.

APS decreased its financing costs by $12 million during
1997 by lowering the amounts of outstanding debt and
preferred stock.

SunCor Development and EI Dorado contributed a com-
bined $13.5 million to consolidated net income in 1997
compared with $4.6 million in 1996. SunCor’s contribu-
tion increased as a result of increased land and home
sales. El Dorado’s contribution increased as a result of an
increase in investment sales.
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Regulatory Agreements
Regulatory agreements with the ACC affect the results
of APS’ operations. The following discussion focuses on
two agreements: a 1996 agreement to accelerate the
amortization of APS' regulatory assets and a 1994
settlement to accelerate amortization of APS’ deferred
investment tax credits (ITCs).

Under the 1996 agreemenf with the ACC, APS is recov-
ering substantiaily all of its present regulatory assets
through accelerated amortization. The recovery of these
assets is taking place over an eight-year period that will
end June 30, 2004. For more details, see Note 3. This
accelerated amortization increased annual amortization
éxpense by approximately $120 million ($72 million

~ after taxes).

Also, as part of the 1996 regulatory agreement, APS
reduced its retail prices by 3.4% effective July 1, 1996.
This reduces revenue by about $48.5 million annually
(529 million after taxes). APS also agreed to share
future cost savings with its customers, which resulted
in the following additional retail price reductions:

= $17.6 million annually ($10.5 million after income
taxes), or 1.2%, effective July 1, 1997, and

= $17 million annually ($10 million after income taxes),
or 1.1%, effective July 1, 1998.

APS expects to file with the ACC for another retail price
decrease of approximately $10.8 million annually ($6.5
million after income taxes) to become effective July 1,
1999. The amount and timing of the price decrease are
. subject to ACC approval. This will be the last price
decrease under the 1996 regulatory agreement.

We discuss above, in “Results of Operations,” the fac-
tors that offset the earnings impact of the accelerated
regulatory asset amortization and the price decreases.

As part of the 1994 rate settlement, APS accelerated
amortization of substantially all deferred investment tax
credits (ITCs) over a five-year period that ends on
December 31, 1999. The amortization of ITCs decreases
annual consolidated income tax expense by approximate-
ly $24 million. Beginning in 2000, no further benefits will
be reflected in income tax expense. See Note 4.
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CAPITAL NEEDS AND RESOURCES

Pinnacle West (Parent Company)

We have reduced our debt over the last three years as
follows: 1998, $113 million; 1997, $45 million; and
1996, $60 million. We have a $250 million line of cred-
it, under which we had $42 million of borrowings out-
standing at December 31, 1998. We do not have any
debt repayment obligations until 2001.

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

= dividends for our shareholders

= interest payments and

= optional and mandatory repayment of principal on our
long-term debt.

In addition, as part of the 1996 agreement with the
ACC, we Invested $50 million in APS in 1998, 1997, and
1996 and will invest the same amount in 1999, This will
be the last payment under the 1996 regulatory agree-
ment. See Note 3. During 1997, we repurchased $80
million of common stock, reducing our shares outstand-
ing at year-end by 2.7 million shares.

Our primary source of cash is from APS dividends.
During 1998, APS paid $170 million in dividends. In
1998, SunCor provided cash of $30 million and EI
Dorado provided cash of $12 million. We expect both
SunCor and El Dorado to contribute to our cash flow In
1999, Tax allocation payments from our subsidiaries, In
excess of payments we made to taxing authorities, were
an additional source of cash in 1998, 1997, and 1996.
This is not expected to be a source of cash for Pinnacle
West in the future.

APS

APS’ capital requirements consist primarily of capital
expenditures and optional and mandatory redemptions
of long-term debt and preferred stock. APS pays for its
capital requirements with:

» cash from operations

» annual cash payments from Pinnacle West of
$50 million annually from 1996 through 1999
(see Note 3) and

= to the extent necessary, external financing.




During the period from 1996 through 1998, APS paid
for all of its capital expenditures with cash from
operations. APS expects to do so in 1999 through
2001, as well.

APS’ capital expenditures in 1998 were $327 million.
APS’ projected capital expenditures for the next three
years are: 1999, $328 million; 2000, $317 miilion; and
2001, $300 million. These amounts include about $30-
$35 million each year for nuclear fuel. In general, most
of the projected capital expenditures are for:

n expanding transmission and distribution capabilities
to meet customer growth

= upgrading existing utility property and

w environmental purposes.

In addition, APS is considering expanding certain of

its operations over the next several years, which may
result in additional expenditures. APS currently believes
that there will be opportunities to expand its investment
in generating assets in the next five years. It is expected
that these generating assets would be organized in a
newly created non-regulated affiliate under the parent.

During 1998, APS redeemed about $145 million of long-
term debt and $76 million of preferred stock, including
premiums, with cash from operations and long- and
short-term debt. APS’ long-term debt and preferred
stock redemption requirements and payment obligations
on a capitalized lease for the next three years are:
1999, $260 million; 2000, $115 million; and 2001, $2
million. On March 1, 1999, APS redeemed all $95 mil-
lion of its outstanding preferred stock. Based on market
conditions and optional call provisions, APS may make
optional redemptions of long-term debt from time to time.

As of December 31, 1998, APS had credit commitments
from various banks totalling about $400 million, which
were available either to support the issuance of com-
mercial paper or to be used as bank borrowings. At the
end of 1998, APS had about $179 million of commercial
paper and $125 million of long-term bank borrowings
outstanding.

 In 1998, APS Issued $100 million of unsecured long-
term debt and in February 1999, APS issued $125 million
of unsecured long-term debt.

Although provisions in APS’ first mortgage bond inden-
ture, articles of incorporation, and ACG financing orders
establish maximum amounts of additional first mortgage
bonds that APS may Issue, APS does not expect any of
these provisions to limit its ability to meet its capital
requirements.

Non-Utility Subslidiaries

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

SunCor’s capital needs consist primarily of capital
expenditures for land development and home construc-
tion. On the basis of projects now under development,
SunCor expects capital needs over the next three years
to be: 1999, $58 million; 2000, $53 million; and 2001,
$43 million. Capital resources to meet these require-
ments include funds from operations and SunCor’s own
external financings.

As of December 31, 1998, SunCor had a $55 million line
of credit, under which $38 million of borrowings were
outstanding. SunCor’s debt repayment requirements

for the next three years are: 1999, $4 million; 2000,
$26 million; and 2001, $51 million.

COMPETITION AND INDUSTRY RESTRUCTURING
The electric industry is undergoing significant change.
It is moving to a competitive, market-based structure
from a highly-regulated, cost-based environment in
which companies have been entitled to recover their
costs and to earn fair returns on their invested capital
in exchange for commitments to serve all customers
within designated service territories. In December 1996,
the ACC adopted rules that provide a framework for the
introduction of retail electric competition in Arizona and
adopted amendments to the rules In August 1998.

On January 11, 1999, the ACC issued an order which
stayed the amended rules and granted waivers from
compliance with the rules to all affected utilities
(including APS) pending further ACC decisions. On
February 5, 1999, ACC hearing officers issued recom-
mendations for changes to the amended rules. See
Note 3 for additional information about these rules and
other competitive developments, including an agreement
with Salt River Project Agricultural Improvement and
Power District (Salt River Project). We cannot currently
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predict when or if the amended rules will be further
modified, when the stay of the amended rules will be
lifted, or when retail electric competition will be intro-
duced in Arizona with respect to affected utilities.

The rules as recommended indicate that the ACC will
allow affected utilities the opportunity to fully recover
unmitigated stranded costs, but do not set forth the
mechanisms for determining and recovering such costs.
On June 22, 1998, the ACC Issued an order on stranded
cost determination and recovery and on February 5,
1999, an ACC hearing officer issued recommended
changes to that order. See Note 3 for additional informa-
tion on proposed modifications to the stranded cost order.

An Arizona joint legislative committee studied electric
utility restructuring issues in 1996 and 1997. In May
1998, a law was enacted to facilitate implementation of
retail electric competition in the state. Additionally, leg-
islation related to electric competition has been pro-
posed in the United States Congress. See Note 3 for a
discussion of legislative developments.

We believe that further ACC decisions, legisiation at the
Arizona and federal levels, and perhaps amendments to
the Arizona Constitution will ultimately be required
before significant implementation of retail electric com-
petition can lawfully occur in Arizona. Until it has been
determined how competition will be implemented in
Arizona, Including the manner in which stranded costs
will be addressed, we cannot accurately predict the
impact of full retail competition on our financial
position, cash flows, or results of operations. As com-
petition in the electric industry continues to evolve, we
will continue to evaluate strategies and alternatives
that will position us to compete effectively in a restruc-
tured industry.

APS prepares its financial statements in accordance
with Statement of Financial Accounting Standards
(SFAS) No. 71, “Accounting for the Effects of Certain
Types of Regulation.” SFAS No. 71 requires a cost-
based, rate-regulated enterprise to reflect the impact of
regulatory decisions in its financial statements. APS’
existing regulatory orders and the current regulatory
environment support its accounting practices related to
regulatory assets, which amounted to about $900 mil-
lion at December 31, 1998. Under the 1996 regulatory
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agreement, the ACC accelerated the amortization of
substantially all of APS’ regulatory assets to an eight-
year period that will end June 30, 2004. If APS ceases
to be cost-based regulated, it would no longer be able
to apply the provisions of SFAS No. 71 to part or all of
its operations, which could have a material impact on
our financial statements. See Note 1 for additional
information on regulatory accounting.

YEAR 2000 READINESS DISCLOSURE

Overview

As the year 2000 approaches, many companies face
problems because many computer systems and
equipment will not properly recognize calendar dates
beginning with the year 2000. We are addressing the
Year 2000 issue as described below. APS initiated a
comprehensive company-wide Year 2000 program -
during 1997 to review and resolve all Year 2000 issues
in mission critical systems (systems and equipment that
are key to business function, health, and safety) in a
timely manner to ensure the reliability of electric service
to our customers. This included a company-wide
awareness program of the Year 2000 issue.

The following chart shows Year 2000 readiness ‘of our
mission critical systems as of January 31, 1999:

Inventory | A nt | Remediation & Testing
APS 100% 100% 70% (1)
Pinnacle West and
other subsidiaries
(excluding APS) 100% 100% 80% (2)

(1) Estimated to be at 100% by June 30, 1999, except one Palo Verde
unit as discussed below.
(2) Estimated to be at 100% by June 30, 1999.

Discusslon

APS has been actively implementing and replacing
systems and technology since 1995 for general busi-
ness reasons unrelated to the Year 2000, and these
actions have resulted in substantially all of its major
information technology (IT) systems becoming Year
2000 ready. The major IT systems that were, and are
being, implemented and replaced include the following:

= Work Management
= Materials Management
» Energy Management



Payroll

= Financial

» Human Resources

Trouble Call Management

= Computer and Communications Network Upgrades
= Geographic Information Management

= Customer Information System and

= Palo Verde Site Work Management.

We and our subsidiaries have made, and will continue to
make, certain modifications to computer hardware and
software systems and applications, including IT and non-
IT systems, in an effort to ensure they are capable of
handling changing business needs, including dates in the
year 2000 and thereafter. In addition, other APS IT
systems and non-IT systems, including embedded tech-
nology and real-time process control systems, are being
analyzed for potential modifications.

Pinnacle West, APS, SunCor, and El Dorado have
inventoried and assessed essentially all mission critical
IT and non-IT systems and equipment. APS is 70%
complete and Pinnacle West and its other subsidiaries
are 80% complete with the remediation and testing of
these systems. Remediation and testing is expected to
be completed by June 30, 1999 for all mission critical
systems, except for those items that can only be com-
pleted during maintenance outages at Palo Verde, which
will be completed for the [ast unit, which is substantially
identical to the other two units, during the last half of
1999. APS has an internal audit/quality review team
that is periodically reviewing the individual Year 2000
projects and their Year 2000 readiness.

APS currently estimates that it will spend approximately
$5 million relating to Year 2000 issues, about $3 million
of which has been spent to date. This includes an esti-
mated allocation of payroll costs for APS employees
working on Year 2000 issues, and costs for consultants,
hardware, and software. We do not separately track
other internal costs. This does not include any expendi-
tures incurred since 1995 to implement and replace
systems for reasons unrelated to the Year 2000, as dis-
cussed above. Our cost to address the Year 2000 issue
is charged to operating expenses as incurred and has
not had, and is not expected to have, a material adverse
effect on our financial position, cash flows, or results of

operations. We expect to fund this cost with available
cash balances and cash provided by operations.

Pinnacle West and its subsidiaries are communicating
with their significant suppliers, business partners, other
utilities, and large customers to determine the extent
to which they may be affected by these third parties’
plans to remediate their own Year 2000 issues in a
timely manner. These companies have been interfacing
with suppliers of systems, services, and materials In
order to assess whether their schedules for analysis
and remediation of Year 2000 issues are timely and to
assess their ability to continue to supply required
services and materials.

APS is also working with the North American Electric
Reliability Council (NERC) through the Western Systems
Coordinating Council (WSCC) to develop operational
plans for stable grid operation that will be utilized by

. APS and other utilities in the western United States.

These plans are expected to be completed by June 30,
1999. However, APS cannot currently predict the effect
on APS if the systems of these other companies are
not Year 2000 ready.

We currently expect that our most reasonably likely
worst case Year 2000 scenario would be intermittent
loss of power to APS customers, similar to an outage
during a severe weather disturbance. In this situation,
APS would restore power as soon as possible by, among
other things, re-routing power flows. We do not cur-
rently expect that this scenario would have a material
adverse effect on our financial position, cash flows,

or results of operations.

We are working to develop our own contingency plans
to handle Year 2000 issues, including the most reason-
ably likely worst case scenario discussed above, and we
expect these plans to be completed by June 30, 1999.
As discussed above, APS has also been working with
NERC and WSCC to develop contingency plans related to
grid operation.

ACCOUNTING MATTERS

We describe two new accounting rules in Note 2, First,
the new rule on energy trading and risk management is
effective in 1999. We do not expect it to have a material
impact on our financial results. Secondly, the new stan-
dard on derivatives is effective for us in 2000. We are

Pinnacle West Capital Corporation




currently evaluating what impact it will have on our
financial statements. Also, see Note 13 for a description
of a proposed standard on accounting for certain liabili-
ties related to closure or removal of long-lived assets.

RISK MANAGEMENT

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

Interest Rate and Equity Risk

Our major financial market risk exposure is changing
interest rates. Changing interest rates will affect inter-
est paid on variable rate debt and interest earned by the
nuclear decommissioning trust fund. Qur policy is to

manage interest rates through the use of a combination
of fixed and floating rate debt. The nuclear decommis-
sioning fund also has risks associated with changing
market values of equity investments. Nuclear decommis-
sioning costs are recovered in rates.

The tables below present contractual balances of our
long-term and short-term debt at the expected maturity
dates as well as the fair value of those instruments on
December 31, 1998 and December 31, 1997. The
weighted average interest rates for the various debt
presented are actual as of December 31, 1998 and
December 31, 1997.

Expected Maturity/Principal Repayment - December 31, 1998

« Short«Term Variable Long-Term Fixed Long~Term

(Thousands of Dollars) Interest Rates Amount Interest Rates Amount Interest Rates Amount
1999 6.21% $ 178,830 7.30% $§ 3,268 7.24% § 164,777
2000 —_ — 7.32% 25,756 5.79% 114,711
2001 — —_— 6.57% 93,472 6.70% 27,488
2002 —_— -_ 10.25% 119 8.13% 125,000
2003 - - 5.69% 125,131 6.87% 25,000
Years thereafter - — 3.43% 459,803 7.75% 1,058,963

Total $ 178,830 $ 707,549 $ 1,515,939

Falr Value $ 178,830 $ 707,549 $ 1,577,365

Expected Maturity/Principal Repayment - December 31, 1897

Short-Term Variable Long=Term Fixed Long=Term

(Thousands of Dollars) Interest Rates Amount Interest Rates Amount Interest Rates Amount
1998 6.27% § 130,750 7.95% § 3,064 759% §$ 105,631
1999 —. - 7.98% 28,598 7.25% 164,378
2000 - — 7.99% 54,133 5.83% 104,711
2001 - -_— 6.25% 155,079 6.70% 27,488
2002 - _ 6.25% 150,088 8.13% 125,000
Years thereafter — - 3.67% 443,178 7.89% 998,628

Total $ 130,750 $ 834,140 $ 1,525,836

Fair Value $ 130,750 S 834,140 $ 1,556,697
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Commodity Price Risk

APS utilizes a variety of derivative Instruments including
exchange-traded futures, options, and swaps as part of
its overall risk management strategies and for trading
purposes. In order to reduce the risk of adverse price
fluctuations in the electricity and natural gas markets,
APS enters into futures and/or option transactions to
hedge certain natural gas held in storage as well as
certain expected purchases and sales of natural gas
and electricity. The changes in market value of such
contracts have a high correlation to the price changes
in the hedged commodity. Gains and losses related to
derivatives that qualify as hedges of expected transac-
tions are recognized in income when the underlying
hedged physical transaction closes (deferral method}.
Gains and losses on derivatives utilized for trading are
recognized in income on a current basis (the mark to
market method).

APS has prepared a sensitivity analysis to estimate its
exposure to the market risk of its derivative position for
natural gas and electricity. With respect to these deriv-
atives, a potential adverse price movement of 10% in
the market price of natural gas and electricity from the
December 31, 1998 levels would decrease the fair value
of these instruments by approximately $1 million. This
analysis does not include the favorable impact that the
same hypothetical price movement would have on
expected physical purchases and sales of natural gas
and electricity.

APS is exposed to credit losses in the event of
non-performance or non-payment by counterparties.
APS uses a credit management process to assess and
monitor the financial viability of its counterparties.

APS does not expect counterparty defauits to materially
impact its financial condition, resuits of operations, or
net cash flows.

FORWARD-LOOKING STATEMENTS

The above discussion contains forward-looking state-
ments that involve risks and uncertainties. Words such
as “estimates,” “expects,” “anticlpates,” “plans,”
“believes,” “projects,” and similar expressions identify
forward-looking statements. These risks and uncertain-
ties include, but are not limited to, the ongoing restruc-
turing of the electric industry; the outcome of the regu-
latory proceedings relating to the restructuring; regula-
tory, tax, and environmental legislation; the ability of
APS to successfully compete outside its traditional regu-
lated markets; regional economic conditions, which
could affect customer growth; the cost of debt and equi-
ty capital; weather variations affecting customer usage;
technological developments in the electric industry; Year
2000 issues; and the strength of the real estate market.

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

Pinnacle West Capital Corporation
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REPORT OF MANAGEMENT AND INDEPENDENT AUDITORS’ REPORT

REPORT OF MANAGEMENT

The primary responsibility for the integrity of the Company’s
financial information rests with management, which has pre-
pared the accompanying financial statements and related
information. Such information was prepared in accordance
with generally accepted accounting principles appropriate in
the circumstances, and based on management’s best esti-

mates and judgments. Materiality was glven due consideration.

These financial statements have been audited by independent
auditors and their report is included.

Management maintains and relies upon systems of internal
accounting controls. A limiting factor in all systems of internal
accounting control Is that the cost of the system should not
exceed the benefits to be derived. Management belleves that
the Company's system provides the appropriate balance
between such costs and benefits. )

Periodically the internal accounting control system is reviewed
by both the Company’s Internal auditors and its Independent
auditors to test for compliance. Reports issued by the internal
auditors are released to management, and such reports or
summaries thereof are transmitted to the Audit Committee of
the Board of Directors and the Independent auditors on a
timely basls. ‘

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

Management believes that the Company’s systems, policies
and procedures provide reasonable assurance that operations
are conducted in conformity with the law and with manage-
ment’s commitment to a high standard of business conduct,

Pl AT~ g Ml }

William J. Post George A. Schreiber, Jr.
Chief Executive Officer President

Pinnacle West Capital Corporation

INDEPENDENT AUDITORS' REPORT

We have audited the accompanying consolidated balance
sheets of Pinnacle West Capital Corporation and its sub-
sldiaries as of December 31, 1998 and 1997 and the related
consolidated statements of income, retained earnings and cash
flows for each of the three years In the period ended December
31, 1998. These financial statements are the responsibility of
the Company’s management. Our responsibility is to express
an opinion on these financial statements based on our audits.

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

In our opinion, such consolidated financial statements present
fairly, in all material respects, the financial position of Pinnacle
West Capital Corporation and its subsidiaries at December 31,
1998 and 1997 and the results of thelr operations and thelr
cash flows for each of the three years in the period ended
December 31, 1998 In conformity with generally accepted
accounting principles.

%/VZ&V%&LA

Deloitte & Touche LLP
Phoenix, Arizona
March 4, 1999




CONSOLIDATED STATEMENTS OF INCOME

Year Ended December 31,
(Dollars in Thousands, Except Per Share Amounts) 1998 1997 1996
OPERATING REVENUES
Electric $ 2,006,398 $ 1,878,553 $ 1,718,272
Real estate 124,188 116,473 99,488
Total 2,130,586 1,995,026 1,817,760
OPERATING EXPENSES ‘

-1 Fuel and purchased power 537,501 436,627 325,523
Utility operations and maintenance 414,041 399,434 430,714
Real estate operations 115,331 111,628 96,080

. Depreciation and amortization (Note 1) 379,679 368,285 299,507
Taxes other than Income taxes 116,906 121,546 122,077
Total 1,563,458 1,437,520 1,273,901
OPERATING INCOME 567,128 557,506 543,859
OTHER INCOME (EXPENSE)
Allowance for equity funds used during construction -_ —_ 5,209
Preferred stock dividend requirements of APS (9,703) (12,803) (17,092)
Net other income and expense 609 4,569 (6,748)
Total (9,094) (8,234) (18,631)
INCOME BEFORE INTEREST AND INCOME TAXES 558,034 549,272 525,228
INTEREST EXPENSE .
Interest charges 169,145 182,838 198,569
Capitalized Interest (18,596) (19,703) (12,856)
Total 150,549 163,135 185,713
INCOME FROM CONTINUING OPERATIONS BEFORE INCOME TAXES 407,485 386,137 339,515
INCOME TAXES (NOTE 4) 164,593 150,281 128,456
INCOME FROM CONTINUING OPERATIONS " 242,892 235,856 211,059
Loss from discontinued operations — net of Income tax of $6,461 —_ - (9,539)
Extraordinary charge for early retirement of debt ~
net of income tax of $13,777 —_ — (20,340)
NET INCOME $ 242,892 $ 235,856 $ 181,180
AVERAGE COMMON SHARES OUTSTANDING ~ BASIC 84,774,218 85,502,909 87,441,515
AVERAGE COMMON SHARES OUTSTANDING ~ DILUTED 85,345,946 86,022,709 88,021,920
EARNINGS PER AVERAGE COMMON SHARE OUTSTANDING
Continuing operations - basic S 2.87 $ 2.76 $ 2.41
Net income - basic 2.87 2.76 2.07
Continuing operations ~ diluted - 2.85 2.74 2.40
Net income - diluted 2.85 2.74 2.06
DIVIDENDS DECLARED PER SHARE $ 1.225 $ 1.125 $ 1.025

See Notes to Consolidated Financial Statements.
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CONSOLIDATED BALANCE SHEETS

December 31,
(Thousends of Dollars) 1998 1997
ASSETS
CURRENT ASSETS
Cash and cash equivalents $ 20,538 $ 27484
Customer and other receivables — net 233,876 183,507
Accrued utility revenues 67,740 58,559
Materials and supplies (at average cost) 69,074 70,634
Fossil fuel (at average cost) 13,978 9,621
Deferred Income taxes (Note 4) 3,999 67,887
* Other current assets 47,594 41,408
Totél current assets 456,799 449,100
INVESTMENTS AND OTHER ASSETS
Real estate investments ~ net (Note 6) 331,021 365,921
Other assets (Note 13) 236,562 215,027
Total Investments and other assets 567,583 580,948
UTILITY PLANT (NOTES 6, 10 AND 11)
Electric plant in service and held for future use 7,265,604 7,009,059
Less accumulated depreciation and amortization 2,814,762 2,620,607
Total 4,450,842 4,388,452
Construction work In progress 228,643 237,492
Nuclear fuel, net of amortization of 68,569 and $66,081 51,078 51,624
Net utility plant 4,730,563 4,677,568
DEFERRED DEBITS o
Regulatory asset for income taxes (Note 4) 400,795 458,369
Rate synchronization cost deferral 303,660 358,871
Other deferred debits 365,146 325,561
Total deferred debits 1,069,601 1,142,801
TOTAL ASSETS $ 6,824,546 $ 6,850,417

See Notes to Consolidated Financial Statements.
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December 31,

(Thousands of Dollars) 1998 1997

LIABILITIES AND EQUITY
CURRENT LIABILITIES

Accounts payable ) $ 155800 | $ 117,429
Accrued taxes 62,520 84,610
Accrued interest . 31,866 32,974
Short-term borrowings (Note 5) 178,830 130,750
Current maturities of long-term debt (Note 6) 168,045 108,695
Customer deposits . 28,510 30,672
Other current liabilities 14,632 18,534
Total current liabllities - 640,203 523,664
LONG-TERM DEBT LESS CURRENT MATURITIES (NOTE 6) ‘ 2,048,961 2,244,248

DEFERRED CREDITS AND OTHER '
Deferred Income taxes (Note 4) 1,343,536 1,363,461
Deferred investment tax credit (Note 4) 27,345 50,861
Unamortized gain - sale of utility plant 77,787 82,363
Other 428,122 387,223
Total deferred crédlts and other 1,876,790 1,883,908

COMMITMENTS AND CONTINGENCIES (NOTES 3 AND 12)

MINORITY INTERESTS (NOTE 7)
Non-redeemable preferred stock of APS 85,840 142,051

Redeemable preferred stock of APS ‘ 9,401 29,110

COMMON STOCK EQUITY (NOTE 8)
Common stock, no par value; authorized 150,000,000 shares;

issued and outstanding 84,824,947 at end of 1998 and 1997 1,550,643 1,563,771
Retained earnings 612,708 473,665
Total common stock equity 2,163,351 2,027,436

TOTAL LIABILITIES AND EQUITY S 6,824,546 S 6,850,417
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CONSOLIDATED STATEMENTS OF CASH FLOWS

Year Ended December 31,
(Thousands of Dollars) 1998 1997 1996
CASH FLOWS FROM OPERATING ACTIVITIES
Income from continuing operations $ 242,892 $ 235,856 $ 211,059
items not requiring cash
Depreclation and amortization 379,679 368,285 299,507
Nuclear fuel amortization 32,856 32,702 33,566
Deferred income taxes — net 41,262 24,809 13,392
Allowance for equity funds used
during construction —_ — (5,209)
Deferred investment tax credit o (23,516) (23,518) (23,518)
Other - net 1,190 (3,854) 1,370
Changes In current assets and liabilities
Customer and other recelvables ~ net (50,369) (14,270) (38,106)
Accrued utility revenues (9,181) (3,089) (1,951)
Materials, supplies and fossil fuel . (2,797) 7,793 11,945
Other current assets (6,186) (109) (8,949)
Accounts payable 34,386 (54,882) 65,586
Accrued taxes (22,090) 2,197 (7,088)
Accrued interest (1,108) (6,678) (9,306)
Other current liabllities (5,235) (23,087) 1,515
Decrease In land held 33,405 33,010 19,894
Other - net (39,350) 48,254 2,576
Net Cash Flow Provided By Operating Activities 605,838 623,419 566,283
CASH FLOWS FROM INVESTING ACTIVITIES
Capital expenditures (319,142) (307,876) (258,598)
Capitalized Interest (18,596) (19,703) (12,856)
Other - net (2,144) (3,124) (6,345)
Net Cash Flow Used For Investing Activities (339,882) (330,703) (277,799)
CASH FLOWS FROM FINANCING ACTIVITIES
Issuance of long-term debt 148,229 146,013 557,067
Short-term borrowings - net 48,080 113,850 (160,900)
Dividends paid on common stock (103,849) (96,160) (89,614)
Repurchase and retirement of common stock _ (79,997) —_
Repayment of long-term debt (286,314) (325,526) (575,332) |
Redemption of preferred stock (75,517) (47,201) (50,360)
Extraordinary charge for early retirement of debt - —_ (20,340)
Other — net (3,531) (2,897) (1,858)
Net Cash Flow Used For Financing Activities (272,902) (291,918) (341,337)
NET CASH FLOW (6,946) 798 (52,853)
CASH AND CASH EQUIVALENTS AT BEGINNING OF YEAR 27,484 26,686 79,539

CASH AND CASH EQUIVALENTS AT END OF YEAR

$ 20,538

$ 27.484

$ 26,686

See Notes to Consolidated Financial Statements.
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CONSOLIDATED STATEMENTS OF RETAINED EARNINGS

Year Ended December 31,
(Thousands of Dollars) 1998 1997 1996
Retained Earnings at Beginning of Year . $ 473665 | $ 333,969 § 242,403
Net Income 242,892 235,856 181,180
Common Stock Dividends (103,849) (96,160) (89.614)
Retained Earnings at End of Year S 612,708 | S 473,665 S 333,969

See Notes to Consolidated Financial Statements.

NOTES TO CONSOLIDATED FINANCIAL STATEMENTS

1. SUMMARY OF SIGNIFICANT ACCOUNTING POLICIES
Consolldation and Nature of Operations

The consolldated financial statements Include the accounts
of Pinnacle West and our subsidiarles: APS, SunCor, and
El Dorado.

APS, our major subsidiary and Arizona’s largest electric utility,
with 799,000 customers, provides wholesale or retail electric
service to the entire state with the exception of Tucson and
about one-half of the Phoenix area, SunCor is a developer of
residential, commercial, and industrial projects on some
12,400 acres In Arizona, New Mexico, and Utah. El Dorado is a
venture capital firm with a diversified portfolio.

Accounting Records

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

Regulatory Accounting

APS is regulated by the Arizona Corporation Commission

(ACC) and the Federal Energy Regulatory Commission (FERC).
The accompanying financial statements refiect the rate-
making policles of these commlsslpns. APS prepares Its
tinancial statements in accordance with Statement of Financial
Accounting Standards (SFAS) No. 71, “Accounting for the
Effects of Certaln Types of Regulation.” SFAS No. 71 requires a
cost-based, rate-regulated enterprise to refiect the impact of
regulatory decislons in its financial statements.

APS' major regulatory assets are deferred Income taxes (.see
Note 4) and rate synchronization cost deferrals {see “Rate
Synchronization Cost Deferrals” in this Note). These items,
comblined with miscellaneous regulatory assets and liabilities,
amounted to approximately $900 million at December 31,
1998 and $1.0 billion at December 31, 1997. Most of these

items are included in “Deferred Debits™ on the Balance Sheets.
Under the 1996 regulatory agreement (see Note 3), the ACC
accelerated the amortization of substantially all of APS’ regu-
latory assets to an eight-year period that will end June 30,
2004. APS records the accelerated portion of the regulatory
asset amortization, approximately $120 million pretax in 1998
and 1997 and $60 million pretax In 1996, in depreciation and
amortization expense on the Statements of Income.

During 1997, the Emerging Issues Task Force (EITF) of the
Financlal Accounting Standards Board (FASB) issued EITF 97-4.
EITF 97-4 requires that SFAS No. 71 be discontinued no later
than when legislation is passed or a rate order Is Issued that
contalns sufficient detail to determine Its effect on the portion
of the business being deregulated, which could result in write-
downs or write-offs of physlical and/or regulatory assets. AddI-
tionally, the EITF determined that regulatory assets should not
be written off If they are to be recovered from a portion of the
entity which continues to apply SFAS No. 71.

Although rules have been proposed for transitioning generation
services to competition, there are many unresolved issues.
APS continues to apply SFAS No. 71 to Its generation opera-
tions. If rate recovery of regulatory assets is no longer
probable, whether due to competition or regulatory action,

APS would be required to write off the remaining balance as
an extraordinary charge to expense.

Utility Plant and Depreciation

Utility plant is the term APS uses to describe the business
property and equipment that supports electric service. APS
reports utility plant at its original cost, which includes:

= material and labor

= contractor costs

= construction overhead costs (where applicable) and

= capitalized Interest or an allowance for funds used during
construction.
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APS charges retired utility plant, plus removal costs less
salvage realized, to accumulated depreclation. See Note 13 for
information on a proposed accounting standard that Impacts
accountlné for removal costs.

APS records depreclation on utility property on a straight-line
basis. For the years 1996 through 1998 the rates, as pre-
scribed by our regulators, ranged from a low of 1.51% to a
high of 20%. The weighted-average rate for 1998 was 3.32%.
APS depreciates non-utility property and equipment over the
estimated useful lives of the related assets, ranging from 3
to 50 years.

Capitalized Interest

In 1997, APS began capitalizing Interest in accordance with
SFAS No. 34, “Capltalization of Interest Cost.” Capltalized
interest represents the cost of debt funds used to finance con-
struction of utility plant. Plant construction costs, including
capltalized interest, are recovered In authorized rates through
depreclation when completed projects are placed Into commer-
clal operation. Capitalized interest does not represent current
cash earnings. The rate used to calculate capitalized interest
for 1998 was 6.88% and for 1997 was 7.25%.

Prior to 1997, APS accrued an allowance for funds used during
construction (AFUDC). AFUDC represented the cost of debt and
equity funds used to finance construction of utility plant.
AFUDC did not represent current cash earnings. AFUDC has
been calculated using a composite rate of 7.75% for 1996.

Revenues

APS records electric operating revenues on the accrual basis,
which Includes estimated amounts for service rendered but
unblilled at the end of each accounting period.

Rate Synchronization Cost Deferrals

As authorized by the ACC, operating costs (excluding fuel) and
financing costs of Palo Verde Units 2 and 3 were deferred from
the commercial operation dates (September 1986 for Unit 2
and January 1988 for Unit 3) until the date the units were
Included in a rate order (April 1988 for Unit 2 and December
1991 for Unit 3). Beginning July 1, 1996, the deferrals are
being amortized over an eight-year period in accordance with
the 1996 regulatory agreement (see Note 3). Prior to July 1,
1996, the deferrals were amortized over thirty-five year peri-
ods. Amortization of the deferrals Is included in depreciation
and amortization expense on the Statements of Income.

Pinnacle West Capital Corporation

Nuclear Fuel

APS charges nuclear fuel to fuel expense by using the unit-of-
production method. The unit-of-production method Is an amor-
tization method that Is based on actual physical usage. APS
divides the cost of the fuel by the estimated number of thermal
units that APS expects to produce with that fuel. APS then mul-
tiplles that rate by the number of thermal units that it produces
within the current period. This provides APS with current period
nuclear fuel expense.

APS also charges nuclear fuel expense for the permanent dis-
posal of spent nuclear fuel. The United States Department of
Energy (DOE) is responsible for the permanent disposal of
spent nuclear fuel, and it charges APS $0.001 per kWh of
nuclear generation. See Note 12 for Information about spent
nuclear fuel disposal. In addition, Note 13 has Information on
nuclear decommissioning costs.

Income Taxes

We file our fede’ral income tax return on a consolidated basis
and we file our state income tax returns on a consolidated or
unltary basis. In accordance with our Intercompany tax sharing
agreement, federal and state income taxes are allocated to
each subsidiary as though each subsidiary filed a separate
Income tax return. Any difference between the aforementioned
allocations and the consolidated (and unitary) income tax lia-
bility Is attributed to the parent company.

Reacquired Debt Costs

When APS incurs gains or losses on debt that it retires prior to
maturity, APS amortizes those gains or losses over the remaining
original life of the debt. In accordance with the 1996 regulatory
agreement (see Note 3), the ACC accelerated APS’ amortization
of the regulatory asset for reacquired debt costs to an eight-year
period that will end June 30, 2004. The accelerated portion of
the regulatory asset amortization Is included in depreclation and
amortization expense In the Statements of Income.

Statements of Cash Flows

We consider temporary cash investments and marketable secu-
ritles to be cash equivalents for purposes of reporting cash
flows. During 1998, 1997, and 1996 we paid interest, net of
amounts capitalized, income taxes, and dividends on preferred
stock of APS.

Interest paid, net of amounts capitalized, was:
u $143.9 million In 1998

= $163.0 million In 1997 and

» $185.9 million In 1996.



Income taxes paid were:

= $164.9 million in 1998

w $146.2 million in 1997 and
= $121.0 million in 1996.

Dividends paid on preferred stock of APS were:
= $10.3 million in 1998

» $13.3 million in 1997 and

= $17.4 million in 1996.

Segments

APS Is Pinnacle West’s only reportable segment. Unless
otherwise identified, APS represents substantially all of the
consolidated information being reported.

Reclassifications
We have reclassified certain prior year amounts for comparison
purposes with 1998.

2, ACCOUNTING MATTERS

In 1998 we adopted SFAS No. 130, “Reporting Comprehensive
Income.” This standard changes the reporting of certain items
previously reported in the common stock equity section of the
balance sheet. The effects of adopting SFAS No. 130 were nbt
material to our financial statements.

In November 1998, the Financial Accounting Standards Board’s
Emerging Issues Task Force Issued EITF 98-10, “Accounting for
Contracts Involved in Energy Trading and Risk Management
Activities,” which is effective for us in 1999. EITF 98-10
requires energy trading contracts to be measured at fair value
as of the balance sheet date with the gains and losses included

-

in earnings and separately disclosed In the financial statements or
footnotes. We have evaluated the impact of this rule and believe
the effects are not material to our financial statements.

In June 1998, the Financlal Accounting Standards Board issued
SFAS No. 133, “Accounting for Derivative Instruments and
Hedging Activities,” which Is effective for us In 2000. SFAS No.
133 requires that entities recognize all derivatives as either
assets or liabilities on the balance sheet and measure those
Instruments at fair value. The standard also provides specific
guidance for accounting for derivatives designated as hedging
instruments. We are currently evaluating what impact this
standard will have on our financlal statements.

3. REGULATORY MATTERS

Electric Industry Restructuring

STATE

In December 1996, the ACC adopted rules that provide a
framework for the Introduction of retall electric competition in
Arizona. The rules, as amended, became effective on August
10, 1998, and on December 10, 1998, the ACC adopted the
amended rules without any modifications that would have a
significant impact on us. We belleve that certain provisions of
the 1996 ACC rules and the amended rules are deficlent and
APS has filed lawsuits to protect its legal rights regarding the
1996 rules and the amended rules. These lawsuits are pending
but two related cases filed by other utilities have been partially
decided In a manner adverse to those utilities’ positions.

On January 11, 1999, the ACC Issued an order which stayed
the amended rules, granted reconsideration of the decislon to
make the rules permanent, and directed the hearing division of
the ACC to establish a procedural order for further action on
these rules. The order also granted waivers from compliance
with the rules for APS, and alt affected utilities.

On February 5, 1999, the ACC hearing officers issued recom-
mendations for changes to the amended rules. The recom-
mended rules Include the following major provisions:

They would apply to virtually all Arizona electric utilities

regulated by the ACG, including APS.

» Each utility must make at least ?0% of its 1995 retail peak x
demand available for competitive generation supply.

= The rules become effective when the ACC makes a final
decision on each utility’s stranded costs and unbundled
rates (Final Decision Date) or January 1, 2001, whichever
comes first.

= Subject to the 20% requirement, all utility customers with
single premise loads of one megawatt or greater will bé eli-
gible for competitive electric services on the Final Decislon
Date. Customers with single premise loads of 40 kilowatts
or greater may aggregate loads to meet this one megawatt
requirement.

= When effective, residential customers will be phased in at
1-1/4% per quarter calculated beginning on January 1,
1999, subject to the 20% requirement above.

= Electric service providers that get Certificates of Conve-
nlence and Necessity (CC&Ns) from the ACC can supply only
competitive services, including electric generation, but not
electric transmission and distribution.

u Affected utilities must file ACC tariffs with separate pricing

for electric services provided for noncompetitive services.

Pinnacle West Capital Corporation




n ACC shall allow a reasonable opportunity for recovery of
unmitigated stranded costs (see “Stranded Costs™ below).

u Absent an ACC waiver, prior to January 1, 2001, each affect-
ed utility must transfer ail competitive generation assets and
services either to an unaffiliated party or to a separate cor-
porate affiliate.

= Affillate transaction rules prohibit a utility or certain electric
service providers and thelr competitive affiliates from shar-
Ing certain assets, employees, and information.

If approved by the ACC, the rules would be subject to the for-
mal rulemaking process under Arizona statute. In compliance
with statutory procedural requirements, ACC oral proceedings
on the matter would be scheduled no sooner than 30 days after
the proposed rules are published by the Secretary of State.

We cannot currently predict when or if the amended rules will
be further modified, when the stay of the amended rules will
be lifted, or when retail electric competition will be Introduced
in Arizona.

Stranded Costs
On June 22, 1998, tt}e ACC Issued an order on stranded cost
determination and recovery. APS believes that certain provi-
sions of the stranded cost order are deficient and in August
1998, APS filed two lawsuits to protect its legal rights relating
to the order.

On February 5, 1999, ACC hearing officers issued recommended
changes to the June 1998 stranded cost order. The recom-
mended changes to the stranded cost order would be effective
upon approval of the ACC. The recommended order allows
each affected utllity to choose from four options for the
recovery of stranded costs:

= Net Revenues Lost Methodology is the difference between
generation revenues under traditional regulation and gener-
atlon revenues under competition. This option provides for
declining recovery percentages for stranded costs over a
five-year recovery period. Regulatory assets are to be fully
recovered under their presently authorized amortization
schedule. In accordance with a 1996 regulatory agreement,
the ACC accelerated the amortization of substantially all of
APS’ regulatory assets to an eight-year period that ends June
30, 2004,

= Divestiture/Auction Methodology allows a utility to divest all
or substantially all of its generating assets, including regula-
tory assets assoclated with generation, in order to collect
100 percent of the difference between net sales price and
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book value of generating assets divested over a ten-year
period, with no return on the unamortized balance.

n Financial Integrity Methodology allows a utility “sufficlent
revenues to meet minimum financial ratios™ for a perlod of
ten years.

n Settlement Methodology allows a settlement to be agreed
upon by the ACC and a utility.

Leglslative Initiatives
An Arizona joint legislative committee studied electric utility
industry restructuring Issues in 1996 and 1997. In conjunction
with that study, the Arizona legislative counsel prepared mem-
oranda in fate 1997 related to the legal authority of the ACC to
deregulate the Arizona electric utility industry. The memoranda
raise a question as to the degree to which the ACC may, under
the Arizona Constitution, deregulate any portion of the electric
utility Industry and allow rates to be determined by market
forces. This latter issue has been subsequently decided by
lower courts in favor of the ACC In four separate lawsuits, two
of which are unrelated.

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

= Arizona's largest government-operated electric utility (Salt
River Project) and, at their option, smaller municipal electric
systems must (i) make at least 20% of their 1995 retail peak
demand available to electric service providers by December
31, 1998 and for all retail customers by December 31, 2000;
(i) decrease rates by at least 10% over a ten-year period
beginning as early as January 1, 1991; (iil) implement pro-
cedures and public processes comparable to those already
applicable to public service corporations, for establishing
the terms, conditions, and pricing of electric services as well
as certain other decisions atfecting retail electric competition;

= describes the factors which form the basls of consideration
by Salt River Project in determining stranded costs; and

= metering and meter reading services must be provided on a
competitive basis during the first two years of competition
only for customers having demands In excess of one '
megawatt (and that are eligible for competitive generation
services), and thereafter for all customers receiving compet-
itive electric generation.



In addition, the Arizona legislature will review and make
recommendations for the 1999 legislature on certain
competitive Issues.

Agreement with Salt River Project
On April 25, 1998, APS entered into a Memorandum of
Agreement with Salt River Project in anticipation of, and to
facllitate, the opening of the Arizona electric Industry. The
Agreement contains the following major components:

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

n Both parties would amend the Power Coordination Agreement
to lower the price that APS will pay Salt River Project for
purchased power by approximately $17 million (pretax) during
the first full year that the Agreement is effective and by lesser
annual amounts during the next seven years.

w Both parties agreed on certain legislative positions regarding
electric utility restructuring at the state and federal level.

Certain provisions of the Agreement (including those relating
to the amendments of the Territorial Agreement and the Power
Coordination Agreement) are affected by the timing of

the introduction of competition. See “ACC Rules” above. On
February 18, 1999, the ACC approved the Agreement.

General .
We believe that further ACC decisions, legislation at the
Arizona and federal levels, and perhaps amendments to the
Arizona Constitution (which would require a vote of the people)
will vitimately be required before significant implementation of
retail electric competition can lawfully occur In Arizona. Until
the manner of Implementation of competition, including
addressing stranded costs, is determined, we cannot accurate-
ly predict the impact of full retail competition on our financial
position, cash flows, or results of operation. As competition in
the electric industry continues to evolve, we will continue to
evaluate strategles and alternatives that will position us to
compete in the new regulatory environment.

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

\ materiat impact on its financial statements,

\
|
FEDERAL

Several electric utility reform bills have been introduced
during recent congressional sessions, which as currently
written would allow consumers to choose thelr electricity
suppliers by 2000 or 2003. These bills, other bills that are
expected to be Introduced, and ongoing discussions at the fed-
eral level suggest a wide range of opinion that will need to be
narrowed before any substantial restructuring of the electric
utility Industry can occur.

1996 Regulatory Agreement

In April 1996, the ACC approved a regulatory agreement
between the ACC Staff and APS. The major provisions of this
agreement are:

= An annual rate reduction of approximately $48.5 million
(529 mlllion after income taxes), or 3.4% on average for all
customers except certaln contract customers, effective
July 1, 1996.

= Recovery of substantially all of APS’ present regulatory
assets through accelerated amortization over an eight-year
period that will end June 30, 2004, Increasing annual
amortization by approximately $120 million ($72 million
after Income taxes). See Note 1.

n A formula for sharing future cost savings between customers
and shareholders (price reduction formula) referencing a
return on equity (as defined) of 11.25%.

= A moratorium on filing for permanent rate changes prior to
July 2, 1999, except under the price reduction formula and
under certain other limited circumstances.

= [nfusion of $200 million of common equity into APS by the
parent company, In annual payments of $50 million starting
in 1996.

Based on the price reduction formula, the ACC approved retail
price decreases of approximately $17.6 million ($10.5 million
after income taxes), or 1.2%, effective July 1, 1997, and
approximately $17 million ($10 million after income taxes), or
1.1%, effective July 1, 1998. APS expects to file with the ACC
for another retall price decrease of approximately $10.8 miilion
annually ($6.5 million after income taxes) to become effective
July 1, 1999, The amount and timing of the price decrease are
subject to ACC approval. This will be the ast price decrease
under the 1996 regulatory agreement.
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4. INCOME TAXES

Investment Tax Credit

Because of a 1994 rate settlement agreement, we are amortiz-
Ing almost all of our investment tax credits (ITCs) over 5 years
(1995-1999).

Income Taxes

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

APS has recorded a regulatory asset on its Balance Sheet in
accordance with SFAS No. 71. This regulatory asset is for cer-
tain temporary differences, primarily AFUDC equity. APS amor-
tizes this amount as the differences reverse. APS has been able
to accelerate its amortization of the regulatory asset for income
taxes to an eight-year period that will end June 30, 2004. This
is a result of a 1996 regulatory agreement with the ACC. We
are including this accelerated amortization In depreciation and
amortization expense on the Statements of Income.

The components of income tax expense are:

Year Ended December 31,
(Thousands of Dollars) 1998 1997 1996
Current
Federal $ 105,922 $ 105,818 $ 105,312
State 40,621 43,172 35,052
Total current 146,543 148,990 140,364
Deferred 41,566 28,729 23,752
Change in valuation allowance —_ (3,920) (12,142)
ITC amortization (23,516) (23,518) (23,518) .

Total expense

$ 164,593 | $ 150,281 $ 128,456

Multiplying income before income taxes by the statutory
federal income tax rate does not equal the amount recorded as
Income tax expense because of the following:

Year Ended December 31,
(Thousands of Dollars)

1998 1997 1996

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

Tax under book depreciation 17,848 14,694 19,229
Preferred stock dividends of APS 3,396 4,481 5,982
ITC amortization (23,516) (23,518) (23,518)
State income tax net of federal income tax benefit 22,764 24,497 19,565
Change In valuation allowance — (3,400) (10,525)
Other 1,481 (1,621) (1,107)

$ 142,620 |S 135148 § 118,830

Income tax expense

S 164,593 | § 150,281 $ 128,456
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The components of the net deferred income tax liability were
as follows:

December 31,
(Thousands of Dollars)

1998 1997

Deferred tax assots
Alternative minimum tax
Deferred gain on Palo Verde Unit 2 sale/ieaseback
Other :

$ — | § 53,601
31,285 33,257
86,795 91,701

Total deferred tax assets 118,080 178,559
Deferred tax liabilitles § {
Plant-related , 1,112,897 1,096,222
Regulatory asset for income taxes 161,836 185,084
Rate synchronization deferrals 122,130 144,908
Other " 60,754 57,919

Total deferred tax liabilities

1,457,617 1,484,133

Accumulated deferred income taxes — net

$ 1,339,537 | $ 1,305,574

5. LINES OF CREDIT

APS had committed lines of credit with various banks of $400
million at December 31, 1998 and 1997, which were available
either to support the Issuance of commercial paper or to be
used for bank borrowings. The commitment fees at December
31, 1998 and 1997 for these lines of credit ranged from .07%
to .15% per annum. APS had long-term bank borrowings of
'$125 million outstanding at December 31, 1998, and $150
milllon outstanding at December 31, 1997.

APS had commerclal paper borrowings outstanding of
$178.8 million at December 31, 1998, and $130.8 milllon at
December 31, 1997, The welghted average Interest rate on
commercial paper borrowings was 6.21% on December 31,

1998, and 6.27% on December 31, 1997. By Arizona statute,
APS’ short-term borrowings cannot exceed 7% of Its total
capltalization unless approved by the ACC.

Pinnacle West had a revolving line of credit of $250 million at
December 31, 1998 and 1997. The commitment fees were
0.10% in 1998 and ranged from 0.10% to 0.125% in 1997.
Outstanding amounts at December 31, 1998 were $42 million
and at December 31, 1997_ were $155 mlillion,

SunCor had revolving lines of credit totalling $55 million

at December 31, 1998 and 1997. The commitment fees were
0.125% in 1998 and 1997. SunCor had $38.1 million outstand-
ing at December 31, 1998, and $40.6 million outstanding at
December 31,1997.
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!‘ 6. LONG-TERM DEBT collateralized by Interests In certain real property; Pinnacle
| Borrowings under the APS mortgage bond Indenture are West's debt is unsecured. The following table presents the
secured by substantially all utility plant; SunCor's debt is components of consolidated long-term debt:
December 31, Maturity Interest
(Thousends of Dollars) ‘ Dates (a) Rates 1998 1997
APS
First mortgage bonds 1998 7.625% $ - $ 100,000
1999 7.625% 100,000 100,000
2000 5.75% 100,000 100,000
' 2002 8.125% 125,000 125,000
2004 6.625% , 85,000 85,000
2020 10.25% 100,550 109,550
2021 9.5% 45,140 45,140 ‘
2021 9% 72,370 72,370 ‘
2023 7.25% 91,900 . 97,150
2024 8.75% 121,668 121,918 |
2025 8% 88,300 88,500 !
2028 5.5% 25,000 25,000 |
2028 5.875% 154,000 154,000 |
‘ Unamortized discount and premium (6,482) (7,033)
' Pollution control bonds 2024-2033 Adjustable rate(b) 456,860 439,990 |
Collateralized loan ‘ 1999-2000 " 5.375%-6.125% 20,000 10,000 ‘
Unsecured note + 2005 6.25% 100,000 - 1
Senior notes (c) 1999 6.72% 50,000 50,000 |
Senior notes (c) 2006 6.75% 100,000 100,000 ‘
Debentures 2025 10% 75,000 75,000
Bank loans 2003 . Adjustable rate(d) 125,000 . 150,000
Capitalized lease obligation 1998-2001 7.48%(6) 11,612 15,645
2,040,918 2,057,230
SunCor ‘
Revolving credit 2001 i) 38,139 40,600
Bank loan 2001 (9) 42,061 45,000 1
Notes payable 1998-2006 (h) 3,888 5,113
84,088 90,713
Pinnacle West
Revolving credit 2001 1) 42,000 155,000 J
Senlor notes 2001-2003 ()] 50,000 50,000
92,000 205,000
Total long-term debt 2,217,006 2,352,943
Less current maturities 168,045 108,695
Total long-term debt less current maturities $ 2,048,961 $ 2,244,248
(a) Thls schedule does not reflect the timing of redemptions that may occur The senlor note mortgage bonds have the same Interest rate, Interest
prior to maturity. payment dates, maturity, and redemption provisions as the senlor notes.
(b) The welghted-average rate for the year ended December 31, 1998 was APS’ payments of principal, premium, and/or Interest on the senlor notes
3.39% and for December 31, 1997 was 3.62%. Changes in short-term satisty Its corresponding payment obligations on the senlor note mort-
Interest rates would atfect the costs assoclated with this debt. gage bonds. As long as the senlor note mortgage bonds secure the
(¢) APS has Issued $150 million of ficst mortgage bonds (“senlor note mort- senlor notes, the senfor notes will effectively rank equally with the first
gage bonds") to the senlfor note trustee as collateral for the senlor notes. mortgage bonds. On the date that APS has repald all of its first mortgage
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bonds, other than those that secure senlor notes, the senlor note mort-
gage bonds will no longer secure the senlfor notes and will cease to be
outstanding.

(d) The welghted-average rate at December 31, 1998 was 5.69% and at
December 31, 1997 was 6.25%. Changes In short-term Interest rates
would affect the costs assoclated with this debt.

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

(f) The welghted-average rate at December 31, 1998 was 8.21% and at
December 31, 1997 was 8.60%. Interest for 1998 and 1997 was based
on LIBOR plus 2% or prime plus 0.5%.

(9) The welghted-average rate at December 31, 1998 was 7.76% and at
December 31, 1997 was 8.44%. Interest for 1998 and 1997 was based
on LIBOR plus 2% or prime plus 0.5%.

(h) Muitiple notes primarily with varlable Interest rates based mostly on the
lenders' prime.

(i) The welghted-average rate at December 31, 1998 was 5.66% and at
December 31, 1997 was 6.25%. Interest for 1998 was based on LIBOR
plus 0.33% and for 1997 was LIBOR plus 0.33%-0.4%.

() Includes two serles of notes: $25 milllon at 6.62% due 2001, and $25
miltion at 6.87% due 2003,

The following Is a list of principal payments due on total long-
term debt and sinking fund requirements through 2003:

= $168.0 milllon in 1999
= $140.4 million in 2000
» $121.0 million in 2001
® $125.1 million in 2002 and
u $150.1 million In 2003.

First mortgage bondholders share a lien on substantially all
utility plant assets (other than nuclear fuel, transportation
equipment, and the combined cycle plant). The mortgage
bond indenture includes provisions that would restrict the
payment of common stock dividends under certain conditions.
These conditions did not exist at December 31, 1998.

7. PREFERRED STOCK OF APS
On March 1, 1999, APS redeemed all of its preferred stock.

Preferred stock balances of APS at December 31, 1998 and
1997 are shown below:

Number of Shares Outstanding Par Value Outstonding
Decembar 32, December 31, Call

(Dollars in Thousends, Par Veolve Price Per
Except Per Share Amount) Authorized 1998 1997 Per Share 1998 1997 Share (o)
Non-Redeemable:
$1.10 preferred 160,000 139,030 145,559 $ 2500 |$ 3476 $ 3,639 § 2750
$2.50 preferred‘ 105,000 86,440 97,252 50.00 4,322 4,863 51.00
$2.36 preferred 120,000 32,520 38,506 50.00 1,626 1,925 51.00
$4.35 preferred 150,000 62,986 68,386 100.00 6,299 6,839 102.00
Serial preferred: 1,000,000

$2.40 Series A 200,587 234,839 50.00 10,029 11,742 50.50

$2.625 Serles C 214,895 231,572 50.00 10,745 11,579 51.00

$2.275 Serles D 90,691 164,101 50.00 4,534 8,205 50.50

$3.25 Series E 304,475 312,991 50.00 15,224 15,649 51.00
Serial preferred: 4,000,000(b)

Adjustable rate

Serles Q 295,851 352,851 100.00 29,585 35,285 (c)

Serial preferred: 10,000,000

$1.8125 Serles W — | 1,693,016 25.00 — 42,325
Total 1,427,475 | 3,339,073 S 85,840 | $ 142,051
Redeemable:
Serial preferred:

$10.00 Serles U 94,011 291,098 $ 10000 | s 9401 | s 29,110

(c) Dividend rate adjusted quarterly to 2% below that of certaln United States
Treasury securitles, but In no event less than 6% or greater than 12% per
annum. Redeemable at par.

{a) The actual call price per share Is the indlcated amount plus any accrued
dividends.
(b) This authorization covers all outstanding redeemable preferred stock.
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APS cannot pay common stock dividends or acquire shares of Redeemable preferred stock transactions of APS during each

common stock if preferred stock dividends or sinking fund of the three years in the period ended December 31, 1998
requirements are in arrears. are as follows:
Number of Par Value
(Dollars in Thousends) Shares Amount
Balance, December 31, 1995 750,000 § 75,000
Retirements .
$10.00 Serles U, (90,000) (9,000)
$7.875 Series V ’ ‘ g (130,000) (13,000)
Balance, December 31, 1996 530,000 53,000
Retirements . )
$10.00 Series U (118,902) (11,890)
$7.875 Serles V (120,000) (12,000}
Balance, December 31, 1997 291,098 29,110
Retirements .
$10.00 Series U (197,087) (19,709)
Balance, December 31, 1998 94,011 $ 9,401

8. COMMON STOCK
Our common stock issued during each of the three years in the
perlod ended December 31, 1998 is as follows:

: Number of
(Dollars in Thousands) Shares Amount (o)
Balance, December 31, 1995 ' 87,515,847 $ 1,638,684
Common stock issued — (2,330)
Balance, December 31, 1996 87,515,847 1,636,354
Common stock issued _ (2,586)
Common stock retired , (2,690,900) (79,997)
Balance, December 31, 1997 84,824,947 1,553,771
Common stock issued ( —_ (3,128)
Balance, December 31, 1998 84,824,947 $ 1,550,643

(a) Including premlums and expenses of preferred stock Issues of APS,
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9. RETIREMENT PLANS AND OTHER BENEFITS

Voluntary Severance Plan

APS sponsored a voluntary severance plan in 1996, There was
a pretax charge of $31.7 mlllion In 1996 recorded mostly as
operations and maintenance expense. This pretax charge
included additional pension and postretirement benefit expense.
Employees who participated in the plan were credited with an
additional year of age and service when their pension and
postretirement benefits were calculated. The additional expenses
recorded in 1996 for this plan were $2.3 million for pension and
$5.4 million for postretirement benefits.

Penslon Plans

Pinnacle West and its subsidiaries sponsor defined benefit pen-
sion plans for their employees. A defined henefit plan specifies
the amount of benefits a plan participant Is to receive using
information about the participant. The plan covers nearly all of

our employees. Qur employees do not contribute to this plan,
Generally, we calculate the benefits under these plans baséd
on age, years of service, and pay. We fund the plan by con-
tributing at least the minimum amount required under Internal
Revenue Service regulations but no more than the maximum
tax-deductible amount, The assets In the plan at December 31,
1998 were mostly domestic and international common stocks
and bonds and real estate. Pension expense, Including adminis-
trative and severance costs, was:

= $10.5 million in 1998
= $9.3 million in 1997 and
= $15.5 million in 1996.

The following table shows the components of net penslon cost
before consideration of amounts capitalized or billed to others
and excluding severance costs of $2.9 million in 1996:

(Thousands of Dollars)

1998 1997 | 1996

Service cost ~ benefits earned during the period
Interest cost on projected benefit obligation
Expected return on plan assets
Amortization of:

Transition asset

Prior service cost

Net actuarial losses

$ 24817 | S 20435 S 23,397

51,524 48,402 45,124
(54,513) (47,959) (42,404)
(3,226) (3,226) (3,226)
2,078 2,078 , 1,735
- — 728

Net perlodic pension cost

$ 20680 ]S 19730 $ 25,354

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

(Thousands of Dollars) f ' 1998 1997
Funded status — pension plan assets less than projected benefit obligation $ (41,034 | S (88,732
Unrecognized net transition asset (23,235) (26,462)
Unrecognlzed prior service cost 22,715 24,792
Unrecognized net actuarial losses/(gains) (38,668) 16,943
Net pension amount recognized in the balance sheets $ (80,222) | § (73,459)
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The following table sets forth the defined benefit pension plans’
change in projected benefit obligation for the plan years 1998
and 1997:

(Thousands of Dollars) 1998 1997
Projected penslon benefit ob!lgation at beginning of year $ 708,144 $ 608,675
Service cost 24,817 20,435
Interest cost 51,524 48,402
Benefit payments (29,636) (29,965)
Plan amendments —_ 5,637
Actuarial losses/(gains) (23,544) 55,060
Projected pension benefit obligation at end of year $ 731,305 $ 708,144

The following table sets forth the defined benefit pension

plans’ change In the fair value of plan assets for the plan years

1998 and 1997:
(Thousands of Dollars) 1998 1997
Falr value of pension plan assets at beginning of year $ 619,412 $ 639,179
Actual return on plan assets 86,527 88,620
Employer contributions . 13,968 21,578
Benefit payments (29,636) (29,965)

Fair value of pension plan assets at end of year

$ 690,27 $ 619,412

We made the assumptions below to calculate the pension liability:

1998 1997
Discount rate 7.00% 7.25%
Rate of Increase In compensation levels 3.50% 4.50%
Expected long-term rate of return on assets 10.00% 9.00%

Employee Savings Plan Benefits

We also sponsor a defined contribution savings plan that is
offered to nearly all employees. In a defined contribution plan,
the benefits a participant Is to receive result from regular con-
tributions to a participant account. Under this plan, we make
matching contributions to participant accounts. We recorded
expenses for this plan of: )

n $4.1 million In 1998
m $3.9 million In 1997 and
= $3.6 million In 1996.

Postretirement Plans

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

these benefits.

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

= $9.1 million for 1998
= $9.8 million for 1997 and
= $16.2 million for 1996.

The following table shows the components of net periodic
postretirement benefit costs before consideration of amounts
capitalized or billed to others and excluding severance costs of
$9.6 million in 1996:




(Thousands of Dollars) 1998 1997 1996
Service cost — benefits earned during the period $ 7,890 S 7,046 $ 8,168
Interest cost on accumulated benefit obligation 15,763 14,441 13,525
Expected return on plan assets (12,001) (8,706) (6,696)
Amortization of:

Transition obligation 7,698 7,698 8,269

Net actvarial gains (2,952) (2,685) (1,345)
Net periodic postretirement benefit cost S 16,398 S 17,794 S 21,921

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

(Thousands of Dollars) 1998 1997
Funded status — postretirement plan assets less than projected benefit obligation ‘ $ (24,269) | S (48,202)
Unrecognized net obligation at transition 107,842 115,541
Unrecognized net actuarlal gains (86,692) (79,013)
Net postretirement amount recognized in the balance sheets $ (3,119) | § (11,674)

The following table sets forth the postretirement benefit plans’
change in accumulated benefit obligation for the plan years
1998 and 1997:

(Thousands of Dollars) 1998 1997
Accumulated postretirement benefit obligation at beginning of year $ 199,348 $ 181,405
Service cost 7,890 7,046
Interest cost 15,763 14,441
Benefit payments (10,378) (6,745)
Actuartal losses 25,056 3,201
Accumulated postretirement benefit obligation at end of year $ 237,679 $ 199,348

The following table sets forth the postretirement benefit plans’
change In the fair value of plan assets for the plan years 1998

and 1997:
(Thousands of Dollars) 1998 1997
Fair value of postretirement plan assets at beginning of year $ 151,146 $ 109,763
Actual return on plan assets 47,284 30,846
Employer contributions ‘ 25,327 17,269
Benefit payments (10,347) (6,732)
Fair value of postretirement plan assets at the end of year $ 213,410 $ 151,146
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We made the assumptions below to calculate the postretire-
ment liability:

1998 1997
Discount rate 7.00% 7.25%
Expected long-term rate of return on assets - after tax 8.73% 7.75%
Initial health care cost trend rate — under age 65 7.50% 8.00%
Initial health care cost trend rate - ége 65 and over 6.50% - 7.00%
Ultimate health care cost trend rate {reached In the year 2002) 5.00% 5.00%

Assuming a 1% increase in the health care cost trend rate, the
1998 cost of postretirement benefits other than pensions would
increase by approximately $4.6 million and the accumulated
benefit obligation as of December 31, 1998 would increase by
approximately $37.8 million.

Assuming a 1% decrease in the health care cost trend rate, the
1998 cost of postretirement benefits other than penslons
would decrease by approximately $3.8 million and the accumu-
lated benefit obligation as of December 31, 1998 would
decrease by approximately $31.9 million.

10. LEASES

In 1986, APS sold about 42% of its share of Palo Verde Unit 2
and certain common facilities in three separate sale leaseback
transactions. APS accounts for these leases as operating leases.
The gain of approximately $140.2 million was deferred and is
being amortized to operations expense over 29.5 years, the
original term of the leases. There are options to renew the
leases for two additional years and to purchase the property
for fair market value at the end of the lease terms. Consistent
with the ratemaking treatment, an amount equal to the annual
lease payments Is included In rent expense. A regulatory asset
Is recognized for the difference between lease payments and
rent expense calculated on a stralght-line basis.

The average amounts to be paid for the Palo Verde Unit 2 leases
are as follows:

Year {In millions)

1999 $ 40.1
2000 46.3
2001-2015 7 49.0

In accordance with the 1996 regulatory agreement (see Note
3), the ACC accelerated APS' amortization of the regulatory
asset for leases to an elght-year period that will end June 30,
2004. The accelerated amortization Is Included in depreciation
and amortization expense on the Statements of Income. The bal-
ance of this regulatory asset at December 31, 1998 was $48.5
milllon. Lease expense was approximately $42 million in each
of the years 1997 through 1999.
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APS has a capital lease on a combined cycle plant, which it sold
and leased back. The lease requires semiannual payments of
$2.6 million through June 2001, and Includes renewal and pur-
chase options based on fair market value. The plant is Iincluded
in plant In service at its original cost of $54.4 million; accumu-
lated amortization at December 31, 1998 was $48.6 million.

In addition, we lease certain land, buildings, equipment, and
miscellaneous other items through operating rental agreements
with varying terms, provisions, and expiration dates.

Approximate miscellaneous lease expense was:

n $13.1 million in 1998
= $11.2 million in 1997 and
= $12.8 miilion in 1996.

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

Year (In millions)
1999 $ 16.4
2000 16.4
2001 18.3
2002 ‘ 19.3
2003 Y 18.2
Thereater 151.2
Total future commitments $ 239.8




11. JOINTLY-OWNED FACILITIES

APS shares ownershlp of some of its generation and transmls-
sion facilities with other companies. The following table shows
APS’ Interest In those joIntly-owned facilities at December 31,

1998. APS' share of operating and maintaining the facilities Is
included In the Income Statement in utility operations and
maintenance expense.

Percent Plant Construction’
Omned by In Accumuloted Work In
(Dollars in Thousends) APS Service Depreciation Progress
Generating Facilities
Palo Verde Nuclear Generating Station Units 1 and 3 29.1% §$ 1,821,620 $ 670,403 $ 20,152
Palo Verde Nuclear Generating Station Unit 2 (see Note:10) 17.0% 568,184 224,502 9,839
Four Corners Steam Generating Station Units 4 and 5 15.0% 150,165 69,764 312
Navajo Steam Generating Statlon Units 1, 2, and 3 14.0% 203,356 90,237 25,560(a)
Cholla Steam Generating Station Common Facilities (b) 62.8%(c) 67,513 37,096 267
Transmission Facllities
ANPP 500 KV System *35.8%(c) 66,547 20,282 1,384
Navajo Southern System 31.4%(c) 26,918 17.285' 21
Palo Verde - Yuma 500 KV System “ 23.9%(c) 11,376 4,215 —_
Four Corners Switchyards 27.5%(c) 3,071 1,780 143
Phoenix — Mead System 17.1%(c) 36,324 536 -

(a) The construction costs at Navajo are primarily related to the
Installation of scrubbers required by environmental legislation.

(b) PacifiCorp owns Cholla Unit 4 and APS operates the unit for them. The
common facilities at the Cholla Plant are Jolntly-owned.
(c) Weighted average of Interests.

12. COMMITMENTS AND CONTINGENCIES

Litigation

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

Palo Verde Nuclear Generating Station

Under the Nuclear Waste Policy Act, the Department of Energy
(DOE) was to develop the facilities necessary for the storage
and disposal of spent fuel and to have the first such facility in
operation by 1998. That facility was to be a permanent repository,
but DOE has announced that such a repository now cannot be
completed before 2010, In response to lawsuits filed over
DOE's obligation to accept used nuclear fuel, the United States
Court of Appeals for the D.C. Circuit has ruled that DOE had an
obligation to begin accepting used nuclear fuel in 1998. How-
ever, the Court refused to issue an order compelling DOE to
begin moving used fuel. Instead, the Court ruled that any dam-
ages to utilities should be sought under the standard contract
signed between DOE and utilities, Including APS. The United
States Supreme Court has refused to grant review of the D.C.
Circuit’s declision. In July 1998, APS filed a Petition for Review
regarding DOE’s obligation to begin accepting spent nuclear fuel.

Al”S has capacity In existing fuel storage pools at Palo Verde
which, with certain modifications, could accommodate ali fuel
expected to be discharged from normal operation of Palo Verde
through 2002, and believes it could augment that wet storage
with new facilities for on-site dry storage of spent fuel for an
indeterminate period of operation beyond 2002, subject to
obtaining any required governmental approvals. APS currently
estimates that it will Incur $113 milllon (in 1998 dollars) over
the life of Palo Verde for its share of the costs related to the
on-site interim storage of spent nuclear fuel. Beginning in
1999, APS will accrue these costs as a component of fuel
expense, meaning the charges will be accrued as the fuel is
burned. During 1998, APS recorded a liability and a regulatory
asset of $35 million for on-site Interim nuclear fuel storage
costs related to nuclear fuel burned prior to 1999. APS currently
believes that spent fuel storage or disposal methods will be
available for use by Palo Verde to allow its continued operation
beyond 2002.

The Palo Verde participants have Insurance for public liability
resuiting from nuclear energy hazards to the full timit of liability
under federal law, This potential liabllity Is covered by primary

%
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liabllity Insurance provided by commercial insurance

carriers in the amount of $200 million and the balance by an
industry-wide retrospective assessment program. If losses at
any nuclear power plant covered by the programs exceed the
accumulated funds, APS could be assessed retrospective pre-
mium adjustments. The maximum assessment per reactor
under the program for each nuclear Incident is approximately
$88 million, subject to an annual limit of $10 million per incl-
dent. Based upon APS’ 29.1% Interest in the three Palo Verde
units, APS’ maximum potential assessment per incident for all
three units is approximately $77 million, with an annual pay-
ment limitation of approximately $9 million.

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

Fuel and Purchased Power Commitments
APS Is a party to various fuel and purchased power contracts

with terms expiring from 1999 through 2020 that include
required purchase provisions. APS estimates its 1999 contract
requirements to be about $132 million. However, this amount
may vary significantly pursuant to certain provisions In such
contracts that permit APS to decrease its required purchases
under certain circumstances.

APS must reimburse certain coal providers for amounts
incurred for coal mine reclamation. APS estimates its share of
the total obligation to be about $103 million. The portion of the
coal mine reclamation obligation related to coal already burned
Is about $62 million at December 31, 1998 and is included In
“Deferred Credits-Other” in the Balance Sheet. A regulatory
asset has been established for amounts not yet recovered from
ratepayers. In accordance with the 1996 regulatory agreement
(see Note 3), the ACC began accelerated amortization of APS’
regulatory asset for coal mine reclamation costs over an elght-
year period that will end June 30, 2004. Amortization is Includ-
ed in depreciation and amortization expense on the Statements
of Income. The balance of the regulatory asset at December
31, 1998 was about $51 million,

Construction Program
Consolidated capital expenditures In 1999 are estimated at
$386 million.

13. NUCLEAR DECOMMISSIONING COSTS

APS recorded $11.4 mlllion for decommissioning expense In
each of the years 1998, 1997, and 1996. APS estimates it will
cost about $1.8 billion ($452 million In 1998 dollars) to
decommission its 29.1% share of the three Palo Verde units.
The decommissioning costs are expected to be incurred over a
14-year period beginning In 2024. APS charges decomissioning
costs to expense over each unit’s operating license term and
Includes them In the accumulated depreciation balance untll
each unit is retired. Nuclear decommissioning costs are
recovered in rates.

APS’ current estimates are based on a 1998 site-specific study
for Palo Verde that assumes the prompt removal/dismantle-
ment method of decommissloning. An independent consuitant
prepared this study. APS Is required to update the study every
three years.

To fund the costs APS expects to Incur to decommission the
plant, APS established external decommissioning trusts in
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accordance with Nuclear Regulatory Commission (NRC)
regulations. The trust accounts are reported In “investments
and Other Assets” on the Consolidated Balance Sheets at their
market value of $145.6 million at December 31, 1998 and
$124.6 million at December 31, 1997. APS invests the trust
funds primarily in fixed Income securities and domestic stock
and classifies them as avallable for sale. Realized and unreal-
ized gains and losses are reflected In accumulated depreclation.

In February 1996, the FASB issued an exposure draft,
“Accounting for Certaln Liabilitles Related to Closure or
Removal of Long-Lived Assets.” This proposed standard would
require the estimated present value of the cost of decommis-
sioning and certain other removal costs to be recorded as a
liability, along with an offsetting plant asset when a decommis-
sioning or other removal obligation is Incurred. The FASB has
indicated that a revised exposure draft will be Issued In 1999,
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14. SELECTED QUARTERLY FINANGIAL DATA (UNAUDITED)
Consolidated quarterly financlal information for 1998 and 1997
Is as follows:

(Dollars in Thousands, Except per Share Amounts)

1998

Quarter Ended

Operating revenues
Electric

March 31 June 30 September 30 December 31

$ 380,423 § 441,715 § 740,734 S 443,526

Operating revenues
Electric
Real estate
Operating income (a)
Net Income

Earnings per average common share outstanding
Net income - basic

. Net income ~ diluted

Dividends declared per share (b)

Real estate 34,161 28,916 18,276 42,835
Operating income (a) $ 90,837 $§ 122,605 $ 251,838 $ 101,848
Net income $ 31,08 $§ 48,997 $ 127,281 $ 35,528
Earnings per average common share outstanding

Net income - basic $ 037 § 058 § 150 § 0.42

Net income - diluted S 036 $ 057 § 1.49 § 0.42
Dividends declared per share (b) S 030 $ 060 $ - 0.325
(Dollars in Thousands, Except per Share Amounts) 1897
Quarter Ended March 31 June 30 September 30 December 31

$ 379,021 § 458,751 $ 632,821 $§ 407,960

19,543 30,166 30,929 35,835
$ 82471 $ 150,024 $ 243,454 $ 81,557
$ 25382 $ 67,182 $ 124,340 $ 18,952
$ 029 $ 079 $ 1.47 § ‘0.21
$ 029 § 078 S 146 § 0.21
$ 0275 S 0.55 $ —$ 0.30

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

(b) Dividends for the quarters ending September 30, 1998 and
September 30, 1997 were declared In June.

15. FAIR VALUE OF FINANCIAL INSTRUMENTS

We belleve that the carrying amounts of our cash equivalents
and commercial paper are reasonable estimates of thelr

falr values at December 31, 1998 and 1997 due to their
short maturities.

We‘hold investments in debt and equity securities for purposes
other than trading. The December 31, 1998 and 1997 fair
values of such investments, which we determine by using
quoted market values or by discounting cash flows at rates

equal to our cost of capital, approximate their carrying amount.

The carrying value of our long-term debt (excluding a capital-
ized lease obligation) was $2.21 billion on December 31, 1998,
with an estimated fair value of $2,28 billion. On December 31,
1997, the carrying value of our long-term debt (excluding a
capitalized lease obligation) was $2.34 billion, with an estimated
fair value of $2.38 billion. The fair value estimates are based
on quoted market prices of the same or similar issues.
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16. EARNINGS PER SHARE
In 1997 we adopted SFAS No. 128, “Earnings Per Share.” This
statement requires the presentation of both basic and diluted

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

1998 1997 | 1996
Basic EPS:
Continuing operations $ 287 | $ 276 § 2.41
Discontinued operations ) —_ - (0.11)
Extraordinary charge —_ — (0.23)

Net income $ 2.87 $ 2.76 S 2.07
Diluted EPS:

Continuing operations $ 2.85 $ 2.74 S 2.40

Discontinued operations - — 0.11)

Extraordinary charge — — (0.23)

Net income

$ 285 | S 274 S 2.06

Dilutive stock options Increased average common shares out-
standing by 571,728 shares in 1998, 519,800 shares In 1997,
and 580,405 shares In 1996. Total average common shares
outstanding for the purposes of calculating diluted earnings
per share were 85,345,946 shares in 1998, 86,022,709 shares
in 1997, and 88,021,920 shares In 1996.

Options to purchase 244,200 shares of common stock at
$46.78 per share were outstanding during the last quarter of
1998 but were not Included In the computation of diluted EPS
because the options’ exerclse price was greater than the
average market price of the common shares.

17. STOCK OPTIONS
We offer several stock Incentive plans for our officers, APS
officers, and key employees.

The plans provide for the granting of new options or awards of
up to 3.5 million shares at a price per option not less than fair
market value on the date the option is granted. The plans also
provide for the granting of any combination of stock apprecia-
tion rights or dividend equivalents. The awards outstanding
under the various incentive plans at December 31, 1998 approxi-
mate 1,497,012 non-qualified stock options, 158,121 restricted
shares, and no dividend equivalent shares, Incentive stock
options, or stock appreciation rights.

The FASB Issued SFAS No. 123, “Accounting for Stock-Based
Compensation” which was effective for 1996. The statement
encourages, but does not require, that a company record com-
pensation expense based on the falr value method. We continue
to recognize expense based on Accounting Principles Board
Opinion No. 25, “Accounting for StockK Issued to Employees.”

If we had recorded compensation expense based on the fair
value method, our net income would have been reduced to tfie
following pro forma amounts:

o

(Dollars in Thousonds,
Except per Share Amounts)

1998 1997 1996

Net income
As reported
Pro forma (falr value method)
Net income per share — basic
As reported
Pro forma (fair value method)

$ 242,802 | § 235856 § 181,180
$ 242,177 | S 235446 $ 180,969
$ 287 | S 276 § 2.07
$ 286 | S 275§ 2.07
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We did not consider compensation costs for stock options grant-
ed before January 1, 1995, Therefore, future reported net income
may not be representative of this compensation cost calculation.

In order to present the pro forma information above, we calculated
the fair value of each fixed stock option in the incentive plans

using the Black-Scholes option-pricing model, The fair value
was calculated based on the date the option was granted. The
following welghted-average assumptions were also used in
order to calculate the fair value of the stock options:

1998 1997 1996
Risk-free interest rate 4.54% 5.66% 5.77%
Dividend yileld 3.03% 4.50% 4.50%
Volatility ‘ 18.80% 15.63% 17.10%
Expected life (months) 60 60 » 58
The following table is a summary of the status of our stock
option plans as of December 31, 1998, 1897, and 1996 and
changes during the years ending on those dates:
1998 Weighted 1997 Weighted 1996 Weighted
1998 Average 1997 Average 1996 Average
Shares Exercise Price Shares Exercise Price Shares Exercise Price
Outstanding at beginning of year 1,488,131 $ 24,60 1,673,076 $ 21.59 1,807,900 $ 19.78
Granted 244,200 46.78 260,450 39.56 260,500 31.44
Exercised (217,317) 23.09 (409,975) 21.60 (363,400) 19.41
Forfeited (18,002) 33.42 {35,420) 27.10 (31,924) 24.35
Outstanding at end of year 1,497,012 28.34 1,488,131 24.60 1,673,076 21.59
Options exercisable at year-end 1,039,664 22.21 1,008,514 19.53 1,135,032 18.60
Welghted average fair value of
options granted during the year 8.15 5.83 4.24
The following table summarizes Information about our stock
option plans at December 31, 1998:
Weighted Averoge
Remaining Options
Range of exercise prices per share QOutstanding Contract Life Exercisable
$11.25 " 16,500 - 1,90 16,500
11.50 270,000 110 " 270,000
15.75 42,500 2,90 42,500
17.68 13,275 3.10 13,275
19.00 116,537 590 116,537
19.56 58,500 3.90 58,500
22.13 109,584 5.00 109,584
27.44 175,090 6.90 175,090
31.44 205,292 8.00 142,230
39.75 245,534 9.00 88,665
46.78 244,200 9.90 6,783
$11.25 - $46.78 1,497,012 6.29 1,039,664

Pinnacle West Capital Corporation




BOARD OF DIRECTORS

Richard Snell
(68) 1975*
Chairman of the Board**

Douglas J. Wall

(71) 1976

0f Counsel to the Law Firm of
Mangum, Wall, Stoops & Warden
Committees:

Audit, Chairman

Human Resources

Pamela Grant

(60) 1980

Civic Leader

Committees:

Human Resources, Chairman
Finance and Planning

John R. Norton tll
(69) 1984

Chalrman & Chief Executive Officer,

J.R. Norton Company
Committees:

Finance and Planning, Chairman
Human Resources

Martha 0. Hesse
(56) 1991
President,

Hesse Gas Company
Committees:

Audit

Human Resources

The Rev. Blll Jamieson, Jr.
(55) 1991

President,

Institute for Servant Leadership
of Asheville, North Carolina
Committees:

Audit

Finance and Planning

Roy A. Herberger, Jr.

(56) 1992

President,

Thunderblird, The American Graduate
Schoo! of International Management
Commiltees:

Audit

Finance and Planning

William J. Post
(48) 1994
Chief Executive Officer

Humberto S. Lopez
(53) 1995
President,

HSL Properties, Inc.
Committees:
Human Resources
Audit

George A. Schreiber, Jr.
(50) 1997
President

* The year in which the individual first joined the Board of a Pinnacle West company.
** Retired as Chief Executive Officer February 5, 1999,
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OFFICERS

PINNACLE WEST

Richard Snell
(68) 1990
Chairman of the Board**

Willlam J. Post
(48) 1973
Chief Executive Officer

George A. Schrelbe}, Jr.
(50) 1997
President

James L. Kunkel
(61) 1997
Vice President

Faye Widenmann
(50) 1978
Vice President of Corporate

Relations & Administration &

Secretary

Michael V. Palmeri
(40) 1982
Treasurer

ARIZONA PUBLIC SERVICE

Richard Snell
Chairman of the Board

William J. Post
Chief Executive Officer

George A. Schrelber, Jr.
Executive Vice President &
Chief Financial Officer

Jack E. Davis

(52) 1973

President,

Energy Delivery & Sales

Willlam L. Stewart
(55) 1994
President, Generation

Armando B. Flores
(55) 1991

“Executive Vice President,
Corporate Business Services

ARIZONA PUBLIC SERVICE (CONT.)

James M. Levine
(49) 1989

Senior Vice President,
Nuclear Generation

Jan H. Bennett
(51) 1967
Vice President, Distribution

John G. Bohon

(53) 1971

Vice President, Corporate Services &
Human Resources

John R. Denman
(56) 1964
Vice President, Fossil Generation

Edward Z. Fox

(45) 1995

Vice President, Environmental/
Health/Safety & New Technology
Ventures

Willlam E. lde

(52) 1977

Vice President,
Nuclear Engineering

Nancy C. Loftin

(45) 1985

Vice President, Chlef Legal Counsel &
Secretary

Gregg R. Overbeck
(52) 1990
Vice President, Nuclear Production

Michael V. Palmeri
Treasurer

Chris N. Froggatt
(41) 1986
Controller

SUNCOR DEVELOPMENT

Richard Snell
Chairman of the Board

John C. Ogden
(53) 1972

President & Chlef Executive Officer

Geoffrey L. Appleyard
(45) 1987

Vice President &

Chief Financial Officer

Duane S. Black

(46) 1989

Vice President &

Chief Operating Officer

Jay T. Ellingson

(49) 1992

Vice President, Development -
Paim Valley

Steven Gervais
(43) 1987
Vice President & General Counsel

Margaret E. Kirch

(49) 1988

Vice President,
Commercial Development

Thomas A. Patrick
(45) 1995
Vice President, Golf Operations

John C. Pew
(44) 1996
Vice President, Homebuilding

EL DORADO INVESTMENT

Richard Snell
Chalrman of the Board

James L. Kunkel
President

Brian N. Burns

(39) 1998

Vice President &
Chief Financlal Officer

* The year In which the Indlvidual was first employed within the Pinnacle West group of companles.
= Retired as Chlef Executive Officer February 5, 1999,
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SHAREHOLDER INFORMATION

CORPORATE HEADQUARTERS
Street address:

400 East Van Buren Street
Phoenix, Arizona 85004

Mailing address:
P.0. Box 52132
Phoenix, Arizona 85072-2132

Main telephone number: (602) 379-2500

ANNUAL MEETING OF SHAREHOLDERS
Wednesday, May 19, 1999

10:30 a.m.

The Wigwam Resort

300 Wigwam Boulevard

Litchfield Park, Arizona 85340

STOCK LISTING

Ticker symbol: PNW on New York Stock Exchange and Pacific
Stock Exchange

Newspaper financial listings: PinWst

FORM 10-K

Pinnacle West's Annual Report to the Securities and
Exchange Commission on Form 10-K will be avalilable
after April 1, 1999 to shareholders upon written request,
without charge. Write: Office of the Secretar'y.

INVESTORS ADVANTAGE PLAN

Pinnacle West offers a direct stock purchase plan, Any Inter-
ested investor may purchase Pinnacle West common stock
through the Investors Advantage Plan. Features of the Plan
include a varlety of options for reinvesting dividends, direct
deposit of cash dividends, automatic monthly Investment,
certificate safekeeping, reduced brokerage commisslons and
more. An Investors Advantage Plan prospectus and enroliment
materials may be obtained by calling the Company at the
toll-free number listed on this page or by writing to:

Pinnacle West Capital Corporation
Shareholder Department

P.0. Box 52133

Phoenix, AZ 85072-2133

INTERNET HOME PAGE
http://www.pinnaclewest.com

Pinnacle West Capital Corporation

STATISTICAL REPORT

A detalled Statistical Report for Financial Analysis for
1993-1998 will be avallable In April upon request.
Write: Investor Relations Department. Y

TRANSFER AGENTS AND REGISTRARS
Common Stock

Pinnacle West Capital Corporation
Stock Transfer Department

P.0. Box 52134

Phoenix, Arizona 85072-2134
Telephone: (602) 379-2519

BankBoston N.A.

c¢/o EquiServe

P.0. Box 8040

Boston, Massachusetts 02266-8040
Telephone: (781) 575-3120

SHAREHOLDER ACCOUNT AND ADMINISTRATIVE INFORMATION
Shareholder Department telephone number
(toll-free): 1-800-457-2983

INVESTOR RELATIONS CONTACT
Rebecca L. Hickman

Director, Investor Relations
Telephone: (602) 379-2568
Fax: (602) 379-2640

STATEWIDE ASSOCIATION FOR UTILITY INVESTORS
The Arizona Utility Investors Association represents
the interests of Investors In Arizona utilities.

If interested, send your name and address to;

Arizona Utility Investors Assoclation
P.0. Box 34805

Phoenix, Arizona 85067

(602) 257-9200

IMPORTANT NOTICE FOR SHAREHOLDERS:

Pinnacle West now posts quarterly results and other
important information on its web site (www.pinnaclewest.com).
If you would like to receive news by regular mail, fax or

.e-mail, let us'know by mail or phone at the addresses and
numbers listed on this page. Also let us know If you would
like to be kept abreast of legislative and regulatory activities
at the state and federal levels, which could impact Investor-
owned utilities. ‘ »
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(Mark One)

E ANNUAL REPORT PURSUANT TO SECTION 13 OR 15(d)
OF THE SECURITIES EXCHANGE ACT OF 1934
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GLOSSARY

ACC — Arizona Corporation Comission

ACC Staff — Staff of the Arizona Corporation Commission
AFUDC — Allowance for Funds Used During Construction
Amcndments — Clean Air Act Amendments of 1990

ANPP — Arizona Nuclear Power Project, also known as Palo Verde
APS — Arizona Public Scrvice Company

CC&N — Certificate of convenience and necessity >
Cholla — Cholla Power Plant

Cholla 4 — Unit 4 of the Cholla Power Plant

Company — Pinnacle West Capital Corporation

CUC — Citizens Utilities Comphny

DOE — United States Department of Energy

EITF — Emerging Issucs Task Force

EITF 97-4 — Emerging Issucs Task Force Issuc No. 97-4, “Dercgulation of the Pricing of Electricity — Issucs
Related to the Applications of FASB Statements No. 71, Accounting for the Effects of Certain Types of Regulation,
and No. 101, Regulated Enterprises — Accounting for the Discontinuation of Application of FASB Statcment No.
71" ‘

EITF 98-10 — Emerging Task Force Issuc No. 98-10, "Accounting for Contracts Involved in Encrgy Trading and
Risk Management Activitics”

El Dorado — El Dorado Investment Company

Encrgy Act — National Energy Policy Act of 1992

EPA — United States Environmental Protection Agency
FASB — Financial Accounting Standards Board

FERC — Federal Encrgy Regulatory Commission

Four Corners — Four Corners Power Plant

GAAP — Gencrally accepted accounting principles

ITC — Investment tax credit

kW — Kilowatt, onc thousand watts

kWh — Kilowatt-hour, onc thousand watts per hour
Mortgage — Mortgage and Deed of Trust, dated as of July 1, 1946, as supplemented and amended
MW — Megawatt hours, onc million watts

MWh — Megawatt hours, onc million watts per hour
1935 Act — Public Utility Holding Company Act of 1935
NGS — Navajo Generating Station ‘
NRC — Nuclear Regulatory Commission

PacifiCorp — An Orcgon-based utility company

Palo Verde — Palo Verde Nuclear Generating Station
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SEC — Sccuritics (and Exchange Commission
SFAS No. 34 — Statement of Financial Accounting Standards No. 34, “Capitalization of Interest Cost”

SFAS No. 71 — Statement of Financial Accounting Standards No. 71, "Accounting for the Effects of Certain
Typces of Regulation”
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Salt River Project — Salt River Project Agricultural Improvement and Power District

SunCor— SunCor Development Company

USEC — United States Enrichment Corporation

Waste Act — Nuclear Waste Policy Act of 1982, as amended
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ITEM 1. BUSINESS
The Company
General

We were incorporated in 1985 under the laws of the State of Arizona and arc cngaged, through our
subsidiaries, in the. gencration and distribution of clectricity; in real estate development; and in venture capital
investment. Our principal executive offices are located at 400 East Van Buren Street, Suite 700, Phoenix, Anzona
85004 (telephone 602-379-2500).

At December 31, 1998, we employed approximately 7,333 people, including the employees of our
subsidiarics. Of thesc employees, 6,075 were employees of our major subsidiary, APS, and employees assigned to
joint projects of APS where APS scrves as a project manager, and approximately 1,258 were our employees and
employees of our other subsidiaries.

Our other subsidiaries, in addition to APS, include SunCor and El Dorado. See "Business of SunCor
Development Company" and "Business of El Dorado Investment Company" in this Item for further information
regarding SunCor and El Dorado, ‘

This document contains "forward-looking statements" that involve risks and uncertaintics. Words such as
"estimates,” "expects," “anticipates," "plans," "believes,"  “projects," and similar ecxpressions idcntify
forward-looking statements. These risks and uncertaintics include, but are not limited to, the ongoing
restructuring of the electric industry; the outcome of the rcgulatory proceedings relating to the restructuring;
regulatory, tax, and environmental legislation; the ability of APS to successfully compete outside its traditional
regulated markets; regional economic conditions, which could affect customer growth; the cost of debt and cquity
capital; weather variations affecting customer usage; technological developments in the clectric industry; Year
2000 issucs; and the strength of the real estatc market. Scc "Business of Arizona Public Service Company --
Competition" for a discussion of some of these factors. -

Arizona Corporation Commission Affiliated Intcrest Rules. On March 14, 1990, the ACC issued an
order adopting certain rules purportedly applicable only to a certain class of public utilitics regulated by the ACC,
including APS. The rules define the terms "public utility holding company" and “affiliate" with respect to public
scrvice corporations regulated by the ACC in such a manner as to include us and all of our non-public service
corporation subsidiarics. By their terms, the rules, among other things, require public utilities, such as APS, to
receive ACC approval prior to (1) obtaining an interest in, or guaranteeing or assuming the liabilitics of, any
affiliate not regulated by the ACC; (2) lending to any such affiliate (except for short-term loans in an amount less
than $100,000); or (3) using utility funds to form a subsidiary or divest itself of any established subsidiary. The
rules also prevent a utility from transacting business with an affiliate unless the affiliate agrees to provide the ACC
"access to the books and records of the affiliate to the degree required to fully audit, examine or otherwise
investigate transactions between the public utility and the affiliate." In addition, the rules provide that an "affiliate
or holding company may not divest itself of, or otherwise relinquish control of, a public utility without thirty (30)
days prior written notification to the [ACC]" and requires all public utilities subject to them and all public utility
holding companies to annually "provide the [ACC] with a description of diversification plans for the current
calendar year that have been approved by the Boards of Directors." The rules have not had, nor do we cxpcct the
rules to have, a material adverse impact on our business or operations.




BUSINESS OF ARIZONA PUBLIC SERVICE COMPANY
Following is a discussion of the business of APS, our major subsidiary.
General

APS was incorporated in 1920 under the laws of Arizona and is engaged principally in serving electricity
in the State of Arizona. The principal exccutive offices of APS are located at 400 North Fifth Street, Phocnix,
Arizona 85004 (telephone 602-250-1000). We own all of the outstanding shares of APS' common stock.

APS is Arizona's largest clectric utility, with 799,000 customers, and provides wholesale or retail electric
service to the entire state of Arizona with the exception of Tucson and about one-half of the Phoenix areca. During
1998, no single purchaser or user of energy accounted for more than 2% of total clectric revenues, At December
31, 1998, APS employed 6,075 people, which includes employees assigned to joint projects where APS is project
manager.

Competition
Retail

General.  Under current law, APS is not in dircct competition with any other regulated clectric utility for
clectric service in APS' retail service territory. Nevertheless, APS is subject to varying degrees of competition in
certain territories adjacent to or within arcas that it serves that are also currently served by other utilities in our
region (such as Tucson Electric Power Company, Southwest Gas Corporation, and Citizens Utility Company) as
well as cooperatives, municipalitics, clectrical districts, and similar types of governmental organizations
(principally Salt River Project).

APS faces competitive challenges from low-cost hydroclectric power and natural gas fuel, as well as the access
of some utilitics to preferential low-priced federal power and other subsidics. In addition, some customers,
particularly industrial and large commercial, may own and opcratc facilitics to generate their own clectric energy
requirements. Such facilitics may be operated by the customers themselves or by other entitics engaged for such

purposc. »

Arizona Electric Industry Restructuring. Sec Note 3 of Notes to Consolidated Financial Statements in Item
8 for a discussion of the clectric industry restructuring in Arizona, including ACC rules for the introduction of
retail clectric competition; stranded cost recovery; and Arizona legislative initiatives. See also "Financial Review -
Competition and Industry Restructuring” in Item 7,

Wholesale

General. APS competes with other utilitics, power marketers, and independent power producers in the sale of
clectric capacity and cnergy in the wholesale market. APS expects that competition to sell capacity will remain
vigorous. APS' rates for wholesale power sales and transmission services are subject to regulation by the FERC.,
During 1998, approximately 16% of APS' clectric operating revenues resulted from such sales and charges.

The National Energy Policy Act of 1992 (the “Encrgy Act”) has promoted incrcased competition in the
wholcsale electric power markets. The Energy Act reformed provisions of the Public Utility Holding Company Act
of 1935 (the “1935 Act”) and the Federal Power Act to remove certain barricrs to competition for the supply of
clectricity. For example, the Energy Act permits the FERC to order transmission access for third parties to
transmission facilitics owned by another entity so that independent suppliers and other third partics can sell at
wholesale to customers wherever located. The Encrgy Act does not, however, permit the FERC to issuc an order
requiring transmission access to retail customers,




Effective July 9, 1996, a FERC dccision requires all electric utilitics subject to the FERC’s jurisdiction to file
transmission tariffs which provide competitors with access to transmission facilitics comparable to the transmission
owners® access for wholesale transactions, cstablishes information requirements, and provides for recovery of
certain wholesale stranded costs, Retail stranded costs resulting from a state-authorized retail direct-access
program are the responsibility of the states, unless a state lacks authority to impose rates to recover such costs, in
which case FERC will consider doing so. APS has filed a revised open access tariff in accordance with this
decision. APS docs not belicve that this decision will have a material adverse impact on its results of operations or
financial position.

Regulatory Asscts

APS' major regulatory asscts are deferred income taxes and rate synchronization cost deferrals. These items,
combined with miscellancous regulatory asscts and liabilitics, amounted to approximately $900 million at
December 31, 1998. Under a 1996 regulatory agreement, the ACC accelerated the amortization of substantially all
of APS' regulatory asscts to an cight-year period that will end June 30, 2004, APS' existing regulatory orders and
the current regulatory environment support APS' accounting practices related to regulatory assets. If rate recovery
of thesc assets is no longer probable, whether due to competition or regulatory action, APS would be required to
write off the remaining balance as an extraordinary charge to expensc. This could have a material impact on APS'
financial statements. Sce Notes 1, 3, and 4 of Notes to Consolidated Financial Statements in Item 8 for additional
information.

" Competitive Strategics

APS is pursuing stratcgics to maintain and enhance its competitive position. These stratcgics include (i) cost
management, with an emphasis on the reduction of variable costs (fucl, operations, and maintcnance expenses) and
on increased productivity through technological efficiencies; (ii) a focus on APS' core business through customer
service, distribution system reliability, business scgmentation, and the anticipation of market opportunitics; (iii) an
emphasis on good rcgulatory relationships; (iv) assct maximization (c.g., higher capacity factors and lower forced
outage rates); (v) expanding APS' generation asset basc to support growth in the competitive power marketing
arena; (vi) strengthening APS' capital structure and financial condition; (vii) leveraging core competencies into
related areas, such as cnergy management products and services; and (viii) establishing a trading floor and
implementing a risk management program to provide for morc stability of prices and the ability to retain or grow
incremental margin through more competitive pricing and risk management. Underpinning APS' competitive
strategics arc the strong growth characteristics of APS' service territory. As compctition in the electric utility
industry continucs to cvolve, APS will continuc to evaluate strategics and alternatives that will position us to
compete cffectively in a more competitive, restructured industry.

Gcncraiing Fuel and Purchasced Power
1998 Encrgy Mix * o C

APS' sources of energy during 1998 were: coal — 36.2%; nuclear — 27.5%; purchased power - 32.3%; and
other - 4.0%. '

Coal Supi)ly

APS believes that Cholla has sufficient reserves of low sulfur coal committed to the plant through 2005. In
1998, the current supplicr agreed to allow Cholla to test burn coal from other sources, which led to coal purchases
on the spot market. The current supplier is expected to continue to provide substantially all of Cholla’s low sulfur
coal requircments. APS belicves there are sufficient reserves of low sulfur coal available to allow the continued
operation of Cholla for its useful life. APS also believes that Four Corners and NGS have sufficient reserves of low
sulfur coal available for use by those plants to continuc operating them for their useful lives.




The current sulfur content of coal being used at Four Corners, NGS, and Cholla is approximately 0.77%,
0.54%, and 0.44%, respectively. In 1998, average prices paid for coal supplied from the rescrves dedicated under
existing contracts were slightly lower, but still comparable to 1997. Escalation components of existing long-term
coal contracts impact future coal priccs. In addition, major price adjustments can occur from time to time as a
result of contract rencgotiation.

NGS and Four Corners are located on the Navajo Reservation and held under easements granted by the federal
government as well as leases from the Navajo Nation. Sce “Properties- Plant Sites Leased from the Navajo Nation”
in Item 2. APS purchases all of the coal which fuels Four Corners from a coal supplier with a long-term lease of
coal rescrves owned by the Navajo Nation and for NGS from a coal supplier with a long-term Iease with the Navajo
Nation and the Hopi Tribe. Coal is supplied to Cholla from a coal supplier who mines all of the coal under a long-
term lease of coal reserves owned by the Navajo Nation, the federal government, and private landholders. See Note
12 of Notes to Consolidated Financial Statements in Item 8 for information regarding APS' obligation for’coal
mine reclamation.

Natural Gas Supply

APS is a party to contracts with a number of natural gas operators and marketers which allow APS to purchase
natural gas in the method APS determines to be most cconomic. Currently, APS is purchasing the majority of its
natural gas requirements from 25 companics pursuant to contracts. APS' natural gas supply is transported
pursuant to a firm transportation service contract with El Paso Natural Gas Company. APS continues to analyze
the market to determine the most favorable source and method of meeting its natural gas requircments.

El

Nuclear Fuel Supply
The fuel cycle for Palo Verde is comprised of the following stages:

the mining and milling of uranium ore to produce uranium concentrates,
the conversion of uranium concentrates to uranium hexafluoride,

the enrichment of uranium hexafluoride,

the fabrication of fucl asscmblics,

the utilization of fuel assemblies in reactors and

the storage of spent fuel and the disposal thereof,

The Palo Verde participants have made contractual arrangements to obtain quantitics of uranium concentrates
anticipated to be sufficient to meet opcrational requirements through 2001. Existing contracts and options could be
utilized to meet approximately 93% of requirements in 2002, 62% of requircments in 2003, 51% of requirements
in 2004, and 44% of requirements from 2005 through 2007, Spot purchases on the uranium market will be made,
as appropriate, in licu of any uranium that might be obtaincd through contractual options.

The Palo Verde participants have contracted for 85% of conversion services required through 2002, The Palo
Verde participants have an enrichment services contract and an enriched uranium product contract that furnish
enrichment services required for the operation of the three Palo Verde units through 2003, In addition, existing
contracts will provide fuel assembly fabrication services until at least 2003 for cach Palo Verde unit, and through
contract options, approximately fiftcen additional years are available.

Spent Nuclear Fucl and Waste Disposal. Pursuant to the Nuclear Waste Policy Act of 1982, as amended in
1987 (the "Waste. Act"), DOE is obligated to accept and dispose of all spent nuclear fuel and other high-level
radioactive wastes gencrated by all domestic power reactors. The NRC, pursuant to the Waste Act, requires
operators of nuclear power reactors (o cnter into spent fuel disposal contracts with DOE. APS has done so on its
behalf and on behalf of the other Palo Verde participants. Under the Waste Act, DOE was to develop the facilities
necessary for the storage and disposal of spent nuclear fuel and to have the first such facility in operation by 1998.
That facility was to be a permanent repository. DOE has announced that such a repository now cannot be




completed before 2010, In July 1996, the United States Court of Appeals for the District of Columbia Circuit (D.C.
Circuit) ruled that the DOE has an obligation to start disposing of spent nuclear fucl no later than January 31,
1998. By way of letter dated December 17, 1996, DOE informed APS and other contract holders that DOE
anticipates that it will be unable to begin acceptance of spent nuclear fuel for disposal in a repository or interim
storage facility by January 31, 1998. In November 1997, the D.C. Circuit issued a Writ of Mandamus precluding
DOE from excusing its own delay on the grounds that DOE has not yet prepared a permanent repository or interim
storage facility. On May 5, 1998, the D.C. Circuit issucd a ruling refusing to order DOE to begin moving spent
nuclear fuel. On July 24, 1998, APS filed a Petition for Review regarding DOE's obligation to begin accepting
spent nuclear fucl, Arizona Public Service Company v. Department of Encrgy and United States of America, No.
98-1346 (D.C. Cir.). See "Palo Verde Nuclear Generating Station" in Note 12 of Notes to Financial Statements in
Item 8 for a discussion of interim spent fuel storage costs.

Several bills have been introduced in Congress contemplating the construction of a central interim storage

facility; however, there is resistance to certain features of these bills both in Congress and the Administration.

‘Facility funding is a further complication. While all nuclear utilitics pay into a so-called nuclear waste fund
an amount calculated on the basis of the output of their respective plants, the annual Congressional appropriations
for the permanent repository have been for amounts less than the amounts paid into the waste fund (the balance of
which is being used for other purposes). According to DOE spokespersons, the fund may now be at a level less than
needed to achieve a 2010 operational date for a pecrmanent repository. No funding will be available for a central
interim facility until onc is authorized by Congress.

‘ , ‘

APS has storage capacity in existing fucl storage pools at Palo Verde which, with certain modifications, could
accommodate all fuel expected to be discharged from normal operation of Palo Verde through about 2002. APS
also believes it could augment that wet storage with new facilitics for on-sitc dry storage of spent fuel for an
indeterminate period of operation beyond 2002, subject to obtaining any required governmental approvals. One
way or another, APS currently believes that spent fucl storage or disposal methods will be available for use by Palo
Verde to allow its continued operation beyond 2002. .

A new low-level waste facility was built in 1995 on-site which could storc an amount of waste equivalent to
ten years of normal operation at Palo Verde. Although some low-level waste has been stored on-site, APS is
currently shipping low-level waste to off-site facilitics. APS currently believes that interim low-level waste storage
methods arc or will be available for use by Palo Verde to allow its continued operation and to safely store low-level
waste until a permanent disposal facility is available,

APS believes that scientific and financial aspects of the issues of spent fucl and Iow-level waste storage and
disposal can be resolved satisfactorily. However, APS also acknowledges that their ultimate resolution in a timely
fashion will require political resolve and action on national and regional scales which APS is less able to predict.

Purchascd Power Agrecments

In addition to that available from APS' own generating capacity (see “Properties” in Item 2), APS purchases
electricity from other utilities under various arrangements. One of the most important of these is a long-term
contract with Salt River Project. This contract may be canceled by Salt River Project on three years' notice and
requires Salt River Project to make available, and APS to pay for, certain amounts of clectricity. The amount of
electricity is based in large part on customer demand within certain areas now served by APS pursuant to a related
territorial agreement. The gencrating capacity available to APS pursuant to the contract was 292 MW January
through May 1998, and starting June 1998 increased to 316 MW. In 1998, APS received approximately 943,354
MWh of cnergy under the contract and paid about $43 million for capacity availability and cnergy received. See
Note 3 of Notes to Consolidated Financial Statcmcms for a discussion of amendments to agreements with Salt
River Project.

In Septeinber 1990, APS cntered into certain agreements with PacifiCorp relating pnncxpally to sales and
purchascs of clectric power and clectric utility assets. In July 1991 APS sold Cholla 4 to PacifiCorp. As part of the




transaction, PacifiCorp agreed to make a firm system sale to APS for thirty years' during our summer peak season.

The amount of the sale for the first seven years was 175 MW and it increases after that at APS' option, up to a
maximum amount of 380 MW. APS converted the firm system sales to one-for-one seasonal capacity exchanges
with PacifiCorp on October 31, 1997. On January 1, 1999 APS' agrecements with PacifiCorp provide for 275 MW
capacity exchange and beginning in May 1999, an additional 205 MW capacity cxchange begins. In 1998, APS
had 275 MW of generating capacity available from PacifiCorp. APS received approximately 281,217 MWh of
energy under the exchange.
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During 1996, APS cntered into an agreement with Citizens Utilities Company to build, own, operate, and
maintain a combustion turbine in northwest Arizona. CUC terminated the combustion turbine project in February
1999. APS has notified CUC that it will retain the rights to the combustion turbine project. -

Construction Program

During the years 1996 through 1998, APS incurred approximately $899 million in capitalized expenditures.
Utility capitalized expenditures for the years 1999 through 2001 are expected to be primarily for expanding
transmission and distribution capabilitics to meet customer growth, upgrading existing facilitics, and for
environmental purposes. Capitalized expenditures, mcludmg expenditures for environmental control facilities, for
the years 1999 through 2001 have been estimated as follows:

(Millions of Dollars)

By Ycar By Major Facilitics
1999 $328 Production - $236
2000 " 317 Transmission and Distribution - 564
2001 300 Gencral : 113
Total $945 -Other Projects ’ 32
Total $945

The amounts for 1999 through 2001 exclude capitalized interest costs and include capltahzcd property taxes
and about $30-$35 million cach ycar for nuclear fucl. APS conducts a continuing review of its construction
program. APS is considering expanding certain of its operations over the next several years, which may result in
additional expenditures. APS currently belicves that there will be opportunitics to expand its investment in
generating asscts in the next five years. It is expected that thcse generating assets would bc orgamzcd ina ncwly-
created, non-regulated affiliate under us, :

Mortgage Replacement Fund Requirements

So long as any of APS' first mortgage bonds are outstanding, APS is required for cach calendar year to deposit
with the trustec under its Mortgage cash in a formularized amount related to net additions to: APS' mortgaged
utility plant. APS may satisfy all or any part of this "replacement fund" requirement by utilizing redeemed or
retired bonds, net property additions, or property retirements. For 1998, the replacement fund requirement
amounted to approximately $138 million. Certain of the bonds APS has issued under the Mortgage that arc
callable prior to maturity arc redcemable at their par value plus accrued interest with cash APS deposits in the
replacement fund. This is subject in many cases to a period of time after lhc original i 1ssuance of the bonds during
which they may not be so redecmed. "

Environmental Matters )

EPA Environmental Regulation : oo '

Clean Air Act. APS is subject to a number of requirements under the Clean Air Act. Pursuant to the 1977
amendments to the Clean Air Act, the EPA adopted regulations that address visibility impairment in certain
federally-protected areas which can be reasonably attributed to specific sources. In September 1991, the EPA
issucd a final rule that limited sulfur dioxide emissions at NGS. One NGS unit had to comply with this rule in
1997, one in 1998, and the last unit in 1999. Salt River Project is the NGS operating agent. Sait River PrOJect




cstimates a capital cost of $430 million and annual operations and maintenance costs of approximately $14 million
for all three units, for NGS to meet these requircments. APS is required to fund 14% of these cxpenditures.
Approximately 93% of these capital costs have been incurred through 1998.

The Clean Air Act Amendments of 1990 (the "Amendments") address, among other things:

"acid rain,"

visibility in certain specified areas,

hazardous air pollutants and ‘

areas that have not attained national ambient air quality standards.

With respect to "acid rain," the Amendments cstablish a system of sulfur dioxide emissions "allowances." Each
existing utility unit is granted a certain number of "allowances." For Phase II plants, which include APS' plants,
allowances will be required beginning in the year 2000 to operate the plants. On March 5, 1993, the EPA
promulgated rules listing allowance allocations applicable to APS' plants. Based on those allocations, APS will
have sufficient allowances to permit continued operation of its plants at current levels without installing additional
cquipment,

In addition, the Amendments require the EPA to sct nitrogen oxides emissions limitations. These limitations
require certain plants to install additional pollution control equipment. In December 1996, the EPA issucd rules
for nitrogen oxides emissions limitations that may require APS to install additional pollution control equipment at
Four Corners by January 1, 2000. On February 14, 1997, APS filed a Petition for Review in the United States
Court of Appeals for the District of Columbia. APS alleged that the EPA improperly classificd Four Corners Unit
4 in these rules, thereby subjecting Unit 4 to a more stringent cmission limitation. Arizona Public Service
Company v. United States Environmental Protection Agency, No. 97-1091. In February 1998, the Court vacated
the Unit 4 cmission limitation and remanded the issuc to EPA for reconsideration. APS cannot currently predict
lhow the EPA will respond. However, based on APS' initial evaluation, APS currently cstimates its capital cost of
complying with the rules may be approximately $4 million.

With respect to protection of visibility in certain specified arcas, the Amendments require the EPA to conduct
a study concerning visibility impairment in those arcas and to identify sources contributing to such impairment.
Interim findings of this study indicatc that any beneficial cffect on visibility as a result of the Amendments would
be offset by expected population and industry growth. The Amendments also requirc EPA to establish a "Grand
Canyon Visibility Transport Commission" to complete a study on visibility impairment in the "Golden Circle of
National Parks" in the Colorado Platcau. NGS, Cholla, and Four Corners are located near the Golden Circle of
National Parks. The Commission completed its study and on June 10, 1996 submitted its final recommendations to
the EPA. The Commission recommended that, beginning in 2000 and cvery 5 years thereafter, if actual sulfur
dioxide emissions from all stationary sources in an cight-state region (including Arizona, New Mexico, Utah,
Nevada, and California) exceed the projected emissions, which are projected to decline under the current
regulatory scheme, the projected total emissions will be changed to a “regional emissions cap” and an emissions
trading program would be implemented to limit total sulfur dioxide emissions in the region. The EPA will
consider these recommendations before promulgating final requirements on a regional haze regulatory program
which the EPA proposed in July 1997 and which is expected to be finalized by mid-1999.

Under EPA's proposed regional haze program, states would be required to submit plans’'to mect “presumptive
rcasonable progress targets” for achicving perceptible improvements in visibility conditions in Federal Class I
arcas (c.g., national parks) cvery 10-15 years. The proposal also calls for states to conduct three year “best
available retrofit technology” (“BART”) reviews on point sources which became operational between 1962 and
1977 and which may normally be anticipated to contribute to regional haze visibility impairment.

Also, in July 1997, EPA promulgated final National Ambicnt Air Quality Standards for ozone and particulate
matter. Pursuant to the rules, the ozone standard is more stringent and a new ambient standard for very fine
particles has been cstablished. Congress has enacted legislation that could delay the implementation of regional




haze requirements and the particulate matter ambient standard. Because the actual level of emissions controls, if
any, for any unit cannot be determined at this time, APS currently cannot cstimate the capital expenditures, if any,
which would result from the final rules. However, APS does not currently expect these rules to have a material
adverse cffect on its financial position or results of operations.

With respect to hazardous air pollutants emitted by electric utility steam generating units, the Amendments
require two studies. The results of the first study indicated an impact from mercury emissions from such units in
certain unspecified arcas. The EPA has not yet stated whether or not mercury emissions limitations will be
imposed. Secondly, the EPA will complete a general study in the next several years concerning the necessity of
regulating hazardous air pollutant emissions from such units under the Amendments. Because APS cannot
speculate as to the ultimate requirements by the EPA, APS cannot currently estimate the capital expenditures, if
any, which may be required as a'result of these studies.

Certain aspects of the Amendments may require related expenditures by APS, such as permit fees. APS does
not expect any of these to have a material impact on its financial position or results of operations.

Superfund. The Comprehensive Environmental Response, Compensation, and Liability Act (“Superfund”)
cstablishes liability for the cleanup of hazardous substances found contaminating the soil, water, or air. Those who
generated, transported, or disposed of hazardous substances at a contaminated site are among those who are
potentially responsible parties (“PRPs”). PRPs may be strictly, and often jointly and severally, liable for the cost of
any necessary remediation of the substances. The EPA had previously advised APS that the EPA considers APS to
be a PRP in the Indian Bend Wash Superfund Site, South Arca. APS' Ocotillo Power Plant is located in this area.
APS is in the process of conducting an investigation to determine the extent and scope of contamination at the
plant site. Bascd on the information to date, including available insurance coverage and an EPA estimate of
cleanup costs, APS docs not expect this matter to have a material impact on its financial position or results of
operations..

Manufactured Gas Plant Sites. APS is currently investigating properties which APS now owns or which
were at onc time owned by APS or its corporate predecessor, that were at one time sites of|, or sites associated with,
manufactured gas plants. The purpose of this investigation is to determine if:

e wastc materials arc present
¢ such materials constitute an environmental or hcalth risk and : ' .
e  APS has any responsibility for remedial action.

Where appropriate, APS has begun remediation of certain of these sites. APS does not expect these matters to have
a material adverse cffect on its financial position or results of operations.

Purported Navajo Environmental Regulation

Four Corners and NGS arc located on the Navajo Reservation and are held under casements granted by the
federal government as well as leases from the Navajo Nation. APS is th¢ Four Corners operating agent. APS owns
a 100% interest in Four Corners Units 1, 2, and 3, and a 15% interest in Four Corners Units 4 and 5. APS owns a
14% interest in NGS Units 1, 2, and 3.

In July 1995, the Navajo Nation cnacted the Navajo Nation Air Pollution Prevention and Control Act, the
Navajo Nation Safe Drinking Water Act, and the Navajo Nation Pesticide Act (collectively, the "Acts"). Pursuant
to the Acts, the Navajo Nation Environmental Protection Agency is authorized to promulgate regulations covering
air quality, drinking water, and pesticide activities, including thosc that occur at Four Corners and NGS. By
separate letters dated October 12 and October 13, 1995, the Four Corners participants and the NGS participants
requested the United States Sccretary of the Interior to resolve their dispute with the Navajo Nation regarding
whether or not the Acts apply to opcrations of Four Corners and NGS. On October 17, 1995, the Four Corners




participants and the NGS participants cach filed a lawsuit in the District Court of the Navajo Nauon, Wmdow
'Rock District, seeking, among other things, a declaratory judgment that .

» their respective leases and federal casemenis preclude the application of the Acts to the operations of Four
Corners and NGS and ¥

o the Navajo Nation and its agencics and courts lack adjudlcatory jurisdiction to determine the enforceability of
the Acts as applied to Four Corners and NGS.

On October 18, 1995, the Navajo Nation and the Four Corners and NGS participants agreed to indefinitely stay
these proccedings so that the partics may attempt to resolve the dispute without litigation. The Secretary and the
Court have stayed these proceedings pursuant to a request by the parties. APS cannot currently prcdlct the
outcome of this matter,

In February 1998, the EPA proxnlnlgatcd regulations specifying those provisions of the Clean Air Act for which
it is appropriate to trcat Indian tribes in the same manner as states, The EPA indicated that it believes that the
Clean Air Act gcnenlly would supersede pre-cxisting binding agreements that may limit the scope of tribal
authority over reservations. On April 10, 1998, APS filed a Petition for Review in the United States Court of
Appeals for the District of Columbia. Arizona Public Service Company v. United States Environmental Protection
Agency, No. 98-1196. On February 19, 1999, the EPA promulgated regulations sctting forth the EPA's approach
to issuing Federal operating permits to covered stationary sources on Indian reservations, pursuant to the
Amendments. APS is currently evaluating the impact of these regulations.

Water Supply

Assured supplics of water arc important for APS' generating plants. At the present time, APS has adequate
water to meet its needs. However, conflicting claims to limited amounts of water in the southwestern United States
have resulted in numerous court actions in recent years,

Both groundwater and surface water in arcas important to APS' operations have been the subject of inquirics,
claims, and legal proceedings which will require a number of years to resolve. APS is one of a number of partics
in a proceeding before a state court in New Mexico to adjudicate rights to a stream system from which water for
Four Corners is dérived. (State of New Mexico, in the relation of S.E. Reynolds, State Engincer vs. United States
of America, City of Farmington, Utah International, Inc., et al., San Juan County, New Mexico, District Court No.
75-184). An agreement reached with the Navajo Nation in 1985, however, provides that if Four Corners loses a
portion of its rights in the adjudication, thc Navajo Nation will provide, for a then-agreed upon cost, sufficicnt
water from its allocation to offsct the loss.

A summons served on APS in carly 1986 required all water claimants in the Lower Gila River Watershed in
Arizona to assert any claims to water on or before January 20, 1987, in an action pending in Maricopa County
Superior Court. (In rc The General Adjudication of All Rights to Usc Water in the Gila River System and Source,
Supreme Court Nos. WC-79-0001 through WC 79-0004 (Consolidated) [WC-1, WC-2, WC-3 and WC-4
(Consolidated)], Maricopa County Nos. W-1, W-2, W-3 and W-4 (Consolidated)). Palo Verde is located within the
geographic area subject to the summons. APS' rights and the rights of the Palo Verde participants to the use of
groundwater and effluent at Palo Verde is potentially at issuc in this action. As project manager of Palo Verde, -
APS filed claims that dispute the court's jurisdiction over the Palo Verde participants' groundwater rights and their
contractual rights to cffluent relating to Palo Verde. Alternatively, APS seeks confirmation of such rights. Three
of APS' Iess-utilized power plants arc also located within the geographic area subject to the summons. APS' claims
dispute the court's jurisdiction over APS' groundwater rights with respect to these plants. Alternatively, APS secks
confirmation of such rights. Issues important to the claims are pending on appeal to the Arizona Supreme Court.
No trial date concerning APS’ water rights claims has been set in this matter.

APS has also filed claims to water in the Little Colorado River Watershed in Arizona in an action pending in

the Apache County Superior Court. (In_re The General Adjudication of All Rights to Use Water in the Little
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Colorado_River System and Source, Supreme Court No. WC-79-0006 WC-6, Apache County No. 6417). APS'
groundwater resource utilized at Cholla is within.the geographic arca subject to the adjudication and is therefore
potentially at issuc in the casc. APS' claims dispute the court's jurisdiction over APS' groundwater rights.
;Altcrnatively, APS sccks confirmation of such rights. The parties are in the process of settlement negotiations
with respect to this matter. No trial date concerning APS' watcr rights claims has been sct in this matter.

Although the foregoing matters remain subject to further evaluation, APS expects that the described litigation
will not have a matcrial adverse impact on its financial position or results of operations. ,

A BUSINESS OF SUNCOR DEVELOPMENT COMPANY

’ SunCor was incorporated in 1965 under the laws of the State of Arizona and is engaged primarily in the
N acquisition, ownership, development, operation, and sale of land and other real property, including homes and
“ commercial buildings. The principal executive offices of SunCor are located at 3838 North Central, Suite 1500,
Phocenix, Arizona 85012 (telephone 602-285-6800). SunCor and its subsidiarics, excluding SunCor Resort & Golf
. Management, Inc. , ("Resort Management"), employ approximately 140 persons. Resort Management, which
_ manages the Wigwam Resort and Country Club (the "Wigwam"), cmploys between 620 and 750 persons at the
Wigwam, depending on the Wigwam's operating scason. In addition, Resort Management operates three golf

courses and family entertainment operations which together employ about 300 people.

i

Effective January 1, 1996, SunCor's homebuilding subsidiz;rsr, SunCor Homes, Inc., purchased the assets
of Golden Heritage Homes. Subsequent to December 31, 1996, SunCor Homes, Inc. changed its name to Golden
Heritage Homes, Inc. ‘

SunCor's projects consist primarily of land and improvements and other real estate investments. SunCor's
major asset is the Palin Valley project which consists of over 9,000 acres and is located west of Phoenix in the arca
of Goodyecar/Litchfield Park, Arizona ("Palm Valley"). SunCor has completed the master plan for developing
Palm Valley. There has been significant residential and commercial development at Palm Valley by SunCor and
by other developers that have acquired Iand from SunCor or entered into joint ventures with SunCor. Development
at Palm Valley currently includes residential communities, including a retirement community, with golf courses,
hotels, restaurants, commercial and retail outlets, hospitals, and assisted-care facilitics.

Other SunCor projects under development include seven master-planned communitiecs and four
commercial projects. The four commercial projects and four of the master-planned communities are located in the
Phocnix arca., Other master-planned communities are located near Sedona, Arizona, near St. George, Utah, and
near Santa Fe, New Mexico. Secveral of the master-plan and commercial projects are joint ventures with other
developers, financial partners, or landowners, ‘

For the past three years, SunCor's operating revenucs were about: 1998, $124.2 million; 1997, $116.5
million; and 1996, $99.5 million. For those same periods SunCor's net income was about: 1998, $44.7 million;

. 1997, $5.3 million; and 1996, $4.2 million. About $37.2 million of SunCor's 1998 nct income represents income
related to the recognition of a deferred tax asset. The deferred tax asset relates to net operating losses and book/tax
basis differences. SunCor is expected to realize these benefits in subsequent periods pursuant to an intercompany
tax allocation agrcement. On a consolidated basis, there was no impact to consolidated net income. SunCor's |
capital needs consist primarily of capital expenditures for land development and home construction, On the basis |
of projects now under development, SunCor expects capital needs over the next three years to be: 1999, $58 |
million; 2000, $53 million; and 2001, $43 million. '

At December 31, 1998, SunCor had total asscts of about $407 million. Sec Note 6 of Notes to the
Consolidated Financial Statements in Item 8 for information regarding SunCor's long-term debt. SunCor intends
to continue its focus on real estate development in homcbuilding and the development of residential, commercial,
and industrial projects.
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BUSINESS OF EL DORADO DEVELOPMENT COMPANY

El Dorado was incorporated in 1983 under the laws of the State of Arizona and is engaged principally in
the business of making equity investments in other companies. El Dorado's short-term goal is to convert its
venture capital portfolio to cash as quickly and as advantageously as possible. On a long-term basis, we may usc El
Dorado, when appropriate, as our subsidiary for new ventures that are strategically close to our principal business
of gencrating, distributing, and marketing clectricity. El Dorado's offices are located at 400 East Van Buren Street,
Suite 750, Phoenix, Arizona 85004 (telephone 602-379-2662).

El Dorado had investments in venture capital partnerships totaling approximatcly $7 million at December
31, 1998. In addition to the foregoing investments, at December 31, 1998, El Dorado had direct investments of
approximately $17 million in other private and public companics and partnerships. These investments include'a
56% interest in NAC International, a company that specializes in nuclear spent fuel storage and transportation
technology, as well as nuclear fuel cycle and international energy policy consulting.

" " For the past three years, El Dorado's net income was: 1998, $4.5 million; 1997, $8.2 million; and 1996,
$0.4 million. At December 31, 1998, El Dorado had total assets of about $27 million.
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ITEM 2. PROPERTIES

* Accredited Capacity

APS' present gencerating facilitics have an accredited capacity as follows:

- Capacity(kW)
Coal:. - , )

" Units 1, 2, and 3 at Four COmners ......ccuunus frensrrrstes it s s van st b s e s R e en s Teeersreerireraennas 560,000
15% owned Units 4 and 5 at FOUT COMETS w.uuiivimeniinnnenieessoeionsssnssssensesessasassassnssassnsssassssns 222,000
Units 1, 2, and 3 at Cholla PIANt.......c.vvirrveesnnnmsnsimneiesinsiessemsnssssssnmssessssssassanssassasssassnsssnse 615,000
14% owned Units 1, 2, and 3 at the Navajo PIant.......c.ceccrriennronscninnosssecsensssssessessssssasensesees 315,000

' ‘ v 1,712,000
Gas or Oil:
Two stcam units at Ocotillo and two steam units at SAZUATO........ccvrerrerserasererseraes irervesssnneenanns 435,000(1)
Eleven combustion (UIDine UNIES.....ccueceriiiissicscimnsressarasasssenessasosansssrassassasasssosssssessessaosessaressnss 493,000
Three combIned CYCIC IS ......uvcv it ireniiesitirenisetinsstisetienissrsarisessatisnsesessnstsnsensssaseanssusasessnne 255,000
‘ ) 1,183,000
Nuclear:
29.1% owned or leased Units 1, 2, and 3 at Palo VErde.......ocvvervnnienneninneseeieisssesnsnssssssaseens 1,086,300
OHDICT ...t srer st rress e s te s vnrsnsessasss sist s ose s sntanessaesabantshnsRaTaOEsonssontentsbansnnsnesetssnsantssasssnannssres 5,600
TOtAl.a s e s s 3,986,900

(1) West Phocnix steamn units (108,300 kW) are currently mothballed.

Reserve Margin

APS' peak one-hour demand on its clectric system was recorded on July 16, 1998 at 5,072,000 kW, compared
to the 1997 peak of 4,608,600 kW recorded on August 22. Taking into account additional capacity then available
to APS under purchase power contracts as well as APS' own generating capacity, APS' capability of meceting
system demand on July 16, 1998, computed in accordance with accepted industry practices, amounted to 5,139,600
kW, for an installed reserve margin of 3.1%. The power actually available to APS from its resources fluctuates
from time to time due in part to planned outages and technical problems. The available capacity from sources
actually opcrable at the time of the 1998 peak amounted to 4,862,600 kW, for'a margin of (3.9%). Firm purchases
from neighboring utilitics totaling 1,467,000 kW were in place at the time of the peak ensuring the ability to meet
the load requirement, with an actual reserve margin of 7.4%.
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Plant Sites Leased from Navajo Nation - .,

NGS and Four Corners arc located on land held under casements from the federal government and ‘also under
leases from the Navajo Nation, We do not believe that the risk with respect to enforcement of these casements and
leases is material. The lease for Four Corners waives until 2001 the requirement that APS, as well as its fuel
supplicr, pay certain taxces to the Navajo Nation. In Scptember 1997, a scitlement agreement was finalized between
the coal supplicr to Four Corners, the Navajo Nation, and APS which settled certain issucs in the Four Corners
lease regarding the obligation of the fuel supplier to pay taxes prior to the expiration of tax waivers in 2001.
Pursuant to the agreement, in 1997 APS recognized approximately $14 million of pretax carnings related to a
partial refund of possessory intcrest taxes paid by the fucl supplier. The parties also agreed to renegotiate their
business relationship before 2001 in an effort to permit the electricity gencrated at Four Corners to be priced
competitively. APS cannot currently predict the outcome of this matter. Certain of APS' transmission lines and
almost all of its contracted coal sources arc also located on Indian reservations. See "Generating Fuel and
Purchased Power — Coal Supply" in Item 1. '

Palo Verde Nuclear Generating Station

Palo Verde Leases

Sce Note 10 of Notes to Consolidated Financial Statements in Item 8 for a discussion of three sale and
Ieascback transactions related to Palo Verde Unit 2.

Regulatory

Operation of cach of the three Palo Verde units requires an operating license from the NRC. The NRC issued
full power operating licenses for Unit 1 in June 1985, Unit 2 in April 1986, and Unit 3 in November 1987. The
full power operating licenscs, cach valid for a period of approximately 40 years, authorize APS, as operating agent
for Palo Verde, to operate the three Palo Verde units at full power. ‘

Nuclcar Decommissioning Costs
The NRC recently amended its rules on financial assurance requirements for the decommissioning of

nuclear power plants. The amended rules became effective on November 23, 1998. The amended rules provide
that a licensee may use an external sinking fund as the exclusive financial’ assurance mechanism if the licensee

. recovers estimated total decommissioning costs through cost of service rates or through a “non-bypassable charge.”

Other mechanisms are prescribed, including prepayment, if the requirements for exclusive reliance on the external
sinking fund mechanism are not met. APS currently relics on the external sinking fund mechanism to meet the
NRC financial assurance requirements for its interests in Palo Verde Units 1, 2, and 3. The decommissioning costs
of Palo Verde Units 1, 2, and 3 are currently included in ACC jurisdictional rates. Proposed ACC rulcs regarding
the introduction of retail electric competition in Arizona (see Note 3) currently provide that decommissioning costs
would be recovered through a non-bypassable “system benefits” charge, which would allow APS to maintain its
external sinking fund mechanism, Sec Note 13 of Notes to Consolidated Financial Statements in Item 8 for
additional information about nuclear decommissioning costs.

Palo Verde Liability and Insurance Matters

Sec "Palo Verde Nuclear Generating Station” in Note 12 of Notes to Consolidated Financial Statcments in
Item 8 for a discussion of the insurance maintained by the Palo Verde participants, including APS, for Palo Verde.
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Other Information Regarding Propertics

' Sce “Environmental Matters” and "Water Supply" in Item 1 with respect to matters having possible impact on
‘ the operation of certain of APS' power plants,

See “Construction Program” in Item 1 and "Financial Review — Capital Needs and Resources” in Item 7 for a
discussion of APS' construction plans, ,

Sce Notes 6, 10, and 11 of Notes to Consolidated Financial Statements in Item 8 with respect to property of
the Company not held in fec or held subject to any major encumbrance,

Information Regarding SunCor's and El Dorado's Propertics

Sce "Business of SunCor Development Company” and "Business of El Dorado Investment Company" for
information regarding SunCor's and El Dorado's propertics.
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ITEM 3. LEGAL PROCEEDINGS

APS

Sce "Environmental Matters" and "Water Supply" in Item 1 in regard to pending or threatened litigation
and other ‘disputcs. Sce "Regulatory Matters" in Note 3 of Notes to Consolidated Financial Statements in Item 8
for a discussion of competition and the rules regarding the instruction of retail electric competition in Arizona. On
February 28, 1997 and October 16, 1998, APS filed lawsuits to protect its legal rights regarding the rules and the
amended rules, respectively, and in cach complaint APS asked the Court for (i) a judgment vacating the retail
clectric competition rules, (ii) a declaratory judgment that the rules arc unlawful because, among other things, they
were entered into without proper Iegal authorization, and (iii) a permanent injunction barring the ACC from
enforcing  or implementing the rules and from promulgating any other regulations without lawful authority.
Arizona Public Service Company v. Arizona Corporation Commission, CV 97-03753 (consolidated under CV 97-
03748.) Arizona Public Service Company v. Arizona Corporation Commission, CV98-18896. On August 28,
1998, APS filed two lawsuits to protect its legal rights under the stranded cost order and in its complaints the
Company asked the Court to vacate and sct aside the order. Arizona_Public_Service Company v. Arizona

Cormporation Commission, CV 98-15728. Arizona Public Service Company v, Arizona Corporation Commission,
1-CA-CC-98-0008.

*




ITEM 4, SUBMISSION OF MATTERS TO A
VOTE OF SECURITY HOLDERS

Not applicable.

SUPPLEMENTAL ITEM. EXECUTIVE OFFICERS
OF THE REGISTRANT

QOur exccutive officers are as follows:
Name Age at March 1, 1999 . Position(s) at March 1, 1999
Jack E. Davis 52 President, APS Encrgy Delivery & Sales
James L. Kunkel . 61 Vice President
Michael V. Palmeri 40 Treasurer
William J. Post 48 ‘ Chief Executive Officer(l)
George A. Schreiber, Jr. 50 President and Chief Financial Officer(1)
Richard Snell 68 Chairman of the Board of Directors (1)
William L. Stewart 55 President, APS Generation

Faye Widenmann ’ 50 Vice President of Corporate Relations and
- Administration and Seccretary

(1) member of the Board of Directors

The exccutive officers of the Company are elected no less ofien than annually and may be 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) of such officers for the past five years have been as follows:

Mr. Davis was elected to his present position in October 1998. Prior to that time he was Executive Vice
President, Commercial Operations (September 1996 - October 1998) and Vice President, Generation and
Transmission (June 1993-Scptember 1996) of APS. Mr. Davis is a director of APS.

Mr. Kunkel was elected Vice President effective December 15, 1997, Prior to December 1997, he was a
partner with the accounting firm PricewaterhouseCoopers, successor to Coopers & Lybrand, in both their Los
Angeles and Phocenix offices. Mr. Kunkel is also a dircctor of Aztar Corporation.

Mr. Palmeri was clected to the position of Treasurer of both the Company and APS cffective July 23,
1997. From February 1994 to July 1997, he was Assistant Treasurer of the Company. From June 1990 to February
1994, he was Manager of Finance,

M. Post was clected Chicf Exccutive Officer of the Company cffective February 1999. Prior to that time
he was President (February 1997 - February 1999) and Executive Vice President (June 1995 - February 1997). He
was also clected President and Chief Executive Officer of APS in February 1997. In October 1998, he resigned as
President and maintained the position of Chief Exccutive Officer of APS. He has been APS' Chief Operating
Officer (September 1994 - February 1997), as well as a Senior Vice President since June 1993, Mr. Post is also a
dircctor of APS,

Mr. Schreiber was elected President in February 1999 and Chief Financial Officer in February 1997, He
also held the position of Executive Vice President (February 1997 - February 1999). Mr. Schreiber has also been
Exccutive Vice President and Chief Financial Officer of APS since February 1997. From 1990 to January 1997, he
was Managing Dircctor at PaincWebber, Inc. He is also a dircctor of APS.

Mr. Snell has been Chairman of the Board of the Company and Chairman of the Board of APS since
February 1990. Until February 1999, he was also Chief Executive Officer of the Company, and until February
1997, he was President of the Company. Mr. Snell is also a director of Aztar Corporation and Central
Newspapers, Inc.




MTr. Stewart was elected to his present position in October 1998, Prior to that time he was Executive Vice
President, Generation (September 1996 - October 1998), Executive Vice President, Nuclear of APS (May 1994 -
September 1996) and Senior Vice President — Nuclear for Virginia Power (since 1989). Mr. Stewart is a director
of APS,

Ms. Widenmann was elected Secretary of the Company in 1985 and Vice President of Corporate Relations
and Administration in November 1986.

PART II

ITEM 5. MARKET FOR REGISTRANT'S COMMON
STOCK AND RELATED SECURITY HOLDER MATTERS o

Our common stock is publicly held and is traded on the New York and Pacific Stock Exchanges. At the
close of business on March 12, 1999, our common stock was held of record by approximately 44,968 sharcholders,

The chart below scts forth the common stock price ranges on the composite tape, as reported in the Wall
Street Journal for 1998 and 1997. The chart also sets forth the dividends declared and paid per share during each
of the four quarters for 1998 and 1997.

Common Stock Price Ranges and Dividends

1998 High Low Dividend Per Share™
Ist Quarter 45 393/8 $ .300
2nd Quarter 46 3/16 42 .600
3rd Quarter 459/16 40 1/16 ——-
4th Quarter 49 1/4 41 5/8 325
1997
1st Quarter 327/8 301/8 $ 275
2nd Quarter 303/4 27 5/8 550
3rd Quarter 347/8 29 13/16 —
4th Quarter 42 3/4 333/16 300

(a) Dividends for the third quarter of 1998 and 1997 were declared in June,
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ITEM 6. SELECTED CONSOLIDATED FINANCIAL DATA

(Dollars in Thousonds, Except Per Share Ameunts) 1998 1997 1996 1995 1994
OPERATING RESULTS
Operating revenues '
Electric $ 2,006,398 | $ 1,878,553 $ 1,718,272 § 1,614,952 § 1,626,168
Real estate ; 124,188 116,473 99,488 54,846 59,253
Income (rom continuing operations ¢ 242892 | $ 235856 $ 211,059(a) $ 199,608 $ 200,619(b)
Loss {rom discontinued operations - ) ‘
net of Income tax (c) —_ —_ (9,539) —_ —_
Extraordinary charge for eatly .
retirement of debt - net v
of Income tax (d) ) — — (20,340) (11,571) —_
Net income $ 242892 | S 235856 .$ 181,180 $ 188,037 S 200,619
COMMON STOCK DATA . ‘
Book value per share - year-end $ 2550 | § 2390 $ 2251 8 2149 S 20.32
Earnings (loss) per average common
share outstanding
Continuing operations ~ baslc $ 287 | $ ‘276 S 2.41(a) $ 228 § 2.30(b)
Discontinued operations - —_— (0.11) —_ -
Extraordinary charge — —_ (0.23) {0.13) —_—
Net income ~ basic $ 287 | § 276 $ 207 S 215 § 2.30
Continuing operations - diluted $ 285 | $ 274 § 2.40(a) S 227 $ 2.29(b)
Net income - diluted $ 285 | $ 274 § 206 $ 214 § 2.29
Dividends declared per share $ 1225 | § 1125 § 1.025 | $ 0925 $ 0.825
Indicated annual dividend rate - ‘
year-end $ 130 | $ 120 § 110§ 1.00 $ 0.90
Average common shares outstanding - basic 84,774,218 85,502,909 87,441,515 87,419,300 87,410,967
Average common shares outstanding — diluted] 85,345,946 86,022,709 88,021,920 87,884,226 87,671,451
TOTAL ASSETS $ 6.824,546 | $ 6,850,417 S 6,989,289 S 6,997,052 S 6,909,752
LIABILITIES AND EQUITY .
Long-term debt less current maturities $ 2,048,961 | $ 2,244,248 $.2,372,113 .$ 2,510,709 S 2,588,525
Other liabilities 2,516,993 2,407,572 2,428,180 2,336,695 2,276,249
4,565,954 4,651,820 4,800,293 4,847,404 4,864,774
Minority interests
Non-redeemable preferred stock . ‘ .
of APS ‘ 85,840 142,051 165,673 193,561 193,561
Redeemable preferred stock of APS 9,401 29,110 53,000 75,000 75,000
‘Common stock equity 2,163,351 2,027,436 1,970,323 1,881,087 1,776,417
Total liabilities and equity $ 6,824.546 | & 6,850,417 S 6,989,288 $ 6,997,052 $ 6,909,752

(3) Includes an after-tax charge of $18.9 million ($0.22 per share) for
a voluntary severance program and about $12 milllon ($0.13 per
share) of Income tax benefits related to capital loss carryforwards.

{b) Includes after-tax Palo Verde Unit 3 accretion lnco'me of $20.3
million ($0.23 per share) and a non-recurring Income tax benefit of
$26.8 million ($0.31 per share) related to a change in tax faw.

(c) Charges assoclated with the settlement of a legal matter related to
MeraBank, A Federal Savings Bank.
(d) Charges' associated with the repayment or refinancing of the
parent company's hlgh-coupop debt.




(Dollars in Thousends, Except Per Share Amovats) 1998 1997 1996 1995 1994
ELECTRIC OPERATING REVENUES :
Residential $ 766,378 | $ 746,937 $ 721,877 $ 669,762 S 675,153
Commercial 699,016 687,988 678,130 653,425 631,212
Industrial 172,296 164,696 162,324 156,501 166,457
Irrigation 7,288 8,706 9,448 9,596 10,538
Other 10,644 11,842 13,078 12,631 12,729
Total retail 1,655,622 1,620,169 1,584,857 1,501,915 1,496,089
Sales for resale 300,698 226,828 © 98,560 86,510 95,158
Transmission for others 11,058 10,295 10,240 9,390 9,506
Miscellaneous services 39,020 21,261 24,615 17,137 16,107
Electric operating revenues 2,006,398 1,878,553 1,718,272 1,614,952 1,616,860
Retail rate refund reversal —_ — — — 9,308
Net electric operating revenues $ 2,006,398 | $ 1,878,553 § 1,718,272 $ 1,614,952 $ 1,626,168
ELECTRIC SALES (MWh) {
Residential ' 8,310,689 7,970,309 7,541,440 6,848,905 6,873,300
Commercial 8,697,397 8,524,882 8,233,762 7,768,289 7,456,049
Industrial 3,279,430 3,123,283 3,039,357 2,933,459 2,926,318
Irrigation 84,640 112,363 121,775 119,580 132,340
Other 90,927 86,090 84,362 78,478 76,827
Total retailﬁ 20,463,083 19,816,927 19,020,696 17,748,711 17,464,834
Sales for resale 10,317,391 9,233,573 3,367,234 2,720,704 2,764,223
Total electric sales 30,780,474 29,050,500 22,387,930 20,469,415 20,229,057
ELECTRIC CUSTOMERS - END OF YEAR
Residential 709,111 680,478 654,602 625,352 603,989
Commercial 84,745 81,246 78,178 75,105 72,740
Industrial 3,159 3,192 3,055 2,913 2,976
Iecigation 710 764 84 837 897
Other 895 851 828 786 762
Total retail 798,620 766,531 737,504 704,993 681,364
Sales for resale 67 50 48 39 44
Total electric customers 798,687 766,581 737,552 705,032 681,408
See “Financial Review” on pages 23-30 for a discussion of certain information in the table above.
QUARTERLY STOCK PRICES AND DIVIDENDS
Stock Symbol: PNW
Diviécnd; Dividends
Per Per
1998 High Low Share(a) 1997 High l Low Close Share(a),
1st Quarter 45 393/8 447/16 S§ 0.300 1st Quarter 327/8 301/8 3018 $ 0.275
2nd Quarter 46 3/16 42 45 $ 0.600 2nd Quarter 303/4 275/8 301/16 $§ 0.550
3rd Quarter 459/16 401/16 44 13/16 § —_ 3rd Quarter 347/8 2913/16 335/8 $ —_—
4th Quarter 49 1/4 415/8 423/8 $ 0.325 4th Quarter 423/4 333/16 423/8 $ 0.300

(a) Dividends for the 3rd quarter of 1998 and 1997 were declared in June.




ITEM 7. FINANCIAL REVIEW

In this section, we explain the resuits of operations, gen-
eral financial condition, and outlook for Pinnacle West and
our subsidiaries: APS, SunCor, and El Dorado, including:

= the changes in our earnings from 1997 to 1998 and
from 1996 to 1997 ‘

= the factors impacting our business, including competi-
tion and electric industry restructuring

= the effects of regulatory agreements on our resuits and
outlook ‘

» our cabital needs and resources — both for APS and
our non-utility operations and '

= Year 2000 technology issues.

Throughout this Financial Review, we refer to specific
“Notes™ in the Notes to Consolidated Financial State-

ments that begin on page 37. These Notes add further
details to the discussion.

RESULTS OF OPERATIONS

1998 Compared with 1997 '

Our 1998 consolidated net income was $242.9 million
compared with $235.9 million in 1997 - a 3.0%
increase. Net income increased by $7.0 million primarily
because of increased earnings at the subsidiaries and
lower financing costs as we paid down debt and took
advantage of lower interest rates.

APS’ 1998 earnings‘increased $6.9 million - a 2.9%
increase — over 1997 earnings primarily because of an
increase in customers, expanded power marketing and
trading activities, and lower financing costs. In the
comparison, these positive factors more than offset the .
etfects of milder weather, two fuel-related settlements
recorded in 1997, and two retail price reductions.

See Note 3 for additional information about the price
reductions.

In 1998, electric operating revenues increased $128
million primarily because of:

» increased power marketing and trading revenues
($94 million)

= increases in the number of customers and the amount
of -electricity used by customers ($77 million) and

= miscellaneous factors (8 million).

«

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

Power marketing and trading activities are predominantly
short-term opportunity wholesale sales. The increase in
power marketing revenues resulted from higher prices,
increased activity in Western bulk power markets, and
increased sales to large customers in California. The
increase in power marketing and trading revenues was
accompanied by related increases in purchased power
expenses. ’

4

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

Operations and maintenance expense increased $15
million because of customer growth, initiatives related
to competition, and expansion of our power marketing
and trading function.

Depreciation and amortization expense increased $11
million because APS had more plant in service.

APS decreased its financing costs by $9 million primarily
because of lower amounts of outstanding debt and
preferred stock.

Our real estate subsidiary, SunCor Development, and
our investment subsidiary, El Dorado,-contributed a
combined $12.0 million to consolidated net income in
1998 compared with $13.5 million in 1997. SunCor’s
contribution increased $2.2 million as a result of an
increase in land sales. El Dorado's contribution
decreased $3.7 million as a result of a decrease in
investment sales.

SunCor’s stand-alone net income was $44.7 million, of
which $37.2 million represents income related to the
recognition of a deferred tax asset. The deferred tax
asset relates to net operating losses and book/tax basis
differences. SunCor is expected to realize these benefits
in subsequent periods pursuant to an intercompany tax
allocation agreement. On a consolidated basis, Pinnacle
West had already recognized the income tax benefits,
therefore, there was no impact on consolidated net
income in 1998,




1997 Compared with 1996 :
. Our 1997 consolidated net income was $235.9 million

compared with $181.2 million in 1996. The following
is a summary:

lv

(Thousands of Dollars) 1997 1996
Income from continuing operations $ 235,856 $ 211,059
Loss from discontinued operations - net of income tax | = (9,539)
Extraordinary charge for early retirement of debt — net of income tax — (20,340)
Net income $ 235.856 $ 181,180

Our earnings from continuing operations increased from
1996 to 1997 by $24.8 million, or 11.7%, primarily
because of increased earnings at the subsidiaries and
lower financing costs as we paid down debt and took
advantage of lower interest rates. The 1996 loss from
discontinued operations related to remnants of
MeraBank legal matters.

APS’ 1997 earnings increased $12.3 million - a 5.4%
increase - over 1996 earnings primarily because of:

, = an increase in customers
» a $32 million pretax charge in 1996 for a voluntary
' severance program
w two fuel-related settlements in 1997 and
= lower financing costs.

These positive factors more than offset the effects of
the 1996 regulatory agreement with the Arizona
Corporation Commission (ACC), which during 1997
resulted in about $60 million of additional regulatory
asset amortization and a $35 million revenue decrease
caused by two retail price reductions. See Note 3 and
“Results of Operations - Regulatory Agreements” below
for additional information. In addition, APS recognized
$12 million of income tax benefits in 1996 that were not
repeated in 1997,

, In 1997, electric operating revenues increased $160
million primarily because of:

» jncreased power marketing revenues ($128 million)
@ an increase in the number of customers

(858 million) and
u weather effects (S7 million). .

As mentioned above, these positive factors were par-
tially offset by a $35 million revenue decrease caused
by retail price reductions. The increase in power mar-
keting revenues resulted from increased activity in
Western bulk power markets. This did not significantly
affect our earnings because the increase was substan-
tially offset by higher purchased power expenses.

Two fuel-related settlements In 1997 increased pretax
earnings by about $21 million. The income statement
shows these settlements as reductions in fuel expense
and as other income. About $16 million of the settle-
ments related to years prior to 1997 and $5 million
related to 1997. APS expects the total annual savings
from the settlements for at least the next several years
to be about $10 million before income taxes. APS does
not have a fuel adjustment clause as part of its"retail
rate structure. As a result, APS shows changes in fuel
and purchased power exf)enses in current earnings.

APS lowered its operations and maintenance expenses
in 1997 by putting in place a voluntary severance pro-
gram in late 1996, with related savings reflected in
1997. These savings were partially offset by increased
expenses for marketing, information technology, and
power plant maintenance.

APS decreased its financing costs by $12 million during
1997 by lowering the amounts of outstanding debt and
preferred stock.

SunCor Development and El Dorado contributed a com-
bined $13.5 million to consolidated net income in 1997
compared with $4.6 million in 1996. SunCor’s contribu-
tion increased as a result of increased land and home
sales. El Dorado’s contribution increased as a resglt of an
increase in Investment sales.
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Regulatory Agreements
Regulatory agreements with the ACC affect the results
of APS’ operations. The following discussion‘focuses on
two agreements: a 1996 agreement to accelerate the
amortization of APS’ regulatory assets and a 1994
settlement to accelerate amortization of APS’ deferred

¥

investment tax credits (ITCs).

Under the 1996 agreement with the ACC, APS Is recov-
ering substantially all of its present regulatory assets
through accelerated amortization. The recm}ery of these
assets is taking place over an eight-year period that will
end June 30, 2004. For more details, see Note 3. This
accelerated amortization increased annual amortization
expense by approximately $120 miltion (572 million
after taxes).

Also, as part of the 1996 regulatory agréement*APS
reduced its retail prices by 3.4% effective July 1, 1996.
This reduces revenue by about $48.5 m|II|on annually
(829 mllllon after taxes). APS also agreed to share !
future cost savings with its customers, which resulted
in the following additional retail price reductions: !

= $17.6 million annually ($10.5 million after income
taxes), or 1.2%, effective July 1, 1997, and

= $17 million annually ($10 million after income taxes),
or 1.1%, effective July 1, 1998. T

APS expects to file with the ACC for another retail price
decrease of approximately $10.8 million annually ($6.5
million after incomie taxes) to become effective July 1,
1999, The amount and timing of the price decrease are
subject to ACC approval. This will be the last price
decrease under the 1996 regulatory agreement.

We discuss above, in “Results of Operations,” the fac-
tors that offset the earnings impact of the accelerated
regulatory asset amortization and the price decreases.

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

!
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CAPITAL NEEDS AND RESOURCES

Pinnacle West (Parent Company)

We have reduced our debt over the last three years as
follows: 1998, $113 million; 1997, $45 million; and
1896, $60 mitlion. We have a $250 million line of cred-
it, under which we had $42 million of borrowings out-
standing at December 31, 1998. We do not have any
debt repayment obligations until 2001.

During the pa§t three years, our primary cash needs
were for:

= dividends for our shareholders

= interest payments and

= optional and mandatory repayment of prmclpal on our
long-term debt.

In addition, as part of the 1996 agreement with the
ACC, we invested $50 million in APS in 1998, 1997, and
1996 and will invest the same amount in 1999. This will
be the last payment under the 1996 regulatory agree-
ment. See Note 3. During 1997, we repurchased $80

. million of commeon stock, reducing our shares outstand-

ing at year-end by 2.7 million shares.

Our primary source of cash is from APS dividends.
During 1998, APS paid $170 million in dividends. In
1998, SunCor provided cash of $30 million and El
Dorado provided cash of $12 million. We expect both
SunCor and El Dorado to contribute to our cash flow in
1999. Tax allocation payments from our subsidiaries, in
excess of payments we made to taxing authorities, were
an additional source of cash in 1998, 1997, and 1996.
This is not expected to be a source of cash for Pinnacle
West in the future.

APS

APS' capital requirements consist primarily of capital
expenditures and optional and mandatory redemptions
of long-term debt and preferred stock. APS pays for its
capital requirements with:

» cash from operations

= annual cash payments from Pinnacle West of
$50 million annually from 1996 through 1999
(see Note 3) and

= to the extent necessary, external financing.




During the period from 1996 through 1998, APS paid
for all of its capital expenditures with cash from
operations. APS expects to do so in 1999 through
2001, as well.

APS' capital expenditures in 1998 were $327 million.
APS' projected capital expenditures for the next three
years are: 1999, $328 million; 2000, $317 million; and
2001, $300 million. These amounts include about $30-
$35 million each year for nuclear fuel. In general, most
of the projected capital expenditures are for:

= expanding transmission and distribution capabilities
to meet customer growth

» upgrading existing utility property and

= environmental purposes.

In addition, APS Is considering expanding certain of

its operations over the next several years, which may
result in additional expenditures. APS currently believes
that there will be opportunities to expand its investment
in generating assets in the next five years. It is expected
that these generating assets would be organizedina .
newly created non-regulated affiliate under the parent.

During 1998, APS redeemed about $145 million of long-
term debt and $76 million of preferred stock, including
premiums, with cash from operations and long- and
short-term debt. APS’ long-term debt and preferred
stock redemption requirements and payment obligations
on a capitalized lease for the next three years are:
1999, $260 million; 2000, $115 miltion; and 2001, $2
million. On March 1, 1999, APS redeemed all $95 mil-
lion of its outstanding preferred stock. Based on market
conditions and optional call provisions, APS may make
optional redemptions of long-term debt from time to time.

As of December 31, 1998, APS had credit commitments
from various banks totalling about $400 million, which
were available either to support the issuance of com-
mercial paper or to be used as bank borrowings. At the
end of 1998, APS had about $179 million of commercial
paper and $125 miltion of long-term bank borrowings
outstanding.

In 1998, APS issued $100 million of unsecured long-
term debt and in February 1999, APS issued $125 million
of unsecured long-term debt.

Although provisions in APS’ first mortgage bond inden-
ture, articles of incorporation, and ACC financing orders

establish maximum amounts of additional first mortgage
bonds that APS may issue, APS does not expect any of
these pravisions to limit its ability to meet Its capital
requirements.

Non-Utility Subsidiaries

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

SunCor's capital needs consist primarily of capital
expenditures for land development and home construc-
tion. On the basis of projects now under development,
SunCor expects capital needs over the next three years
to be: 1999, $58 million; 2000, $53 million; and 2001,
$43 million. Capital resources to meet these require-
ments include funds from operations and SunCor’s own
external financings.

As of December 31, 1998, SunCor had a $55 million line
of credig, under which $38 million of borrowings were
outstanding. SunCor's debt repayment requirements

.for the next three years are: 1999, $4 million; 2000,

$26 million; and 2001, 'S51 million.

COMPETITION AND INDUSTRY RESTRUCTURING
The electric industry is undergoing significant change.
It is moving to a competitive, market-based structure
from a highly-regulated, cost-based ‘environment in
which companies have been entitled to recover their
costs and to earn fair returns on their invested capital
in exchange for commitments to serve all customers
within designated service territories. In December 1996,
the ACC adopted rules that provide a framework for the
Introduction of retail electric competition in Arizona and
adopted amendments to the rules in August 1998.

On January 11, 1999, the ACC issued an order which
stayed the amended rules and granted waivers from
compliance with the rules to all affected utilities
(including APS) pending further ACC decisions. On
February 5, 1999, ACC hearing officers issued recom-
mendations for changes to the amended rules. These
recommended changes were further amended by an
ACC Procedural Order dated March 12, 1999. See Note
3 for additional information about these rules and other
competitive developments, including an agreement
with Salt River Project Agricultural Improvement and
Power District (Salt River Project). We cannot currently




predict when or if the amended rules will be further
modified, when the stay of the amended rules will be
lifted, or when retail electric competition will be intro-
duced in Arizona with respeét to affected utilities.

The rules as recommended indicate that the ACC will
allow affected utilities the opportunity to fully recover
unmitigated stranded costs, but do not set forth the
mechanisms for determining and recovering such costs.
On June 22, 1998, the ACC issued an order on stranded
cost determination and recovery and on February 5,
1999, an ACC hearing officer issued recommended
changes to that order. These recommended changes
were further amended by an ACC Procedural Order:
dated March 12, 1999. See Note 3 for additional
information on proposed modifications to the stranded
cost order.

An Arizona joint legislative committee studied electric
utility restructuring issues in 1996 and 1997. In May
1998, a law was enacted to facilitate implementation of
retail electric competition in the state. Additionally, leg-
islation related to electric competition has been pro-
posed in the United States Congress. See Note 3 for a
discussion of legislative developments,

We believe that further ACC decisions, legislation at the
Arizona and federal levels, and perhaps amendments to
the Arizona Constitution will ultimately be required
before significant implementation of retail electric com-
petition can lawfully occur in Arizona. Until it has been
determined how competition will be implemented in
Arizona, including the manner in which stranded costs
will be addressed, we cannot accurately predict the
impact of full retail competition on our financial
position, cash flows, or results of operatjons. As com-
petition in the electric industry continues to evolve, we
will continue to evaluate strategies and aiternatives
that will position us to compete effectively in a restruc-
tured industry,

APS prepares its financial statements in accordance
with Statement of Financial Accounting Standards
(SFAS) No. 71, “Accounting for the Effects of Certain
Types of Regulation.” SFAS No. 71 requires a cost-
based, rate-regulated enterprise to reflect the impact of
regulatory decisions in its financial statements. APS’
existing regulatory orders and the current regulatory
environment support its accounting practices related to
regulatory assets, which amounted to about $300 mil-
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lion at December 31, 1998. Under the 1996 regulatory
agreement, the ACC accelerated the amortization of
substantially all =of APS’ regulatory assets to an eight-
year period that will end June 30, 2004. If APS ceases
to be cost-based regulated, it would no longer be able
to apply the provisions of SFAS No. 71 to part or all of
its opératlons, which could have a material impact on
our financial statements. See Note 1 for additional
information on regulatory accounting.

YEAR 2000 READINESS DISCLOSURE

Overview '

As the year 2000 approaches, many companies face
problems because many computer systems and
equipment will not properly recognize calendar dates
beginning with the year 2000. We are addressing the
Year 2000 issue as described below. APS initiated a
comprehensive company-wide Year 2000 program
during 1997 to review and resolve all Year 2000 issues
in mission critical systems (systems and equipment that
are key to business function, health, and safety) in a
timely manner to ensure the reliability of electric service
to our customers. This included a company-wide
awareness program of the Year 2000 issue. .

The following chart shows Year 2000 readiness of our
mission critical systems as of January 31, 1999:

Inventery | A t | Remediation & Testing
APS 100% 100% 70% (1)
Pinnacle West and
other subsidiaries
{excluding APS) 100% 100% 80% (2)

(1) Estimated to be at 100% by June 30, 1999, except one Palo Verde
unit as discussed below, ,
(2) Estimated to be at 100% by June 30, 1999,

Discussion

APS has been actively irﬁplementing and replacing
systems and technology since 1995 for general busi-
ness reasons unrelated to the Year 2000, and these
actions have resulted in substantially all of its major
information technology (IT) systems'becoming Year
2000 ready. The major IT systems that were, and are
being, implemented and replaced include the following:

s Work Management
= Materials Management
= Energy Management




= Payroll

= Financial

= Human Resources

= Trouble Call Management "
= Computer and Communications Network Upgrades
= Geographic Information Management

s Customer Information System and

» Palo Verde Site Work Management.

"

We and our subsidiaries have made, and will continue to
make, certain modifications to computer hardware and
software systems and applications, including IT and non-
IT systems, in an effort to ensure they are capable of
handling changing business needs, including dates in the
year 2000 and thereafter. In addition, other APS IT
systems and non-IT systems, including embedded tech-
nology and real-time process control systems, are being
analyzed for potential modifications.

Pinnacle West, APS, SunCor, and El Dorado have
inventoried and assessed essentially all mission critical
IT and non-IT systems and equipment. APS is 70%
complete and Pinnacle West and its other subsidiaries
are 80% complete with the remediation and testing of
these systems. Remediation and testing is expected to
be completed by June 30, 1999 for all mission critical
systems, except for those items that can only be com-
pleted during maintenance outages at Palo Verde, which
will be completed for the last unit, which is substantially
identical to the other two units, during the last half of
1999. APS has an internal audit/quality review team
that Is periodically reviewing the individual Year 2000
projects and their Year 2000 readiness.

APS currently estimates that it will spend approximately
$5 million relating to Year 2000 issues, about $3 million
of which has been spent to date. This includes an esti-
mated allocation of payroll costs for APS employees
working on Year 2000 issues, and costs for consultants,
hardware, and software. We do not separately track
other internal costs. This does not include any expendi-
tures incurred since 1995 to implement and replace
systems for reasons unrelated to the Year 2000, as dis-
cussed above. Our cost to address the Year 2000 issue
is charged to operating expenses as incurred and has
not had, and is not expected to have, a material adverse
effect on our financial position, cash flows, or results of
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operations. We expect to fund this cost with available
cash balances and cash provided by operations.

Pinnacle West and its subsidiaries are communricating
with their significant suppliers, business partners, other
utilities, and large customers to determine the extent
to which they may be affected by these third parties’
plans to remediate their own Year 2000 issues in a
timely manner. These companies have been interfacing
with suppliers of systems, services, and materials in
order to assess whether their schedules for analysis
and remediation of Year 2000 issues are timely and to
assess their ability to continue to supply required
services and materials.

APS is also working with the North American Electric
Reliability Council (NERC) through the Western Systems
Coordinating Council (WSCC) to develop operational
plans for stable grid operation that will be utilized by
APS and other utilities in the western United States.
These plans are expected to be completed by June 30,
1999. However, APS cannot currently predict the effect
on APS if the systems of these other companies are
not Year 2000 ready.

We currently expect that our most reasonably likely
worst case Year 2000 scenario would be intermittent
loss of power to APS customers, similar to an outage
during a severe weather disturbance. In this situation,
APS would restore power as soon as possible by, among
other things, re-routing power flows. We do not cur-
rently expect that this scenario would have a material
adverse effect on our financial position, cash flows,

or results of operations.

We are working to develop our own contingency plans
to handle Year 2000 Issues, including the most reason-
ably likely worst case scenario discussed above, and we
expect these plans to be completed by June 30, 1999.
As discussed above, APS has also been working with
NERC and WSCC to develop contingency plans related to
grid operation.

ACCOUNTING MATTERS

We describe two new accounting rules In Note 2. First,
the new rule on energy trading and risk management is
effective in 1999. We do not expect it to have a material
impact on our financial results. Secondly, the new stan-
dard on derivatives is effective for us in 2000. We are




currently evaluating what impact it will have on our
financial statements. Also, see Note 13 for a description
of a proposed standard on accounting for certain liabili-
ties related to closure or removal of long-lived assets.

RISK MANAGEMENT ,

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

Interest Rate and Equity Risk

Qur major financial market risk exposure is changing
interest rates. Changing interest rates will affect inter-
est paid on variable rate debt and interest earned by the
nuclear decommissioning trust fund. Our policy is to

%

. manage interest rates through the use of a combination

of fixed and floating rate debt. The nuclear decommis-
sioning fund also has risks associated with changing
market values of equity investments. Nuclear decommis-
sioning costs are recovered in rates.

The tables below present contractual balances of our
long-term and short-term debt at the expected maturity

" dates as well as the fair value of those instruments on'

December 31, 1998 and December 31, 1997. The
welghted average interest rates for the various debt
presented are actual as of December 31, 1998 and
December 31, 1997. L ’

Expected Maturity/Principal Repayment - December 31, 1898

1

Short=Term Variable Long~Term Fised Long=Term

(Thousands of Dollars) Interest Rates Amount Interest Rates  Amount Interest Rates Amount
1999 6.21% $ 178,830 730% § 3,268 7.24% § 164,777
2000 —_ - 7.32% 25,756 5.79% 114,711
2001 - — 6.57% 93,472 - 6.70% 27,488
2002 ‘ - - 10.25% 119 8.13% 125,000
2003 e —_— 5.69% 125,131 + 6.87% 25,000
Years thereafter - — 3.43% 459,803 7.75% _ 1,058,963

Total $ 178,830 $ 707,549 $ 1,515,939

Fair Value $ 178,830 $ 707,549 $ 1,577,365

Expected Maturity/Principal Repayment - December 31, 1997

Short=Term Variable Long=Term Fixed Long=Term
_(Ihowand: of Dollars) B Interest Ralu_ Amount Interest Rates Amount Interest Rates Amount

1998 6.27% § 130,750 7.95% § 3,064 7.59% $ 105,631
1999 - - 7.98% 28,598 7.25% 164,378
2000 - —_ 7.99% 54,133 5.83% 104,711
2001 - —_ 6.25% 155,079 6.70% 27,488
2002 ‘ — -_— 6.25% 150,088 8.13% 125,000
Years thereafter - - 3.67% 443,178 7.89% 998,628

Total $ 130,750 S 834,140 $ 1,525,836

Fair Value $ 130,750 $ 834,140 $ 1,556,697
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Commodity Price Risk

APS utilizes a variety of derivative instruments including
exchange-traded futures, options, and swaps as part of
its overall risk management strategies and for trading
purposes. In order to reduce the risk of adverse price
fluctuations in the electricity and natural gas markets,
APS enters into futures and/or option’transactions to

- hedge certain natural gas held in storage as well as
certain expected purcha‘ses and sales of natural gas
and electricity. The changes in market value of such
contracts have a high correlation to the price changes
in the hedged commodity. Gains and losses related to
derivatives that qualify as hedges of expected transac-
tions are recognized in income when the underlying
hedged physical transaction closes (deferral method).
Gains and losses on derivatives utilized for trading are
recognized in income on a current basis (the mark to
market method).

APS has prepared a sensitivity analysis to estimate its
exposure to the market risk of its derivative position for
natural gas and electricity. With respect to these deriv-
atives, a potential adverse price movement of 10% in
the market price of natural gas and electricity from the
December 31, 1998 levels would decrease the fair value
of these instruments by approximately $1 million. This
analysis does not include the favorable impact that the
same hypothetical price movement would have on
expected physical purchases and sales of natural gas
and electricity.

APS is exposed to credit losses in the event of
non-performance or non-payment by counterparties.
APS uses a credit management process to assess and
monitor the financial viability of its counterparties.

APS does not expect counterparty defaults to méterially
impact its financial condition, results of operations, or
net cash flows.,
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FORWARD-LOOKING STATEMENTS ‘

The above discussion contains forward-looking state-
ments that involve risks and uncertainties. Words such
as “estimates,” “expects,” “anticipates,” “plans,”
“believes,” “projects,” and similar expressions identify
forward-looking statements. These risks and uncertain-
ties include, but are not Timited to, the ongoing restruc-
turing of the electric industry; the outcome of the regu-
latory proceedings relating to the restructuring; regula-
tory, tax, and environmental legislation; the ability of
APS to successfully compete outside its traditional regu-
lated markets; regional economic conditions, which
could affect customer growth; the cost of debt and equi-
ty capital; weather variations affecting customer usage;
technological developments in the electric industry; Year
2000 issues; and the strength 91 the real estate market.

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

ITEM 7A. QUANTITATIVE AND QUALITATIVE
DISCLOSURES ABOUT MARKET RISK

See “Financial Review” in ltem 7 for a discussion
of quantitative and qualitative disclosures about
market risk.
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REPORT OF MANAGEMENT AND INDEPENDENT AUDITORS' REPORT

REPORT OF MANAGEMENT INDEPENDENT AUDITORS' REPORT

The primary responsibility for the Integrity of the Company’s We have audited the accompanying consolidated balance
financial information rests with management, which has pre- sheets of Pinnacle West Capital Corporation and Its sub-

pared the accompanying financial statements and related sidiarles as of December 31, 1998 and 1997 and the related
information. Such information was prepared in accordance consolidated statements of income, retained earnings and cash
with generally accepted accounting principles appropriate in flows for each of the three years In the period ended December
the circumstances, and based on management's best esti- 31, 1998. These financial statements are the responsibility of
mates and judgments. Materiality was given due consideration. the Company’s management. Qur responsibllity is to express
These financial statements have been audited by independent an opinion on these financial statements based on our audits.

auditors and their report is included.
P We conducted our audits in accordance with generally

Management maintains and relles upon systems of internal accepted auditing standards. Those standards require that we

accounting controls, A limiting factor in all systems of internal plan and perform the audit to obtain reasonable assurance

accounting control is that the cost of the system should not about whether the financial statements are free of material

exceed the benefits to be derived. Management believes that misstatement. An audit includes examining, on a test basis,

the Company's system provides the appropriate balance evidence supporting the amounts and disclosures in the finan- by
between such costs and benefits. cial statements. An audit also includes assessing the account- '

ing principles used and significant estimates made by manage-
ment, as well as evaluating the overall financial statement
presentation. We believe that our audits provide a reasonable
basis for our opinion, ‘

Perlodically the internal accounting control system is reviewed
by both the Company's Internal auditors and its independent
auditors to test for compliance. Reports Issued by.the internal
auditors are released to management, and such reports or

summaries thereof are transmitted to the Audit Committee of In our opinion, such consolidated financial statements present
the Board of Directors and the independent auditors on a fairly, in all material respects, the financial position of Pinnacle '
timely basis. West Capital Corporation and its subsidiaries at December 31,

1998 and 1997 and the results of thelr operations and their
cash flows for each of the three years in the perlod ended
December 31, 1998 In conformity with generally accepted
accounting principles.

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

to discuss the results of their audit work. ;-0&4% / I“"-‘- "z A

Management belleves that the Company’s systems, policies Deloitte & Touche LLP
and procedures provide reasonable assurance that operations Phoenix, Arizona
are conducted in conformity with the law and with manage- March 4, 1999

ment's commitment to a high standard of business conduct.

Gyttt TG~ sy h. Bl ()

William J. Post George A. Schreiber, Jr.
Chlef Executive Officer President




CONSOLIDATED STATEMENTS OF INCOME

Year Ended December 31,
(Dollaes in Thousends, Except Per Shara Amovats) 1998 1997 1996
OPERATING REVENUES
Electric $ 2,006,398 $ 1,878,553 $ 1,718,272
Real estate 124,188 116,473 99,488
Total 2,130,586 1,995,026 1,817,760
OPERATING EXPENSES ’ ’
Fuel and purchased power §37,501 436,627 325,523
Utility operations and malntenance 414,041 399,434 430,714
Real estate operations 115,331 111,628 96,080
Depreciation and amortization (Note 1) 379,679 368,285 299,507
Taxes other than income taxes 116,906 121,546 122,077
Total 1,563,458 1,437,520 1,273,901
OPERATING INCOME 567,128 557,506 543.859
OTHER INCOME (EXPENSE)
Allowance for equity funds used during construction - - 5,209
Preferred stock dividend requirements of APS. (9,703) (12,803) (17,092)
Net other income and expense 609 4,569 (6,748)
Total b s (9,094) (8,234) (18.631)
INCOME BEFORE INTEREST AND INCOME TAXES 558,034 549,272 525,228
INTEREST EXPENSE
Interest charges 169,145 182,838 198,569
Capitalized interest (18,596) (19,703) (12,856)
Total 150,549 163,135 185,713
INCOME FROM CORTINUING OPERATIONS BEFORE INCOME TAXES 407,485 386,137 339,515
INCOME TAXES (NOTE 4) . 164,593 150,281 128,456
INCOME FROM CONTINUING OPERATIONS 242,892 235,856 211,059
Loss from discontinued operations - net of income tax of $6,461 —_ —_ (9,539)
Extraordinary charge for early retirement of debt -
net of income tax of $13,777 —_ — (20,340)
NET INCOME $ 242,892 $ 235,856 $ 181,180
AVERAGE COMMON SHARES OUTSTANDING - BASIC 84,774,218 85,502,909 87,441,515
AVERAGE COMMON SHARES OUTSTANDING ~ DILUTED 85,345,946 86,022,709 88,021,920
EARNINGS PER AVERAGE COMMON SHARE OUTSTANDING
Continuing operations - basic $ 2.87 $ 2.76 $ 2.41
Net income - basic 2.87 2.76 2.07
Continuing operations -~ diluted 2.85 2.74 2.40
Net income - diluted 2.85 2.74 2.06
DIVIDENDS DECLARED PER SHARE $ 1.225 S 1.125 $ 1.025

See Notes to Consolidated Financial Statements.
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CONSOLIDATED BALANCE SHEETS

December 31,
(Thousands of Dollars) 1998 1997
ASSETS
CURRENT ASSETS
Cash and cash equivalents $ 20,538 $ 27,484
Customer and other receivables — net 233,876 183,507
Accrued utility revenues 67,740 58,559
Materials and supplies (at average cost) 69,074 70,634
Fossi! fuel (at average cost) 13,978 9,621
Deferred income taxes (Note 4) 3,999 57,887
Other current assets 47.594 41,408
Total current assets 456,799 449,100
INVESTMENTS AND OTHER ASSETS
Real estate investments — net (Note 6) 331,021 365,921
Other assets (Note 13) 236,562 215,027
Total investments and other assets 567,583 580,948
UTILITY PLANT (NOTES 6, 10 AND 11)
Electric plant in service and held for future use 7,265,604 7,009,059
Less accumulated depreciation and amortization 2,814,762 2,620,607
Total 4,450,842 4,388,452
Construction work in progress 228,643 237,492
Nuclear fuel, net of amortization of $68,569 and $66,081 51,078 51,624
Net utility plant 4,730,563 4,677,568
DEFERRED DEBITS
Regulatory asset for income taxes (Note 4) 400,795 458,369
Rate synchronization cost deferral 303,660 358,871
Other deferred debits 365,146 325,561
Total deferred debits 1,069,601 1,142,801
TOTAL ASSETS $ 6,824,546 $ 6.850.417

See Notes to Consolidated Financial Statements.




December 31,

(Thousends of Dollars) 1998 1997
" LIABILITIES AND EQUITY
CURRENT LIABILITIES
Accounts payable $ 155800 | $ 117,429
Accrued taxes 62,520 84,610
Accrued interest 31,866 32,974
Short-term borrowings (Note 5) 178,830 130,750
Current maturities of long-term debt (Note 6) 168,045 108,695
Customer deposits ‘ 28,510 30,672
Other current liabilities 14,632 18,534
Total current liabllities 640,203 523,664
LONG-TERM DEBT LESS CURRENT MATURITIES (NOTE46) 2,048,961 2,244,248
DEFERRED CREDITS AND OTHER
" Deferred income taxes (Note 4) 1,343,536 1,363,461
Deferred investment tax credit (Note 4) 27,345 50,861
Unamortized gain — sale of utility plant 77,787 82,363
Other 428,122 387,223
Total deferred credits and other 1,876,790 1,883,908
_ COMMITMENTS AND comlNGENGIEs (NOTES 3 AND 12)
MINORITY INTERESTS (NOTE 7) ) -
Non-redeemable preferred stock of APS 85,840 142,051
Redeemable preferred stock of APS 9,401 29,110
COMMON STOCK EQUITY (NOTE 8) I
. « Common stock, no par value; authorized 150,000,000 shares;
Issued and outstanding 84,824,947 at end of 1998 and 1997 1,550,643 1,553,771
Retained earnings 612,708 473,665
Total common stock equity 2,163,351 2,027,436
TOTAL LIABILITIES AND EQUITY $ 6,824,546 $ 6,850,417




CONSOLIDATED STATEMENTS OF CASH FLOWS

Year Ended December 31,
(Thousends of Dollars) 1998 1997 1996
CASH FLOWS FROM OPERATING ACTIVITIES
Income from continuing operations $ 242,892 $ 235,856 $ 211,059
Items not requiring cash
Depreciation and amortization 379,679 368,285 299,507
Nuclear fuel amortization 32,856 32,702 33,566
Deferred income taxes — net 41,262 24,809 13,392
Allowance for equity funds used
during construction - —_ (5,209)
Deferred Investment tax credit (23,516) (23,518) (23,518)
Other - net 1,190 (3.854) 1,370
Changes in current assets and liabilities
Customer and other receivables - net (50,369) (14,270) (38,106)
Accrued utility revenues (9,181) (3,089) {1,951)
Materials, supplies and fossil fuel (2,797) 7,793 11,945
Other current assets (6,186) (109) (8,949)
Accounts payable 34,386 (54,882) 65,586
Accrued taxes (22,090) 2,197 (7,088)
Accrued interest (1,108) (6,678) (9,306)
Other current liabilities (5,235) (23,087) 1,515
Decrease in land held 33,405 33,010 19,894
Other - net (39.350) 48,254 2,576
Net Cash Flow Provided By Operating Activities 605,838 623,419 566,283
CASH FLOWS FROM INVESTING ACTIVITIES
Capital expenditures (319,142) (307,876) (258,598)
Capitalized interest (18,596) (19,703) (12,856)
Other - net (2,144) (3,124) (6,345)
Net Cash Flow Used For Investing Activities (339,882) (330,703) (277,799)
CASH FLOWS FROM FINANCING ACTIVITIES
Issuance of long-term debt 148,229 146,013 557,067
Short-term borrowings — net 48,080 113,850 (160,900)
Dividends paid on common stock (103,849) (96,160) (89,614)
Repurchase and retirement of common stock - (79,997) —_
Repayment of long-term debt (286,314) (325,526) (575,332)
Redemption of preferred stock (75,517) (47,201) (50,360)
Extraordinary charge for early retirement of debt —_ — (20,340)
Other — net (3,531) . (2,897) (1,858)
Net Cash Flow Used For Financing Activities (272,902) (291,918) (341,337)
NET CASH FLOW (6,946) 798 (52,853)
CASH AND CASH EQUIVALENTS AT BEGINMNING OF YEAR 27,484 26,686 79.539
. CASH AND CASH EQUIVALENTS AT END OF YEAR $ 20,538 $ 27,484 $ 26,686

See Notes to Consolidated Financlal Statements.
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CONSOLIDATED STATEMENTS OF RETAINED EARNINGS

Year Ended December 33,

(Thovsends of Dollars) ‘ 1998 1997 1996
Retained Earnings at Beginning of Year $ 473,665 $ | 333,969 $ 242,403
Net Income | 242,892 235,856 181,180
Common Stock Dividends : " (103,849) (96,160) (89,614)
Retalned Earnings at End of Year S 612708 | S 473665 § 333,969

See Notes to Consolidated Financlal Statements.

NOTES TO CONSOLIDATED FINANCIAL STATEMENTS

1. SUMMARY OF SIGNIFICANT ACCOUNTING POLICIES
Consolidation and Nature of Operations

The consolldated financial statements Include the accounts
of Pinnacle West and our subsidiarles: APS, SunCor, and
El Dorado.

APS, our major subsidiary and Arizona’s largest electric utility,
with 799,000 custorﬁers. provides wholesale or retall electric
service to the entire state with the exception of Tucson and
about one-half of the Phoenix area, SunCor is a developer of
resldential, commercial, and Industrial projects on some
12,400 acres in Arizona, New Mexico, and Utah, EI Dorado Is a
venture capital firm with a diversified portfolio.

Accounting Records

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

Regulafory Accounting

APS Is régulafed by the Arizona Corporation Commission

(ACC) and the Federa! Energy Regulatory Commission (FERC).
The accompanying financial statements reflect the rate-
making policies of these commissions. APS preparesits
financial statements in accordance with Statement of Financial
Accounting Standards (SFAS) No. 71, “Accounting for the
Effects of Certain Types of Regulation.” SFAS No. 71 requires a
cost-based, rate-regulated enterprise to reflect the impact of
regulatory decisions in its financial statements. '

N

APS’ major regulatory assets are deferred Income taxes (see
Note 4) and rate synchronization cost deferrals (see “Rate
Synchronization Cost Deferrals” in this Note). These items,
combined with miscellaneous regulatory assets and liabilities,
amounted to approximately $900 million at December 31,
1998 and $1.0 billion at December 31, 1997. Most of these
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items are included in “Deferred Debits” on the Balance Sheets.
Under the 1996 regulatery agreement (see Note 3), the ACC
accelerated the amortl‘zdation“‘of sut;stantiaily all of APS' regu-
latory assets to an elght-year period that will’end June 30,
2004. APS records the accelerated portion of the régulatory
asset amortization, approximately $120 million pretax in 1998
and 1997 and $60 million pretax In 1'996. in depreciation and
amortization expense on the Statements of Income.

During 1997, the Emerging Issues Task Force (EITF) of the .
Financial Accounting Standards Board (FASB) issued EITF 97-4.
EITF 97-4 requires that SFAS No. 71 be discontinued no later
than when Iegislatibn is passedv or a rate order is issued that
contains sufficlent detail to determine its effect on the portion

of the business being deregulated, which could result In write-
down§ or write-offs of physical and/or regulatory assets. Addi-
tionally, the EITF determined that regulatory assets should not
be written off if they are to be recovered from a portion of the -
entity which continues to apply SFAS No. 71.

Although rules have been proposed for transitioning generation
services to competition, there are many unresolved issues,
APS continues to apply SFAS No. 71 to its generation opera-
tions. If rate recovery of regulatory assets is no longer
probable, whether due to competition or regulatory action,

APS would be required to write off the remaining balance as
an extraordinary charge to expense.

Utility Plant and Depreclation

Utility plant Is the term APS uses to describe the business
property and equipment that supports electric service. APS
reports utility plant at its original cost, which includes:

= material and fabor
® contractor costs
construction overhead costs (where applicable) and
capitalized interest or an allowance for funds used during
construction,

-




APS charges retired utility plant, plus removal costs less
salvaga realized, to accumulated depreciation, See Note 13 for
Information on a proposed accounting standard that impacts
accounting for removal costs.

APS records depreciation on utility property on a straight-line
basis. For the years 1996 through 1998 the rates, as pre-
scribed by our regulators, ranged from a low of 1.51% to a
high of 20%. The welghted-average rate fof 1998 was 3.32%.
APS depreciates non-utility property and ehul'pment over the
estimated useful lives of the related assets, ranging from 3
to 50 years.

Capitalized Interest .
In 1997, APS began capltalizmg lnterest In accordance with
SFAS No. 34, ‘Capltallzatnon of Interest Cost.” Capitalized

interest represents the cost of debt funds used to finance con-

struction of utility plant. Plant construction costs, including
capitalized interest, are recovered In authorized rates through
depreciation when completed projects are placed into commer-
cial operation. Capitalized interest does not represent current
cash earnings. The rate used to calculate capitalized interest
for 1998 was 6.88% and for 1997 was 7.25%.

Prior to 1997, APS accrued an allowance for funds used during
construction (AFUDC). AFUDC represented the cost of debt and
equity funds used to finance construction of utility plant.
AFUDC did not represent current 'eash earnings.'AFUDc has
been calculated using a composite rate of 7.75% for 1996.

Revenues

APS records electric operating revenues on the accrual basis,
which includes estimated amounts for service rendered but
unbilled at the end of each accounting period.

Rate Synchronization Cost Deferrals

As authorized by the ACC, operating costs (excluding fuel) and
financing costs of Palo Verde Units 2 and 3 were deferred from
the commercial operation dates (September 1986 for Unit 2
and January 1988 for Unit 3) until the date the units were
included in a rate order (April 1988 for Unit 2 and December
1991 for Unit 3). Beginning July 1, 1996, the deferrals are
being amortized over an eight-year period In accordance with
the 1996 regulatory agreement (see Note 3). Prior to July 1,
1996, the deferrals were amortized over thirty-five year peri-
ods. Amortization of the deferrals is Included in depreciation
and amortization expense on the Statements of Income.
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Nuclear Fuel

APS charges nuclear fuel to fuel expense by using the unit-of-
production method. The unit-of-production method Is an amor-
tization method that is based on actual physical usage. APS
divides the cost of the fuel by the estimated number of thermal
units that APS expects to produce with that fuel, APS then mul-
tiplies that rate by the number of thermal units that it produces
within the current period. This provides APS with current period
nuclear fuel expense.

APS also charges nuclear fuel expense for the permanent dis-
posal of spent nuclear fuel. The United States Department of
Energy (DOE) is responsibie for the permanent disposal of
spent nuclear fuel, and it charges APS $0.001 per kWh of
nuclear generation, See Note 12 for information about spent
nuclear fuel disposal. In addition, Note 13 has information on
nuclear decommlissioning costs. '

Income Taxes

We file our federal income tax return on a consolidated basis
and we file our state income tax returns on a consolidated or
unitary basls. In accordance with our intercompany tax sharing
agreement, federal and state income taxes are allocated to
each subsldlary as though each subsidiary filed a separate
income tax return. Any difference between the aforementioned
allocations and the consolidated (and unitary) income tax lia-
bility is attributed to the parent company.

Reacquired Debt Costs

. When APS Incurs gains or losses on debt that it retires prior to

maturity, APS amortizes those gains or losses over the remaining
orlginal life of the debt. In accordance with the 1996 regulatory
agreement (see Note 3), the ACC accelerated APS’ amortization
of the regulatory asset for reacquired debt costs to an eight-year
period that will end June 30, 2004, The acceleratedﬂ portion of
the regulatory asset amortization Is included in depreciation and
amonrtization expense in the Statements of Income.

Statements of Cash Flows

We consider temporary cash investments and marketable secu-
rities to be cash equivalents for purposes of reporting cash
flows. During 1998, 1997, and 1996 we pald interest, net of
amounts capitalized, income taxes, and dividends on preferred
stock of APS. )

Interest paid, net of amounts capitalized, was:

s $143.9 million In 1998 )
= $163.0 million In 1997 and

» $185.9 million in 1996.




Income taxes pald were:

= $164.9 milllon in 1998

= $146.2 million in 1997 and
= $121.0 miltion In 1996.

Dividends paid on preferred stock of APS were:
= $10.3 million In 1998

» $13.3 million In 1997 and

= $17.4 miilion In 1996.

Segments

APS is Pinnacle West's only reportable segment. Unless
otherwise identified, APS represents substantially alf of the
consolidated information being reported.

Reclassifications
We have reclassified certain prior year amounts for comparison
purposes with 1998,

2. ACCOUNTING MATTERS

In 1998 we adopted SFAS No. 130, “Reporting Comprehensive
Income.” This standard changes the reporting of certain items
previously reported in the common stock equity section of the
balance sheet. The effects of adopting SFAS No. 130 were not
material to our financial statements.

In November 1998, the Fihanclal Accounting Standards Board's
Emerging lssues Task Force issued EITF 98-10, “Accounting for
Contracts Involved in Energy Trading and Risk Management
Activities,” which is effective for us in 1999, EITF 98-10
requires energy trading contracts to be measured at fair value
as of the balance sheet date with the gains and losses included

in earnings and separately disclosed in the financial statements or
footnotes. We have evaluated the‘impact of this rule and believe
the effects are not material to our financial statements,

In June 1998, the Financial Accounting Standards Board issued
SFAS No. 133, “Accounting for Derivative Instruments and
Hedging Activities,” which is effective for us in 2000. SFAS No.
133 requires that entities recognize all derivatives as either
assets or llabllities on the balance sheet and measure those
instruments at fair value. The standard also provides specific
guidance for accounting for derivatives designated as hedging
instruments. We are currently evaluating what impact this
standard will have on our financial statements.

3. REGULATORY MATTERS

Electric Industry Restructuring

STATE ‘

In December 1996, the ACC adopted rules that provide a
framework for the introduction of retail electric competition in
Arizona. The rules, as amended, became effective on August
10, 1998, and on December 10, 1998, the ACC adopted the
amended rules without any modifications that woutd have a
significant impact on us. We belleve that certain provisions of
the 1996 ACC rules and the amended rules are deficient and
APS has filed lawsuits to protect its legal rights regarding the
1996 rules and the amended rules. These lawsuits dre pending
but two related cases filed by other utilities have been partially
decided In a manner adverse to those utilities’ positions.

On January 11, 1999, the ACC Issued an order which stayed
the amended rules, granted reconsideration of the decision to
make the rules permanent, and directed the hearing division of
the ACC to establish a procedural order for further action on
these rules. The order also granted walvers from compliance
with the rules for APS, and all affected utilities.

On February 5, 1999, the ACC Hearing Divislon issued recom-
mendations for changes to the amended rules. The recom-
mended changes to the amended rules were further modified
by a Procedural Order of the ACC Hearing Divislon dated
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March 12, 1999, The recommended rules include the following

major provisions:

= They would apply to virtually all Arizona electric utilities
regulated by the ACC, Including APS.

= Each utllity must make at least 20% of its 1995 retail peak
demand avalilable for competitive generation supply.

= The rules become effective when the ACC makes a linél
declision on each utility’s stranded costs and unbundled
rates (Final Decision Date) or January 1, 2001, whichever

, comes flrst.

s Subject to the 20% requirement, all utility customers with
single premise loads of one megawatt or greater will be eli-
gible for competitive electric services on the Final Decislon
Date. Customers with single premise loads of 40 kilowatts
or greater may aggregate loads to meet this one megawatt
}equirement.

s When effective, residential customers wilt be phased In at

1-1/4% per quérter calculated beginning on January 1,

1999, subject to the 20% requirement above.

= Electric service providers that get Certificates of Conve-
nlence and Necessity (CC&Ns) from the ACC can supply only
competitive services, Including electric generation, but not
electric transmission and distribution,

n Affected utilities must file ACC tariffs with separate pricing
for electric services provided for noncompetitive services.




u ACC shall allow a reasonable opportunity for recovery of
unmitigated stranded costs (see “Stranded Costs” below).

= Absent an ACC waiver, prior to January 1, 2001, each affect-
ed utility must transfer all competitive generation assets and
services elther to an unaffillated party or to a separate cor-
porate affillate.

u Affillate transaction rules prohibit a utility and its competi-
tive electric affiliates from sharing certain assets, employ-
ees, and Information.

If approved by the ACC, the rules would be subject to the for-
mal rulemaking process under Arizona statute. In compliance
with statuton} procedural requirements, ACC oral proceedings
on the matter would be scheduled no sooner than 30 days after
the proposed rules are published by the Secretary of State,

We cannot currently predict when or if the amended rules will
be further modified, when the stay of the amended rules will
be lifted, or when retall electric competition will be introduced
in Arizona.

Stranded Costs !
On June 22, 1998, the ACC Issued an order on stranded cost
determination and recovery. APS believes that certain provi-
sions of the stranded cost order are deficlent and in August
1998, APS filed two lawsuits to protect its legal rights relating
to the order,

On February 5, 1999, the ACC Hearing Division issued recom-
mended changes to the June 1998 stranded cost order. These
recommended changes were further amended by an ACC
Procedural Order dated March 12, 1999. The recommended
changes to the stranded cost order would be effective upon
approval of the ACC, The recommended order, as amended on
March 12, 1999, allows each affected utility to choose from
five options for the recovery of stranded costs:

= Net Revenues Lost Methodology is the difference between
generation revenues under traditional regulation and gener-
ation revenues under competition. This option prbvldes for
declining recovery percentages for stranded costs over a
five-year recovery perlod. Regulatory assets are to be fully
recovered under their presently authorized amortization
schedule. In accordance with a 1996 regulatory agreement,
the ACC accelerated the amortization of 'substantlally all of
APS’ regulatory assets to an eight-year period that ends June
30,2004.

= Divestiture/Auction Methodology allows a utility to divest alt
or substantially all of its generating assets, Including regula-

tory assets associated with generation, in order to collect
100 percent of the difference between net sales price and
book value of generating assets divested over a ten-year
period, with no return on the unamortized balance.

= Financial Integrity Methodology allows a utility “sufficient
revenues to meet minimum financial ratios” for a period of
ten years. J

s Settlement Methodology allows a settlement to be agreed
upon by the ACC and a utility. "

= Any combination of the above Is shown to be in the best
interest of all affected parties.

Leglisiative Initiatives
An Arizona joint legislative committee studied electric utility
Industry restructuring issues in 1996’ and 1997. In conjunction
with that study, the Arizona legislative counsel prepared mem-
oranda in Jate 1997 related to the legal authority of the ACC to
deregulate the Arizona electric utility industry. The memoranda
raise a question as to the degree to which the ACC may, under
the Arizona Constitution, deregulate any portion of the electric
utility Industry and allow rates to be determined by market
forces. This latter Issue has been subsequently decided by
lower courts In favor of the ACC in four separate lawsults, two
of which are unrelated,

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

= Arizona's largest government-operated electric utility (Salt
River Project) and, at thelr option, smaller municipat electric
systems must (i) make at'least 20% of their 1995 retail peak
demand available to electric service providers by December
31, 1998 and for all retail customers by December 31, 2000;
(il) decrease rates by at least 10% over a ten-year pefiod
beginning as early as January 1, 1991; (ii) implement pro-
cedures and public processes comparable to those already
applicable to public service corporations, for establishing
the terms, conditions, and pricing of electric services as well
as certain other decisions affecting retall electric competition;

= describes the factors which form the basls of consideration

by Salt River Project in determining stranded costs; and

= metering and meter reading services must be provided on a

competitive basis during the first two years of competition
only for customers having demands in excess of one
megawatt (and that are eligible for competitive generation
services), and thereafter for all customers receiving compet-
itive electric generation.



In addition, the Arizona legislature will review and make
recommendations for the 1999 legislature on certaln
competitive issues.

i

Agreement with Salt Rlvar‘Pro]act
On Aprll 25, 1998, APS entered Into a Memorandum of
Agreement with Salt River Project in anticipation of, and to
facilitate, the opening of the Arlzona electric industry. The
Agreement contalns the following major components:

s Both partles would amend the Territorial Agreement to
remove any barrlers to the provision of competitive
electricity supply and non-distribution services.

= Both parties would amend the Power Coordination Agreement
to lower the price that APS will pay Salt River Project for
purchased power by approximately $17 million (pretax) during
the first full year that the Agreement is effective and by lesser
annual amounts during the next seven years, . °

= Both parties agreed on certain legislative positions regarding
electric utility restructuring at the state and federal level.

Certain provisions of the Agreement (including those relating
to the amendments of the Territorial Agreement and the Power
Coordination Agreement) are affected by the timing of

the introduction of competition. See “ACC Rules” above. On
February 18, 1999, the ACC approved the Agreement.

General v
We believe that further ACC decislons, legislation at the
Arizona and federal levels, and perhaps amendments to the
Arizona Constitution (which would require a vote of the people)
will ultimately be required before signlificant Implementation of
retail electric competition can lawfully occur in Arizona. Until
the manner of implementation of competition, including
addressing stranded cqsts. is determined, we cannot accurate-
ly predict the impact of {ull retail competition on our financial
position, cash flows, or results of operation. As competition in
the electric industry conti‘nues to evolve, we will continue to
evaluate strategies and alternatives that will position us to
compete in the new regulatory environment.

FEDERAL ,
The Energy Policy Act of 1992 and recent rulemakings by FERC
have promoted increased competition in the wholesale electric

power markets. APS does not expect these rules to have a
material impact on its financial statements.

Several electric utility reform bllls have been introduced
during recent congressional sessions, which as currently
written would allow consumers to choose their electricity
suppliers by 2000 or 2003. These bills, other bills that are
expected to be Introduced, and ongoing discussions at the fed-
eral level suggest a wide range of opinion that will need to be
narrowed before any substantial restructuring of the electric
utility industry can occur.

1996 Regulatory Agreement

In April 1996, the ACC approved a regulatory agreement
between the ACC Staff and APS. The major provisions of this -
agreement are:

= An annual rate reduction of approximately $48.5 million
(829 million after Income taxes), or 3.4% on average for all
customers except certain contract customers, effective
July 1, 1996.

u Recovery of substantially all of APS’ present regulatory
assets through accelerated amortization over an elght-‘year
period that will end June 30, 2004, increasing anaual
amortization by approximately $120 million ($72 million
after income taxes). See Note 1.

= A formula for sharing future cost savings between customers
and shareholders (price reduction formula) referencing a
return on equity (as defined) of 11.25%.

» A moratorium on filing for permanent rate changes prior to
July 2, 1999,"except under the price reduction formula and
under certain other limited circumstances.

= |nfusion of $200 million of common equity into APS by the
parent company, in annual payments of $50 million starting
in 1996,

Based on the price reduction formula, the ACC approved retail
price decreases of approximatelym$17.6 million ($10.5 million
after income taxes), or 1.2%, effective July 1, 1997, and
approximately $17 million ($10 million after income taxes), or
1.1%, effective July 1, 1998. APS expects to file with the ACC
for another retall price decrease of approximately $10.8 million
annually ($6.5 million after income taxes) to become effective
July 1, 1999, The amount and timing of the price decrease are
subject to ACC approval. This will be the last price decrease
under the 1996 regulatory agreement.




4, INCOME TAXES

Investment Tax Credit

Because of a 1994 rate settlement agreement, we are amortiz-
ing almost all of our investment tax credits (ITCs) over 5 years
(1995-1999). ‘

Income Taxes

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

APS has recorded a regulatory asset on its Balance Sheet in
accordance with SFAS No. 71. This regulatory asset [s for cer-
tain temporary differences, primarily AFUDC equity. APS amor-
tizes this amount as the differences reverse. APS has been able
to accelerate its amortization of the regulatory asset for income
taxes to an elght-year period that will end June 30, 2004. This
is a result of a 1996 regulatory agreement with the ACC. We
are including this accelerated amortization in depreciation and
amortization expense on the Statements of Income.

The components of income tax expense are:

Year Ended December 31,
(Thousands of Dollars) 1998 1997 1996
Current
Federal $ 105,922 $ 105818 $ 105,312
State 40,621 43,172 35,052
Total current 146,543 148,990 140,364
Deferred 41,566 28,729 23,752
Change in valuation allowance — (3.920) (12,142)
ITC amortization ' (23.516) (23,518) (23.518)
Total expense $ 164,593 $ 150,281 S 128,456
Multiplying income before income taxes by the statutory .
federal income tax rate does not equal the amount recorded as
income tax expense because of the following:
Year Ended December 31,
(Thousands of Dollars) 1998 1997 1996
Federal income tax expense at 35% statutory rate $ 142,620 $ 135,148 $ 118,830
Increases (reductions) in tax expense resulting from:
Tax under book depreciation 17,848 14,694 19,229
Preferred stock dividends of APS 3,396 4,481 5,982
ITC amortization (23,516) (23,518) (23,518)
State income tax net of federa! income tax benefit 22,764 24,497 19,565
Change in valuation allowance — (3.400) (10,525)
Other 1,481 (1,621) (1,107)
Income tax expense $ 164,593 $ 150,281 $ 128,456
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The components of the net deferred income tax liability were
as follows:

December 32,
(Thousands of Dollars) 1998 1997
Deferred tax assets .
Alternative minimum tax $ - $ 53,601
Deferred galn on Palo Verde Unit 2 sale/ieaseback . 31,285 33,257
Other 86,795 91,701
Total deferred tax assets 118,080 178,559
Deferred tax liabilities .
Plant-related 1,112,897 1,096,222
Regulatory asset for income taxes 161,836 185,084
Rate synchronization deferrals 122,130 144,908
Other 60,754 57,919
Total deferred tax liabilities 1,457,617 1,484,133
Accumulated deferred income taxes — net $ 1,339,537 $ 1,305,574

5. LINES OF CREDIT

APS had committed lines of credit with various banks of $400
million at December 31, 1998 and 1997, which were available
either to support the Issuance of commercial paper or to be
used for bank borrowings. The commitment fees at December
31, 1998 and 1997 for these lines of credit ranged from .07%
to .15% per annum. APS had long-term bank borrowings of
$125 million outstanding at December 31, 1998, and $150
million outstanding at December 31, 1997.

APS had commercial pap’er borrowings outstanding of
$178.8 million at December 31, 1998, and $130.8 million at
December 31, 1997. The welghted average interest rate on
commercial paper borrowings was 6.21% on December 31,

1998, and 6.27% on December 31, 1997. By Arizona statute,
APS' short-term borrowings cannot exceed 7% of its total
capitalization unless approved by the ACC.

Pinnacle West had a revolving line of credit of $250 million at
December 31, 1998 and 1997. The commitment fees were
0.10% In 1998 and ranged from 0.10% to 0.125% In 1997,
Outstanding amounts at December 31, 1998 were $42 million
and at December 31, 1997 were $155 million.

SunCor had revolving lines of credit totalling $55 million

at December 31, 1998 and 1997. The commitment fees were
0.125% in 1998 and 1997. SunCor had $38.1 million outstand-
ing at December 31, 1998, and $40.6 milllon outstanding at
December 31,1997.




6. LONG-TERM DEBT collateralized by interests in certain real property; Pinnacle

Borrowings under the APS mortgage bond indenture are West's debt is unsecured. The following table presents the
secured by substantially all utility plant; SunCor’s debt is components of consolidated long-term debt:
i December 31, Moturity Interest
(Thousands of Dollars) Dates (o) Rates 1998 1997
APS
First mortgage bonds 1998 7.625% $ —_— $ 100,000
1999 7.625% 100,000 100,000
2000 5.75% 100,000 100,000
{ 2002 8.125% 125,000 125,000
2004 6.625% 85,000 85,000
: 2020 10.25% 100,550 109,550
i 2021 9.5% 45,140 45,140
2021 9% 72,370 72,370
2023 7.25% 91,900 97,150
2024 8.75% 121,668 121,918
: 2025 8% 88,300 88,500
2028 o 5.5% 25,000 25,000
) 2028 5.875% 154,000 154,000
Unamortized discount and premium (6,482) (7,033)
Pollution control bonds 2024-2033 Adjustable rate(b) 456,860 439,990
: Collateralized loan 1999-2000 5.375%-6.125% 20,000 10,000
Unsecured note 2005 | 6.25% 100,000 _
Senlor notes (c) 1999 6.72% 50,000 50,000
| Senior notes (c) 2006 6.75% 100,000 100,000
; Debentures 2025 10% 75,000 75,000
Bank loans 7 2003 Adjustable rate(d) 125,000 150,000
Capitalized lease obligation 1998-2001 7.48%(e) 11,612 15,645
2,040,918 2,057,230
SunCor
Revolving credit 2001 (f) 38,139 40,600
Bank loan 2001 (9) 42,061 45,000
Notes payable 1998-2006 (h) 3,888 5.113
84,088 90,713
Pinnacle West
Revolving credit 2001 ()] 42,000 155,000
‘Senior notes 2001-2003 () 50,000 50,000
' | 92,000 205,000
Total long-term debt 2,217,006 2,352,943
Less current maturities 168,045 108,695
Total long-term debt less current maturities $ 2,048,961 $ 2,244,248
|
, (a) This schedule does not reflect the timing of redemptions that may occur The senlor note mortgage bonds have the same Interest rate, Interest
' prior to maturity. payment dates, maturity, and redemption provisions as the senlor notes.
; (b) The welghted-average rate for the year ended December 31, 1998 was APS' payments of principal, premium, and/or interest on the senior notes
; 3.39% and for December 31, 1997 was 3.62%. Changes in short-term satisfy its corresponding payment obligations on the senlfor note mort-
\ Interest rates would affect the costs associated with this debt, gage bonds. As fong as the senior note mortgage bonds secure the
! {¢) APS has issued $150 million of first mortgage bonds (*senlor note mort- senlor notes, the senlor notes will effectively rank equally with the first
1 gage bonds”) to the senior note trustee as collateral for the senlor notes., mortgage bonds. On the date that APS has repaid all of its first mortgage

! 44 .




bonds, other than those that secure senior notes, the senlor note mort.
gage bonds will no longer secure the senlor notes and will cease to bs ,
outstanding.

(d) The weighted-average rate at December 31, 1998 was 5.69% and at
December 31, 1997 was 6.25%. Changes In short-term Interest rates
would affect the costs associated with this debt.

{¢) Represents the prasent value of future lease payments (discounted at an
Interest rate of 7.48%) on a combined cycla plant that was sold and
leased back (see Note 10).

{f) The weighted-average rate at December 31, 1998 was 8.21% and at
December 31, 1997 was 8.60%. Interest for 1998 and 1997 was based

" on LIBOR plus 2% of prime plus 0.5%.

{9) The weighted-average rate at December 31, 1998 was 7.76% and at
December 31, 1997 was 8.44%. Interest for 1998 and 1997 was based
on LIBOR plus 2% or prime plus 0.5%.

(h) Multiple notes primarily with vadiable Interest rates based mostly on the
lenders® prime.

() The welghted-average rate at December 31, 1998 was 5.66% and at

"December 31, 1997 was 6.25%. Intecest for 1998 was based on LIBOR
plus 0.33% and for 1997 was LIBOR plus 0.33%-0.4%.

() Includes two series of notes: $25 million at 6.62% due 2001, and $2
milllon at 6.87% due 2003. '

The following is a list of principal payments due on total long-
term debt and sinking fund requirements througﬁ 2003:

® $168.0 million in 1999

» $140.4 millfon in 2000

= $121.0 million in 2001

= $125.1 million in 2002 and :
= $150.1 million in 2003.

First mortgage boﬁdholders share a lien on substantially all
utility plant assets (other than nuclear fuel, transportation
equipment, and the combined cycle plant). The mortgage
bond indenture includes provisions that would restrict the
payment of common stock dividends under certain conditions.
These conditions did not exist at December 31, 1998.

7. PREFERRED STOCK OF APS
On March 1, 1999, APS redeemed all of its preferred stock.

Preferred stock balances of APS at December 31, 1998 and
1997 are shown below:

Number of Shares Outstanding Por Value Outstonding
L December 31, December 21, Call
(Dollors in Thovsands, Par Value Price Per
Except Per Share Amount) Authorized 1998 1997 Per Share 1998 . 1997 Shere (o)
Non-Redeemable:
$1.10 preferred 160,000 139,030 145,559 $ 2500 1S 3476 $ 3,639 § 27.50
$2.50 preferred 105,000 86,440 97,252 50,00 4,322 4,863 51.00
$2.36 preferred 120,000 32,520 38,506 5§0.00 1,626 1,925 51.00
$4.35 preferred 150,000 62,986 68,386 100,00 6,299 6,839 102,00
Serial preferred: 1,000,000 .
$2.40 Serles A 200,587 234,839 §0.00 10,029 11,742 50.50
$2.625 Series C 214,895 231,572 §0.00 10,745 | . 11,579 51.00
$2.275 Series D 90,691 164,101 50.00 4,534 8,205 50.50,
$3.25 Serles E 304,475 312,991 50.00 15,224 15,649 51.00
Serlal preferred: 4,000,000(b)
Adjustable rate ‘ . ‘
Series Q 295,851 352,851 100.00 29,585 35,285 (c)
Serial preferred: 10,000,000
$1.8125 Series W — | 1,693.016 25.00 — 42,325
Total 1,427,475 | 3,339,073 $ 85,840 | S 142,051
Redeemable:
Serial preferred:
$10.00 Series U 94,011 291,098 $ 10000 | $§ 9401 | $ 29,110

(a) The actual call price per share Is the Indicated amount plus any accrued

dividends.

(b) This authorlzation covers all outstanding redeemable preferred stock.

(c) Dividend rate adjusted quasterly to 2% below that of certain United States

Treasury securities, but In no event less than 6% or greater than 12% per
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annum. Redeemable at par.




APS cannot pay common stock dividends or acquire shares of Redeemable preferred stock transactions of APS during each

common stock if preferred stock dividends or sinking fund of the three years in the period ended December 31, 1998
requirements are In arrears. are as follows:
Number of Par Volve
(Dollars in Thousands) Sheres Amount
Balance, December 31, 1995 750,000 $ 75,000
Retirements
$10.00 Series U - (90,000) (9,000)
$7.875 Serles V ‘ (130,000) (13.000)
Balance, December 31, 1996 530,000 53,000
Retirements "
$10.00 Series U : (118,902) (11,890)
$7.875 Series V (120,000) (12,000)
Balance, December 31, 1997 291,098 29,110
Retirements
$10.00 Series U (197,087) (19,709)
Balance, December 31, 1998 94,011 $ 9,401

8. COMMON STOCK
Our common stock issued during each of the three years In the
period ended December 31, 1998 Is as follows:

Number of

(Dollars in Thowsaads) . Shares Amouat (o)
Balance, December 31, 1995 ‘ 87,515,847 $ 1,638,684
Common stock issued ' ‘ —_ (2.330)
Balance, December 31, 1996 87,515,847 1,636,354
Common stock Issued - (2,586)
Common stock retired (2,690,900) (79,997)
Balance, December 31, 1997 ‘ 84,824,947 1,553,771
Common stock issued — (3.128)
Balance, December 31, 1998 84,824,947 $ 1,550,643

() Including premiums and expenses of preferred stock Issues of APS.
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8. RETIREMENT PLANS AND OTHER BENEFIT

Voluntary Severance Plan

our employees. Our employees do not contribute to this plan.
' Generally, we calculate the benefits under these plans based

APS sponsored a voluntary severance plan in 1996. There was on age, years of service, and pay. We fund the plan by con-

a pretax charge of $31.7 million In 1996 recorded mostly as
operations and maintenance expense. This pretax charge

tributing at least the minimum amount required under Internal
Revenue Service regulations but no more than the maximum

included additional pension and postretirement beneflt expense. tax-deductible amount. The assets in the plan at December 31,

Employees who participated in the plan were credﬂlted with an
additional year of age and service when their pension and

postretirement benefits were calculated. The additional expenses trative and severance costs, was:

recorded In 1996 for this plan were $2.3 million for pension and
$5.4 milllon for postretirement benefits.

» $10.5 milllon in 1998
= $9.3 million In 1997 and

Pension Plans . u $15.5 million in 1996.

Pinnacle West and its subsidiarles sponsor defined benefit pen-
sion plans for their employees. A defined benefit plan specifies
the amount of benefits a plan participant Is to receive using
information about the participant. The plan covers neacly all of

w

1998 were mostly domestic and international common stocks
and bonds and real estate. Pension expense, including adminis

The following table shows the components of net pension cost
before consideration of amounts capitalized or billed to others
and excluding severance costs of $2.9 million in 1996:

(Thousands of Dollors) - 1998 1997 1996
Service cost - benefits earned during the period . $ 24817 .| § 20435 $ 23,397
Interest cost on projected benefit obligation 51,524 48,402 45,124
Expected return on plan assets (54.513) (47,959) (42,404)
Amortization of:
Transition asset (3.226) (3,226) (3,226)
Prior service cost 2,078 2,078 1,735
Net actuarial losses — —_ 728
Net periodic pension cost $ 20,680 $ 19,730 $ 25,354
The folfowlng table shows a reconciliation of the funded status
of the plans to the amounts recognized In the balance sheets: '
(Thousends of Dollors) 1998 1997
Funded status - pensit;n plan assets less than projected benefit obligation $ (41,034 | $ (88,732)
Unrecognized net transition asset ‘ (23,235) (26,462)
Unrecognized prior service cost 22,715 24,792
Unrecognized net actuarial losses/(gains) (38,668) 16,943
Net pension amount recognized In the balance sheets $ (80,222) | $ (73.459)




The following table sets forth the defined benefit pension plans’
change In projected benefit obligation for the plan years 1998
and 1997: .

(Thowsands of Dollars) 1998 1997
Projected pension benefit obligation at beginning of year ) $ 708,144 $ 608,675
Service cost 24,817 20,435
Interest cost : : 51,524 48,402
Benefit payments it (29,636) (29,965)
Plan amendments ‘ —_ 5,637
Actuarial losses/(gains) (23,544) 55,060
Projected pension benefit obligation at end of year § 731,305 $ 708,144

The following table sets forth the defined benefit pension

plans’ change In the fair value of plan assets for the plan years .

1998 and 1997:

(Thousonds of Dollars) 1998 1997
Fair value of pension plan assets at beginning of year $ 619,412 $ 539,179
Actual return on plan assets 86,527 88,620 '
Employer contributions 13,968 21,578
Benefit payments (29,636) (29,965)
Fair value of pension plan assets at end of year $ 690,271 $ 619.412

We made the assumptions below to calculate the pension liability:

_ 1998 1997
Discount rate 7.00% 7.25%
Rate of increase in compensation levels 3.50% 4.50%
Expected long-term rate of return on assets 10.00% 9.00%

Employee Savings Plan Benetits

We also sponsor a defined contribution savings plan that is
offered to nearly alt employees. In a defined contribution plan,
the benefits a participant is to receive result from regular con-
tributions to a participant account, Under this plan, we make
matching contributions to participant accounts. We recorded
expenses for this plan of:

8 $4.1 million In 1998 °
= $3.9 million in 1997 and
# $3.6 million In 1996.

Postretirement Plans

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

these benefits.

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

» $9.1 miflion for 1998
= $9.8 million for 1997 and
= $16.2 million for 1996.

The following table shows the components of net periodic
postretirement benefit costs before consideration of amounts
capitalized or billed to others and excluding severance costs of
$9.6 million In 1996:



(Thousends of Dollers) _ 1998 1997 1996
Service cost - benefits earned during the period S 7,890 7,046 $ 8,168
Interest cost on accumulated benefit obligation ’ 16,763 14,441 13,525
Expected return on plan assets (12,001) (8,706) (6,696)
Amortization of: ‘ g '
Transition obligation ‘ 7,698 7,698 ° 8,269
Net actuarial gains (2,952) (2,685) (1,345)

Net periodic postretirement benefit cost $ 16,398 " 17,794 $ 21,921

The following table shows a reconciliation of the funded status

of the plan to the amounts recognized in the balance sheets:
(Thousands of Dollers) 1998 1997
Funded status - postretirement plan assets less than projected benefit obligation (24,269) | $§ (48,202)
Unrecognized net obligation at transition 107,842 115,541
Unrecognized net actuarial gains (86,692) (79,013)
Net postretirement amount recognized in the balance sheets (3,119) | S (11,674)

The following table sets forth the postretirement benefit plans'

change in accumulated benefit obligation for the plan years .

1998 and 1997:
(Thousands of Dollars) 1998 l 1997
Accumulated postretirement benefit obllgatlon at beginning of year 199,348 $ 181,405
Service cost ' 7,890 7,046
Interest cost 15,763 14,441
Benefit payments (10,378) (6,745)
Actuarial losses 25,056 3,201
Accumulated postretirement benefit obligation at end of year 237,679 $ 199,348 )

The following table sets forth the postretirement benefit plans’

change in the fair value of plan assets for the plan years 1998

and 1997; ‘
(Thousands of Dollars) 1998 1997
Falr value of postretirement plan assets at beginning of year 151,146 $ 109,763
Actual return on plan assets 47,284 30,846
Employer contributions ' . 25,327 17,269
Benefit payments (10,347) {6,732)
Fair value of postretirement plan assets at the end of year "213,410 |'$S 151,146




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

1998 1997
Discount rate - 7.00% 7.25%
Expected long-term rate of return on assets — after tax 8.73% 7.75%
Initial health care cost trend rate — under age 65 7.50% 8.00%
Initial health care cost trend rate — age 65 and over 6.50% 7.00% |
Ultimate health care cost trend rate (reached in the year 2002) 5.00% 5.00% ‘

Assuming a 1% increase in the health care cost trend rate, the
1998 cost of postretirement benefits other than pensions would
increase by approximately $4.6 milliop and the accumulated
benefit obligation as of December 31, 1998 would increase by
app«;ximately $37.8 million,

Assuming a 1% decrease in the health care cost trend rate, the
1998 cost of postretirement benefits other than pensions
would decrease by approximately $3.8 million and the accumu-
lated benefit obligation as of December 31, 1998 would
decrease by approximately $31.9 million.

10. LEASES

In 1986, APS sold about 42% of its share of Palo Verde Unit 2
and certain common facilities in three separate sale leaseback
transactions. APS accounts for these leases as operating leases.
The gain of approximately $140.2 million was deferred and Is
being amortized to operations expense over 29.5 years, the
original term of the leases. There are options to renew the
leases for two additional years and to purchase the property
for fair market value at the end of the lease terms. Consistent
with the ratemaking treatment, an amount equal to the annual
lease payments Is included in rent expense. A regulatory asset
is recognized for the difference between lease payments and
rent expense calculated on a straight-line basis.

The average amounts to be paid for the Palo Verde Unit 2 leases
are as {ollows:

Year (In millions)
1999 $ 40,1
2000 46.3

2001-2015 49.0

In accordance with the 1996 regulatory agreement (see Note
3), the ACC accelerated APS’ amortization of the regulatory
asset for leases to an eight-year period that will end June 30,
2004. The accelerated amortization is included in depreciation
and amortization expense on the Statements of Income. The bal-
ance of this regulatory asset at December 31, 1998 was $48.5
million. Lease expense was approximately $42 million in each
of the years 1996 through 1998,

APS has a capital lease on a combined cycle plant, which it sold
and leased back. The lease requires semiannual payments of
$2.6 million through June 2001, and includes renewal and pur-
chase options based on falr market value, The plant is included -
in plant in service at its original cost of $54.4 million; accumu-
lated amortization at December 31, 1998 was $48.6 million,

In addition, we lease certain land, buildings, equipment, and
miscellaneous other items through operating rental agreements
with varying terms, provisions, and expiration dates.

Approximate miscellaneous lease expense was:

» $13.1 million in 1998
= $11,2 milllon in 1997 and
= $12.8 million in 1996.

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

Tear (In millions)
1999 S 16.4
2000 16.4
2001 18.3
2002 . 19.3
2003 18.2
Thereafter 151.2
Total future commitments $ 239.8
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11, JOINTLY-OWNED FACILITIES

APS shares ownership of some of its generation and transmis-
sfon facilities with other companles. The following table shows
APS’ interest in those Jointly-owned facllities at December 31,

1998. APS’ share of operating and maintaining the facllities s
Included In the Income Statement in utility operations and
maintenance expense.

Percent Plaat ) Constevction
Ouaed by In Accemuloted Work In
(Dollers in Thouseads) APS Sermce Depeeciation Progress
Generating Facllities
Palo Verde Nuclear Generating Statlon Units 1 and 3 29.1%" $ 1,821,620 $ 670,403 S 20,152
Palo Verde Nuclear Generating Station Unit 2 (see Note 10) 17.0% 568,184 224,502 9,839
Four Corners Steam Generating Station Units 4 and 5 15.0% 150,165 69,764 312
Navajo Steam.Generating Station Units 1, 2, and 3 14.0% 203,356 90,237 25,560(a)
Cholla Steam Generating Statlon Common Facilities (b) 62.8%(c) 67,513 37,096 267
« Transmission Facllities
ANPP 500 KV System 35.8%(c) 66,547 20,282 1,384
Navajo Southern System ‘ 31.4%(c) 26,918 17,285 21
Palo Verde = Yuma 500 KV System 23.9%(c) 11,376 4,215 —_
Four Corners Switchyards 27.5%(c) 3,071 1,780 143
Phoenix — Mead System 17.1%(c) 36,324 536 —_—

{a) The construction costs at Navajo are primarily related to the
Installation of scrubbers required by environmental legislation,

(b) PacifiCorp owns Cholla Unit 4 and APS operates the unit for them. The
common facilities at the Cholla Plant are Jointly-owned.
(c) Welghted average of nterests.

12. COMMITMENTS AND CONTINGENCIES

Litigation

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

Palo Verde Nuclear Generating Station

Under the Nuclear Waste Policy Act, the Department of Energy
(DOE) was to develop the facllities necessary for.the storage
and disposal of spent fuel and to have the first such facility in
operation by 1998. That (aclllty was to be a permanent repository,
but DOE has announced that such a repository now cannot be
completed before 2010. In response to lawsuits filed over
DOE's obligation to accept used nuclear fuel, the United States
Court of Appeals for the D.C. Circuit has ruled that DOE had an
obligation to begin accepting used nhclgar fuel In 1998. How-
ever, the Court refused to issue an order compelling DOE to
begin moving used fuel. Instead, the Court ruled that any dam-
ages to utilities should be sought under the standard contract
signed between DOE and utilities, including APS. The United
States Supreme Court has refused to grant review of the D.C.
Circuit’s decision. In July 1998, APS filed a Petition for Review
regarding DOE's obligation to begin accepting spent nuclear fuel.

APS has capacity In existing fuel storage pools at Palo Verde
which, with certain modifications, could accommodate all fuel

* expected to be discharged from normal operation of Palo Verde

through 2002, and believes it could augment that wet storage
with new facllities for pn-site dry storage of spent fuel for an
indeterminate period of ope}ation beyond 2002, subject to
obtaining any required governmental approvals. APS currently
estimates that it will incur $113 million (in 1998 doilars) over
the life of Palo Verde for its share of the costs related to the
on-site Interim storage of spent nuclear fuel. Beginning In
1999, APS will accrue these costs as a component of fuel
expense, meaning the charges will be accrued as the fuel is
burned. During 1998, APS recorded a Ilfability and a regulatory
asset of $35 million for on-site interim nuclear fuel storage
costs related to nuclear fuel burned prior to 1999. APS currently
believes that spent fuel storage or disposal methods will be
avallable for use by Palo Verde to allow its continued operation
beyond 2002. *

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




liability Insurance provided by commercial Insurahce

carrlers in the amount of $200 million and the balance by an
Industry-wide retrospective assessment program. [f losses at
any nuclear power plant covered by the programs exceed the
accumulated funds, APS could be assessed retrospective pre-
mium adjustments. The maximum assessment per reactor
under the program for each nuclear Incident Is approximately
$88 million, subject to an annual limit of $10 million per Inci-
dent. Based upon APS® 29.1% Interest In the three Palo Verde
units, APS’ maximum potential assessment per incident for all
three units is approximately $77 million, with an annual pay-
meng limitation of approximately $9 million.

The Palo Verde participants maintain “all risk” (including
nuclear hazards) insurance for property damage to, and decon-
taminatlon of, property at Palo Verde In the aggregate amount
of $2.75 billion, a substantial portion of which must first be
applied to stabilization and decontamination. APS has also
secured Insurance agalinst portions of any Increased cost of gen-
eratlon or purchased power and business interruption resuiting
from a sudden and unforeseen outage of any of the three units.
The Insurance coverage discussed In this and the previous para-
graph Is subject to certain policy conditions and exclusions.

Fue! and Purchased Power Commitments
APS Is a party to various fuel and purchased power contracts

with terms expiring from 1999 through 2020 that include ~
required purchase provisions. APS estimates its 1999 contract
requirements to be about $132 million. However, this amount
may vary significantly pursuant to certain provisions in such
contracts that permit APS to decrease its required purchases
under certain circumstances.

APS must reimburse certain coal providers for amounts
incurred for'coal mine reclamation. APS estimates its share of
the total obligation to be about $103 million. The portion of the
coal mine reclamation obligation related to coal already burned
is about $62 milllon at December 31, 1998 and Is included in
“Deferred Credits-Other™ in the Balance Sheet, A'regulato;y
asset has been established for amounts not yet recovered from

ratepayers. In accordance with the 1996 regulatory agreement

(see Note 3), the ACC began accelerated amortization of APS’
regulatory asset for coal mine reclamatioh costs over an eight-
year period that will end June 30, 2004. Amortization Is includ-
ed In depreciation and amortization expense on the Statements
of Income. The balance of the regulatory asset at December
31, 1998 was about $51 million.

Construction Program
Consolidated capital expenditures In 1999 are estimated at
$386 million.

13. NUCLEAR DECOMMISSIONING COSTS

APS recorded $11.4 million for decommissioning expense in
each of the years 1998, 1997, and 1996. APS estimates it will
cost about $1.8 billion ($452 million In 1998 dollars) to
decommission Its 29.1% share of the three Palo Verde units.
The decommissioning costs are expected to be incurred over a
14-year period beginning in 2024, APS charges decomlsslonihg
costs to expense over each unit's operating license term and
includes them In the accumulated depreciation balance until
each unit Is retired. Nuclear decommissioning costs are
recovered In rates:

APS’ current estimates are based on a 1998 site-specltic study
for Palo Verde that assumes the prompt removal/dismantle-
ment method of decommissioning. An Independent consultant
prepared this study. APS s required to update the study every
three years.

To fund the costs APS expects to incur to decommisson the
plant, APS established external decommissioning trusts in
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accordance with Nuclear Regulatory Commission (NRC)
regulations. The trust accounts are reported in “Investments
and Other Assets” on the Consolidated Balance Sheets at thelr
market value of $145.6 million at December 31, 1998 and
$124.6 million at December 31, 1397. APS invests the trust
funds primarily in fixed income securitles and domestic stock
and classifies them as available for sale. Realized and unreal-
Ized gains and losses are reflected in accumulated depreciation.

In February 1996, the FASB Issued an exposure draft,
“Accounting for Certain Liabilities Related to Closure or
Removal of Long-Lived Assets.” This proposed standard would
require the estimated present value of the cost of decommis-
sioning and certain other removal costs to be recorded as a
liability, along with an offsetting plant asset when a decommis-
sioning or other removal obligation is incurred. The FASB has
indicated that a revised exposure draft will be Issued in 1999,




14, SELECTED QUARTERLY FINANCIAL DATA (UNAUDITED)
Consolidated quarterly financial information for 1998 and 1997

Is as follows:

(Dollars in Thovsonds, Except per Share Amovats)

1998

Quarter Ended

Operating revenues
Electric
Real estate
Operating income (a)
Net income

Earnings per average common share outstanding

March 31 June 3o September 30 December 31

$ 380423 $ 441,716 § 740,734 § 443,526

34,161 28,916 18,276 42.?35
$ 90,837 S 122,605 § 251,838 S 101,848
$ 31,086 $ 48997 § 127,281 $§ 35,528

Net income ~ basic $ 037 $ 058 $ 1.50 $ 0.42
Net income - diluted $ 036 S 057 § 149 § 0.42
Dividends declared per share (b) S 030 $ 060 $§ — $ 70.325
(Dollars sa Thousends, Escept per Share Amouats) 1997 ' |
‘Quartar Epded March 31 June 30 September 30 December 32

Operating revenues
Electric
Real estate
Operating Income (a)
Net income '

B

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

Dividends declared per share (b)

(a) APS' utility business Is seasonal In nature, with the peak sales perlods
generally occurring during the summer months, Comparisons among quar-
ters of a year may not represent overall trends and changes In operations.

$ 379,021 $ 458,751 $ 632,821 § 407,960
19,543 30,166 30,929 35,835

$§ 82471 $ 150,024 § 243,454 § 81,557
$ 25382 $ 67,182 S 124,340 $ 18,952
$ 0.29 § 079 S 147 § 0.21
$ 029 § 078 § 146 S 0.21
$ 0275 § 0.55 ' $ =5 0.30

i

(b) Dividends for the quarters ending September 30, 1998 and
September 30, 1997 were declared In June.

15. FAIR VALUE OF FINANCIAL INSTRUMENTS

We believe that the carrying amounts of our cash equivalents
and commercial paper are reasonable estimates of their
fair values at December 31, 1998 and 1997 due to their

short maturities.

We hold Investments in debt and equity securities for purposes
other than trading. The December 31, 1998 and 1997 fair
values of such investments, which we determine by using
quoted market values or by discounting cash flows at rates
equal to our cost of capital, approximate thelr carrying amount.

The carrying value of our long-term debt (excluding a capital-
ized lease obligation) was $2.21 billion on December 31, 1998,
with an estimated falr value of $2.28 billion. On'December 31,
1997, the carrying value of our long-'terin debt (excluding a
capitalized lease obligation) was $2.34 billion, with an estimated
fair value of $2.38 blllion. The falr value estimates are based
on quoted market prices of the same or simllar Issues.

’ L v




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

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

1998 1997 | 1996
Basic EPS:
Continuing operations $ 2.87 $ 2.76 $ 2.4
Discontinued operations _ —_— (0.11)
Extraordinary charge —_— — (0.23)

Net income $ 2.87 $ 2.76 $ 2.07
Diluted EPS:

Continuing operations $ 2.85 $ 2.74 $ 2.40

Discontinued operations —_ _ (0.11)

Extraordinary charge — — {0.23)

Net income

s 285 | s 274 $ 2.06

Diiutive stock options Increased average common shares out-
standing by 571,728 shares in 1998, 519,800 shares in 1997,
and 580,405 shares in 1996, Total average common shares
outstanding for the purposes of calculating diluted earnings
per share were 85,345,946 shares in 1998, 86,022,709 shares
in 1997, and 88,021,920 shares in 1996.

Optlons to purchase 244,200 shares of common stock at

$46.78 per share were outstanding during the last quarter of

1998 but were not Included in the computation of diluted EPS
because the options’ exercise price was greater than the
average market price of the common shares.

17. STOCK OPTIONS
We offer several stock Incentive plans for our officers, APS
officers, and key employees.

The plans provide for the granting of new options or awards of
up to 3.5 million shares at a price per option not less than fair
market value on the date the option is granted. The plans also
provide for the granting of any combination of stock apprecia-
tion rights or dividend-equivalents. The awards outstanding
under the various Incentive plans at December 31, 1998 approxi-
mate 1,497,012 non-qualiﬁed stock options, 158,121 restricted
shares, and no dividend equivalent shares, incentive stock
options, or stock appreciation rights.

'

(Dollars ya Thousands,

The FASB issued SFAS No. 123, “Accounting for Stock-Based
Compensation” which was effective for 1996. The statement
encourages, but does not require, that a company record com-
pensation expense based on the fair value method. We continue
to recognize expense based on Accounting Principles Board
Opinion No. 25, “Accounting for Stock Issued to Employees.”

If we had recorded compensation expense based on the fair
value method, our net income would have been reduced to the
following pro forma amounts:

Except per Share Amounts) 1998 1997 1996
Net income s
As reported . $ 242,892 | § 23585 $ 181,180

%

Pro forma (fair value metﬁo‘d)
Net income per share - basic

As reported ‘

Pro forma (fair value method)
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$ 242177 $ 235,446 $ 180,969

2,87
2.86

2.07
2.07

w
N

2.76
2.75

L7 )

<
w
w




We did not consider compensatlon‘costs for stock options grant-
ed before January 1, 1995, Therefore, future reported net income
may not be representative of this compensation cost calculation.

In order to present the pro forma information above, we calculated
the falr value of each fixed stock option in the Incentive plans

using the Black-Scholes option-pricing model. The fair value
was calculated based on the date the option was granted. The
following weighted-average assumptions were also used in
order to calculate the fair value of the stock options:

1998 1997 1996
Risk-free interest rate 4.54% 5.66% 5.77%
Dividend yleld 3.03% 4.50% 4.50%
Volatility 18.80% 15.63% 17.10%
Expected life (months) 60 60 58
The following table is a summary of the status of our stock
option plans as of December 31, 1998, 1997, and 1996 and
changes during the years ending on those date§: }
' 1998 Weighted 1997 Weighted 1996 Weighted
1998 Average 1997 Average 1996 Average
. Shares Exercise Price Shares Exercise Price Shares Exercise Price
Outstanding at beginning of year 1,488,131 S 24,60 1,673,076 $ 21.59 1,807,900 $ 19.78
Granted 244,200 46.78 260,450 39.56 260,500 31.44
Exercised (217,317) 23.09 (409,975) 21.60 (363,400) 19.41
Forfeited (18,002) 33.42 (35.420) 27.10 (31,924) 24.35
Outstanding at end of year 1,497,012 28.34 1,488,131 24.60 1,673,076 21.59
Options exercisable at year-end 1,039,664 22.21 1,008,514 19.53 1,135,032 18.60
Welghted average fair value of
options granted during the year 8.15 ‘ 5.83 4.24
The following table summarizes information about our stock
option plans at December 31, 1998:
Weighted Averoge
Remaining Options
Range of exercise prices per share Outstanding Contract Life "Exercisable
$11.25 16,500 1.90 16,500
11.50 270,000 1.10 270,000
158.75 , 42,500 2.90 42,500
17.68 13,275 3.10 13,275
19.00 116,537 5.90 - 116,537
19.56 58,500 3.90 . 58,500
22.13 ‘ 109,584 5.00 109,584
27.44 ‘ 175,090 6.90 175,090
31.44 205,292 8.00 142,230
39.75 245,534 9.00 88,665
46.78 Lo 244,200 9.90 6,783
|
| $11.25 - $46.78 1,497,012 6.29 1,039,664
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PINNACLE WEST CAPITAL CORPORATION
SCHEDULE II - VALUATION AND QUALIYING ACCOUNTS

Column A Column B ~ Column C Column D Column E
Additions ”
Balance at Chargedto  Charged Balance
beginning cost and to other atend of
Description of period expenses accounts Deductions (@) Period

(Thousands of Dollars)
YEAR ENDED DECEMBER 31, 1998

Real Estate Valuation Reserves  § 23,000 $ - $ - $ 8,000 $ 15,000

Real Estate Valuation Reserves ~ $ 41,000 $ - S I $ 18,000 $ 23,000

YEAR ENDED DECEMBER 31, 1996
Real Estate Valuation Reserves  $ 47,000 $ - $ - $ 6,000 $ 41,000

YEAR ENDED DECEMBER 31, 1997
(a) Represents pro-rata allocations for sale of land.
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ITEM 9. CHANGES IN AND DISAGREEMENTS WITH ACCOUNTANTS
ON ACCOUNTING AND FINANCIAL DISCLOSURE

PART III

ITEM 10. DIRECTORS AND EXECUTIVE
OFFICERS OF THE REGISTRANT

Reference is hereby made to "Election of Directors" in the Company’s Proxy Statement relating to the

Annual Meeting of Sharcholders to be held on May 19, 1999 (the "1999 Proxy Statement") and to the
Supplemental Item --- "Executive Officers of the Registrant” in Part I of this report.

ITEM 11, EXECUTIVE COMPENSATION
Reference is hereby made to the fourth and fifth paragraphs under the heading "The Board and its
Committecs," to "Exccutive Compensation,”" to "Human Resources Committee Report," to "Stock Performance

Comparisons" and to "Exccutive Benefit Plans" in the 1999 Proxy Statement,

ITEM 12. SECURITY OWNERSHIP OF
CERTAIN BENEFICIAL OWNERS AND MANAGEMENT

Reference is hereby made to "Certain Sccuritics Ownership" in the 1999 Proxy Statement. ’
, ITEM 13. CERTAIN RELATIONSHIPS AND RELATED TRANSACTIONS

Reference is hereby made to "Exccutive Benefit Plans --- Employment and Severance Agreements” and
"General-Business Relationships” in the 1999 Proxy Statement.




PART IV

ITEM 14. EXHIBITS, FINANCIAL STATEMENTS, FINANCIAL STATEMENT
SCHEDULES, AND REPORTS ON FORM 8-K

Financial Statements

See the Index to Consolidated Financial Statements and Financial Statement Schedule in Part 11, Item 8.

1

Exhibits Filed

Exhibit No. Description

10.1* — Summary of the Pinnacle West Capital Corporation 1999 Bonus Plan
10.2° — Letter Agreement between the Company and George A. Schreiber, Jr.
21 —_ Subsidiarics of the Company

231 — Consent of Deloitte & Touche LLP

271 — Financial Data Schedule '

In addition to those Exhibits shown above, the Company hercby incorporates the following Exhibits
pursuant to Exchange Act Rule 12b-32 and Regulation §229.10(d) by reference to the filings set forth below:

Exhibit No.  Description Originally Filed as Exhibit: File No.” Date Effective

3.2 Articles of Incorporation, 19.1 to the Company’s 1-8962 11-14-88
restated as of July 29, 1988 September 1988 Form 10-Q b

Report

3.3 Bylaws, amended as of 3.1 to the Company’s 1995 1-8962 4-1-96
February 21, 1996 Form 10-K Report

4.1 Mortgage and Deed of Trust 4.1 to APS' September 1992 14473 11-9-92
Relating to APS' First Form 10-Q Report
Mortgage Bonds, together
with forty-eight indentures
supplemental thereto

4.2 Forty-ninth Supplemental 4.1 to APS' 1992 Form 10-K 1-4473 3-30-93
Indenture Report

4.3 Fiftieth Supplemental 4.2 to APS' 1993 Form 10-K 1-4473 3-30-94
Indenture Report

44 Fifty-first Supplemental 4.1 to APS' August 1, 1993 1-4473 9-27-93
Indenture Form 8-K Report

4.5 Fifty-sccond Supplemental 4.1 to APS' September 30, 1993 14473 11-15-93
Indenture Form 10-Q Report

4.6 Fifty-third Supplemental 4.5 to APS' Registration 14473 3-1-94

Indenture

Statement No. 33-61228 by
means of February 23, 1994
Form 8-K Report
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Exhibit No.

Description

4.7

4.8

4.9

4.10

4.11

4.12

4.13

4.14

4.15

Fifty-fourth Supplemental
Indenture

Fifty-fifth Supplemental
Indenture

Agreement, dated March 21,
1994, relating to the filing of
instruments defining the
rights of holders of APS
long-terin debt not in excess
of 10% of APS' total assets

Indenture dated as of January
1, 1995 among APS and The
Bank of New York, as
Trustee

First Supplemental Indenture
dated as of January I, 1995

Indenture dated as of
November 15, 1996 among
APS and The Bank of New

~ York, as Trustee

First Supplemental Indenture

Sccond Supplemental
Indenture

Agrcement of Resignation,
Appointment, Acceptance
and Assignment dated as of
August 18, 1995 by and
among APS, Bank of
America National Trust and
Savings Association and The
Bank of New York

Originally Filed as Exhibit:

File No.b

4.1 to APS' Registration
Statements Nos. 33-61228,
33-55473, 33-64455 and
333-15379 by means of
November 19, 1996 Form §-K
Report

4.8 to APS' Registration
Statement Nos. 33-55473, 33-
64455 and 333-15379 by means
of April 7, 1997 Form 8-K
Report

4.1 to APS' 1993 Form 10-K
Report

4.6 to APS' Registration
Statement Nos. 33-61228 and
33-55473 by means of January
1, 1995 Form 8-K Report

' 4.4 to APS' Registration

Statement Nos. 33-61228 and
33-55473 by means of January
1, 1995 Form 8-K Report

4.5 to APS' Registration .
Statements Nos. 33-61228,
33-55473, 33-64455 and 333-
15379 by means of November
19, 1996 Form 8-K Report

4.6 to APS' Registration
Statements Nos. 33-61228,
33-55473, 33-64455 and 333-
15379 by means of November
19, 1996 Form 8-K Report

4.10 to APS' Registration
Statement Nos. 33-55473, 33-
64455 and 333-15379 by means
of April 7, 1997 Form 8-K
Report

4.1 to APS' September 25, 1995
Form 8-K Report
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14473

14473

1-4473

1-4473

14473

1-4473

1-4473

14473

14473

11-22-96

4.9-97

3-30-94

1-11-95

1-11-95

11-22-96

11-22-96

4-9-97

10-24-95




Exhibit No.  Description Originally Filed as Exhibit: File No.” Date Effective
4.16 Rights Agreement, amended 4.1 to the Company’s 1990 1-8962 3-28-91
as of November 14, 1990, Form 10-K Report

' between the Company and
The Valley National Bank of
Arizona, as Rights Agent,
which includes the Certificate
of Designation of Series A
Participating Preferred Stock
as Exhibit A, the form of
Rights Certificate as Exhibit

"B and the Summary of Rights

as Exhibit

4.17 Specimen Certificate of 4.2 to the Company'’s 1988 1-8962 3-31-89
Pinnacle West Capital Form 10-K Report
Corporation Common Stock,
no par value

4.18 Agreement, dated March 29, 4.1 to the Company’s 1987 1-8962 3-30-88
1988, relating to the filing of Form 10-K Report
instruments defining the \
rights of holders of long-term
debt not in excess of 10% of
the Company’s total assets

4.19 Indenture dated as of January 4.10 to APS' Registration 1-4473 - 1-16-98
15, 1998 among APS and . The Statement Nos. 333-15379
and Chase Manhattan Bank, as 333-27551 by means of January
Trustee 13, 1998 Fonn 8-K Report
420 First Supplemental Indenture 4.3 to APS' Registration » 1-4473 1-16-98 ,
dated as of January 15, 1998 Statement Nos. 333-15379 and
333-27551 by means of January
13, 1998 Form 8-K Report
4.21 Second Supplemental 4.3 to APS’ Registration 14473 2-22-99
Indenture dated as of Statement Nos. 333-27551
February 15, 1999 and 333-58445 by means of .
February 18, 1999
Form 8-K Report
10.3 Agreement, dated December 4.1 to the Company’s December 1-8962 12-7-89
-+ 6, 1989, between the 6, 1989 Form 8-K Report
Company and the Officc of
Thrift Supervision, United
States Department of
documents

Treasury, and related \
|
|
i
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Exhibit No.

Description

104

10.5

10.6

10.7

10,84

Release from the Office of
Thrift Supervision, United
States Department of the
Treasury, to the

Company, dated March 22,
1990, releasing the Company
from its purported obligations
under the Stipulation and
under any other source of
alleged obligation of the
Company to infuse equity
capital into MeraBank

Release from the Federal
Deposit Insurance
Corporation to the Company,
dated March 22, 1990,
releasing the Company from
its purported obligations
under the Stipulation and
under any other source of
alleged obligation of the

. Company to infuse equity

capital into MeraBank

Release from the Resolution
Trust Corporation (in its
corporate capacity) to the
Company, dated March 21,
1990, releasing the Company,
from its purported obligation
under the Stipulation and
under any other source of
alleged obligation of the
Company to infuse equity
capital into MeraBank

Release from the Resolution
Trust Corporation (in its
capacity as Receiver of
MeraBank) to the Company,
dated March 21, 1990,
releasing the Company from
its purported obligations
under the Stipulation and
under any other source of
alleged obligation to the
Company to infuse equity
capital into McraBank

Fonm of Key Executive
Employment and Severance
Agreement between the

' Company and each of its
executive officers

Originally Filed as Exhibit: File No. Date Effective
10.1 to the Company’s 1989 1-8962 3-31-89

Form 10-K Report

10.2 to the Company’s 1989 1-8962 3-31-89

Form 10-K Report

10.3 to the Company’s 1989 1-8962 3-31-89

Form 10-K Report

10.4 to the Company’s 1989 1-8962 3-31-89

Form 10-K Report

10.5 to the Company’s 1989 1-8962 3-31-89

Form 10-K Report




Exhibit No.

Description

10.9*

10.10

10.11

10.12

10.13

10.14

10.15

10.16

Employment Agreement,
effective as of February 5,
1990, between Richard Snell
and the Company

Two separate
Decommissioning Trust
Agreements (relating to
PVNGS Units 1 and 3,
respectively), each dated July
1, 1991, between APS and
Mellon Bank, N.A., as
Decommissioning Trustee

Amendment No. | to

Decommissioning Trust

Agreement (PVNGS Unit 1),
dated as of December 1, 1994

Amendment No. 1 to
Decommissioning Trust
Agreement (PVNGS Unit 3),
dated as of December 1, 1994

Amendment No. 2 to APS
Decommissioning Trust
Agreement (PVNGS Unit 1)
dated as of July 1, 1991

Amendment No. 2 to APS
Decommissioning Trust
Agreement (PVNGS Unit 3)
dated as of July 1, 1991

Amended and Restated
Decommissioning Trust
Agreement (PVNGS Unit 2)
dated as of January 31, 1992,
among APS, Mellon Bank,
N.A., as Decommissioning

Trustee, and State Street Bank

and Trust Company, as
successor to The First
National Bank of Boston, as
Owner Trustee under two
separate Trust Agreements,
cach with a separate Equity
Participant, and as Lessor
under two separate Facility
Leascs, each relating to an
undivided interest in PVNGS
Unit 2

First Amendment to
Amended and Restated
Decommissioning Trust
Agreement (PVNGS Unit 2),

dated as of November 1, 1992

10.2 to APS' 1992 Forn 10-K
Report '

62

Originally Filed as Exhibit: ~ File No.®  Date Effective
10.1 to the Company’s 1990 2-96386 -3-28-91
Form 10-K Report
10.2 to APS' September 1991 1-4473 11-14-91
Form 10-Q Report
10.1 to APS' 1994 Form 10-K 1-4473 3-30-95
Report

" 10.2 to APS' 1994 Form 10-K 1-4473 3-30-95
Report . .
10.4 to APS' 1996 Form 10-K 1-4473 3-28-97 ¢
Report
10.6 to APS' 1996 Form 10-K 1-4473 3-28.97
Report "
10.1 to the Company’s 1991 1-8962 3-26-92
Form 10-K Report

1-4473 '3-30-93




Exhibit No.

Description

10.17

10.18

10.19

10.20

10.21

10.22

10.23

10.24

10.25

Amendment No. 2 to
Amended and Restated
Decommissioning Trust
Agreement (PVNGS Unit 2),
dated as of November 1, 1994

Amendment No. 3 to
Amended and Restated
Decommissioning Trust
Agreement (PVNGS Unit 2),
dated as of November 1, 1994

Amendment No. 4 to
Amended and Restated
Decommissioning Trust
Agreement (PVNGS Unit 2)

dated as of January 31, 1992

Asset Purchase and Power
Exchange Agreement dated
September 21, 1990 between
APS and PacifiCorp, as
amended as of October 11,
1990 and as of July 18, 1991

Long-Term Power
Transaction Agreement dated
September 21, 1990 between
APS and PacifiCorp, as
amended as of October 11,
1990, and as of July 8, 1991

Amendment No. 1 dated
April 5, 1995 to the
Long-Term Power
Transaction Agreement and
Assct Purchasc and Power
Exchange Agreement
between PacifiCorp and APS

Restated Transmission
Agreement between
PacifiCorp and APS
dated April 5, 1995

Contract among PacifiCorp,
APS and United States
Department of Energy
Western Arca Power
Administration, Salt Lake
Arca Integrated Projects for
Firm Transmission Service
dated May 5, 1995

Reciprocal Transmission
Service Agreement between
APS and PacifiCorp dated as
of March 2, 1994

Report

Report

Report

Report

Report

Originally Filed as Exhibit: File No.b Date Effective

10.2 to APS' 1994 Form 10-K 14473 3-30-95 ;

10.1 to APS' June 1996 Form 1-4473 8-9-96

10-Q Report

APS 10.5 to APS' 1996 Form 10-K 14473 3.28-97

10.1 to APS' June 1991 Form 1-4473 8-8-91

10-Q Report , )

10.2 to APS' June 1991 Form 1-4473 8-8-91

10-Q Report

10.3 to APS' 1995 Form 10-K 1-4473 3-29-96

10.4 to APS' 1995 Form 10-K 14473 3.29.96 '
10.5 to APS' 1995 Form 10-K 14473 » 3.29.96 {
10.6 to APS' 1995 Form 10-K - 1-4473 3-29-86

Report »




Description

Contract, dated July 21, 1984,
with DOE providing for the
disposal of nuclear fuel
and/or high-level radioactive
waste, ANPP

Indenture of Lease with
Navajo Tribe of Indians, Four
Comers Plant

Supplemental and Additional
Indenture of Lease, including
amendments and supplements
to original lease with Navajo
Tribe of Indians, Four
Corners Plant

Amendment and Supplement

" No. 1 to Supplemental and -
Additional Indenture of Lease
Four Comers, dated April 25,
1985

Application and Grant of
10.31 multi-party
rights-of-way and easements,
Four Comers Plant Site

Application and Amendment
No. 1 to Grant of multi-party
rights-of-way and eascments,
Four Comers Power Plant
Site dated April 25, 1985

Application and Grant of
Arizona Public Service
Company rights-of-way and
casements, Four Comers
Plant Site

Application and Amendment
No. 1 to Grant of Arizona
Public Service Company
rights-of-way and casements,
Four Comers Power Plant Site
dated April 25, 1985

Indenture of Lease, Navajo
Units 1,2, and 3

Application and Grant of
rights-of-way and eascments,
Navajo Plant

Water Service Contract
Assignment with the United
States Department of Interior,
Burcau of Reclamation,
Navajo Plant

Originally Filed as Exhibit:

Date Effective

10.31 to the Company’s Form
S-14 Registration Statement

5.01 to APS'Form S-7
Registration Statement

5.02 to APS' Form S-7
Registration Statement

10.36 to the Company’s
Registration Statement on Form
8-B Report

5.04 to APS' Form S-7
Registration Statement

10.37 to the Company’s
Registration Statement on Form
8-B

5.05 to APS' Form S-7
Registration Statement

10.38 to the Company’s
Registration Statement on Form
8-B ‘

5(g) to APS' Form S-7
Registration Statement

5(h) to APS' Form S-7
Registration Statement

5(1) to APS' Form S-7
Registration Statement
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Originally Filed as Exhibit: File No. Date Effective
10.37 Arizona Nuclear Power 10. 1 to APS' 1988 Form 10-K 14473 3-8-39

Project Participation

Agreement, dated August 23,

1973, among APS Salt River

Project Agricultural .

Improvement and Power

District, Southen California s

Edison Company, Public

Service Company of New

Mexico, El Paso Electric

Company, Southern

California Public Power

Authority, and Department of

Water and Power of the City

of Los Angeles, and

amendments 1-12 thereto

Exhibit No.  Description

10.38 Amendment No. 13, dated as 10.1 to APS' March 1991 Form 14473 5-15-91
of April 22, 1991, to Arizona 10-Q ' .
Nuclear Power Project
Participation Agreement,
dated August 23, 1973, .
among APS, Salt River
Project Agricultural
Improvement and Power ‘
District, Southern California ‘
Edison Company, Public
Service Company of New
Mexico, El Paso Electric
Company, Southern
California Public Power
Authority, and Department of
Water and Power of the City
of Los Angeles

10.39¢ Facility Lease, dated as of 4.3 to APS' Form S-3 33-9480 10-24-86
August 1, 1986, between - Registration Statement
State Street Bank and Trust ‘
Company, as successor to
The First National Bank of
Boston, in its capacity as
Owner Trustee, as Lessor,
and APS, as Lessee

10.40° Amendment No. 1, dated as . 10.5 to APS' September 1986 14473 12-4-86
| of November 1, 1986, to Form 10-Q Report by means of
Facility Lease, dated as of Amendment No. on December
August 1, 1986, between 3, 1986 Form 8
State Street Bank and Trust
Company, as successor to
The First National Bank of
Boston, in its capacity as
‘ Owner Trustee, as Lessor,
and APS, as Lessee
|
|
|




Exhibit No.

. Description oo

10.41°

10.42°

10.43

10.44

1045

10.46*

1047

Amendment No. 2 dated as of
June 1, 1987 to Facility Lease
dated as of August 1, 1986
between State Street Bank
and Trust Company, as
successor to The First
National Bank of Boston,

as Lessor, and APS, as Lessee

Amendment No. 3, dated as
of March 17, 1993, to Facility
Lease, dated as of August 1,
1986, between State Street
Bank and Trust Company, as
successor to The First
National Bank of Boston, as
Lessor, and APS, as Lessee

Facility Leasc, dated as of
Deccember 15, 1986, between
State Strect Bank and Trust
Company, as successor to
The First National Bank of
Boston, in its capacity as
Owner Trustee, as Lessor,
and APS, as Lessee

Amendment No. |, dated as
of August 1, 1987, to Facility
Lease, dated as of December
15, 1986, between State
Strect Bank and Trust
Company, as successor to
The First National Bank of
Boston, as Lessor, and APS,
as Lessee

Amendment No, 2, dated as
of March 17, 1993, to
Facility Lease, dated as of
December 15, 1986, between
State Street Bank and Trust
Company, as successor to
The First National Bank of
Boston, as Lessor, and APS,
as Lessee

Directors' Deferred
Compensation Plan, as
restated, effective January 1,
1986

Second Amendment to the
Arizona Public Service
Company Deferred
Compensation Plan, effective
as of January 1, 1993

Report

Originally Filed as Exhibit: File No.b Date Effective
10.3 to APS' 1988 Form 10-K. 1-4473 3-8-89
Report

10.3 to APS' 1992 Form 10-K 1-4473 3-30-93
Report .

10.1 to APS' November 18 . 144';3 1-20-87
1986 Form 8-K Report

4.13 to APS' Form S-3 1-4473 8-24-87
Registration Statement No.

33-9480 by means of August 1,

1987 Form 8-K Report

10.4 to APS' 1992 Form 10-K 14473 3-30-93
Report

10.1 to APS' June 1986 Form 1-4473 ' 8-13-86
10-Q Report

10.2 to APS' 1993 Form 10-K 1-4473 3-30-94




Exhibit No.

Description

10.48°

" 10.49°

10.50

“10.51°

10.52*

10.53*

10.54*

10.55°

10.56*

Third Amendment to the
Arizona Public Service
Company Directors' Deferred
'Compensation Plan, effective
as of May 1, 1993

Arizona Public Service
Company Deferred
Compensation Plan, as
restated, effective January 1,
1984, and the second and
third amendments thereto,
dated December 22, 1986,
and December 23, 1987
respectively

Third Amendment to the
Arizona Public Service
Company Deferred
Compensation Plan, effective
as of January 1, 1993

Fourth Amendment to the
Arizona Public Service
Company Deferred
Compensation Plan effective
as of May 1, 1993

Fifth Amendment to the
Arizona Public Service
Company Deferred
Compensation Plan

1999 APS Management
Variable Pay Plan

1999 APS Senior
Management Variable Pay
Plan

1999 APS Officers Variable
Pay Plan

Pinnacle West Capital
Corporation, Arizona Public
Service Company, SunCor
Development Company and
El Dorado Investment
Company Deferred
Compensation Plan as
amended and restated
cffective January 1, 1996

File No.b

Oriﬁinally Filed as Exhibit: Date Effective
10.1 to APS' Scptember 1994 14473 11-10-94
Form 10-Q ‘

10.4 to APS' 1988 Form 10-K 1-4473 3-8-89
Report

10.3 to APS' 1993 Form 10-K 14473 3-30-94
Report

10.2 to APS' September 1994 1-4473 11-10-94
Form 10-Q Report

10.3 to APS' 1996 Form 10-K 1-4473 3-28-97
Report

10.1 to APS' 1998 Form 10-K 14473 3-31-99
Report

10.2 to APS' 1998 Form 10-K - 1-4473 * 3-31-99
Report

10.3 to APS' 1998 Form 10-K 1-4473 3-31-99
Report

10.10 to APS' 1995 Form 10-K 1-4473 3-29-86

Report
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Exhibit No.

Description

10.57

10.58*

10.59*

10.60*

10.61*

10.62

10.63

10.64

10.65%

10.66%

10.67%

Arizona Public Service
Company Supplemental

" Excess Benefit Retirement

Plan as amended and restated
on December 20, 1995

Pinnacle West Capital
Corporation and Arizona
Public Service Company
Directors' Retirement Plan,
effective as of January 1, 1995

Letter Agreement dated
December 21, 1993, between
APS and William L. Stewart

Letter Agreement, dated April
3, 1978, between APS and O.
Mark DeMichele, regarding
certain retirement benefits
granted to Mr. DeMichele,

Letter Agreement dated as of
January 1, 1996 between APS
and Robert G. Matlock &
Associates, Inc. for
consulting services

Letter Agreement dated
August 16, 1996 between
APS and William L. Stewart

Letter Agreement between
APS and William L. Stewart

Letter Agrecment dated
November 27, 1996 between

APS and George A, Schreiber, Jr.

Key Executive Employment
and Severance Agreement
between APS and certain
executive of officers of APS

Revised form of Key
Executive' Employment and
Severance Agreement
between APS and certain
executive officers of APS

Second revised form of Key
Executive Employment and
Severance Agreement
between APS and certain
exccutive officers of APS

Originally Filed as Exhibit: File No.” Date Effective
10.11 to APS' 1995 Form 10-K 1-4473 3-29-86
Report

10.7 to APS' 1994 Form 10-K 1-4473 3-30-95
Report

10.7 to APS' 1994 Form 10-K 1-4473 3-30-96
Report

10.7 to APS' 1988 Form 10-K 14473 3-8-89
Report

10.8 to APS' 1995 Form 10-K 14473 3-29-96
Report

10.8 to APS' 1996 Form 10-K 14473 3-28-97
Report

10.2 to APS' September 1997 1-4473 11-12-97
Form 10-Q Report

10.9 to APS' 1996 Form 10-K 14473 3-28-97
Report

10.3 to APS' 1989 Form 10-K 1-4473 3-8-90
Report

10.5 to APS' 1993 Form 10-K 1-4473 3-30-94
Report

10.9 to APS' 1994 Form 10-K 14473 3-30-95

Report
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Exhibit No. Description ‘. Originally Filed as Exhibit: File No.b Date Effective
10.68¢ Key Executive Employment 10.4 to APS' 1989 Form 10-K 1-4473 3-8-90
and Severance Agreement Report ’
between APS and certain
managers of APS
10.69% Revised form of Key 10.4 to APS' 1993 Form 10-K 1-4473 3-30-94
Executive Employment and Report
Severance Agreement .
between APS and certain key
employees of APS
10.704 Second revised Form of Key 10.8 to APS' 1994 Form 10-K 14473 * 3-30-95
Executive Employment and Report
! Severance Agreement "
between APS and certain key
employees of APS
10.71* Pinnacle West Capital 10.1 to APS' 1992 Form 10-K 1-4473 3-30-93
Corporation-Stock Option and Report
Incentive Plan :
10.72* Pinnacle West Capital A to the Proxy Statement for the 1-8962 4-16-94
Corporation 1994 Long-Term " Plan Report for the Company’s '
Incentive Plan, effective as of 1994 Annual Meeting of ‘
March 23, 1994 Shareholders
10.73* Pinnacle West Capital B to the Proxy Statement for the 1-8962 4-16-94
Corporation Director Equity Plan Report for the Company’s ‘
Participation Plan 1994 Annual Meeting of
Sharcholders !
10.74 Agreement No, 13904 10.3 to APS' 1991 Forin 10-K 14473 3-19-92
(Option and Purchase of Report
Effluent) with Cities of
Phoenix, Glendale, Mesa,
Scottsdale, Tempe, Town of
Youngtown, and Salt River
Project Agricultural
Improvement and : )
Power District, dated April 23, 1973 «+ " ¢ v
10.75 Agreement for the Sale and 10.4 to A PS' 1991 Form 10-K 1-4473 3-19-92
purchasc of Wastewater Report
Effluent with City of Tolleson
and Salt River Agricultural
Improvement and Power
District, dated Junc 12, 1981,
including Amendment No. 1 .
dated as of November 12, !
1981 and Amendment No, 2
dated as of June 4, 1986
10.76* First Amendment to 10.2 to the Company’s 1995 1-8962 4-1-96

Employment Agreement,
effective March 31, 1995,
between Richard Snell and
the Company

Form 10-K Report
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Exhibit No.

Description

10.77*

10.78*

10.79

10.80

10.81

10.82

99.1

99.2

99.3°

Second Amendment to
Employment Agreement,
effective February 5, 1997,
between Richard Snell and
the Company

APS Director Equity Plan

Territorial Agreement
between the Company
and Salt River Project

Power Coordination
Agreement between
the Company and Salt
River Project

Memorandum of Agreement
between the Company and
Salt River Project

Addendum to Memorandum
of Agreement between APS
and Salt River Project dated
as of May 19, 1998

Collateral Trust Indenture
among PVNGS II Funding
Corp., Inc., APS and
Chemical Bank, as Trustce

Supplemental Indenture to
Collateral Trust Indenture
among PVNGS Il Funding
Corp., Inc., APS and
Chemical Bank, as Trustee

Participation Agrecment,
dated as of August 1, 1986,
among PVNGS Funding

Corp., Inc., Bank of America

National Trust and Savings
Association, State Street

Bank and Trust Company, as

successor to The First
National Bank of Boston, in

its individual capacity and as

Ovwner Trustee, Chemical
Bank, in its individual
capacity and as Indenture

Trustee, APS, and the Equity

Participant named therein

Originally Filed as Exhibit:

10.2 to the Company’s 1996
Form 10-K Report

10.1 to September 1997 Form
10-Q Report

10.1 to APS® March 1998
Form 10-Q Report

10.2 to APS’ March 1998
Form 10-Q Report

10.3 to APS’ March 1998
Form 10-Q Report

10.2 to APS’ May 19, 1998
Form 8-K Report

4.2 to APS' 1992 Form 10K
Report

4.3 to APS' 1992 Form 10 K
Report

28.1 to APS' September 1992
Form 10-Q Report
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File No.b Date Effective
1-8962 3-31.97

1-4473 11-12-97
1-4473 5-15-98
1-4473 5-15-98
14473 5-15-98
1-4473 6-26-98
1-4473 3.30-93

14473 3-30-93

1-4473 11-9-92




Exhibit No.

Description

99.4¢

99.5°

99.6°

99.7°

Amendment No. 1 dated as of
November 1, 1986, to
Participation Agreement,
dated as of August 1, 1986,
among PVNGS Funding
Corp., Inc., Bank of America
National Trust and Savings
Association, State Street
Bank and Trust Company, as
successor to The First
National Bank of Boston, in
its individual capacity and as
Owner Trustee, Chemical
Bank, in its individual
capacity and as Indenture
Trustee, APS, and the Equity
Participant named therein

Amendment No. 2, dated as
of March 17, 1993, to
Participation Agreement,
dated as of August 1, 1986,
among PVNGS Funding
Corp., Inc., PVNGS It
Funding Corp., Inc., State
Street Bank and Trust
Company, as successor to
The First National Bank of
Boston, in its individual
capacity and as Owner
Trustee, Chemical Bank, in
its individual capacity and as
Indenture Trustee, APS, and
the Equity Participant named
therein :

Trust Indenture, Mortgage,
Security Agrecment and
Assignment of Facility Lease,
dated as of August 1, 1986,
between State Street Bank
and Trust Company, as
successor to The First,
National Bank of Boston, as
Owner Trustee, and Chemical
Bank, as Indenture Trustee

Supplemental Indenture No.
1, dated as of November 1,
1986 to Trust Indenture,
Mortgage, Security
Agrecment and Assignment

of Facility Lease, dated as of -

August 1, 1986, between
State Strect Bank and Trust
Company, as successor to
The First National Bank of
Boston, as Owner Trustee,
and Chemical Bank,

as Indenture Trustee

QOriginally Filed as Exhibit:

File No.®

Date Effective

10.8 to APS' September 1986
Form 10-Q Report by means of
Amendment No. 1, on
December 3, 1986 Form 8

28.4 to APS' 1992 Form 10-K
Report

4.5 to APS' Form S-3.
Registration Statement

10.6 to APS' September 1986
Form 10-Q Report by means of

Amendment No. 1 on December

3, 1986 Form 8
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33-9480 10-24-86
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Exhibit No.

Description

99.8°

99,9°

99.10°

99.11°

99.12

Supplemental Indenture No, 2
to Trust Indenture, Mortgage,
Security Agreement and
Assignment of Facility Lease,
dated as of August 1, 1986,
between State Street Bank
and Trust Company, as
successor to The First
National Bank of Boston, as
Owner Trustee, and Chemical
Bank, as Lease Indenture
Trustee

Assignment, Assumption and
Further Agreement, dated as
of August 1, 1986, between
APS and State Street Bank
and Trust Company, as
successor to The First
National Bank of Boston, as
Owner Trustee

Amendment No. 1, dated as
of November 1, 1986, to
Assignment, Assumption and
Further Agreement, dated as
of August 1, 1986, between
APS and State Street Bank
and Trust Company,

as successor to The First
National Bank of Boston, as
Owner Trustee

Amendment No. 2, dated as
of March 17, 1993, to
Assignment, Assumption and
Further Agreement, dated as
of August 1, 1986, between
APS and State Strect Bank
and Trust Company, as
successor to The First
National Bank of Boston, as
Owner Trustee

Participation Agreement,
dated as of December 15,
1986, among PVNGS
Funding Report Corp., Inc.,
State Strect Bank and Trust
Company, as successor to
The First National Bank of
Boston, in its individual
capacity and as Owner
Trustee, Chemical Bank, in
its individual capacity and as
Indenture Trustec under a
Trust Indenture, APS, and the
Owner Participant named
therein

Originally Filed as Exhibit: File No.b Date Effective
28.14 to APS' 1992 Form 10-K 1-4473 3-30-93
Report

28.3 to APS' Form S-3 33-9480 10-24-86
Registration Statement

10.10 to APS' September 1986 - 14473 12-4.86
Form 10-Q Report by means of

Amendment No. 1 on December

3, 1986 Form 8

28.6 to APS' 1992 Form 10-K ° 14473 3-30-93
Report

28.2 to APS' September 1992 14473 11-9-92

Form 10-Q Report
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Exhibit No.

Description

99.13

99.14

99.15

99.16

Amendment No. |, dated as
of August 1, 1987, to
Participation Agreement,
dated as of December 15,
1986, among PVNGS
Funding Corp., Inc. as
Funding Corporation, State
Street Bank and Trust
Company, as successor to
The First National Bank of
Boston, as Owner Trustee,
Chemical Bank, as Indenture
Trustee, APS, and the Owner
Participant named therein

Amendment No. 2, dated as
of March 17, 1993, to
Participation Agreement,
dated as of December 15,
1986, among PVNGS
Funding Corp., Inc., PVNGS
Il Funding Corp., Inc., Statc
Street Bank and Trust
Company, as successor to
The First National Bank of
Boston, in its individual
capacity and as Owner
Trustee, Chemical Bank, in
its individual capacity and as
Indenture Trustee, APS, and
the Owner Participant named
therein

Trust Indenture, Mortgage
Security Agreement and
Assignment of Facility Lease,
dated as of December 15,
1986, between State Street

. Bank and Trust Company, as

successor to The First
National Bank of Boston, as
Owner Trustee, and Chemical
Bank, as Indenture Trustee

Supplemental Indenture No.
1, dated as of August 1, 1987,
to Trust Indenture, Mortgage,
Sccurity Agreement and
Assignment of Facility Lease,
dated as of December 15,
1986, between State Street

Bank and Trust Company, as

successor to The First
National Bank of Boston, as
Owner Trustee, and Chemical
Bank, as Indenture Trustee

Originally Filed as Exhibit: File No. Date Effective
28.20 to APS' Form S-3 14473 8-10-87
Registration Statement No.

33-9480 by means of a '

November 6, 1986 Form 8-K:

Report

28.5 to APS' 1992 Form 10-K 1-4473 3-30-93
Report

10.2 to APS' November 18, 1-4473 1-20-87
1986 Form 10-K Report ‘

4.13 to APS' Form S-3 1-4473 8-24-87

Registration Statement No.
33-9480 by means of August 1,
1987 Form 8-K Report
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Exhibit No.

Description

99.17

99.18

99.19

99.20°

99,21

99.22

99.23

99.24

99.25

Supplemental Indenture No. 2
to Trust Indenture Mortgage,
Security Agreement and ,
Assignment of Facility Lease,
dated as of December 15,
1986, between State Street
Bank and Trust Company, as
successor to The First
National Bank of Boston, as
Owner Trustee, and Chemical
Bank, as Lease Indenture
Trustee

Assignment, Assumption and

Further Agreement, dated as '

of December 15, 1986,

between APS and State Street’

Bank and Trust Company, as
successor to The First
National Bank of Boston, as
Owner Trustee

Amendment No. 1, dated as
of March 17, 1993, to
Assignment, Assumption and
Further Agreement, dated as
of December 15, 1986,
between APS and State Strect
Bank and Trust Company, as
successor to The First
National Bank of Boston, as
Owner Trustce

Indemnity Agreement dated
as of March 17, 1993 by APS

Extension Letter, dated as of
August 13, 1987, from the
signatories of the
Participation Agreement to
Chemical Bank

Arizona Corporation
Commission Order dated
December 6, 1991

Arizona Corporation
Commission Order dated
June 1, 1994

Rate Reduction Agreement
dated December 4, 1995
between APS and the ACC
Staff

ACC Order dated April 24,
1996

Originally Filed as Exhibit: File No.® Date Effective

4.5 to APS' 1992 Form 10-K 14473 3-30-93

Report .

10.5 to APS' November 18, 14473 1-20-87

1986 Form 8-K Report

28.7 to APS' 1992 Form 10-K 14473 3-30-93

Report

28.3 to APS' 1992 Form 10-K 14473 3-30-93

Report

28.20 to APS' Form S-3 14473 8-10-87

Registration Statement No.

33-9480 by means of a

November 6, 1986 Form 8-K

Report

28.1 to APS' 1991 Fomm 10-K 1-4473 3-19-92

Report

10.1 to APS' June 1994 form 1-4473 8-12-94

10-Q Report

10.1 to APS' December 4, 1995 1-4473 12-14-95

8-K Report

10.1 to APS' March 1996 Form ’ 1-4473 5-14-96
10-Q Report
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Exhibit No.  Description Originally Filed as Exhibit: File No.b Date Effective

99.26 Arizona Corporation 99.1 to APS' 1996 Form 10-K 14473 - 3-28-97
* Commission Order, Decision '. Report . A
No. 59943, dated December
26, 1996, including the Rules ’

regarding the introduction of
retail competition in Arizona

99.27 Retail Electric 10.1 to APS’ June 1998 14473 8-14-98
Competition Rules Form 10-Q Report

e 44

*Management contract or compensatory plan or arrangement to be filed as an exhibit pursuant to Item 14(c)
of Form 10-K. |

*Reports filed under File No. 1-4473 and 1-8962 were filed in the office of the Securities and Exchange
Commission located in Washington, D.C.

°An additional document, substantially identical in all material respects to this Exhibit, has been entered
into, relating to an additional Equity Participant. Although such additional document may differ in other respects
(such as dollar amounts, percentages, tax indemnity matters, and dates of execution), there are no material details
in which such document differs from this Exhibit.

4Additional agreements, substantially identical in all material respects to this Exhibit have been entered
into with additional persons. Although such additional documents may differ in other respects (such as dollar
amounts and dates of execution), there are no material details in which such agreements differ from this Exhibit,

Reports on Form 8-K S ‘ 1

During the quarter ended December 31, 1998, and the period ended March 30, 1999, the Company filed the
following Reports on Form 8-K,

'

Report dated December 1, 1998 relating to an order by the Arizona Supreme Court staying ACC hearings
regarding APS’ settlement agreement with the ACC Staff.

Report dated December 9, 1998 relating to (1) a Notice of Withdrawal of Settlement filed by the ACC Staff, (2)
terms of expiration of a memorandum of understanding, (3) ACC adoption of the amended rules, and (4) issucs
affecting the agrecment between APS and Salt River Project.

Report dated January 11, 1999 relating to (i) the ACC hearing officers’ recommended changes to the amended
rules regarding the introduction of retail clectric competition in Arizona and to the June 1998 stranded cost order
and (ii) action by the Arizona Supreme Court vacating its order staying ACC hearings on the proposed settlement
agrecment and dismissing the Attorney General’s action.
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SIGNATURES

Pursuant to the requirements of Section 13 or 15(d) of the Securitics Exchange Act of 1934, the Registrant
has duly caused this report to be signed on its behalf by the undersigned, thereunto duly authorized.

PINNACLE WEST CAPITAL CORPORATION
(Registrant)

P

Date: March 30, 1999 /s/ William J. Post

(William J, Post, Chief Exccutive Officer)

Pursuant to the requirements of the Securitics Exchange Act of 1934, this report has been signed below by '
the following persons on behalf of the registrant and in the capacitics and on the dates indicated.

Signature Title Date
{s/ William J. Post Principal Executive Officer March 30, 1999
(William J. Post, Chicf Exccutive and Director
Officer) :
/s/ George A. Schreiber, Jr. Principal Financial Officer, March 30, 1999
(George A. Schreiber, Jr., President and Principal Accounting Officer,
Chief Financial Officer) ‘ and Director
{s/ Richard Snell Director March 30, 1999
(Richard Snell, Chairman of the Board of
Dircctors)
/s/ Pamela Grant Dircctor March 30, 1999
(Pamcla Grant)
/s/ Roy A. Herberger, Jr. , Director March 30, 1999
(Roy A. Herberger, Jr.)
/s/ Martha O. Hesse Director March 30, 1999
(Martha O. Hesse)
/s/ William S. Jamieson, Jr. Director March 30, 1999

(William S. Jamicson, Jr.)

/s/ Humberto S. Lopez Director March 30, 1999
(Humberto S, Lopez)
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Signature Title Date

/[s/ John R. Norton, III Director March 30, 1999
(John R. Norton, III)
/s/ Douglas J. Wall Director March 30, 1999

(Douglas J, Wall)

7







SECURITIES AND EXCHANGE COMMISSION

WASHINGTON, D.C. 20549

FORM 10-K
(Mark One)

X1 ANNUAL REPORT PURSUANT TO SECTION 13 OR 15(d)
OF THE SECURITIES EXCHANGE ACT OF 1934
For the fiscal year ended December 31, 1998
OR
O TRANSITION REPORT PURSUANT TO SECTION 13 OR 15(d)
OF THE SECURITIES EXCHANGE ACT OF 1934
For the transition period from to
Commission File Number 1-4473

Arizona Public Service Company

(Exact name of registrant as specified in its charter)
ARIZONA 86-0011170
(State or other jurisdiction (ILR.S. Employer Identification No.)
of incorporation or organization)
400 North Fifth Street, P.O. Box 53999

Phoenix, Arizona 85072-3999 (602) 250-1000
(Address of principal executive offices, (Registrant’s telephone number,
including zip code) including arca code)

Sccuritics registered pursuant to Section 12(b) of the Act:
Name of cach exchange on

Title of cach class which registered
10% Junior Subordinated Deferrable Interest ’
Debentures, Scries A, DUe 2025 .....viiriiiscierromnusessessisescesssssssississssesassassasssnes New York Stock Exchange

Seccurities registered pursuant to Section 12(g) of the Act: None.

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__

Indicate by check mark if disclosure of delinquent filers pursuant to Item 405 of Regulation S-K is not contained herein,
and will not be contained, to the best of registrant's knowledge, in any amendment to this Form 10-K. [ X ]

As of March 30, 1999, there were issued and outstanding 71,264,947 shares of the registrant's common stock, $2.50 par
value, all of which were held beneficially and of record by Pinnacle West Capital Corporation,

The registrant mects the conditions sct forth in General Instruction I1(a) and (b) and is therefore filing this
document with the reduced disclosure format,

.




e ————

TABLE OF CONTENTS
Page
GLOSSARY ..uveveererreerassnssersrssmsssensssessmsasssssssssstassantssessssstsassssssssssastssssasssssassssssssasssassssnisass eresnerrsareess 1
PART ]
Item b BUSINESS c.uvvciiinisnississnssenssmasniseassnsstssnisinesissinasissscssnistsssnionsastsonssnsssasssnesnsssnasssassessnsstessnnss 3
TtCIN 2. PrOPCTLICS .c.eciiiisriscesiisissmssissisanstasesssssnionsanssssnenssessantsssonssnsasnsonsssissnssssssssessonssanssnssessansesss 12
Item 3. Lcgal Proceedings .ovuvcimsisinensinssssessiisessssssissansssssessssssssssesanssarsnsssssssstssansasssennssasssssnassans 15
Item 4. Submission of Matters to a Vote of Security Holders.. ..o 15
Supplemental Item.
Execcutive Officers of the Registrant... ..o 16
PART I
Item 5. Market for Registrant's Common Stock and Related Security Holder Matters.....ueusseianns 18
Item 6. Selected Financial Data......cccviicccscnmnmsmmmmnimessimssesissesieses eteessstssnsaanss e esaraae 19
Item 7. Financial ReVICW.....ciciiviniiiiiisiinsniimeninncsissitessisnissnsssenismsmnsessssssessinmssssans 20
Item 7A Quantitative and Qualitative Disclosures about Market Risk. ....ccuviseesncssnsensensnnscssnsssasanans 27
Item 8. Financial Statements and Supplementary Data ......uivecsnsrssismnssnsamsesmsmssisenssscssmmnmans 28
Item 9. Changes In and Disagreements with Accountants on Accounting
and FIinancial DiSCIOSUIC ....c.cviervcitmmnmstisinssisseessissmsnimsesssmssnessssismmseessssassssissessnsssnaasnss 58
PART III
Item 10. Directors and Executive Officers of the REZISITant.....ccuiiiiismsnssnmnnsecsssnissesmsssosssssnsanaes 58
Item 11, Executive COMPENSALION .....ceccecrrerseereesseeserssresemsassstsssnesssssrosssssssssnassesssssnesssssnsosssssssnsnsncss 58
Item 12, Security Ownership of Certain Beneficial Owners and Management.........ccovmeversessinsanss 58
Item 13, Certain Relationships and Related Transactions ....uueccrsmsesssssssscssmmsisesssmsescessssssssssssssns 58
PART IV
Item 14, Exhibits, Financial Statements, Financial Statcment Schedules,
and Reports on Form 8-K......viiiiivccninnissnecscninsesnsenies reereerssrissntrsssantsssaerasaaasessatsanses 59
SIGNATURES......ccocstmriennmumsamssnsnisnmsssstisesstisesessanistsssssnsstssssssssssssssssssssssnissssessisssesasssossssassssstassssssssssssn 80




GLOSSARY

ACC — Arizona Corporation Commission

ACC Staff — Staff of the Arizona Corporation Commission
AFUDC — Allowance for Funds Used During Construction
Amendments — Clean Air Act Amendments of 1990
ANPP — Arizona Nuclear Power Project, also known as Palo Verde
APS — Arizona Public Service Company

CC&N — Certificate of convenience and necessity

Cholla — Cholla Power Plant

Cholla 4 — Unit 4 of the Cholla Power Plant

Company — Arizona Public Service Company

CUC — Citizens Utilitics Company

DOE — United Statcs Department of Energy

EITF — Emerging Issucs Task Force

EITF 97-4 — Emerging Issucs Task Force Issuc No. 97-4, “Dercgulation of the Pricing of Electricity — Issues
Related to the Applications of FASB Statements No. 71, Accounting for the Effects of Certain Types of Regulation,
and No. 101, Regulated Enterprises — Accounting for the Discontinuation of Application of FASB Statement No.
71”

EITF 98-10 — Emerging Issues Task Force Issue No. 98-10, "Accounting for Contracts Involved in Encrgy
Trading and Risk Management Activities"

Energy Act— National Energy Policy Act of 1992

EPA — United States Environmental Protection Agency

FASB — Financial Accounting Standards Board

FERC — Federal Encrgy Regulatory Commission

Four Corners — Four Corners Power Plant

GAAP — Generally accepted accounting principles

ITC — Investment tax credit

kW — Kilowatt, one thousand watts

kWh — Kilowatt-hour, one thousand watts per hour

Mortgage — Mortgage and Decd of Trust, dated as of July 1, 1946, as supplemented and amended
MW — Megawatt, onc million watts '
MWh— Mcga\valt hours, one million watts per hour

1935 Act — Public Utility Holding Company Act of 1935

NGS — Navajo Generating Station

NRC — Nuclear Regulatory Commission

PacifiCorp — An Oregon-based utility company

Palo Verde — Palo Verde Nuclear Generating Station

Pinnacle West — Pinnacle West Capital Corporation, an Arizona corporation, the Company's parent

SEC — Sccuritics and Exchange Commission
SFAS No. 34 — Statement of Financial Accounting Standards No. 34, “Capitalization of Interest Cost”




SFAS No. 71 — Statement of Financial Accounting Standards No. 71, "Accounting for the Effects of Certain

Types of Regulation" ‘
SFAS No. 123 — Statement of Financial Accounting Standards No. 123, "Accounting for Stock-Based o
Compensation" !

SFAS No. 130 — Statement of Financial Accounting Standards No. 130, "Reporting Comprehensive Income”

SFAS No. 133 ~— Statement of Financial Accounting Standards No. 133, "Accounting for Derivative Instruments
and Hedging Activitics"

Salt River Project — Salt River Project Agricultural Improvement and Power District
USEC — United States Enrichment Corporation
Waste Act — Nuclear Waste Policy Act of 1982, as amended




PART I

ITEM 1. BUSINESS
The Company ,

We were incorporated in 1920 under the laws of Arizona and are engaged principally in serving electricity in
the State of Arizona, Our principal executive offices are located at 400 North Fifth Street, Phoenix, Arizona 85004
(telephone 602-250-1000). Pinnacle West owns all of the outstanding shares of our common stock.

We arc Arizona’s largest clectric utility, with 799,000 customers. We provide wholesale or retail electric
service to the cntire state of Arizona, with the exception of Tucson and about one-half of the Phoenix arca. During
1998, no single purchaser or user of cnergy accounted for more than 2% of total clectric revenues. At December
31, 1998, we employed 6,075 people, which includes employees assigned to joint projects where we are project
manager. - \

This document contains forward-looking statements that involve risks and uncertaintics. Words such as
“estimates,” “expects,” “anticipates,” “plans,” “believes,” “projects,” and similar expressions identify forward-
looking statements. These risks and uncertaintics include, but arc not limited to, the ongoing restructuring of the
clectric industry; the outcome of the regulatory proceedings relating to the restructuring; regulatory, tax, and
cnvironmental legislation; our ability to successfully compete outside our traditional regulated markets; regional
cconomic conditions, which could affect customer growth; the cost of debt and equity capital; weather variations
affecting customer usage; technological developments in the electric industry; and Year 2000 issucs. Sec
“Competition” in this Item for a discussion of some of these factors.

Competition
Retail

General, Under current law, we are not in direct competition with any other regulated clectric utility for
clectric service in our retail service territory. Nevertheless, we are subject to varying degrees of competition in
certain territories adjacent to or within arcas that we serve that are also currently served by other utilities in our
region (such as Tucson Electric Power Company, Southwest Gas Corporation, and Citizens Utility Company) as
well as cooperatives, municipalitics, clectrical districts, and similar types of governmental organizations
(principally Salt River Project). -

We face competitive challenges from low-cost hydroclectric power and natural gas fuel, as well as the access of
some utilitics to preferential low-priced federal power and other subsidies. In addition, some customers,
particularly industrial and large commercial, may own and operate facilitics to generate their own electric energy
requirements. Such facilitics may be operated by the customers themselves or by other entities engaged for such

purpose.

Arizona Electric Industry Restructuring. Sce Note 3 of Notes to Financial Statements in Item 8 for a
discussion of the clectric industry restructuring in Arizona, including ACC rules for the introduction of retail
clectric competition; stranded cost recovery; and Arizona Icgislative initiatives. See also "Financial Review -
Competition and Industry Restructuring” in Item 7.

Wholesale

General. We compete with other utilitics, power marketers, and independent power producers in the sale of
clectric capacity and encrgy in the wholesale market. We expect that competition to sell capacity will remain




vigorous. Our rates for wholesale power sales and transmission scrvices are subject to regulation by the FERC.
During 1998, approximately 16% of our clectric operating revenues resulted from such sales and charges.

The National Encrgy Policy Act of 1992 (the “Encrgy Act”) has promoted increased competition in the
wholesale clectric power markets. The Energy Act reformed provisions of the Public Utility Holding Company Act
of 1935 (the “1935 Act”) and the Federal Power Act to remove certain barriers to competition for the supply of
clectricity. For example, the Encrgy Act permits the FERC to order transmission access for third parties to
transmission facilities owned by another entity so that independent supplicrs and other third partics can sell at
wholesale to customers wherever located. The Energy Act does not, however, permit the FERC to issuc an order
requiring transmission access to retail customers.

Effcctive July 9, 1996, a FERC decision requires all electric utilitics subject to the FERC’s jurisdiction to file
transmission tariffs which provide competitors with access to transmission facilitics comparable to the transmission
owners’ access for wholesale transactions, establishes information requirements, and provides for recovery of
certain wholesale stranded costs. Retail stranded costs resulting from a state-authorized retail direct-access
program are the responsibility of the states, unless a state lacks authority to impose rates to recover such costs, in
which case FERC will consider doing so. We have filed a revised open access tariff in accordance with this
decision. We do not believe that this decision will have a material adverse impact on our results of operations or
financial position.

Regulatory Asscts

Our major regulatory asscts arc deferred income taxes and rate synchronization cost deferrals. These items,
combined with miscellancous regulatory assets and liabilitics, amounted to approximately $900 million at
December 31, 1998, Under a 1996 regulatory agreement, the ACC accelerated the amortization of substantially all
of our regulatory assets to an eight-year period that will end June 30, 2004, Our existing regulatory orders and the
current regulatory environment support our accounting practices related to regulatory assets. If rate recovery of
these assets is no longer probable, whether duc to competition or regulatory action, we would be required to write
off the remaining balance as an extraordinary charge to expense. This could have a material impact on our
financial statements, Sce Notes 1, 3, and 10 of Notes to Financial Statements in Item 8 for additional information.

Compcetitive Strategies

We are pursuing strategies to maintain and enhance our competitive position. These strategics include (i) cost
management, with an emphasis on the reduction of variable costs (fuel, operations, and maintenance expenses) and
on increased productivity through technological efficiencies; (ii) a focus on our core business through customer
service, distribution system reliability, business scgmentation, and the anticipation of market opportunitics; (iii) an
cmphasis on good regulatory relationships; (iv) assct maximization (e.g., higher capacity factors and lower forced
outage rates); (v) expanding our generation assct base to support growth in the competitive power marketing arcna;
(vi) strengthening our capital structure and financial condition; (vii) leveraging core competencies into related
arcas, such as energy management products and scrvices; and (viii) establishing a trading floor and implementing
a risk management program to provide for more stability of prices and the ability to retain or grow incremental
margin through more competitive pricing and risk management. Underpinning our competitive strategics are the
strong growth characteristics of our service territory. As competition in the clectric utility industry continues to
evolve, we will continue to evaluate strategies and alternatives that will position us to compete cffectively in a more
competitive, restructured industry.



Gencrating Fucl and Purchased Power
1998 Energy Mix

Our sources of energy during 1998 were: coal - 36.2%; nuclear - 27.5%; purchased power - 32.3%; and
other - 4.0%.

Coal Supply

We believe that Cholla has sufficient reserves of low sulfur coal committed to the plant through 2005. In
1998, the current supplicr agreed to allow Cholla to test burn coal from other sources, which led to coal purchases
on the spot market. The current supplier is expected to continue to provide substantially all of Cholla’s low sulfur
coal requirements. We belicve there are sufficient reserves of lowsulfur coal available to allow the continued
operation of Cholla for its useful life. We also belicve that Four Corners and NGS have sufficient reserves of low
sulfur coal available for use by those plants to continue operating them for their useful lives.

The current sulfur content of coal being used at Four Corners, NGS, and Cholla is approximately 0.77%,
0.54%, and 0.44%, respectively. In 1998, average prices paid for coal supplied from the reserves dedicated under
existing contracts were slightly lower, but still comparable to 1997. Escalation components of existing long-term
coal contracts impact future coal prices. In addition, major price adjustments can occur from time to time as a
result of contract rencgotiation, ’

- NGS and Four Corners arc located on the Navajo Reservation and held under casements granted by the federal
government as well as leases from the Navajo Nation. Sec “Properties- Plant Sites Leased from the Navajo Nation”
in Item 2. We purchase all of the coal which fuels Four Corners from a coal supplier with a long-term lease of coal
reserves owned by the Navajo Nation and for NGS from a coal supplicr with a long-term lease with the Navajo
Nation and the Hopi Tribe. Coal is supplied to Cholla from a coal supplier who mines all of the coal under a long-
term lease of coal reserves owned by the Navajo Nation, the federal government, and private landholders. Sce Note
12 of Notes to Financial Statements in Item 8 for information regarding our obligation for coal mine reclamation.

Natural Gas Supply

We arc a party to contracts with a number of natural gas opcrators and marketers which allow us to purchasc
natural gas in the method we determine to be most cconomic. Currently, we are purchasing the majority of our
natural gas requirements from 25 companies pursuant to contracts. Our natural gas supply is transported pursuant
to a firm transportation scrvice contract with El Paso Natural Gas Company. We continue to analyze the market to
determine the most favorable source and method of meeting our natural gas requircments.

Nuclear Fuel Supply
The fuel cycle for Palo Verde is comprised of the following stages:

the mining and milling of uranium ore to produce uranium concentrates,
the conversion of uranium concentrates to uranium hexafluoride,

the enrichment of uranium hexafluoride,

the fabrication of fuel assemblics,

the utilization of fucl assemblics in reactors and

the storage of spent fucl and the disposal thereof.

The Palo Verde participants have made contractual arrangements to obtain quantitics of uranium concentrates
anticipated to be sufficicnt to mect operational requircments through 2001. Existing contracts and options could be
utilized to meet approximately 93% of requircments in 2002, 62% of requirements in 2003, 51% of requircments
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in 2004, and 44% of requircments from 2005 through 2007. Spot purchases on the uranium market will be made,
as appropriate, in licu of any uranium that might be obtained through contractual options.

The Palo Verde participants have contracted for 85% of conversion services required through 2002, The Palo
Verde participants have an enrichment services contract and an enriched uranium product contract that furnish
enrichment services required for the operation of the three Palo Verde units through 2003. In addition, existing
contracts will provide fucl assembly fabrication services until at least 2003 for each Palo Verde unit, and through
contract options, approximately fiftcen additional years are available.

Spent Nuclear Fuel and Waste Disposal. Pursuant to the Nuclear Waste Policy Act of 1982, as amended in
1987 (the "Waste Act"), DOE is obligated to accept and dispose of all spent nuclear fuel and other high-level
radioactive wastes gencrated by all domestic power reactors. The NRC, pursuant to the Waste Act, requires
operators of nuclear power reactors to enter into spent fuel disposal contracts with DOE. We have done so on our
behalf and on behalf of the other Palo Verde participants. Under the Waste Act, DOE was to develop the facilitics
necessary for the storage and disposal of spent nuclear fuel and to have the first such facility in operation by 1998.
That facility was to be a pecrmancnt repository. DOE has announced that such a repository now cannot be
completed before 2010, In July 1996, the United States Court of Appeals for the District of Columbia Circuit (D.C.
Circuit) ruled that the DOE has an obligation to start disposing of spent nuclear fuel no later than January 31,
1998. By way of letter dated December 17, 1996, 'DOE informed us and other contract holders that DOE
anticipates that it will be unable to begin acceptance of spent nuclear fuel for disposal in a repository or interim
storage facility by January 31, 1998. In November 1997, the D.C. Circuit issued a Writ of Mandamus precluding
DOE from excusing its own delay on the grounds that DOE has not yet prepared a permanent repository or interim
storage facility. On May 5, 1998, the D.C. Circuit issucd a ruling refusing to order DOE to begin moving spent
nuclear fuel, On July 24, 1998, we filed a Petition for Review regarding DOE's obligation to begin accepting spent
nuclear fuel. Arizona Public Service Company v. Department of Energy and United States of America, No. 98-
1346 (D.C. Cir.). Seec "Palo Verde Nuclear Generating Station" in Note 12 of Notes to Financial Statements in
Item 8 for a discussion of i interim spent fuel storage costs.

Several bills have been introduced in Congress contemplating the construction of a central interim storage
facility; however, there is resistance to certain features of these bills both in Congress and the Administration.

Facility funding is a further complication. While all nuclear utilities pay into a so-called nuclear waste fund
an amount calculated on the basis of the output of their respective plants, the annual Congressional appropriations
for the permanent repository have been for amounts less than the amounts paid into the waste fund (the balance of
which is being uscd for other purposes). According to DOE spokespersons, the fund may now be at a level less than
nceded to achieve a 2010 operational date for a permanent repository. No funding will be available for a central
interim facility until onc is authorized by Congress.

We have storage capacity in existing fuel storage pools at Palo Verde which, with certain modifications, could
accommodate all fuel expected to be discharged from normal operation of Palo Verde through about 2002, We also
believe we could augment that wet storage with new facilities for on-sitc dry storage of spent fucl for an
indeterminate period of operation beyond 2002, subject to obtaining any required governmental approvals. One
way or another, we currently belicve that spent fuel storage or disposal methods will be available for use by Palo
Verde to allow its continued operation beyond 2002.

A new low-level waste facility was built in 1995 on-site which could storc an amount of waste cquivalent to
ten years of normal operation at Palo Verde. Although some low-level waste has been stored on-site, we are
currently shipping low-Ievel waste to off-site facilitics. We currently believe that interim low-level waste storage
methods are or will be available for use by Palo Verde to allow its continued operation and to safely store low-level
waste until a permanent disposal facility is available.




We belicve that scientific and financial aspects of the issues of spent fuel and low-level waste storage and
disposal can be resolved satisfactorily. However, we also acknowledge that their ultimate resolution in a timely
fashion will require political resolve and action on national and regional scales which we are less able to predict.

Purchased Power Agreements

In addition to that available from its own generating capacity (se¢ “Properties” in Item”2), we purchase
electricity from other utilitics under various arrangements. One of the most important of these is a long-term
contract with Salt River Project. This contract may be canceled by Salt River Project on three years' notice and
requires Salt River Project to make available, and us to pay for, certain amounts of electricity. The amount of
clectricity is based in large part on customer demand within certain areas now served by us pursuant to a related
territorial agreement. The generating capacity available to us pursuant to the contract was 292 MW January
through May 1998, and starting June 1998 increased to 316 MW. In 1998, we received approximately 943,354
MWh of energy under the contract and paid about $43 million for capacity availability and energy received. Sece
Note 3 of Notes to Financial Statements for a discussion of amendments to agreements with Salt River Project.

In Scptember 1990, we cntered into certain agreements with PacifiCorp relating principally to sales and
purchases of electric power and electric utility assets. In July 1991 we sold Cholla 4 to PacifiCorp. As part of the
transaction, PacifiCorp agreed to make a firm system sale to us for thirty years during our summer peak scason.
The amount of the sale for the first seven years was 175 MW and it increases after that at our option, up to a
maximum amount of 380 MW. We converted the firm system sales to one-for-one scasonal capacity exchanges
with PacifiCorp on October 31, 1997. On January 1, 1999 our agreecments with PacifiCorp provide for 275 MW
capacity exchange and beginning in May 1999, an additional 205 MW capacity exchange begins. In 1998, we had
275 MW of generating capacity available from PacifiCorp. We received approximately 281,217 MWh of encrgy
under the exchange.

During 1996, we entered into an agreement with Citizens Utilities Confpany to build, own, operate, and
maintain a combustion turbine in northwest Arizona, CUC terminated the combustion turbine project in February
1999, We have notificd CUC that we will retain the rights to the combustion turbine project.

Construction Program

During the years 1996 through 1998, we incurred approximately $899 million in capitalized expenditures.
Utility capitalized expenditures for the years 1999 through 2001 are expected to be primarily for expanding
transmission and distribution capabilitics to meet customer growth, upgrading existing facilities, and for
environmental purposes. Capitalized expenditures, including expenditures for environmental control facilitics, for
the years 1999 through 2001 have been estimated as follows:

(Millions of Dollars)

By Year By Major Facilitics
1999 $328 ' Production $236
2000 317 Transmission and Distribution 564
2001 300 General 113
Total $943 Other Projects 32
Total $945

The amounts for 1999 through 2001 exclude capitalized interest costs and include capitalized property taxes
and about $30-$35 million cach year for nuclear fucl. We conduct a continuing review of our construction
program. We are considering expanding certain of our operations over the next several years, which may result in
additional expenditures. We currently believe that there will be opportunities to expand our investment in
generating assets in the next five years. It is expected that these gencrating assets would be organized in a newly-
created, non-regulated affiliate under Pinnacle West,




Mortgage Replacement Fund Requirements

So long as any of our first mortgage bonds are outstanding, we are required for each calendar year to deposit
with the trustee under our Mortgage cash in a formularized amount related to net additions to our mortgaged utility
plant. We may satisfy all or any part of this "replaccment fund” requircment by utilizing redeemed or retired
bonds, net property additions, or property retirements. For 1998, the replacement fund requirement amounted to
approximatcly $138 million. Certain of the bonds we have issued under the Mortgage that are callable prior to
maturity are redecmable at their par value plus accrued interest with cash we deposit in the replacement fund. This
is subject in many cases to a period of time after the original issuance of the bonds during which they may not be so
redecmed.

Environmental Matters
EPA Environmental Regulation

~ Clean Air Act. We are subject to a number of requirements under the Clean Air Act. Pursuant to the 1977
amendments to the Clean Air Act, the EPA adopted regulations that address visibility impairment in certain
federally-protected arcas which can be rcasonably attributed to specific sources. In September 1991, the EPA
issued a final rule that limited sulfur dioxide emissions at NGS. Onec NGS unit had to comply with this rule in
1997, one in 1998, and the last unit in 1999, Salt River Project is the NGS operating agent.  Salt River Project
estimates a capital cost of $430 million and annual operations and maintenance costs of approximately $14 million
for all three units, for NGS to meet these requirements. We are required to fund 14% of these expenditures.
Approximately 93% of these capital costs have been incurred through 1998,

The Clean Air Act Amendments of 1990 (the "Amendments") address, among other things:

"acid rain,"

visibility in certain specified arcas,

hazardous air pollutants and

arcas that have not attained national ambient air quality standards.

With respect to "acid rain,"” the Amendments establish a system of sulfur dioxide cmissions “allowances.” Each
existing utility unit is granted a certain number of "allowances.” For Phase II plants, which include our plants,
allowances will be required beginning in the ycar 2000 to operate the plants, On March 5, 1993, the EPA
promulgated rules listing allowance allocations applicable to our plants. Based on those allocations, we will have
sufficient allowances to permit continued operation of our plants at current levels without installing additional
cquipment.

In addition, the Amendments require the EPA to set nitrogen oxides emissions limitations, These limitations
require certain plants to install additional pollution control cquipment. In December 1996, the EPA issucd rules
for nitrogen oxides emissions limitations that may require us to install additional pollution control equipment at
Four Corners by January 1, 2000. On February 14, 1997, we filed a Petition for Review in the United States Court
of Appeals for the District of Columbia. We alleged that the EPA improperly classificd Four Corners Unit 4 in
these rules, thereby subjecting Unit 4 to a more stringent emission limitation. Arizona Public Service Company v,
United States Environmental Protection Agency, No. 97-1091. In February 1998, the Court vacated the Unit 4
cmission limitation and remanded the issue to EPA for reconsideration. We cannot currently predict how the EPA
will respond. However, based on our initial evaluation, we currently estimate our capital cost of complying with
the rules may be approximately $4 million,

With respect to protection of visibility in certain specified arcas, the Amendments require the EPA to conduct
a study concerning visibility impairment in thosc arcas and to identify sources contributing to such impairment.
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Interim findings of this study indicate that any beneficial effect on visibility as a result of the Amendments would
be offset by expected population and industry growth. The Amendments also require EPA to establish a "Grand
Canyon Visibility Transport Commission" to complete a study on visibility impairment in the "Golden Circle of
National Parks" in the Colorado Platcau. NGS, Cholla, and Four Comners are located near the Golden Circle of
National Parks. The Commission completed its study and on June 10, 1996 submitted its final recommendations to
the EPA. The Commission recommended that, beginning in 2000 and every 5 years thereafter, if actual sulfur
dioxide emissions from all stationary sources in an cight-state region (including Arizona, New Mexico, Utah,
Nevada, and 'California) exceed the projected cmissions, which are projected to decline under the current
regulatory scheme, the projected total emissions will be changed to a “regional emissions cap” and an emissions
trading program would be implemented to limit total sulfur dioxide emissions in the region. The EPA will
consider these recommendations before promulgating final requirements on a regional haze regulatory program
which the EPA proposed in July 1997 and which is expected to be finalized by mid-1999.

Under EPA's proposed regional haze program, states would be required to submit plans to meet “presumptive
reasonable progress targets” for achieving perceptible improvements in visibility conditions in Federal Class I
arcas (c.g., national parks) every 10-15 years. The proposal also calls for statcs to conduct three year “best
available retrofit technology” (“BART™) reviews on point sources which became operational between 1962 and
1977 and which may normally be anticipated to contribute to regional haze visibility impairment.

Also, in July 1997, EPA promulgated final National Ambicent Air Quality Standards for ozone and particulate
matter. Pursuant to the rules, the ozone standard is more stringent and a new ambicnt standard for very fine
particles has been established. Congress has cnacted legislation that could delay the implementation of regional
haze requirements and the particulate matter ambicnt standard. Because the actual level of emissions controls, if
any, for any unit cannot be determined at this time, we currently cannot estimate the capital expenditures, if any,
which would result from the final rules. However, we do not currently expect these rules to have a material
adverse cffect on our financial position or results of operations.

With respect to hazardous air pollutants emitted by electric utility steam generating units, the Amendments
require two studies. The results of the first study indicated an impact from mercury emissions from such units in
certain unspecified arcas. The EPA has not yet stated whether or not mercury emissions limitations will be
imposed. Secondly, the EPA will complete a general study in the next several years concerning the necessity of
regulating hazardous air pollutant emissions from such units under the Amendments, Because we cannot speculate
as to the ultimate requirements by the EPA, we cannot currently estimate the capital expenditures, if any, which
may be required as a result of these studics.

Certain aspects of the Amendments may require us to make related expenditures, such as permit fecs. We do
not expect any of these to have a material impact on our financial position or results of operations,

~ Superfund. The Comprehensive Environmental Response, Compensation, and Liability Act (“Superfund”)
establishes liability for the clcanup of hazardous substances found contaminating the soil, water, or air. Those who
generated, transported, or disposed of hazardous substances at a contaminated site are among thosec who are
potentially responsible partics (“PRPs”), PRPs may be strictly, and often jointly and severally, liable for the cost of
any nccessary remediation of the substances. The EPA had previously advised us that the EPA considers us to be a
PRP in the Indian Bend Wash Superfund Site, South Area. Our Ocotillo Power Plant is located in this arca. We
are in the process of conducting an investigation to determine the extent and scope of contamination at the plant
site. Based on the information to date, including available insurance coverage and an EPA cstimate of cleanup
costs, we do not expect this matter to have a material impact on our financial position or results of operations.

Manufactured Gas Plant Sites. We arc currently investigating properties which we now own or which were
at one time owned by us or our corporate predecessor, that were at one time sites of, or sites associated with,
manufactured gas plants. The purpose of this investigation is to determine if:
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. waste materials are present
. such materials constitute an environmental or health risk and
) we have any responsibility for remedial action.

Where appropriate, we have begun remediation of certain of these sites. We do not expect these matters to have a
material adverse effect on our financial position or results of operations.

Purported Navajo Environmental Regulation

Four Corners and NGS arc located on the Navajo Rescrvation and are held under casements granted by the
federal government as well as leases from the Navajo Nation, We arc the Four Corners operating agent. We own a
100% interest in Four Corners Units 1, 2, and 3, and a 15% interest in Four Corners Units 4 and 5. We own a
14% interest in NGS Units 1, 2, and 3. )

In July 1995, the Navajo Nation cnacted the Navajo Nation Air Pollution Prevention and Control Act, the
Navajo Nation Safe Drinking Water Act, and the Navajo Nation Pesticide Act (collectively, the "Acts"). Pursuant
to the Acts, the Navajo Nation Environmental Protection Agency is authorized to promulgate regulations covering
air quality, drinking water, and pesticide activitics, including those that occur at Four Corners and NGS. By
scparate letters dated October 12 and October 13, 1995, the Four Corners participants and the NGS participants
requested the United States Sccretary of the Intcnor to resolve their dispute with the Navajo Nation regarding
whether or not the Acts apply to operations of Four Corners and NGS. On October 17, 1995, the Four Corners
participants and the NGS participants cach filed a lawsuit in the District Court of the Navajo Nation, Window
Rock District, secking, among other things, a declaratory judgment that

) their respective leases and federal casements preclude the application of the Acts to the
operations of Four Corners and NGS and

. the Navajo Nation and its agencies and courts lack adjudicatory jurisdiction to determine the
enforceability of the Acts as applied to Four Corners and NGS.

On October 18, 1995, the Navajo Nation and the Four Corners and NGS participants agreed to indefinitely stay
these proceedings so that the partics may attempt to resolve the dispute without litigation. The Secretary and the
Court have stayed these proceedings pursuant to a request by the partics, We cannot currently predict the outcome
of this matter.

In February 1998, the EPA promulgated regulations specifying those provisions of the Clean Air Act for which
it is appropriate to treat Indian tribes in the same manner as states. The EPA indicated that it believes that the
Clean Air Act gencrally would supersede pre-cxisting binding agreements that may limit the scope of tribal
authority over reservations. On April 10, 1998, we filed a Petition for Review in the United States Court of
Appeals for the District of Columbia. Arizona Public Service Company v, United States Environmental Protection
Agency, No. 98-1196. On February 19, 1999, the EPA promulgated regulations setting forth the EPA’s approach
to issuing Fedcral operating permits to covered stationary sources on Indian rescrvations, pursuant to the
Amendments. We are currently evaluating the impact of these regulations.

Water Supply

Assured supplics of water arc important for our gencrating plants. At the prcscnt time, we have adequate
water to meet our nceds. However, conﬂlctmg claims to limited amounts of water in the southwestcm United
States have resulted in numerous court actions in recent years.

i

10




Both groundwater and surface water in areas important to our opcrations have been the subject of inquiries,
claims, and lcgal procecdings which will require a number of ycars to resolve. We are one of a number of parties
in a proceeding before a state court in New Mexico to adjudicate rights to a stream system from which water for

Four Corners is derived. (State of New Mexico, in the relation of S E. Reynolds, State Engineer vs. United States
of America, City of Farmington, Utah International, Inc., ct al., San Juan County, New Mexico, District Court No.

75-184). An agreement reached with the Navajo Nation in 1985, however, provides that if Four Corners loses a
portion of its rights in the adjudication, the Navajo Nation will provide, for a then-agreed upon cost, sufficient
water from its allocation to offsct the loss,

A summons served on us in early 1986 required all water claimants in the Lower Gila River Watershed in
Arizona to asscrt any claims to water on or before January 20,°1987, in an action pending in Maricopa County
Superior Court. (In_re The General Adjudication of All Rights to Use Water in the Gila River System and Source,
Supreme Court Nos. WC-79-0001 through WC 79-0004 (Consolidated) [WC-1, WC-2, WC-3 and WC-4
(Consolidated)], Maricopa County Nos. W-1, W-2, W-3 and W-4 (Consolidated)). Palo Verde is located within the
geographic area subject to the summons, Our rights and the rights of the Palo Verde participants to the use of
groundwater and effluent at Palo Verde is potentially at issue in this action. As project manager of Palo Verde, we
filed claims that dispute the court's jurisdiction over the Palo Verde participants' groundwater rights and their
contractual rights to effluent relating to Palo Verde. Alternatively, we seck confirmation of such rights, Three of
our less-utilized power plants are also located within the geographic area subject to the summons, Our claims
dispute the court's jurisdiction over our groundwater rights with respect to these plants. Alternatively, we seck
confirmation of such rights. Issucs important to the claims arc pending on appeal to the Arizona Suprcme Court.
No trial date concerning our water rights claims has been set in this matter.

We have also filed claims to water in the Little Colorado River Watershed in Arizona in an action pending in
the Apache County Superior Court. (In rec The General Adjudication of AN Rights to Use Water in _the Little
Colorado River System and Source, Supreme Court No. WC-79-0006 WC-6, Apache County No. 6417). Our
groundwater resource utilized at Cholla is within the geographic area subject to the adjudication and is therefore
potentially at issuc in the case. Our claims dispute the court's jurisdiction over our groundwater rights.
Alternatively, we seck confirmation of such rights. The partics arc in the process of settlement negotiations with
respect to this matter. No trial date concerning our water rights claims has been set in this matter.

Although the foregoing matters remain subject to further cvaluation, we expect that the described litigaﬁon
will not have a material adversec impact on our financial position or results of operations.




ITEM 2. PROPERTIES

Accredited Capacity’

Our present generating facilities have an accredited capacity as follows:

. Capacity(kW)
Coal: ‘
Units 1, 2, and 3 at FOUr COMETS wiuuniminnmsisnsnnseismasisssseinsnessessssnnsssssssssesssnssesnssssssssnsnese wee 560,000
15% owned Units 4 and 5 at FOUr COTMEIS .uevveemrerermrtrimssnrisiesmiescnsmsessessssassssnneessnsisssnsansssans 222,000
Units 1, 2, and 3 at Cholla Plant.......5ceceeeenuens o tssesssesresasssasananaet s s beRsA s A st a e R e se s AR R e e s 615,000
14% owned Units 1, 2, and 3 at the Navajo Plant ...c..cicceericivsinscnnnnsssnsennmmsiisssnns 315,000
1,712,000
Gas or Oil: ‘
Two steam units at Ocotillo and two steam units at SAZUATO.....cccrveersecresessecnsssacsasssesessansanans 435,000(1)
Eleven combustion turbing UNItS.....ccciivseererrveriersissensssissassesssasasmsssssssissatanssessanssnssssosssnsnassnesas 493,000
Three combined CYCIC UNILS .....cecveerecnsnisrsemssseinmsissssisisssimssassssinssinsssssssessesssasnsesstsssssssnas 255,000
1,183,000
Nuclear:
29.1% owned or leased Units 1, 2, and 3 at Palo VErde .....c.ccoviivinmsercicscnsennnccsnsssssimniaasee 1,086,300
OIICT .. ereeieerarssseesasnneresnensanerssnssssssessossnsrersmnnsabbe s baNEsEEsONEERaRROEESaRERARAEEESIRRRE SRR RS SAmR s e ane s saanennsbbats 5,600
TOMAR «.eeiererreenrereneasnessssssssessssentenssnasssssasntsastsonnsrsessossessasasst sassrssnsssbnssssssesnmesastssresssesatsssnenssnansn 3,986 900

(1) West Phocnix steam units (108,300 kW) are currently mothballed.

Reserve Margin

Our peak onc-hour demand on our electric system was recorded on July 16, 1998 at 5,072,000 kW, compared
to the 1997 peak of 4,608,600 kW recorded on August 22, Taking into account additional capacity then available
to us under purchase power contracts as well as our own generating capacity, our capability of mecting system
demand on July 16, 1998, computed in accordance with accepted industry practices, amounted to 5,139,600 kW,
for an installed reserve margin of 3.1%. The power actually available to us from our resources fluctuates from time
to time due in part to planned outages and technical problems. The available capacity from sources actually
operable at the time of the 1998 peak amounted to 4,862,600 kW, for a margin of (3.9%). Firm purchascs from
ncighboring utilitics totaling 1,467,000 kW were in place at the time of the peak ensuring the ability to mecet the
load requirement, with an actual reserve margin of 7.4%.

Plant Sites Leased from Navajo Nation

NGS and Four Corners are located on land held under casements from the federal government and also under
leases from the Navajo Nation. We do not believe that the risk with respect to enforcement of these casements and
leases is material. The lease for Four Corners waives until 2001 the requircment that we, as well as our fucl
supplicr, pay certain taxes to the Navajo Nation. In September 1997, a settlement agreement was finalized between
the coal supplicr to Four Corners, the Navajo Nation, and us which scttled certain issucs in the Four Corners lease
regarding the obligation of the fucl supplier to pay taxes prior to the expiration of tax waivers in 2001. Pursuant to
the agreement, in 1997 we recognized approximately $14 million of pretax carnings related to a partial refund of
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possessory interest taxes paid by the fuel supplicr. The parties also agreed to renegotiate their business relationship
before 2001 in an effort to permit the clectricity generated at Four Corners to be priced competitively. We cannot
currently predict the outcome of this matter. Certain of our transmission lines and almost all of its contracted coal
sources are also located on Indian rescrvations, Sece "Generating Fuel and Purchased Power — Coal Supply” in
Item 1. '

Palo Verde Nuclear Generating Station
Palo Verde Leascs

See Note 9 of Notes to Financial Statements in Item 8 for a discussion of three sale and leaseback transactions
related to Palo Verde Unit 2,

Regulatory

Operation of cach of the three Palo Verde units requires an operating license from the NRC. The NRC issued
full power operating licenses for Unit 1 in June 1985, Unit 2 in April 1986, and Unit 3 in November 1987. The
full power operating licenses, cach valid for a period of approximately 40 years, authorize us, as operating agent
for Palo Verde, to operate the three Palo Verde units at full power.

¢

Nuclear Decommissioning Costs

The NRC recently amended its rules on financial assurance requirements for the decommissioning of nuclear
power plants. The amended rules became effective on November 23, 1998. The amended rules provide that a
licensee may use an external sinking fund as the exclusive financial assurance mechanism if the licensee recovers
estimated total decommissioning costs through cost of scrvice rates or through a “non-bypassable charge.” Other
mechanisms are prescribed, including prepayment, if the requirements for exclusive reliance on the external
sinking fund mechanism are not met. We currently rely on the external sinking fund mechanism to meet the NRC
financial assurance requirements for our interests in Palo Verde Units 1, 2, and 3. The decommissioning costs of
Palo Verde Units 1, 2, and 3 are currently included in ACC jurisdictional rates. Proposed ACC rules regarding the
introduction of retail electric competition in Arizona (sec Note 3) currently provide that decommissioning costs
would be recovered through a non-bypassable “system bencfits” charge, which would allow us to maintain our
external sinking fund mechanism. Sce Note 13 of Notes to Financial Statements in Item 8 for additional
information about our nuclear decommissioning costs.

Palo Verde Liability and Insurance Matters

See "Palo Verde Nuclear Generating Station" in Note 12 of Notes to Financial Statements in Item 8 for a
discussion of the insurance maintained by the Palo Verde participants, including us, for Palo Verde.

Other Information Regarding Our Propertics

Sec “Environmental Matters” and "Water Supply" in Item 1 with respect to matters having possible impact on
the operation of certain of our power plants.

See “Construction Program” in Item 1 and "Financial Review — Capital Needs and Resources” in Item 7 for a
discussion of our construction plans. .

See Notes 5, 8, and 9 of Notes to Financial Statements in Item 8 with rcsf)cct to our property not held in fec or
held subject to any major encumbrance.
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ITEM 3. LEGAL PROCEEDINGS

Sec "Environmental Matters" and "Water Supply" in Item 1 in regard to pending or threatened litigation and
other disputes. Sec “Regulatory Matters” in Note 3 of Notes to Financial Statements in Item 8 for a discussion of
compctition and the rules regarding the introduction of retail electric competition in Arizona. On February 28,
1997 and October 16, 1998, we filed lawsuits to protect our legal rights regarding the rules and the amended rules,
respectively, and in cach complaint we asked the Court for (i) a judgment vacating the retail electric competition
rules, (ii) a declaratory judgment that the rules are unlawful because, among other things, they were entered into
without proper legal authorization, and (iif) a permanent injunction barring the ACC from enforcing or
implementing the rules and from promulgating any other regulations without Iawful authority. Arizona Public
Service Company v, Arizona Corporation Commission, CV 97-03753 (consolidated under CV 97-03748.) Arizona
Public Service Company v. Arizona Corporation Commission, CV 98-18896. On August 28, 1998, we filed two
lawsuits to protect our legal rights under the stranded cost order and in its complaints the Company asked the
Court to vacate and set aside the order. Arizona Public Service Company v. Arizona Corporation Commission, CV
98-15728. Arizona Public Service Company v, Arizona Corporation Commission, 1-CA-CC-98-0008.

ITEM 4. SUBMISSION OF MATTERS TO A
VOTE OF SECURITY HOLDERS

Not applicable.




SUPPLEMENTAL ITEM. EXECUTIVE OFFICERS
OF THE REGISTRANT

The Company's executive officers are as follows:

Age At '

Name March 1, 1999 . Position(s) At March 1, 1999 Vb
Richard Snell . 68  Chairman of the Board of Dircctors(1) :
William J. Post 48 Chief Executive Officer(1) .
Jack E. Davis - 52 President, Energy Delivery and Sales(1) o
William L. Stewart 55 President, Generation(1) - ‘
George A. Schreiber, Jr, 50 ‘Executive Vice President and Chief Financial Ofﬁcer(l) ‘ I
Armando B. Flores 55 Executive Vice President, Corporate Business Services ‘ i
James M, Levine 49 Senior Vice President, Nuclear Generation f L
Jan H. Bennett 51 Vice President, Distribution I
John G. Bohon 53 * Vice President, Corporate Services and Human Resources iy
John R. Denman 56 ‘ Vice President, Fossil Gencration ]“
Edward Z. Fox 45 Vice President, Environmental/Health/Safety and i‘

New Technology, Ventures ) i
William E. Ide 52 Vice President, Nuclear Engineering ’ m
Nancy C. Loftin 45 Vice President, Chief Legal Counsel and Sccrctaxy i
Gregg R. Overbeck .52 Vice President, Nuclear Production ) ,;r:[
Chris N, Froggatt 41 Controller ’l
Michacl V. Palmeri 40 Treasurer

(1) Member of the Board of Directors.

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) of such officers for the past five years have been as follows:

i
Our exccutive officers are clected no less often than annually and may be removed by the Board of Directors at 4 ’

4

\

MLr. Snell was elected to his present position as of February 1990, He was also elected Chairman of the Board, ‘
President and Chief Executive Officer of Pinnacle West at that time. He retired as President in February 1997 and i
as Chief Exccutive Officer in February 1999. Mr. Snell is also a director of Pinnacle West, Aztar Corporation, and '
Central Newspapers, Inc. “ I!

I

|
Mr. Post was clected President and Chief Executive Officer in February 1997. In October 1998, he resigned as L‘ !
President and maintained the position of Chief Exccutive Officer. Prior to that time he was Senior Vice President !
and Chicf Operating Officer (September 1994 - February 1997) and Senior Vice President, Planning, Information
and Financial Services (June 1993 - September 1994). Mr. Post was President of Pinnacle West (Fcbruaty 1997 - ‘
February 1999) and in February 1999, he became Chief Executive Officer of Pinnacle West. Mr. Post is also a
dircctor of Pinnacle West,

Mr. Davis was clected to his present position in October 1998, Prior to that time he was Executive Vice
President, Commercial Operations (Scptember 1996 - October 1998) and Vice President, Generation and |
Transmission (June 1993-September 1996). I




Mr. Stewart was clected to his present position in October 1998. Prior to that time he was Executive Vice
President, Generation (September 1996 - October 1998), Exccutive Vice President, Nuclear (May 1994 -
September 1996) and Senior Vice President — Nuclear for Virginia Power (since 1989).

Mr. Schreiber was clected to his present position in February 1997. Prior to that time he was Managing
Dircctor at PaineWebber, Inc. (since February 1990). Mr. Schreiber was Exccutive Vice President of Pinnacle
West (February 1997 - February 1999), and he is currently President (since February 1999) and Chief Financial
Officer (since February 1997) of Pinnacle West. Mr. Schreiber is also a director of Pinnacle West.

Mr. Flores was clected to his present position in October 1998. Prior to that time, he was Senior Vice
President, Corporate Business Services (September 1996 - October 1998) and Vice President, Human Resources
(1991-1996). Mr. Flores is a director of Harris Trust Bank.

Mr. Levine was clected to his present position in September 1996, Prior to that time he was Vice President,
Nuclear Production (since September 1989).

Mr. Bennett was clected to his present position in May 1991.

Mr. Bohon was clected to his present position in October 1998. Prior to that time he was Vice President,
Procurement (April 1997 - October 1998) and Director, Corporate Services (December 1989-April 1997).

Mr. Denman was clected to his present position in April 1997, Prior to that time he was Dircctor of Fossil
Generation (since 1990).

Mr. Fox was clected to his present position in October 1995, Prior to that time he was Director, Arizona
Department of Environmental Quality and Chairman, Wastewater Management Authority of Arizona (July 1991-
September 1995).

Mr. Ide was clected to his present position in September 1996. Prior to that time he was Dircector, Palo Verde
Operations (1994-1996) and Palo Verde Unit 1 Plant Manager (1988-1994).

Ms. Loftin was clected to the positions of Vice President and Chief Legal Counscl in September 1996 and has
been Secretary since April 1987, Prior to that time, in addition to Sccretary, she was Corporate Counsel (since
February 1989).

Mr. Overbeck was clected to his current position in July 1995. Prior to that time he was Assistant to Vice
President of the Company (January 1994-July 1995).

Mr. Froggatt was clected to his present position in July 1997. Prior to that time he was Director, Accounting
Scrvices (since December 1992) of the Company.

Mr. Palmeri was clected tozhis present position in July 1997. Prior to that time he was Assistant Treasurer

(February 1994-July 1997) and Manager of Finance (June 1990-February 1994) of Pinnacle West. He also became
Treasurer of Pinnacle West in July 1997,
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PART II

ITEM 5. MARKET FOR REGISTRANT'S COMMON
STOCK AND RELATED SECURITY HOLDER MATTERS

The Company's common stock is wholly-owned by Pinnacle West and is not listed for trading on any stock
exchange. As a result, there is no established public trading market for the Company's common stock.

The chart below sets forth the dividends declared on the Company's common stock for each of the four
quarters for 1998 and 1997.

»

Common Stock Dividends

(Thousands of Dollars)
Quarter 1998 1997
1st Quarter $42,500 $42,500
2nd Quarter 42,500 42,500
3rd Quarter 42,500 42,500
4th Quarter 42,500 42,500

After payment or setting aside for payment of cumulative dividends and mandatory sinking fund requirements,
where applicable, on all outstanding issucs of preferred stock, the holders of common stock are entitled to
~ dividends when and as declared out of funds legally available therefor. Sec Notes 4 and 5 of Notes to Financial
Statements in Item 8 for restrictions on rctained carnings available for the payment of common stock dividends.

3
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ITEM 6. SELECTED FINANCIAL DATA

1998 1997 1996 1995 1994
(Thousands of Dollars)
Electric Operating Revenues.......ocvviereinsnnisnes $2,006,398 $1,878,553 .$1,718,272 $1,614,952 $1,626,168
Fuel and Purchased POWET ......ccccocrnicnnniarnnnnee 537,501 436,627 325,523 269,798 300,689
Operating EXPenses . ceresnmssscsessssessssssarses 1,098,086 1,070,101 1,027,541 963,400 957,046
Operating INCOME......eceerrrrverensissesenssnssenssens 370,811 371,825 = 365,208 381,754 368,433
Other INCOMC..veeeiiiiiireerrrensssenserressssenssnsssssanes 20,448 21,586 35,217 25,548 44,510
Interest Deductions — Net.....ocvcerieceseenssinnas 136,012 141,918 156,954 167,732 169,457
Net INCOME......nriimeecicmerentnstsetssssssscsnsssanens 255,247 251,493 243,471 239,570 243,486
Preferred Dividends........ccvecnnininnssisensanans 9,703 12,803 17,092 19.134 25,274
Earnings for Common Stock........ecrrensanan $ 245544 $ 238,690 $§ 226,379 $ 220,436 $ 218,212
Total ASSELS....coneeeererssesassnmsnmsnnsssssmssnsassarsarsans $6,393,299 $6,331,142 $§6,423,222 $6,418,262 $6,348,261
Capital Structure:
Common Stock EQUILY......cceueennennsnnsarsnnes $1,975,755 $1,849,324 $1,729,390 $1,621,555 $1,571,120
Non-Redeemable Preferred Stock......coveeines 85,840 142,051 165,673 193,561 193,561
Redeemable Preferred Stock ...aeevciniirennns 9,401 29,110 53,000 75,000 75,000
Long-Term Debt Less Current Maturities... 1,876,540 1,953,162 2,029,482 2,132,021 2,181,832
Total Capitalization ........ceurmerssnmssnscseens 3,947,536 3,973,647 3,977,545 4,022,137 4,021,513
Current Maturitics of Long-Term Debt....... 164,378 104,068 153,780 3,512 3,428
Commercial Paper.........cccomniessssinensssnins 178,830 130,750 16,900 177,800 131,500
L0 7. O O $4,290,744 $4,208,465 $4,148,225 $4,203,449 $4,156,441

See "Financial Review" in Item 7 for a discussion of certain information in the foregoing table.
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ITEM 7. FINANCIAL REVIEW

In this section, we explain our results of operations, general financial condition, and outlook, including:

the changes in our earnings from 1997 to 1998 and from 1996 to 1997

the factors impacting our business, including competition and electric industry restructuring
the effects of regulatory agreements on our results

our capital needs and resources and

Yecar 2000 technology issues.

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

Results of Operations

1998 Compared with 1997 Our 1998 carnings incrcased $6.9 million - a 2.9% increase - over 1997 earnings
primarily because of an increase in customers, expanded power marketing and trading activities, and lower
financing costs. In the comparison, these positive factors more than offset the effects of milder weather, two fuel-
rclated settlements recorded in 1997, and two retail price reductions. See Note 3 for additional information about
the price reductions.

In 1998, electric operating revenues increased $128 million primarily because of:

increased power marketing and trading revenues ($94 million)

. increases in the number of customers and the amount of clectricity used by customers ($77
million) and
) miscellaneous factors ($8 million).

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

Power marketing and trading activitics are predominantly short-term opportunity wholesale sales. The increase in
power marketing revenues resulted from higher prices, increased activity in Western bulk power markets, and
increased sales to large customers in California. The increasc in power marketing and trading revenues was
accompanicd by related increases in purchased power expenses.

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

Operations and maintenance expense increased $15 million because of customer growth, initiatives related to
competition, and expansion of our power marketing and trading function.

Depreciation and amortization expense increased $11 million because we had more plant in service.

Financing costs decreased by $9 million primarily because of lower amounts of outstanding debt and preferred
stock,
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1997 Compared with 1996 Our 1997 carnings increased $12.3 million ~ a 5.4% increase - over 1996 earnings
primarily because of:

an increase in customers

a $32 million pretax charge in 1996 for a voluntary severance program
two fuel-related settlements in 1997 and

lower financing costs.

These positive factors more than offset the effects of our 1996 regulatory agreement with the Arizona Corporation
Commission (ACC), which during 1997 resulted in about $60 million of additional regulatory assct amortization
and a $35 million revenue decrease caused by two retail price reductions. See Note 3 and “Results of Operations
— Regulatory Agreements” below for additional information. In addition, we recognized $12 million of income
tax benefits in 1996 that were not repeated in 1997.

In 1997, clectric operating revenues increased $160 million primarily because of:

. increased power marketing revenues ($128 million)
° an increase in the number of customers ($58 million) and
) weather effects ($7 million).

As mentioned above, these positive factors were partially offset by a $35 million revenue decrease caused by retail
price reductions. The increase in power marketing revenues resulted from increased activity in Western bulk
power markets. This did not significantly affect our carnings because the increase was substantially offset by
higher purchased power cxpenses.

Two fucl-related settlements in 1997 increased pretax carnings by about $21 million, The income statement shows
these scttlements as reductions in fuel expense and as other income. About $16 million of the settlements related
to years prior to 1997 and $5 million related to 1997. We expect the total annual savings from the scttlements for
at least the next scveral years to be about $10 million before income taxes. We do not have a fuel adjustment
clause as part of our retail rate structure. As a result, we show changes in fuel and purchased power expenses in
current carnings. , .
We lowered our operations and maintenance expenses in 1997 by putting in place a voluntary scverance program
in late 1996, with rclated savings reflected in 1997. These savings were partially offset by increased expenses for
marketing, information technology, and power plant maintenance.

We decreased our financing costs by $12 million during 1997 by lowering the amounts of outstanding debt and
preferred stock. ‘

Regulatory Agreements Regulatory agreecments with the ACC affect the results of our operations. The following
discussion focuses on two agreements: a 1996 agreement to accelerate the amortization of our regulatory assets
and a 1994 scttlement to accelerate amortization of our deferred investment tax credits (ITCs).

Under the 1996 agreement with the ACC, we are recovering substantially all of our present regulatory asscts
through accelerated amortization, The recovery of these assets is taking place over an cight-year period that will
end June 30, 2004, For more details, sce Note 3. This accelerated amortization increased annual amortization
expense by about $120 million ($72 million after taxes).

Also, as part of the 1996 regulatory agrcement, we reduced our retail prices by 3.4% effective July 1, 1996. This
reduces revenue by about $48.5 million annually ($29 million after taxes). We also agreed to share future cost
savings with our customers, which resulted in the following additional retail price reductions:
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. $17.6 million annually ($10.5 million after income taxes), or 1.2%, cffective July 1, 1997, and
. $17 million annually ($10 million after income taxes), or 1.1%, effective July 1, 1998.

We expect to file with the ACC for another retail price decrease of approximately $10.8 million annually ($6.5
million after income taxes) to become cffective July 1, 1999. The amount and timing of the price decrease are
subject to ACC approval. This will be the last price decrease under the 1996 regulatory agreement.

We discuss above, in "Results of Operations," the factors that offset the carnings impact of the accelerated
regulatory assct amortization and the price decreases.

As part of the 1994 rate settlement, we accelerated amortization of substantially all deferred ITCs over a five-year
period that ends on December 31, 1999, The amortization of ITCs is shown on our income statement as Other
Income — Income Taxes. It decreases annual income tax expense by about $28 million. Beginning in 2000, no
further benefits will be reflected in income tax expense. See Note 10,

Capital Needs and Resources

Our capital requirements consist primarily of capital expenditures and optional and mandatory redemptions of
long-term debt and preferred stock. We pay for our capital requircments with:

cash from our operations
annual cash payments from Pinnacle West of $50 million from 1996 through 1999 (see Note 3)
and

. to the extent necessary, external financing,

During the period from 1996 through 1998, we paid for all of our capital expenditures with cash from our
operations. We expect to do so in 1999 through 2001 as well.

Our capital expenditures in 1998 were $327 million. Our projected capital expenditures for the next three years
are: 1999, $328 million; 2000, $317 million; and 2001, $300 million. These amounts include about $30-$35
million cach year for nuclear fuel. In general, most of the projected capital expenditures are for:

. expanding transmission and distribution capabilitics to meet customer growth
upgrading cxisting utility property and
. environmental purposes.

In addition, we are considering expanding certain of our operations over the next several years, which may result
in additional expenditures. We currently believe that there will be opportunities to expand our investment in
gencrating assets in the next five years. It is expected that these generating assets would be organized in a newly
created non-regulated affiliate under Pinnacle West.

During 1998, we redeemed about $145 million of long-term debt and $76 million of preferred stock, including
premiums, with cash from operations and long- and short-term debt.  Our long-term debt and preferred stock
redemption requirements and payment obligations on a capitalized lease for the next three years are: 1999, $260
million; 2000, $115 million; and 2001, $2 million. On March 1, 1999, we redeecmed all $95 million of our
outstanding preferred stock. Based on market conditions and optional call provisions, we may make optional
redemptions of long-term debt from time to time,

22




As of December 31, 1998, we had credit commitments from various banks totaling about $400 million, which were
available cither to support the issuance of commercial paper or to be used as bank borrowings. At the end of 1998,
we had about $179 million of commercial paper and $125 million of long-term bank borrowings outstanding.

In 1998, we issucd $100 million of unsecured long-term debt and in February 1999, we issued $125 million of
unsccured long-term debt.

Although provisions in our first mortgage bond indenture, articles of incorporation, and ACC financing orders
establish maximum amounts of additional first mortgage bonds that we may issue, we do not expect any of these
provisions to limit our ability to meet our capital requirements.

Competition and Industry Restructuring

The electric industry is undergoing significant change. It is moving to a competitive, market-based structure from
a highly-regulated, cost-based environment in which companies have been entitled to recover their costs and to
carn fair returns on their invested capital in exchange for commitments to serve all customers within designated
service territorics. In December 1996, the ACC adopted rules that provide a framework for the introduction of
retail clectric competition in Arizona and adopted amendments to the rules in August 1998. On January 11, 1999,
the ACC issued an order which stayed the amended rules and granted waivers from compliance with the rules to
all affected utilitics (including us) pending further ACC decisions. On February 5, 1999, ACC hearing officers
issued recommendations for changes to the amended rules. These recommended changes were further amended by
an ACC Procedural Order dated March 12, 1999. See Note 3 for additional information about these rules and
other competitive developments, including an agreement with Salt River Project Agricultural Improvement and
Power District (Salt River Project). We cannot currently predict when or if the amended rules will be further
modificd, when the stay of the amended rules will be lifted, or when retail clectric competition will be introduced
in Arizona with respect to affected utilities.

The rules as rccommcnded indicate that the ACC will allow affected utilities the opportumty to fully recover
unmitigated stranded costs, but do’ not set forth the mechanisms for determining and recovering such costs. On
June 22, 1998, the ACC issucd an order on stranded cost determination and recovery and on February 5, 1999, an
ACC hearing officer issued reccommended changes to that order. These recommended changes were further
amended by an ACC Procedural Order dated March 12, 1999. See Note 3 for additional information on proposed
modifications to the stranded cost order.

An Arizona joint legislative committee studied electric utility restructuring issues in 1996 and 1997. In May 1998,

"a law was enacted to facilitate implementation of retail electric competition in the state. Additionally, legislation

related to electric competition has been proposed in the United States Congress. See Note 3 for a discussion of
legislative developments.

We belicve that further ACC decisions, lcgislation at the Arizona and federal levels, and perhaps amendments to
the Arizona Constitution will ultimately be required before significant implementation of retail clectric competition
can lawfully occur in Arizona. Until it has been determined how competition will be implemented in Arizona,
including the manner in which stranded costs will be addressed, we cannot accurately predict the lmpact of full
retail competition on our financial position, cash flows, or results of operations. As competition in the electric
industry continues to evolve, we will continue to cvaluate strategics and alternatives that will position us to
compete effectively in a restructured industry.

We prepare our financial statements in accordance with Statement of Financial Accounting Standards (SFAS) No.
71, “Accounting for the Effects of Certain Types of chulation "~ SFAS No. 71 requires a cost-based, rate-
regulated enterprise to reflect the impact of regulatory decisions in its financial statements. Our existing regulatory
orders and the current regulatory environment support our accounting practices related to regulatory assets, which
amounted to about $900 million at December 31, 1998, Under the 1996 regulatory agreement, the ACC

»
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accelerated the amortization of substantially all of our regulatory assets to an eight-year period that will end June
30, 2004. If we cease to be cost-based regulated, we would no longer be able to apply the provisions of SFAS No.

71 to part or all of ouir operations, which could have a material impact on our financial statements. See Note 1 for

additional information on regulatory accounting.

Year 2000 Readiness Disclosure

Overview As the year 2000 approaches, many companies face problems because many computer systems and
cquipment will not properly recognize calendar dates beginning with the year 2000. We are addressing the Year
2000 issue as described below. We initiated a comprehensive company-wide Year 2000 program during 1997 to
review and resolve all Year 2000 issues in mission critical systems (systems and equipment that are key to business
function, health, and safety) in a umely manner to ensure the reliability of electric service to our customers. This
included a company-wide awareness program of the Year 2000 issue,

The following cllz}n shows Year 2000 readiness of our mission critical systems as of January 31, 1999:
Inventory Assessment  Remecdiation & Testing
100% | 100% 70%*
* Estimated to be at 100% by June 30, 1999, except one Palo Verde unit as discusséd below. |

Dnscussmn We have been actively implementing and replacing systems and technology since 1995 for gcneral
business reasons unrelated to the Year 2000, and these actions have resulted in substantially all of our major
information technology (IT) systems bccommg Year 2000 ready. The major IT systems that were, and are being,
implemented and replaced include the following:

Work Management

Materials Management

Energy Management

Payroll

Financial -

Human Resources

Trouble Call Management

Computer and Communications Network Upgrades
Geographic Information Management
Customer Information System and
Palo Verde Site Work Management.

® & & & & o ¢ o o o o
N

We have made, and will continuc to make, certain modifications to computer hardware and software systems and
applications, including IT and non-IT systems, in an cffort to cnsure they are capable of handling changing
business needs, including dates in the year 2000 and thercafter. In addition, we are analyzing other IT systems and
non-IT systems, including embedded technology and real-time process control systems for potential modxﬁcauons

We havc inventoried and assessed essentially all mission critical IT and non-IT systems and cqulpment We are
70% complete with the remediation and testing of these systems. Remediation and testing is expected to be
completed by June 30, 1999, for all mission critical systems, except for those items that can only be completed
during maintenance outages at Palo Verde, which will be completed for the last unit, which is substantially
identical to the other two units, during the last half of 1999. We have an internal audlt/quallty review team that is
periodically reviewing the individual Year 2000 projects and their Year 2000 readiness.
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We currently estimate that we will spend about $5 million relating to Year 2000 issues, about $3 million of which has
been spent to date. This includes an estimated allocation of payroll costs for our employees working on Year 2000 issues,
and costs for consultants, hardware, and software. We do not separately track other internal costs. This does not include
costs incurred since 1995 to implement and replace systems for reasons unrelated to the Year 2000, as discussed above.
Our cost to address the Year 2000 issuc is charged to operating expenses as incurred and has not had, and is not expected
to have, a material adverse effect on our financial position, cash flows, or results of operations. We expect to fund this cost
with available cash balances and cash provided by operations.

We are communicating with our significant supplicrs, business partners, other utilities, and large customers to
determine the extent to which we may be affected by these third parties' plans to remediate their own Year 2000
issues in a timely manner, We have been interfacing with suppliers of systems, services, and materials in order to
assess whether their schedules for analysis and remediation of Year 2000 issues arc timely and to assess their
ability to continue to supply required services and materials.

We are also working with the North American Electric Reliability Council (NERC) through the Western Systems
Coordinating Council (WSCC) to develop operational plans for stable grid operation that will be used by other
utilities and us in the western United States. These plans arc expected to be completed by June 30, 1999.
However, we cannot currently predict the effect on us if the systems of these other companies are not Year 2000
ready. ‘

We currently expect that our most reasonably likely worst case Year 2000 scenario would be intermittent loss of
power to customers, similar to an outage during a severe weather disturbance. In this situation, we would restore
power as soon as possible by, among other things, re-routing power flows. We do not currently cxpect that this
scenario would have a material adverse effect on our financial position, cash flows, or results of operations.

We are working to develop our own contingency plans to handle Year 2000 issucs, including the most reasonably
likely worst case scenario, discussed above, and we expect these plans to be completed by June 30, 1999. As
discussed above, we have also been working with NERC and WSCC to develop contingency plans related to grid
operation.

Accounting Matters

We describe two new accounting rules in Note 2. First, the new rule on cnergy trading and risk mahagement is
effective in 1999. We do not expect it to have a material impact on our financial results. Secondly, the new
standard on derivatives is cffective for us in 2000. We are currently evaluating what impact it will have on our
financial statements. Also, sce Note 13 for a description of a proposed standard on accounting for certain liabilities
related to closure or removal of long-lived assets.

Risk Management

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

Intcrest Rate and Equity Risk Our major financial market risk exposure is changing interest rates. Changing
interest rates will affect interest paid on variable rate debt and interest earned by the nuclear decommissioning trust
fund. Our policy is to manage interest rates through the use of a combination of fixed and floating rate debt. The
nuclear decommissioning fund also has risks associated with changing market values of cquity investments.
Nuclear decommissioning costs are recovered in rates.

The tables below present contractual balances of our long-term debt and commercial paper at the expected maturity
dates as well as the fair value of those instruments on December 31, 1998 and December 31, 1997, The weighted
average interest rates for the various debt presented are actual as of December 31, 1998 and December 31, 1997.
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Expected Maturity/Principal Repayment
December 31, 1998

(Thousands of Dollars)
Short-Term Variable Long-Term Fixed Long-Term'
Interest Interest Interest
Rates Amount Rates Amount Rates Amount
1999 6.21% $ 178,830 - - " 7.24% $ 164,378
2000 - - - - 5.79% 114,711
2001 - - - - 748% 2,488
2002 - - - - 8.13% 125,000
2003 - - 5.69% 125,000 - -
Years thereafter - - 3.39% 456,860 7.75% 1,058,963
Total $ 178,830 581,860 $ 1,465,540
Fair Value $ 178,830 581,860 $ 1,525,900
Expected Maturity/Principal Repayment
December 31, 1997
(Thousands of Dollars)
Short-Term Variable Long-Term Fixed Long-Term
Intercst Interest Interest
Rates Amount Rates Amount Rates Amount
1998 627% $ 130,750 - - 7.62% $ 104,068
1999 - - - - 7.25% 164,378
2000 - - - - 5.83% 104,711
2001 - - - - - . 7.48% 2,488
2002 - - 6.25% 150,000 8.13% 125,000
Years thereafter - - 3.62% 439,990 7.92% 973,628
Total $ 130,750 589,990 $ 1,474,273
Fair Value $ 130,750 589,990 - 8 1,504,417

Commodity Price Risk We utilize a varicty of derivative instruments including exchange-traded futures, options,
and swaps as part of our overall risk management strategies and for trading purposes. In order to reduce the risk of
adverse price fluctuations in the electricity and natural gas markets, we enter into futures and/or option
transactions to hedge certain natural gas held in storage as well as certain expected purchases and sales of natural
gas and clectricity. The changes in market value of such contracts have a high correlation to the price changes in
the hedged commodity. Gains and losses related to derivatives that qualify as hedges of expected transactions arc
recognized in income when the underlying hedged physical transaction closes (deferral method). Gains and losses

on derivatives utilized for trading are recognized in income on a current basis (the mark to market method).




We have prepared a sensitivity analysis to estimate our exposure to the market risk of our derivative position for
natural gas and electricity. With respect to these derivatives, a potential adverse price movement of 10% in the
market price of natural gas and clectricity from the December 31, 1998 levels would decrease the fair value of these
instruments by approximately $1 million. This analysis does not include the favorable impact that the same
hypothetical price movement would have on expected physical purchases and sales of natural gas and electricity.

W¢ are exposed to credit losscs in the event of non-performance or non-payment by counterpartics,. We use a
credit management process to assess and monitor the financial viability of counterparties. We do not expect
counterparty defaults to materially impact our financial condition, results of operations, or net cash flows.

Forward-Looking Statements

The above discussion contains forward-looking statements that involve risks and uncertainties. Words such as
“cstimates,” “expects,” “anticipates,” “plans,” “believes,” “projects,” and similar expressions identify forward-
looking statements. These risks and uncertaintics include, but arc not limited to, the ongoing restructuring of the
electric industry; the outcome of the regulatory proceedings relating to the restructuring; regulatory, tax, and
environmental legislation; our ability to successfully compete outside our traditional regulated markets; regional
economic conditions, which could affect customer growth; the cost of debt and cquity capital; weather variations
affecting customer usage; technological developments in the clectric industry; and Year 2000 issucs.

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

ITEM 7A. QUANTITATIVE AND QUALITATIVE
DISCLOSURES ABOUT MARKET RISK.

Sce "Financial Review" in Item 7 for a discussion of quantitative and qualitative disclosures about market risk.
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REPORT OF MANAGEMENT

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

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

Periodically the internal accounting control system is reviewed by both the Company's internal auditors and its
independent auditors to test for compliance. Reports issucd by the internal auditors are released to management,
and such reports or summaries thercof are transmitted to the Audit Review Committee of the Board of Directors
and the independent auditors on a timely basis.

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

Management belicves that the Company's systems, policics, and procedures provide rcasonable assurance that
operations are conducted in conformity with the law and with management's commitment to a high standard of
business conduct.

G Gt — Geoisy A Sebhoeie-, )

William J. Post George A. Schreiber, Jr.
Chicf Exccutive Officer Executive Vice President
' and Chief Financial Officer

29




INDEPENDENT AUDITORS' REPORT

We have audited the accompanying balance sheets of Arizona Public Service Company as of December 31, 1998
and 1997 and the related statements of income, retained earnings and cash flows for each of the three years in the
period ended December 31, 1998. These financial statements are the responsibility of the Company's management.
Our responsibility is to express an opinion on these financial statements based on our audits.

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

In our opinion, such financial statements present fairly, in all material respects, the financial position of the

Company at December 31, 1998 and 1997 and the results of its operations and its cash flows for each of the three
years in the period ended December 31, 1998 in conformity with generally accepted accounting principles.

/-—25.—8:% Kyguwé cepd

Deloitte & Touche LLP
Phocnix, Arizona
March 4, 1999
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ARIZONA PUBLIC SERVICE COMPANY

STATEMENTS OF INCOME
Yecar Ended December 31,
1998 1997 1996
(Thousands of Dollars)

Electric Operating REVENUES ......cceieessssssennsnsnranesens $ 2,006,398 $ 1,878,553 $1,718,272
Fuel Expenses:

Fuel for electric generation ......eccviemseresensensseneas 231,967 201,341 230,393

Purchased POWET.....ccerernurrenrescuresasennessansesanssnenaane 305,534 235,286 95,130

0] | O 537,501 436,627 325,523

Opcrating Revenues Less Fuel EXpenses .ueeeeeeeenens 1,468,897 1,441,926 1,392,749

Other Operating Expenscs:
Operations and maintenance excluding

fUel EXPeNSCS.ieirrriiiisrmrersssnnesassannstrensanssnessanarse 414,041 399,434 430,714
Depreciation and amortization (Note 1)......ecceerene 376,574 365,671 297,210
Income taxcs (NOtE 10)......cecueernnsnncessasansarsananenns 192,207 184,737 178,513
Other tAXCS vevsierisrerasssnnasionsnnassonsensessessonssssnenarons 115,264 120,259 121,104

TOtal.....oirecirrrects sttt renenes 1,098,086 1,070,101 : 1,027,541

Operating INCOME ......ceciinniinssinnnncsnsnnissssansnsecsennsens 370,811 371,825 365,208

Other Income (Deductions):
Allowance for cquity funds used during

CONSIIUCHON 1.eveenrreeenrraeecersesnorssaessessesensassassness —_ —_ 5,209
Income taxes NOLE 10).....ocricmrnrsseinnnssnnesrnessnennie 32,751 31,413 45,552
OHEr == DL ...orecrreecrterecsesnransrennseresessnssnssnnuenes (12,303) " (9,827) (15,544)

TOtal ...ccciirieresreeerisnrree s ee st anssneeneresuesenss 20,448 21,586 35,217

Income Before Interest DeductionS. e seesseeeessrssseses 391,259 393,411 400,425
Interest Deductions:
Interest on long-term debt.......cocceeirvrrirvceenecrneeneene 137,214 140,931 147,666
Interest on short-term borrowings.......ccovvvverviinees 7,481 9,404 10,621
Decbt discount, premium and expense......cveeeineens 7,580 7,791 8,176
Capitalized iNtEIEst.....eviorecnsiisnssssnssessasnsssssnsnsses (16,263) (16,208) (9,509)
TOtal ..ottt cninreereecsnnsesssssensesssansanis 136,012 141,918 156,954
NCt INCOME......corercemvrersmsvensennsvessnsssrerssssssonsssnnssasans 255,247 251,493 243,471
Preferred Stock Dividend Requirements.....oeeccenennees 9,703 12,803 17,092
Earnings for Common StocK......ccceeinrereensancerensacnens $ 245,544 $ 238,690 $ 226,379

See Notes to Financial Statements.
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ARIZONA PUBLIC SERVICE COMPANY

BALANCE SHEETS
ASSETS
December 31,
1998 1997
(Thousands of Dollars)
Utility Plant (Notes 5, 8 and 9):
Electric plant in service and held for fUture Use ..c.e.vccsierecrcnnnnenssriesiens $ 7,265,604 $ 7,009,059
Less accumulated depreciation and amortization .........ccummmiecscsssnncssansnnne _2.814762 2,620,607
TOAl ccvurreeeseareessmserrsssssassresasssasessrsssssessssssanes weesesssessersaas s aaaseaaneenes 4,450,842 4,388,452
Construction WOIK il PrOZIESS......usiaernininisssssesassssessissassassniassesssnsassanses 228,643 237,492
Nuclear fuel, net of amortization of $68,569
AN 66,081 .....cvvivnerirninierisrennrresmrismssireesinsessseisnsssssssssassasssorassasssssnnes ° 51078 51624
ULty Plant — NCl...ccriiiiemiercrnsersnsenssesmssssensmssnseassssssassesssssarssssssasssseas 4,730,563 4,677,568
Investments and Other Assets (NOLE 13).....eeccvvnieveercmentrmcsrmsrssascsnssnesarennanes 183,549 __ 164,906
Current Asscts:
Cash and cash eqUIVAIENES......cccccvivnrerereersrssenvesnrernnvrmmssersessasasssnsressnnnses 5,558 12,552
Accounts receivable:
SCIVICE CUSIOMECTS.oceiceriivessstnionsssrsssssseresssssssessassssasorsssssosasessssasancsensasnaas 205,999 141,022
OHIET 1 iieviieteisnnersnnriserreneressisseisnessasnsnsessnasrensaresasnesrossovens snsmasasnsasassenss 23,213 31,313
Allowance for doubtful ACCOUNES.....ccvvuerererrerimsersamresserenserssrsassssnnnerensarsses (1,725) (1,338)
Accrued UEHLY TCVEIUES ....ucevrerriirsesrnsssnssisssenenesessarsnssesnasessssassnsassssseses 67,740 58,559
Matcrials and supplies (at aVerage CoSt)......covmvrrrrersenincecccsnnsssrneessunserasesnss 69,074 70,634
Fossil fucl (at aVETage COS)..uirermrnmsemsiererirsenssiesessmssnseeessssanenssassansanessssssasens 13,978 9,621
Deferred income taxes (NOte 10).....cccciuvvercreescnsinrsessensssesnessersssesasssnnsasssans 3,999 3,496
OIET . e reeierresnnnisnerenssessees s rssnesassases na s sesarnerae sesnnesansasranrastesesnaassnssnnorens 26.695 24,529
Total CUITENE ASSCLS wuvvimsssusseresmsssssssssmsssanisssssnsssnsssassssssnssnssasssnssasssans 414,531 350,388
Deferred Debits:
Regulatory asset for income taxes (Note 10).......ccceereenimernversnssererensanssens 400,795 458,369
Rate synchronization cost deferral .......cvvveninniinensnnmserivcsimemnssesserasesenns 303,660 358,871
Unamortized costs of reacquired debl.......iicecrenicncersnisiinecsmnnnesnsssesensens 53,744 63,501
Unamortized debt iSSUC COSS curuevurrrrmrireersertarannsetcerarrsssnsessnssvsssesnssssnsssenanes 14,916 15,303
ODCT...cciruereceniiinresstnirieesnrensisesrassssescsnassssssssssssnsensanssasnesssasersessnsssssensasanes 291,541 242.236
Total Deferred DEDitS.....ouvvniuneusesesssinsensnsrssssssessnssissssssssssasssvsssenss 1,064,656 1,138,280
TOtAL c.eeeccereevrrirsieeseassessnsansnseeesaessnassnssanssansssssnssnsssanssanssnrsanssnnssassasssnes $ 6,393,299 $6,331,142

Seec Notes to Financial Statements,

32




ARIZONA PUBLIC SERVICE COMPANY

BALANCE SHEETS
LIABILITIES
December 31,
1998 1997
(Thousands of Dollars)
Capitalization (Notes 4 and 5):
COMIMON STOCK. .. vereurcrrassarorssserssntorseressassonsissssisrassssaesansssasisstansanronsansssassants $ 178,162 $ 178,162
Additional paid - in capital.......ccocormimesininirinnn 1,195,625 1,142,364
Retained CAMMINES. . ccurercisesnsssimssesmrsnssssnsinnsnsissssassesassrsssrssssssssnsstssssassassese 601,968 528,798
Common SIOCK CAUILY c.vvreerrrsssssssrsmmsisssssissnssnssnssssnssssmssssnsssssessssneseanaense 1,975,755 1,849,324
Non-redeemable preferred StOCK vuviriiiicssiomsmssnnminsssansmmsmarsssssisssssnens 85,840 142,051
Redeemable preferred StOCK ... 9,401 29,110
Long-term debt less current Maturitics. ..o sessissecnsnsssnnnnsissssssasantseanses 1,876,540 1,953,162
Total Capitalization .....cccuiieneiisnincsiesaessaesssse 3,947,536 3,973,647
Current Liabilities:
Commercial paper (NOLE 6) wuuivereusmsmvimsmsnsssimsessmsssnsnmnssssstssisssessesssnsansasnse 178,830 130,750
* Current maturitics of long-term debt (NOtE 5).uvcciiinicniiiimnnsccsssnssnsessnsanans 164,378 104,068
ACCOUNS PAYADIC....cuererrrrenssnerrsssssessssmstssssssasisissssssssstasssssssssnssssnsassasassasas 145,139 107,423
ACCIUCH LAXES careeriasessnerrroscannrirsrossannsresesssannnessisasasssrasssssassanssasssassunsssmsnssssns 59,827 85,886
ACCIUCH INLETCSE 1vveerrrrrreessernressaessnnissasssntisnssssasssssssssasassssssnsesarassonssssasisses 31,218 31,660
CUSLOMET ACPOSILS .oecreerrsssssermsrsssssescsnsninsnssiasrssssssssesssnsssssssssssssessassessansasins 26,815 29,116
OLICT e creesensssnesssasassrsessassnenssesessssosnessatsasassssasasas easerssssorassssnssasnsnssanassasssnss 16,955 __ 19,588
Total Current LiabiliticS......vcveeercnrrrssenisanmsnsestssmsesssanisesssensanssanssanssssssess 622,962 508,491
Deferred Credits and Other:
Deferred income taxes (NOE 10)...ccimeircerceisnisnensmnsinsssaniansssssisnisnisasssnees 1,312,007 1,345,177
Deferred investment tax credit (NOtC 10) .uvveecieiimneensissssinnininessnnsnesassasnnn 32,465 60,093
Unamortized gain — sale of utility plant (NOtC 9)...ceieeninisisnsnsnssinnnnns 71,187 82,363
Customer advances for CONStNICHON.....cveeeersmrisssrmmsssersssssnissssamsessasesassannans 31,451 29,294
OHICT ..o eiveeiiiisssissssssesansensamsasensrtstisesssssssssssssnsasssnnnsanansessurssonssssnsssessssssssssnns 369.091 332,077
Total Deferred Credits and Other .. veecerressnmmmsmsnmssmsmaeisssamanens 1,822,801 1,849,004
Commitments and Contingencies (Note 12)
0Lk oeeeeeeereseessenssnssnessessnasassesasssssssearsssssssssastsssasesssasssassanissvasnsnsssessasasssess $6,393,299 $6,331,142
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ARIZONA PUBLIC SERVICE COMPANY

STATEMENTS OF CASH FLOWS

Ycar Ended December 31,
1998 1997 1996
(Thousands of Dollars)
Cash Flows from Opcrations:
NCL INCOIMC...ceerviarsriirssresssncssesarssessesnssasasessssnssssssssesseesessssssenssnnas $ 255,247 $251,493 $243,471
Items not requiring cash:”
Depreciation and aMOrtiZAtION ........cceecuneeeeessersssecssereeesessessssaes 376,574 365,671 297,210
Nuclear fucl amOrtization.....u.uvicieeressisecssieesoeresesssessesssssnsens 32,856 32,702 33,566
Allowance for equity funds used during construction................. — o (5,209)
Deferred inCOME tAXES = NC..vcciireeinrsacsermmerssrsreserensensssersnssane (26,374) (55,278) 12,717)
Deferred investment tax credit — net (27,628) (27,630) (27,630)
Changes in certain current assets and liabilities; :
ACCOUNLS TCCCIVADIC — NCL....evieiserresreresrssenecseseserssseserssorsarsses (56,490) (11,069) (33,044)
Accrucd UtIlILY TCVEIUCS .euuuviriiereisrseerencserarreseesssnssssrsasessarsnserses 9,181) (3,089) (1,951)
Materials, supplics and fossil fUel........coeeveeeerecvsrresessneessessesesnene 2,797 7,793 11,945
OthEr CUITCNL ASSCLS.c1uremrrersesessussersesnensssseesessostssmsrssssnesssnsessresrans (2,166) (1,762) (4,928)
ACCOUNLS PAYADIC .....c.ccereereecrrererrirnsnsseeseseseeresessnsassrsassssassesnssns 33,731 (56,710) 68,788
ACCTUCH LAXCS.....veureerrersrraesnrsnraeiersessnsessessesesessesessesssssnsssasonsansnrs (26,059) @41 3,500
ACCTUC IIHCTCSE ....cueeeceerrecriressrnesrnencseeresessesseessnssnsassnsnssesneans 442) (7,455) (2,565)
Other current Habilitics .......ccvverecnerensnrisesesnessennsessessssssssesseeens (4,659) (3,997) (522)
ONET == NCL e sntssssesssssssesasssssesressssessnses (29,641) 46,625 7,616
Net cash provided................ beesesesen et b e aeran e e nsnneanae s 512,976 536,853 577,530
Cash Flows from Investing:
Capital EXPENAIUICS.....cervurrecineecrisessseressesssssssstececrsssesrsessensenes (319,142) (307,876) (258,598)
Capitalized INEICSL....cc.vverreeriiriieniseretrmseseessssessseseeesseresessssssesens (16,263) (16,208) (9,509)
OUIICT ceverreesssansssmeessassssssssasssasrasssssrsssassssssssssasssssnsssmsssessessesessenes (8,593) (15,982) (102)
INCEL CASI USCH ..vrvierverrrreresseseecrnr e e e esnsevesnssssesssmsessesranee (343,998) (340,066) (268,209)
Cash Flows from Financing;
LoNG-CrM dCbl..uusiiicecrnreseeesecmnrirsesisesssssstesssesssssssesssscessnsaesnns 126,245 109,906 205,830
Short-term DOITOWINES ——NCL ..cuvvicrereecrcensrcessnresssssesesnssesseessssrne 48,080 113,850 (160,900)
Common cquity infusion from parcnt .........eeeeesseeceesseeersraseesssanns 50,000 50,000 50,000
Dividends paid on common StocK ......e..evereereirnrerseressssesssenssesessenes (170,000) (170,000) (170,000)
Dividends paid on preferred SL0CK....uuvvirersesreesseseressenesssessears (10,279) (13,307) (17,416)
Repayment of preferred SIOCK.....ueeninnncsresnesissessssssssssseseoes (75,517) (47,201) (50,360)
Repayment and reacquisition of long-term debt ........cooevveveerverenenn (144,501) (240,004) (172,343)
INEL CASH USCA .. cureereeirerivrenrernsessnensae e ssse s esssessesesesnssreneesansenes (175,972) (196.756) (315,189)
Net increase (decrease) in cash and cash cquivalents.......veuvevecsenene (6,994) 31 (5,863)
Cash and cash cquivalents at beginning of Year......ueeeeevreeerrereeernrns 12,552 12,521 18.389
Cash and cash cquivalents at end of Year......coumveceemsneesesreeesesenenens $ 5,558 $ 12,552 $ 12,521
Supplemental Disclosure of Cash Flow Information:
Cash paid during the year for:
Interest (excluding capitalized interest)......cvvumiveeeensneeemrerevereens $128,627 $ 141,991 $ 150,603
INCOMIC LAXCS 1.utinreecserrrenrasressmessssssisassessssarassasessaneensassnsnsvassrns $235,475 $ 236,676 $ 158,553

Sce Notes to Financial Statements.
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ARIZONA PUBLIC SERVICE COMPANY
STATEMENTS OF RETAINED EARNINGS

Year Ended December 31,
1998 1997 1996
(Thousands of Dollars)
Retained carnings at beginning of year......cccmnninnmsmemnensns $ 528,798 $ 460,106 $ 403,843
Add: Nt iNCOMC.....ccviiiininivsneeiinmniminuseeamsrssst s 255,247 251,493 243,471
TOtAL cvuisseeerniiseeerreesinnsransnsesarersasnsesnsasssensssssssnssssssssostsensastsssnasassnse " 784,045 711,599 647,314
Deduct:
Dividends:
Common stock (INotes 4 and 5) ...c.cevecrrrrrinrersnssiensessssssnssnes 170,000 - 170,000 170,000
Preferred stock (at required rates) (NOtE 4) wuvvcecnveismnsessessessensanss 9,703 © 12,801 17,092
OICT s reeiirreerinrierssorensseneasencanssnnesassssnsnsssnssasssnssasssnssnsssnsssasasss 2,374 —_— 116
Total deduCtiONS....ccicveeecnrrerererressaerssssnisisstesssenisranmennreresonsssans 182,077 182,801 187,208
Retained carnings at end of Year......ccanmmmmmenssinimscsissmsinmaiiiesnnns $ 601,968 $ 528,798 $ 460,106

&

Sce Notes to Financial Statcments.

APS
NOTES TO FINANCIAL STATEMENTS

1. Summary of Significant Accounting Policics

Nature of Opcerations We are Arizona’s Jargest clectric utility, with 799,000 customers. We provide wholesale or
retail clectric service to the entire state of Arizona, with the exception of Tucson and about one-half of the Phoenix
area,

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

Regulatory Accounting We arc regulated by the Arizona Corporation Commission (ACC) and the Federal
Energy Regulatory Commission (FERC). The accompanying financial statements reflect the rate-making policics
of these commissions. We prepare our financial statements in accordance with Statement of Financial Accounting
Standards (SFAS) No. 71, "Accounting for the Effects of Certain Types of Regulation." SFAS No. 71 requires a
cost-based, rate-regulated enterprise to reflect the impact of regulatory decisions in its financial statcments.

Our major regulatory assets arc deferred income taxes (see Note 10) and rate synchronization cost deferrals (sce
"Rate Synchronization Cost Deferrals” in this Note). These items, combined with miscellaneous regulatory assets
and liabilitics, amounted to approximately $900 million at December 31, 1998 and $1.0 billion at December 31,
1997. Most of these items are included in "Deferred Debits" on the Balance Sheets. Under the 1996 regulatory
agreement (see Note 3), the ACC accelerated the amortization of substantially all of our regulatory assets to an
cight-year period that will end June 30, 2004. We rccord the accelerated portion of the regulatory asset
amortization, approximately $120 million pretax in 1998 and 1997 and $60 million pretax in 1996, in depreciation
and amortization cxpensc on the Statements of Income.
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During 1997, the Emerging Issues Task Force (EITF) of the Financial Accounting Standards Board (FASB) issued

EITF 97-4. EITF 97-4 requires that SFAS No. 71 be discontinued no later than when legislation is passed or a rate

order is issued that contains sufficicnt detail to determine its effect on the portion of the business being

deregulated, which could result in write-downs or write-offs of physical and/or regulatory assets. Additionally, the

EITF determined that regulatory assets should not be written off if they arc to be recovered from a portion of the

entity which continucs to apply SFAS No. 71.
Although rules have been proposed for transitioning gencration services to competition, there are many unresolved
issues. We continuc to apply SFAS No. 71 to our generation operations. If rate recovery of regulatory assets is no
longer probable, whether due to competition or regulatory action, we would be required to write off the remaining
balance as an extraordinary charge to expense.

Common Stock All of the outstanding shares of our common stock are owned by Pinnacle West. Sce Note 4.

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

material and labor

contractor costs

construction overhead costs (where applicable) and

capitalized interest or an allowance for funds used during construction,

for information on a proposed accounting standard that impacts accounting for removal costs.

We record depreciation on utility property on a straight-line basis. For the years 1996 through 1998 the rates, as
prescribed by our regulators, ranged from a low of 1.51% to a high of 20%. The weighted-average rate for 1998
was 3.32%. We depreciate non-utility property and equipment over the estimated useful lives of the related asscts,
ranging from 3 to 50 years.

Capitalized Interest In 1997 we began capitalizing interest in accordance with SFAS No. 34, “Capitalization of
Interest Cost.” Capitalized interest represents the cost of debt funds used to finance construction of utility plant.
Plant construction costs, including capitalized interest, arc recovered in authorized rates through depreciation
when completed projects are placed into commercial operation. Capitalized interest does not represent current
cash earnings. The rate used to calculate capitalized interest for 1998 was 6.88% and for 1997 was 7.25%.

Prior to 1997 we accrued an allowance for funds used during construction (AFUDC). AFUDC represented the cost
of debt and equity funds used to finance construction of utility plant. AFUDC did not represent current cash
carnings. AFUDC has been calculated using a composite rate of 7.75% for 1996.

1
|
We charge retired utility plant, plus removal costs less salvage realized, to accumulated depreciation. See Note 13

Revenues We record clectric operating revenues on the accrual basis, which includes estimated amounts for
service rendered but unbilled at the end of cach accounting period.

Rate Synchronization Cost Dcferrals As authorized by the ACC, operating costs (excluding fuel) and financing
costs of Palo Verde Units 2 and 3 were deferred from the commercial operation dates (September 1986 for Unit 2
and January 1988 for Unit 3) until the date the units were included in a rate order (April 1988 for Unit 2 and
December 1991 for Unit 3). Beginning July 1, 1996, the deferrals are being amortized over an eight-year period in
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accordance with the 1996 regulatory agreement (see Note 3). Prior to July 1, 1996, the deferrals were amortized
over thirty-five year periods. Amortization of the deferrals is included in depreciation and amortization cxpense on
the Statements of Income.

Nuclear Fuel We charge nuclear fucl to fuel expense by using the unit-of-production method. The unit-of-
production method is an amortization method that is based on actual physical usage. We divide the cost of the fuel
by the estimated number of thermal units that we expect to produce with that fucl. We then multiply that rate by
the number of thermal units that we produce within the current period. This provides us with current period
nuclear fuel expense. "

We also charge nuclear fuel expense for the permanent disposal of spent nuclear fucl. The United States
Department of Energy (DOE) is responsible for the permanent disposal of spent nuclear fuel, and it charges us
$0.001 per kWh of nuclear gencration. Sce Note 12 for information about spent nuclear fuel disposal. In addition,
Note 13 has information on nuclear decommissioning costs.

Reacquired Debt Costs When we incur gains or losses on debt that we retire prior to maturity, we amortize those
gains and losses over the remaining original life of the debt. In accordance with the 1996 regulatory agreement
(see Note 3), the ACC accelerated our amortization of the regulatory assct for reacquired debt costs to an eight-year
period that will end June 30, 2004, The accclerated portion of the regulatory asset amortization is included in
depreciation and amortization expense in the Statements of Income.

Cash and Cash Equivalents For purposes of reporting cash flows, we define cash equivalents as highly liquid
debt instruments that will mature in three months or less.

Reclassifications We have reclassified certain prior year amounts for comparison purposes with 1998,
2. Accounting Matters

In 1998 we adopted SFAS No. 130, "Reporting Comprehensive Income.” This standard changes the reporting of
certain items previously reported in the common stock cquity section of the balance sheet. The effects of adopting
SFAS No. 130 were not material to our financial statcments.

In November 1998, the Financial Accounting Standards Board's Emerging Issucs Task Force issued EITF 98-10,
"Accounting for Contracts Involved in Encrgy Trading and Risk Management Activities," which is effective for us
in 1999. EITF 98-10 requires energy trading contracts to be measured at fair value as of the balance sheet date
with the gains and losses included in carnings and scparately disclosed in the financial statements or footnotes.
We have cvaluated the impact of this rule and believe the effects are not material to our financial statements.

In Junc 1998, the Financial Accounting Standards Board issued SFAS No. 133, "Accounting for Derivative
Instruments and Hedging Activitics,” which is cffective for us in 2000. SFAS No. 133 requires that entities
recognize all derivatives as cither assets or liabilities on the balance sheet and measure those instruments at fair
value. The standard also provides specific guidance for accounting for derivatives designated as hedging
instruments. We are currently evaluating what impact this standard will have on our financial statements.
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| 3. Regulatory Matters

Electric Industry Restructuring : “ .

State In December 1996, the ACC adopted rules that provide a framework for the introduction of retail electric
competition in Arizona. The rules, as amended, became cffective on August 10, 1998, and on December 10, 1998,
the ACC adopted the amended rules without any modifications that would have a significant impact on us. We
believe that certain provisions of the 1996 ACC rules and the amended rules are deficient and we have filed
lawsuits to protect our legal rights regarding the 1996 rules and the amended rules. These lawsuits are pending but
two related cases filed by other utilities have been partially decided in a manner adverse to those utilities’ positions,

APS '
|

On January 11, 1999, the ACC issued an order which stayed the amended rules, granted reconsideration of the
decision to make the rules permanent, and directed the hearing division of the ACC to cstablish a procedural order
for further action on these rules. The order also granted waivers from compliance with the rules for us, and all
affected utilities.
On February 5, 1999, the ACC Hearing Division issued recommendations for changes to the amended rules. The
recommended changes to the amended rules were further modified by a Procedural Order of the ACC Hearing
Division dated March 12, 1999. The recommended rules include the following major provisions:

. They would apply to virtually all Arizona electric utilities regulated by the ACC, including APS,

. Each utility must make at least 20% of its 1995 retail pcak demand available for competitive 1
gencration supply.

3 The rules become effective when the ACC makes a final decision on cach utility's stranded costs
and unbundled rates (Final Decision Date) or January 1, 2001, whichever comes first.

. Subject to the 20% requirement, all utility customers with single premise loads of one megawatt
or greater will be cligible for competitive clectric services on the Final Decision Date. Customers
with single premise loads of 40 kilowatts or greater may aggregate loads to meet this one
megawatt requirement.

. When effective, residential customers will be phased in at 1%4% per quaner calculated beginning
on January 1, 1999, subJect to the 20% requirement above.

. Electric service prov;ders that get Certificates of Convenience and Necessity (CC&Ns) from the
ACC can supply only competitive services, including clectric generation, but not electric
transmission and distribution.

. Affected utilitics must file ACC tariffs with separate pricing for clectric services provided for
noncompetitive services.
. ACC shall allow a rcasonable opportunity for recovery of unmitigated stranded costs (sce

“Stranded Costs" below).
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) Absent an ACC waiver, prior to January 1, 2001, cach affected utility must transfer all
competitive generation asscts and services cither to an unaffiliated party or to a scparate
corporate affiliate.

. Affiliate transaction rules prohibit a utility and its competitive clectric affiliates from sharing

certain assets, employecs, and information.

If approved by the ACC, the rules would be subject to the formal rulemaking process under Arizona statute. In
compliance with statutory procedural requirements, ACC oral proceedings on the matter would be scheduled no
sooner than 30 days after the proposed rules are published by the Secretary of State.

We cannot currently predict when or if the amended rules will be further modified, when the stay of the amended
rules will be lifted, or when retail electric competition will be introduced in Arizona.

Stranded Costs On Junc 22, 1998, the ACC issued an Order on stranded cost determination and
recovery. We believe that certain provisions of the stranded cost order are deficient and in August 1998, we filed
two lawsuits to protect our legal rights relating to the order.

On February 5, 1999, the ACC Hearing Division issued recommended changes to the June 1998 stranded cost
order. These recommended changes were further amended by an ACC Procedural Order dated March 12, 1999.
The recommended changes to the stranded cost order would be cffective upon approval of the ACC. The
reccommended order, as amended on March 12, 1999, allows cach affected utility to choose from five options for
the recovery of stranded costs:

. Net Revenues Lost Methodology is the difference between generation revenues under traditional
rcgulation and gencration revenues under competition. This option provides for declining
recovery percentages for stranded costs over a five-year recovery period. Regulatory assets are to
be fully recovered under their presently authorized amortization schedule, In accordance with a
1996 regulatory agreement, the ACC accelerated the amortization of substantially all of our
regulatory assets to an cight-year period that ends June 30, 2004.

) Divestiture/Auction Methodology allows a utility to divest all or substantially all of its generating
assets, including regulatory assets associated with generation, in order to collect 100 percent of
the difference between net sales price and book value of generating assets divested over a ten-year
period, with no return on the unamortized balance.

. - Financial Integrity Methodology allows a utility "sufficient revenues to meet minimum financial
ratios" for a period of ten years.

. Settlement Mcthodology allows a scttlement to be agreed upon by the ACC and a utility.
. Any combination of the above if shown to be in the best interests of all affected partics.

Legislative Initiatives An Arizona joint legislative committee studied electric utility industry
restructuring issucs in 1996 and 1997. In conjunction with that study, the Arizona legislative counsel prepared
memoranda in late 1997 related to the legal authority of the ACC to deregulate the Arizona clectric utility industry.
The memoranda raisc a question as to the degree to which the ACC may, under the Arizona Constitution,
deregulate any portion of the electric utility industry and allow rates to be determined by market forces. This latter
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issue has been subsequently decided by lower courts in favor of the ACC in four separate lawsuits, two of which are
unrelated.

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

. Arizona's largest government-operated clectric utility (Salt River Project) and, at their option,
smaller municipal electric systems must (i) make at least 20% of their 1995 retail peak demand
available to clectric service providers by December 31, 1998 and for all retail customers by
December 31, 2000; (ii) decrease rates by at least 10% over a ten-year period beginning as carly
as January 1, 1991; (iii) implement procedures and public processes comparable to-thosc already
applicable to public service corporations for cstablishing the terms, conditions, and pricing of
clectric services as well as certain other decisions affecting retail clectric competition;

) describes the factors which form the basis of consideration by Salt River Project in determining
stranded costs; and

o metering and meter reading services must be provided on a competitive basis during the first two
years of competition only for customers having demands in excess of one megawatt (and that are
cligible for competitive gencration scrvices), and thercafter for all customers receiving
competitive electric generation.

In addition, the Arizona legislature will review and make recommendations for the 1999 legislature on certain
competitive issucs.

Agreement with Salt River Project On April 25, 1998, we entered into a Memorandum of Agrecment
with Salt River Project in anticipation of, and to facilitate; the opening of the Arizona electric industry. The
Agreement contains the following major components:

. Both partics would amend the Territorial Agreement-to remove any barriers to the provision of
competitive electricity supply and non-distribution services.

. Both partics would amend the Power Coordination Agreement to lower the price that we will pay
Salt River Project for purchascd power by appro‘umatcly $17 million (pretax) during the first full
year that the Agreement is cffective and by lesser annual amounts during the next seven years.

) Both partics agreed on certain legislative positions regarding clectric utility restructuring at the
state and federal level.

Certain provisions of the Agreement (including those relating to the amendments of the Territorial Agreement and the
Power Coordination Agreement) are affected by the timing of the introduction of competition, See "ACC Rules" above.
On February 18, 1999, the ACC approved the Agreement,

General We belicve that further ACC decisions, legislation at the Arizona and federal levels, and
perhaps amendments to the Arizona Constitution (which would require a vote of the people) will ultimately be
required before significant implementation of retail electric competition can lawfully occur in Arizona. Until the
manner of implementation of competition, including addressing stranded costs, is determined, we cannot
accurately predict the impact of full retail competition on our financial position, cash flows, or results of operation,
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As competition in the clectric industry continues to evolve, we will continue to evaluate strategics and alternatives
that will position us to compete in the new regulatory environment.

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

Several electric utility reform bills have been introduced during recent congressional sessions, which as currently
written would allow consumers to choose their clectricity supplicrs by 2000 or 2003. These bills, other bills that
arc expected to be introduced, and ongoing discussions at the federal level suggest a wide range of opinion that will
need to be narrowed before any substantial restructuring of the electric utility industry can occur.

1996 Regulatory Agreement

In April 1996, the ACC approved a regulatory agreement between the ACC Staff and us.  The major provisions of
this agrecement are:

. An annual rate reduction of approximately $48.5 million ($29 million after income taxes), or
3.4% on average for all customers except certain contract customers, effective July 1, 1996.

. Recovery of substantially all of our present regulatory assets through accelerated amortization
over an cight-year period that will end Junc 30, 2004, incrcasing annual amortization by
approximately $120 million ($72 million after income taxes). See Note 1.

. A formula for sharing future cost savings between customers and sharcholders (price reduction
formula), referencing a return on equity (as defined) of 11.25%.

. A moratorium on filing for pcrmanent rate changes prior to July 2, 1999, except under the price
reduction formula and under certain other limited circumstances.

. Infusion of $200 million of common cquity into us by Pinnacle West, in annual payments of $50
million starting in 1996.

Based on the price reduction formula, the ACC approved retail price decreases of approximately $17.6 million
($10.5 million after income taxcs), or 1.2%, effective July 1, 1997, and approximatcly $17 million ($10 million
after income taxcs), or 1.1%, cffective July 1, 1998. We expect to file with the ACC for another retail price
decrease of approximately $10.8 million annually ($6.5 million after income taxes) to become effective July 1,
1999. The amount and timing of the price decrease are subject to ACC approval. This will be the last price
decrease under the 1996 regulatory agreement,




Common Stock

Common and Preferred Stocks

On March 1, 1999, we redeemed all of our preferred stock. Common and preferred stock balances at December 31,

1998 and 1997 arc shown below:

Preferred Stock:

Non-Redecmable:
sL.10
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§4.35

Serial preferred......coveveeene
3240 SericsA...........

Serial preferred.......vieeneee
$1.8125 Series W........ :.

Redeemable:
Serial preferred:

$10.00 Series U...........

Number Par
of Shares Value Par Value
Outstanding Per Outstanding
Authorized 1998 1997 Share 1998 1997
(Thousands of Dollars)
100,000,000 71,264,947 71,264,947 § 2.50 $178,162 $178,162
160,000 139,030 145,559 §$25.00 33476 $ 3,639
105,000 86,440 97,252 50.00 4,322 4,863
120,000 32,520 38,506 50.00 1,626 1,925
150,000 62,986 68,386 100.00 6,299 6,839
1,000,000
200,587 234,839 50.00 10,029 11,742
214,895 231,572 50.00 10,745 11,579
90,691 164,101 50.00 4,534 8,205
304,475 312,991 50.00 15,224 15,649
4,000,000(b) '
295,851 352,851 100.00 29,585 35,285
10,000,000
——— 1,693,016 25.00 - 42,325
1,427,475 3,339,073 385,840 3$142,051
94,011 291,098 $100.00 $ 9,401 § 29,110

(@) The actual call price per share is the indicated amount plus any accrued dividends.

(d) This authorization also covers all outstanding redeemable preferred stock.

(¢) Dividend rate adjusted quarterly to 2% below that of certain United States Treasury securities, but in no event
less than 6% or greater than 12% per annum. Redeemable at par.

Call
Price
Per

Share(a)

$27.50
51.00
51.00
102.00

50.50
51.00
50.50
51.00

©
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We cannot pay common stock dividends or acquire shares of common stock if preferred stock dividends or sinking

fund requirements are in arrears.

Redeemable preferred stock transactions during each of the three years in the period ended December 31, 1998 are

as follows: .
Number of Shares
QOutstanding
Description 1998 1997 1996
Balance, January l....cccicinnines 291,098 530,000 750,000
Retirements: ]
$10.00 Series U...vcvecersinneas (197,087) (118,902) (90,000)
$7.875 Series V.uvvvviveceseres - (120,000)  (130,000)
Balance, December 31....viiiinns 94,011 291,098 530,000

Par Value
Qutstanding
(Thousands of Dollars)
1998 1997 1996

$29,110 $53,000 $75,000

(19,709)  (11,890) (9,000)
- (12,000)  (13,000)

$ 9,401 $29,110 $53,000
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S. Long-Term Debt

The following table presents long-term debt outstanding:

. December 31
Maturity Dates Interest 1998 1997
(a) Rates (Thousands of Dollars)
First mortgage bonds 1998 7.625% $ - $100,000
1999 7.625% 100,000 100,000
2000 5.75% 100,000 100,000
v 2002 8.125% 125,000 125,000
2004 6.625% 85,000 85,000
2020 10.25% 100,550 109,550
2021 9.5% 45,140 45,140
2021 . % 72,370 - 72,370
2023 7.25% 91,900 97,150
2024 8.75% 121,668 121,918
2025 8% 88,300 88,500
2028 5.5% 25,000 25,000
2028 5.875% 154,000 154,000
Unamortized discount and premium (6,482) (7,033)
Pollution control bonds 2024-2033 Adjustable 456,860 439,990
rate (b)
Collateralized loan . 1999-2000 5.375% - 20,000 10,000
6.125%
Unsecured note 2005 6.25% 100,000 -
Senior notes(c) 1999 6.72% 50,000 50,000
Senior notes(c) 2006 C6.75% 100,000 100,000
Dcbentures 2025 10% 75,000 75,000
Bank loans 2003 Adjustable 125,000 150,000
rate (d)
Capitalized leasc obligation 1998-2001 7.48% (c) 11,612 15,645
Total long-term debt 2,040,918 2,057,230
Less current maturitics 164,378 104,068
Total long-term debt less current maturitics $1,876,540 $1,953,162

(a) This schedule does not reflect the timing of redemptions that may occur prior to maturity.

() The weighted-average rate for the years ended December 31, 1998 was 3.39% and for December 31, 1997
was 3.62%. Changes in short-term inferest rates would affect the costs associated with this debt.
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(©) We issued 3150 million of first morigage bonds (“senior note mortgage bonds”) to the senior note trustee as
collateral for the senior notes. The senior note morigage bonds have the same interest rate, interest payment
dates, maturity, and redemption provisions as the senior notes. Our payments of principal, premium, and/or
interest on the senior notes satisfy our corresponding payment obligations on the senior note morigage bonds.
As long as the senior note mortgage bonds secure the senior nofes, the senior notes will effectively rank
equally with the first mortgage bonds. When we repay all of our first mortgage bonds, other than those that
secure senior notes, the senior note mortgage bonds will no longer secure the senior notes and will cease to
be outstanding. ‘

(d) The weighted-average rate at December 31, 1998 was 5.69% and at December 31, 1997 was 6.25%. Changes
in short-term interest rates would affect the costs associated with this debt.

(e) Represents the present value of future lease payments (discounted at an interest rate of 7.48%) on a combined
cycle plant that was sold and leased back (see Note 9).

Principal payments duc on total long-term debt and sinking fund requirements over the next five years are:

$164.4 million in 1999

$114.7 million in 2000

$2.5 million in 2001 .
$125 million in 2002 and

$125 million in 2003.

First mortgage bondholders have a licn on substantially all utility plant assets (other than nuclear fuel,
transportation equipment, and the combined cycle plant), The mortgage bond indenture restricts the payment of
common stock dividends under certain conditions. These conditions did not cxist at December 31, 1998.

6. Lincs of Credit

We had committed lines of credit with various banks of $400 million at December 31, 1998 and 1997, which were
available cither to support the issuance of commercial paper or to be used for bank borrowings. The commitment
fees at December 31, 1998 and 1997 for these lines of credit ranged from .07% to .15% per annum. We had long-
term bank borrowings of $125 million outstanding at December 31, 1998, and $150 million outstanding at
December 31, 1997.

Our commercial paper borrowings outstanding were $178.8 million at December 31, 1998, and $130.8 million at
December 31, 1997. The weighted average interest rate on commercial paper borrowings was 6.21% on December
31, 1998 and 6.27% on December 31, 1997. By Arizona statute, our short-term borrowings cannot exceed 7% of
our total capitalization unless approved by the ACC.

7. Fair Value of Financial Instruments

.

We believe that the carrying amounts of our cash cquivalents and commercial paper are reasonable estimates of
their fair values at December 31, 1998 and 1997 due to their short maturitics. We hold investments in debt and
equity sccuritics for purposes other than trading. The December 31, 1998 and 1997 fair values of these
investments, which we determine by using quoted market values or by discounting cash flows at rates cqual to our
cost of capital, approximate their carrying amounts.
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8. Jointly-Owned Facilitics

Generating Facilities:
Palo Verde Nuclear Gencerating Station
Units 1 and 3
Palo Verde Nuclear Generating Station
Unit 2 (sec Note 9)
Four Corners Steam Gencrating Station
Units 4 and 5
Navajo Steam Generating Station
Units 1, 2, and 3
Cholla Stcam Generating Station
Common Facilitics (b)
Transmission Facilitics:
ANPP 500KV System
Navajo Southern System
Palo Verde-Yuma 500KV System
Four Corners Switchyards
Phocnix-Mead System

environmental legislation.

are jointly-owned.

(¢c) Weighted average of interests.
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Accumulated
Depreciation

(Thousands of Dollars)

Percent
Owned by Plant in
Company Service
29.1% $1,821,620
17.0% 568,184
15.0% 150,165
14.0% 203,356
62.8%(c) 67,513
35.8%(c) 66,547
31.4%(c) 26,918
23.9%(c) 11,376
27.5%(c) 3,071
36,324

17.1%(c)

$670,403
224,502
69,764
90,237
37,096
20,282
17,285
4,215

1,780
536

The carrying value of our long-term debt (excluding a capitalized lease obligation) was $2.03 billion on December
31, 1998, with an estimated fair, value of $2.11 billion. On December 31, 1997, the carrying valuc of our long-
term debt (cxcluding a capitalized lease obligation) was $2.04 billion, with an cstimated fair valuc of $2.08 billion.
The fair valuc cstimates are based on quoted market prices of the same or similar issucs.

We share ownership of some of our generating and transmission facilities with other companies. The following
table shows our interest in those jointly-owned facilitics at December 31, 1998. Our share of operating and
maintaining these facilities is included in the income statement in operations and maintenance expense,

Construction
Work in

—_Progress

$20,152
9,839
312

25,560(a)
267
1,384
21

143

@ The: construction costs at Navajo are primarily related to the installation of scrubbers required by

(0) PacifiCorp owns Cholla Unit 4 and we operate the unit for them. The common facilities at the Cholla Plant
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9. Lecascs

In 1986, we sold about 42% of our sharc of Palo Verde Unit 2 and certain common facilities in three separate sale
leaseback transactions. We account for thesc leases as operating leases. The gain of approximately $140.2 million
was deferred and is being amortized to operations expense over 29.5 years, the original term of the leases. There
arc options to rencw the leases for two additional years and to purchase the property for fair market value at the
end of the Iease terms. Consistent with the ratemaking treatment, an amount equal to the annual lease payments is
included in rent expense. A regulatory assct is recognized for the difference between lease payments and rent
expense calculated on a straight-line basis.

The average amounts to be paid for the Palo Verde Unit 2 leases are as follows:

Year (In millions)
1999 $ 40.1
2000 46.3
2001-2015 49.0

In accordance with the 1996 rcgulatory agreement (se¢ Note 3), the ACC accelerated our amortization of the
rcgulatory assct for leases to an cight-year period that will end June 30, 2004. The accelerated amortization is
included in depreciation and amortization expense on the Statements of Income. The balance of this regulatory
asset at December 31, 1998 was $48.5 million, Lease expensc was approximately $42 million in each of the years
1996 through 1998, '

We have a capital lcasc on a combined cycle plant, which we sold and leased back. The Iease requires semiannual
payments of $2.6 million through June 2001, and includes renewal and purchase options based on fair market
valuc. The plant is included in plant in service at its original cost of $54.4 million; accumulated amortization at
December 31, 1998 was $48.6 million.

In addition, we lease certain land, buildings, cquipment, and miscellancous other items through operating rental
agreements with varying terms, provisions, and expiration dates.

Approximate miscellancous lease expense was:

. $9.6 million in 1998
. $7.8 million in 1997 and
. $9.7 million in 1996.
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Estimated future minimum lease commitments, excluding the Palo Verde and combined cycle leases, are as
follows:

Year (In millions)

1999 . $ 13

2000 13

2001 14

2002 14 .
2003 : 13

Thereafter 91

Total future commitments $.158

10. Income Taxes

We are included in Pinnacle West's consolidated tax return. However, when Pinnacle West allocates income taxcs
to us, it does so based on our taxable income or loss alone. Because of a 1994 rate scttlement agreement, we ‘are
amortizing almost all of our investment tax credits (ITCs) over 5 years (1995-1999).

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

We have recorded a regulatory assct on our Balance Sheet in accordance with SFAS No. 71. This regulatory assct
is for certain temporary differences, primarily AFUDC equity. We amortize this amount as the differences reverse.
We have been able to accelerate the amortization of the regulatory assct for income taxes to an cight-ycar period
that will end June 30, 2004. This is a result of a 1996 regulatory agreement with the ACC. We arc including this
accelerated amortization in depreciation and amortization expense on the Statements of Income.

The components of income tax expense are as follows:

Year Ended December 31,
1998 1997 1996
(Thousands of Dollars)
Current;
FEderal .....coivieveeiimreresenranereersursacsasesassasessesassssesssssnsssnssassnssasssnssasss $170,806 $187,701 $137,531
StALC cuvierreerereneerreortisnsresssnrsrastssnsansabessnnentssssssniasassenssnasontasnasansnns 42,652 48,531 35,777
TOLAl CUITCIN u.vvvimrrenrrvsasernarenersnnsssmessasssassssssssnsssssssssnssaresensasanssns 213,458 236,232 173,308
DEfCITCA. .. eieeiirseiecirssnensisarseniinesstissssassassamssnessassansssssasssnssssonssnssonssass (26,374) (55,278) (869)
Change in valuation alloWanCe......uuecmismsecsemsessresnssisnsansassasasesersanans —_ —_ (11,848)
Investment tax credit AMOrtiZation .....c.cceeecrrrenssirsseriinsnesenessssssesses (27,628) (27,630) (27,630)
TOtAl EXPCNSE .uuucrrrerrerersrsssssransmssssssisessssasasssmassesssesssssasssssansssnsn $159,456 $153,324 $132,961
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Multiplying income before income taxes by the statutory federal income tax rate does not equal the amount

recorded as income tax expense because of the following:

1 Ycar Ended December 31,
1998 1997 1996
(Thousands of Dollars)
Federal income tax expense at 35% Statutory rate........cveeeereerersranans $145,146 $141,686 $131,751
Increases (reductions) in tax expense resulting from:
Tax under book depPreCiation........uiucievirerecericeerssssnsssenrenseeressonsense 17,848 14,694 19,229
Investment tax credit aMOrtiZatioN.........ccveeevvisrrsnsseccceseesersnessesnsas (27,628) (27,630) (27,630)
Statc income tax — net of federal income tax benefit........ccvvverennee 23,024 23,160 20,790
Change in valuation allowance..........eveeecisnssneeessssseseaesessssesses — —_ (10,269)
OICT et tteerureesrntrnenreesaesrsnsarasssassssessssesssssssssserasassesensarnsessesssans 1,066 1,414 (910)
Income tax expense............ fedsussesnstesiaesrssnnreessseenssesanaasansenssses $159,456 $153,324 $132,961
The components of the net deferred income tax liability were as follows:
‘ December 31,
1998 1997
(Thousands of Dollars)
Deferred tax assets:
. Deferred gain on Palo Verde Unit 2 sale/16aSeback .uuueueereerreeemeseessenssessssessssessssesens $ 31,285 $ 33,257
ODICT . uicicntsiesensirnrn s s sestsssesse s eas e et e ss s et sasssassesnassssssnsnsasesssasasssasans 74,292 77,412
Total deferred taX ASSCIS....ucvvvvrrreecestisirsnssssssssscsssssssisesssssssessssssssssnserssssssessssnsaes 105,577 110,669
Decferred tax liabilities: :
Plant related.......coverccecniinsnennnes ot tse ekt tr e e antae e e et e re s ar Re s ensan serarsantanas 1,112,897 1,096,222
Regulatory asset for iNCOME (AXES vuuururerieeieirieerirsssssessrsssssenssnssassneassessrssorssnssessssens 161,836 185,084
Rate synchronization deferrals.....uececvevvvevnniinnnsesnsesneeressessssnesesssssassonssssssasasessses 122,130 144,908
OICT o iiiinneniisesnssisirianessstsssssavasaesssasensessaseassnsassestsaes s st sesennsesesessmassessssesensans 16,722 26,136
Total deferred tax HADIHICS.......cvicerenvnmsiesisiecsesnssssesssesseerssssssesrsesessesenesnsassens 1,413,585 1,452,350
Deferred inCOME tAXES == NCL...uvcieiriiecesiisisiresssesessesssssssssesesassssssssssssssessesssonsssssesses $1,308,008 $1,341,681

11. Retirement Plans and Other Bencfits

Voluntary Severance Plan  We sponsored a voluntary severance plan in 1996. There was a pretax charge of
$31.7 million in 1996 recorded mostly as operations and maintenance expense. This pretax charge included
additional pension and postretirement benefit expense. Employees who participated in the plan were credited with
an additional ycar of age and scrvice when their pension and postretirement benefits were calculated. The
additional expenses recorded in 1996 for this plan were $2.3 million for pension and $5.4 million for

postretirement benefits,

Pension Plan We sponsor a defined bencfit pension plan for our employees. A defined benefit plan specifics the
amount of benefits a plan participant is to receive using information about the participant. The plan covers nearly
all APS employces. Our cmployees do not contribute to this plan. Generally, we calculate the benefits under this
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plan based on age, years of service, and pay. We fund the plan by contributing at least the minimum amount
required under Internal Revenue Service regulations but no more than the maximum tax-deductible amount: The*:
assets in the plan at December 31, 1998 were mostly domestic and international common stocks and bonds and real
cstate. Pension expense, including administrative and severance costs, was:

. $9.8 million in 1998
$8.7 million in 1997 and
. $14.9 million in 1996.

The following table shows the components of net pension cost before consideration of amounts capitalized or billed
to others and excluding severance costs of $2.9 million in 1996:

1998 1997 1996
(Thousands of Dollars)

Service cost — benefits carned during the period......uveeeeirrisevenannes $24,126 $19,881 $22,861
Interest cost on projected benefit obligation.....uuecesivnereersrasnesessensnnne 50,863 47,824 44,602
Expected return on plan aSSCLS .u..euricimenrrniesseererencesssssereessonsseesseres (53,883) 47,422) (41,958)
Amortization of:

TranSition @SSClu..cureererserrrcsissseerssesnissrsarrssesortsnsssssasesnsrasssnnasssanns (3,216) (3,216) (3,216)

PrOT SCIVICE COStuiiuisransnrrnestrsnssirssssnnersnssnssaessesersaonessnsasnssaseasnesers 2,063 2,063 1,727

Net actuarial 10SSCS ..ovvieiinniiseisnnimissninioeesmesraensenesssinies e - 721
Net periodic PENSION COSt...ceumieinisrsmsnsesseessersrssrssasssrseserssssessesasas $19,953 $19,130 $24,737

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

"

1998 1997
(Thousands of Dollars)
Funded status —Pension plan assets less than projected benefit obligation ............... $(38,957) $(87,208)
Unrecognized net tranSition @SSCL.......ccvevrecsissiensrerssessseserisnassnsessssassenssnssassasssssressones (23,159) (26,376)
Unrecognized Prior SCIVICE COStu.uuricrmnmirnsnrnirsseressersnimssessamsssassnssasseesssssssasssrssssnanes 22,562 24,625
Unrecognized net actuarial [0SSES/(ZAIMS) ..ccuviveecnseeerasentseenseessiasssnsnsssrsnessssassesssesseses (38,916) 16,989
Net pension amount recognized in the balance sheets.......ovuiveeeniinesiienssesnssnscsssnnne 3$(78,470) $(71,970)
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The following table sets forth the defined benefit pension plan's change in projected benefit obligation for the plan
years 1998 and 1997:

1998 1997
(Thousands of Dollars)
Projected pension benefit obligation at beginning of year .....vunisreicnnnennnenens $699,600 $601,094
SCIVICE COSureuerersersriersissersressuerarsssessessasessessesssssssossasssssesnsessasssasostansasssassasssassnsssnsnes 24,126 19,881
T11ECTCSE COStuuriessanrnesnsressnsessansressrnersssansassmsesesssesessasssransessansssesssssssssnsnosssnsossansesassssanse 50,863 47,824
Benefit PAYIMCILS ....civerieirmissniesssarssessamssssessassassassmestssnssssssnssessasssssnsossanssssasstsssssassns (29,384) (29,741)
Plan amendmentS.. .. eeienicnsisenessamssnsisssssesmssnesssssssmmssnssnaisnsisnssensessasissssessansasases - 5,537
Actuarial 10SSeS/(BAINS) ..uiiieirerseirersnisiisarssssinssessmiarensaisisssmsisssesassnssnssnsonssessnsssssesansaes (23,.976) 55,005
Projected pension benefit obligation at end of year .........civvvnvnniimmecnecncnnen $721,229 $699,600

The following table scts forth the defined benefit pension plan's change in the fair value of plan assets for the plan
years 1998 and 1997:

1998 1997
(Thousands of Dollars)
Fair value of pension plan assets at beginning of Year ...uvuceememsnmsninisiinsnessnnnes $612,392 $533,444
Actual return o1 Plan ASSCLS wuuevuiseirassnsessasmsesessassssssnssnisisssassesssesessessnnansessantasns 85,764 87,583
Employer contribUtions......issecscsmsinscimsmssesiimssimsnimnmiaessssessssesssmmisnaees 13,500 21,106
Benefit PAYMEILS wovvvviiiiusrensesemsisnessssnsssssnssssassnssnssnesssssssensasssssassssssnsssssasssssssassnsans (29,384) (29,741)
Fair valuc of pension plan assets at end of Year ..., $682,272 $612,392
We made the assumptions below to calculate the pension liability:
DiSCOUNE TALC cvrvuivresrerenrsnrsrenssessmenssesarsessesssstssssessmsssassessessessistanesnustsssossassnsasonsassasss 7.00% 7.25%
Rate of increase in compensation IeVelS ... 3.50% 4.50%
Expected long-term rate of return 0N ASSCLS...uverciesissisessrassesransssansmsesssssasssassnnasee 10.00% 9.00%

Employce Savings Plan Benefits We also sponsor a defined contribution savings plan that is offered to nearly all
APS cmployces. In a defined contribution plan, the benefits a participant is to reccive result from regular
contributions to a participant account. Under this plan, we make matching contributions to participant accounts.
We recorded expenses for this plan of;

. $3.9 million in 1998
. $3.7 miillion in 1997 and
. $3.4 million in 1996.

Postretirement Plans We provide medical and life insurance benefits to retired employees. Employees must
retire to become eligible for these retirement benefits, which are based on years of service and age. For the medical
insurance plans, retirees make contributions to cover a portion of the plan costs. For the life insurance plan,

51




.

M APS
NOTES TO FINANC!AL STATEMENTS

retirces do not ' make contributions to cover a portion of the plan costs. We retain the right to chiange or eliminate
these benefits. . ’

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

. $8.7 million for 1998 ,
. $9.4 million for 1997 and
$15.8 million for 1996.

The following table shows the components of net periodic postretirement benefit costs before consideration of
amounts capitalized or billed to others and excluding severance costs of $9.6 million in 1996:

1998 * 1997 - 1996
_ (Thousands of Dollars)

Service cost — benefits carned during the period........ccvecveriseeceranne $ 7,676 $ 6,865 $ 7,974
Interest cost on accumulated benefit oblgation......cuveericecninssessenseens 15,610 14,315 13,395
Expected return on plan @SSeLs .....ceeeeiiecsersniimesessnismsssssnensssessecessasans (12,001) (8,706) (6,696)
Amortization of: ) :

Transition OblAtioN........coivveereriiriensnrseisessensessessarsesessarssrssssnssseses 7,652 7,652 8,223

Net actuarial BAINS......cceeevieereereriersncseriniinserssessessesssssecessnssnssessesses (2,927) (2,647) (1,344)
Net periodic postretirement bencfit Cost......ccvvurrreernerernernrsmsassasersessess $16,010 $17,479 $21,552

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

1998 ‘ 1997
. (Thousands of Dollars)
Funded status — postretirement plan asscts less than accumulated benefit
OBlIBALION....cuuceieeeeersrrerirrss s raresaesn st ras e saesaras sras st sansesasaesenassssssonssnssssnesesesasanne $(21,912) $(46,435)
Unrecognized net obligation at transition........ueececeeminesscnsssnscrsssscsessssssssssssesssanse 107,134 114,787
Unrecognized net actuarial gains ........veccecvinreecnseessessons rreeteseeea s st aas s asasens (86.131) (78,209)

Net postretirement amount recognized in the balance SHEets ........eveervneccssrercscsssivsnins $ (909 $ (9.857)
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The following table sets forth the postretirement bencefit plan’s change in accumulated benefit obligation for the
plan years 1998 and 1997:

1998 1997
‘ (Thousands of Dollars)
Accumulated postretircment benefit obligation at beginning of year.......coecvvseesneenns $197,581 $179,550
SCIVICE COStureeienrerissraransnenssssersssnsussontorssansesssossassntesassassasnnsrassssassessansessanssssonsrsnsnsesinn 7,676 6,865
TIECTCSE COSterurererrsersonsrenrirsessannarensessonssresrasssssasssnensnsaesnsssanssnsessassansantersisenssnssesssasannes 15,610 14,315
Benefit PAYINEILS .vvevcrineerciarionmmeonsismnnmmensosssiasssesssssessssssssscenmsnssssssrasnirssasessnesssnsssesses (10,347) (6,732)
ACHUATIAL 10SSCS.ueremecarrenrrrrcnrrsiensnsssssssnessesstessmssseasmsssnssrsssessensssesstessnrssssasessnssssasesssnsss 24.802 3,583

Accumulated postretirement benefit obligation at end of year.......cuicminnicisnnsensannens $235,322 $197,581

The following table sets forth the postretirement benefit plan’s change in the fair value of plan assets for the plan
years 1998 and 1997:

1998 1997
(Thousands of Dollars)
Fair value of postretircinent plan asscts at beginning of Year ......cuviurervesersssessensanns $151,146 $109,763
Actual TCtUrn ON PIAN ASSCLS uvveeesrissnsssrssnissrsssrossrsssiesmssmsissassseresssnsensissasasssasessssassansoss 47,284 30,846
Employer COntribUtIONS .ccuinenicnmisnsninisimmsnicsmemstniissssseamen. 25,327 17,269
Benefit PAYIMCILS .uivucveicmsnsencnmssssmssessasmssissenssssnisnsstssesssssissesssssassasssssssssnasssnsssssnssenss (10.347) (6.732)
Fair value of postretirement plan assets at €nd of YEaT .......vuveceeeeecnssssesnsmssessssassesnsesns $213,410 $151,146
We made the assumptions below to calculate the postretircment liability:
DISCOUNE FALE ce.veueererereversevestrarssssssarsmsnssesesatasstsssssssssss sassssssssssssssssnssssmsssssassnsasesssnes 7.00% 7.25%
Expected long-term rate of return on assets-afier taX.. i eirneriiesssisnenesannisesssiiens 8.73% 7.15%
Initial health care cost trend rate - under age 65 ..., 7.50% 8.00%
Initial health care cost trend rate - age 65 and OVCT.....cccceecrereeriercrrniensasnsensarsasssens : 6.50% 7.00%
~ Ultimate health care cost trend rate (reached in the year 2002) ......ccvevneenieisensens 5.00% 5'0,0%

Assuming a 1% increase in the health care cost trend rate, the 1998 cost of postretirement benefits other than
pensions would increase by approximately $5 million and the accumulated benefit obligation as of December 31, -
1998 would increasc by approximately $37 million.

Assuming a 1% decrease in the health care cost trend rate, the 1998 cost of postretirement benefits other than
pensions would decrease by approximately $4 million and the accumulated benefit obligations as of December 31,
1998 would decrease by approximately $32 million.
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12. Commitments and Contingencics

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

Palo Verde Nuclear Generating Station Under the Nuclear Waste Policy Act, DOE was to develop the facilities
necessary for the storage and disposal of spent fuel and to have the first such facility in operation by 1998. That
facility was to be a permanent repository, but DOE has announced that such a repository now cannot be completed
before 2010, In response to lawsuits filed over DOE's obligation to accept used nuclear fuel, the United States
Court of Appeals for the D.C. Circuit has ruled that DOE had an obligation to begin accepting used nuclear fuel in
1998. However, the Court refused to issue an order compelling DOE to begin moving used fuel. Instead, the Court

ruled that any damages to utilitics should be sought under the standard contract signed between DOE and utilities, -

including APS. The United States Supreme Court has refused to grant review of the D.C. Circuit's decision. In
July 1998, we filed a Petition for Review regarding DOE's obligation to begin accepting spent nuclear fucl,

We have capacity in existing fuel storage pools at Palo Verde which, with certain modifications, could
accommodate all fuel expected to be discharged from normal operation of Palo Verde through about 2002, and
belicve we could augment that wet storage with new facilitics for on-site dry storage of spent fuel for an
indeterminate period of operation beyond 2002, subject to obtaining any required governmental approvals. We
currently estimate that we will incur $113 million (in 1998 dollars) over the life of Palo Verde for our share of the
costs related to the on-site interim storage of spent nuclear fuel. Beginning in 1999, we will accrue these costs as a
component of fuel expense, meaning the charges will be accrued as the fuel is burned. During 1998, we recorded a
liability and a regulatory asset of $35 million for on-site interim nuclear fuel storage costs related to nuclear fuel
burned prior to 1999. We currently believe that spent fuel storage or disposal methods will be available for use by
Palo Verde to allow its continued operation beyond 2002,

The Palo Verde participants have insurance for public liability resulting from nuclear energy hazards to the full
limit of liability under federal law. This potential liability is covered by primary liability insurance provided by
commercial insurance carriers in the amount of $200 million and the balance by an industry-wide retrospective
assessment program. If losses at any nuclear power plant covered by the programs exceed the accumulated funds,
we could be assessed retrospective premium adjustments. The maximum assessment per reactor under the program
for cach nuclear incident is approximately $88 million, subject to an annual limit of $10 million per incident.
Based upon our 29.1% interest in the three Palo Verde units, our maximum potential assessment per incident for
all three units is approximately $77 million, with an annual payment limitation of approximately $9 million.

The Palo Verde participants maintain "all risk" (including nuclear hazards) insurance for property damage to,
and decontamination of, property at Palo Verde in the aggregate amount of $2.75 billion, a substantial portion of
which must first be applicd to stabilization and decontamination. We have also secured insurance against portions
of any increased cost of generation or purchased power and business interruption resulting from a sudden and
unforesecn outage of any of the three units. The insurance coverage discussed in this and the previous paragraph is
subject to certain policy conditions and exclusions. '

Fuel and Purchased Power Commitments We are a party to various fuel and purchased power contracts with
terms expiring from 1999 through 2020 that include required purchase provisions. We estimate our 1999 contract
requirements to be about $132 million. However, this amount may vary significantly pursuant to certain provisions
in such contracts that permit us to decrease our required purchases under certain circumstances.
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We must reimburse certain coal providers for amounts incurred for coal mine reclamation. We estimate our share
of the total obligation to be about $103 million. The portion of the coal mine reclamation obligation related to coal
already burned is about $62 million at December 31, 1998 and is included in “Deferred Credits — Other” in the
Balance Sheet. A regulatory assct has been established for amounts not yet recovered from ratepayers. In
accordance with the 1996 regulatory agreement (see Note 3), the ACC began accelerated amortization of our
regulatory assct for coal mine reclamation costs over an cight-year period that will end Junc 30, 2004,
Amortization is included in depreciation and amortization cxpensc on the Statements of Income. The balance of
the regulatory asset at December 31, 1998 was about $51 million.

Construction Program Total capital expenditures in 1999 are estimated at $328 million.
"13. Nuclear Decommissioning Costs

We recorded $11.4 million for decommissioning expense in cach of the years 1998, 1997, and 1996. We estimate
it will cost about $1.8 billion ($452 million in 1998 dollars) to decommission our 29.1% share of the three Palo
Verde units. The decommissioning costs are expected to be incurred over a 14-year period beginning in 2024, We
charge decommissioning costs to cxpense over cach unit's operating license term and include them in the
accumulated depreciation balance until cach unit is retired. Nuclear decommissioning costs are recovered in rates.

Our current cstimates arc based on a 1998 site-specific study for’ Palo Verde that assumes the prompt
removal/dismantlement method of decommissioning. An independent consultant prepared this study for us. We
are required to update the study cvery three years.

To fund the costs we expect to incur to decommission the plant, we established external trusts in accordance with
Nuclear Regulatory Commission (NRC) regulations. The trust accounts are reported in "Investments and Other
Assets” in our Balance Sheets at their market value of $145.6 million at December 31, 1998 and $124.6 million at
December 31, 1997. We invest the trust funds primarily in fixed-income securitics and domestic stock and classify
them as available for sale. Realized and unrealized gains and losses are reflected in accumulated depreciation.

In February 1996, the FASB issued an exposure draft, "Accounting for Certain Liabilitics Related to Closure or
Removal of Long-Lived Assets." This proposed standard would require the estimated present value of the cost of
decommissioning and certain other removal costs to be recorded as a liability, along with an offsetting plant asset
when a decommissioning or other removal obligation is incurred, The FASB has indicated that a revised exposure
draft will be issued in 1999,
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14, Selected Quarterly Financial Data (Unaudited)

Quarterly financial information for 1998 and 1997 is as follows:

Quarter Ended

1998
March 31
June 30
September 30
December 31
1997
March 31
June 30
September 30
December 31

Electric
Opcrating Operating Net
Revenues Income(a) Income.
(Thousands of Dollars)
$380,423 $63,541 $31,935
441,715 81,299 52,184
740,734 155,079 133,193
443,526 70,892 37,935
$379,021 $61,439 $28,645
458,751 99,706 69,493
632,821 150,892 129,699
407,960 59,788 23,656

Earnings
for
Common Stock

$29,057
49,749
130,846
35,892

$25,019
66,298
126,715
20,658

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

Our parent company, Pinnacle West Capital Corporation, offers several stock incentive plans for our officers, our
parent company’s officers, and key employees.

The plans provide for the granting of new options or awards of up to 3.5 million shares at a price per option not
less than fair market value on the date the option is granted. The plans also provide for the granting of any
combination of stock appreciation rights or dividend equivalents, The awards outstanding under the. various
incentive plans at December 31, 1998 approximate 1,497,012 non-qualified stock options, 158,121 restricted
shares, and no dividend cquivalent shares, incentive stock options, or stock appreciation rights.

The FASB issued SFAS No. 123, "Accounting for Stock-Bascd Compensation," which was cffective beginning in
1996. This statement encourages, but does not require, that a company record compensation expense based on the
fair value method, We continuc to recognize expense based on Accounting Principles Board Opinion No. 25,
"Accounting for Stock Issucd to Employces." If we had recorded compensation expense based on the fair value
method, our net income would have been reduced to the following pro forma amounts:

1998 1997 1996

(Thousands of Dollars)
Net income
AS 1epOTted ...ovuvviersnrererssmrencssanssens $255,247 $251,493 $243,471
Pro forma (fair value method) ...... $254,640 $251,142 $243,291 ’

We did not consider compensation costs for stock options granted before January 1, 1995, Therefore, future

+ reported net income may not be representative of this compensation cost calculation,

In order to present the pro forma information above, we calculated the fair value of cach fixed stock option in the
incentive plans using the Black-Scholes option-pricing model. The fair value was calculated based on the date the
option was granted. The following weighted-average assumptions were also used in order to calculate the fair
value of the stock options:

1998 1997 1996
Risk-free interest rate.......cvveeeeernernenenne 4.54% 5.66% 5.77%
Dividend growth........ccccvrureersurinescrannn 3.03% 4.50% 4.50%
Volatility....cccorecernrirremrersnrseesensessnsaenas 18.80% 15.63% 17.10%
Expected lifc (months).........ccovevveenrenne 60 60 58
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ITEM 9. CHANGES IN AND DISAGREEMENTS WITH ACCOUNTANTS ON ACCOUNTING

AND FINANCIAL DISCLOSURE
None.
PART HII
ITEM 10, DIRECTORS AND EXECUTIVE
OFFICERS OF THE REGISTRANT
Not applicable.

ITEM 11. EXECUTIVE COMPENSATION

Not applicable.

ITEM 12. SECURITY OWNERSHIP OF
CERTAIN BENEFICIAL OWNERS AND MANAGEMENT

Not applicable.
ITEM 13. CERTAIN RELATIONSHIPS AND RELATED TRANSACTIONS

Not applicable.
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PART IV

ITEM 14. EXHIBITS, FINANCIAL STATEMENTS, FINANCIAL STATEMENT
SCHEDULES, AND REPORTS ON FORM 8-K

Financial Statements

See the Index to Financial Statements in Part II, Item 8 on page 28.

Exhibits Filed

Exhibit No. Description
102 — 1999 Senior Management Variable Incentive Plan
103> — 1999 Officers Variable Incentive Plan

23.1 —  Consent of Deloitte & Touche LLP

27.1 — Financial Data Schedule

In addition to those Exhibits shown above, the Company hercby incorporates the following Exhibits pursuant
to Exchange Act Rule 12b-32 and Regulation §229.10(d) by reference to the filings set forth below:

10.1*  — 1999 Management Variable Incentive Plan

Exhibit No. Description Qriginally Filed as Exhibit: File No. Date Effective
3.1 Bylaws, amended as of 3.1t0 1995 Form 10-K 1-4473 3-29-96
February 20, 1996 Report
3.2 Resolution of Board of 3.2 to 1994 Form 10-K 1-4473 ‘ 3-30-95
Directors temporarily Report
suspending Bylaws in part
3.3 Articles of Incorporation, 4.2 to Form S-3 1-4473 9-29-93
restated as of May 25, 1988 Registration Nos.
33-33910 and 33-55248 by
means of September 24,
1993 Form 8-K Report
3.4 Certificates pursuant to 4.3 to Form S-3 1-4473 9-29-93
Sections 10-152.01 and Registration Nos.
10-016, Arizona Revised 33-33910 and 33-55248 by
Statutes, establishing Serics A means of September 24,
through V of the Company's 1993 Form 8-K Report
Serial Preferred Stock
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Exhibit No.

Description

3.5

4.1

4.2

4.3

4.4

4.5

4.6

4.7

4.8

4.9

Certificatc pursuant to
Section 10-016, Arizona
Revised Statutes, establishing
Series W of the Company's
Scrial Preferred Stock

Mortgage and Deed of Trust
Relating to the Company's
First Mortgage Bonds,
together with forty-cight
indentures supplemental
thercto

Forty-ninth Supplemental
Indenture

Fifticth Supplemental
Indenture

Fifty-first Supplemental
Indenture

Fifty-sccond Supplemental
Indenture

Fifty-third Supplemental
Indenture

Fifty-fourth Supplemental
Indenture

Fifty-fifth Supplemental
Indenture

Agreement, dated March 21,
1994, relating to the filing of
instruments defining the
rights of holders of long-term
debt not in excess of 10% of
the Company's total assets

QOriginally Filed as Exhibit:

File No.

4.4 to Form S-3

" Registration Nos.

33-33910 and 33-55248 by
means of September 24,
1993 Form 8-K Report

4.1 to September 1992
Form 10-Q Report

4.1 to0 1992 Form 10-K
Report .

4.2 to 1993 Form 10-K
Report

4.1 to August 1, 1993
Form 8-K Report

4.1 to September 30, 1993
Form 10-Q Report

4.5 to Registration
Statement No. 33-61228
by means of February 23,
1994 Form 8-K Report

4.1 to Registration
Statements Nos. 33-61228,
33-55473, 33-64455 and
333-15379 by mcans of
November 19, 1996

Form 8-K Report

4.8 to Registration
Statement Nos. 33-55473,
33-64455 and 333-15379
by means of April 7, 1997
Form 8-K Report

4.1 to 1993 Form 10-K
Report
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1-4473

1-4473

1-4473

1-4473

1-4473

1-4473

1-4473

1-4473

1-4473

1-4473

9-29-93

11-9-92

3-30-93

3-30-94

9-27-93

11-15-93

3-1-94

11-22-96

4-9-97

3-30-94




Exhibit No.

Description

4.10

4.11

4.12

4.13

4.14

4.15

4.16

4.17

Indenture dated as of January
1, 1995 among the Company
and The Bank of New York,
as Trustee

First Supplcmental Indenture
dated as of January 1, 1995

Indenture dated as of
November 15, 1996 among
the Company and The Bank
of New York, as Trustce

First Supplemental Indenture

Second Supplemental Indenture

dated as of April 1, 1997

Indenture dated as of January
15, 1998 among the Company
and The Chase Manhattan
Bank, as Trustee

First Supplemental Indenture
dated as of January 15, 1998

Second Supplemental
Indenture dated as of
February 15, 1999

Qriginally Filed as Exhibit:

4.6 to Registration
Statement Nos, 33-61228
and 33-55473 by means of
January 1, 1995 Form 8-K
Report

4.4 to Registration
Statement Nos, 33-61228
and 33-55473 by means of

January I, 1995 Form 8-K |

Report

4.5 to Registration
Statements Nos. 33-61228,
33-55473, 33-64455 and
333-15379 by mcans of
November 19, 1996

Form 8-K Report

4.6 to Registration
Statements Nos. 33-61228,
33-55473, 33-64455 and
333-15379 by means of
November 19, 1996

Form 8-K Report

4,10 to Registration
Statement Nos. 33-55473,
33-64455 and 333-15379
by means of April 7, 1997
Form 8-K Report

4.10 to Registration
Statement Nos. 333-15379
and 333-27551 by means
of January 13, 1998

Form 8-K Report

4.3 to Registration
Statement Nos. 333-15379
and 333-27551 by means
of January 13, 1998

Form 8-K Report

4.3 to Registration
Statement Nos. 333-27551
and 333-58445 by means of
Fcbruary 18, 1999

Form 8-K Report
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File No.®  Date Effective
1-4473 1-11-95
1-4473 1-11-95
1-4473 11-22-96
14473 11-22-96
1-4473 4-9-97
1-4473 1-16-98
1-4473 1-16-98
1-4473 2-22-99




Exhibit No.

Description

4.18

10.4

10.5

10.6

10.7

10.8

Agreement of Resignation,
Appointment, Acceptance and
Assignment dated as of
August 18, 1995 by and
among the Company, Bank of
America National Trust and
Savings Association and The
Bank of New York

Two scparate
Decommissioning Trust
Agreements (relating to
PVNGS Units 1 and 3,
respectively), each dated July
1, 1991, between the Company
and Mellon Bank, N.A,, as
Decommissioning Trustee

Amendment No, 1 to
Decominissioning Trust
Agreement (PVNGS Unit 1)
dated as of December 1, 1994

Amendment No. 2 to
Decommissioning Trust
Agrecement (PVNGS Unit 1)
dated as of July 1, 1991

Amendment No. 1 to
Decommissioning Trust
Agreement (PVNGS Unit 3)
dated as of December 1, 1994

Amendment No. 2 to
Decommissioning Trust
Agreement (PVNGS Unit 3)
dated as of July 1, 1991

Originally Filed as Exhibit:

File No. ~ Date Effective

"

4.1 to September 25, 1995
Form 8-K Report

10.2 to September 1991
Form 10-Q

10.1 to 1994 Form 10-K
Report

10.4 to 1996 Form 10-K
Report

10.2 to 1994 Form 10-K
Report

10.6 to 1996 Form 10-K
Report
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1-4473 10-24-95
1-4473 11-14-91
1-4473 3-30-95
1-4473 3-28-97
1-4473 3-30-95
1-4473 3-28-97




Exhibit No.

Description

10.9

Amended and Restated
Decommissioning Trust

Originally Filed as Exhibit:

File No.b

Date Effective

10.1 to Pinnacle West
1991 Form 10-K Report

1-8962

3-26-92

Agreement (PVNGS Unit 2)
dated as of January 31, 1992,
among the Company, Mcllon
Bank, N.A,, as
Decommissioning Trustee, and
State Street Bank and Trust
Company, as successor to The
First National Bank of
Boston, as Owner Trustee
under two scparate Trust
Agreements, cach with a
separate Equity Participant,
and as Lessor under two
separate Facility Leases, cach
relating to an undivided
interest in PVNGS Unit 2

10.2 to 1992 Form 10-K
Report

10.10 First Amendment to Amended 1-4473 3-30-93
and Restated
Dccommissioning Trust
Agreement (PVNGS Unit 2),

dated as of November 1, 1992

10.3 to 1994 Form 10-K
Report

Amendment No. 2 to Amended 1-4473 3-30-95
and Restated
Dccommissioning Trust
Agreement (PVNGS Unit 2)

dated as of November 1, 1994

10.11

10.1 to June 1996 Form
10-Q Report

10.12 Amendment No. 3 to Amended 1-4473 8-9-96
and Restated
Decommissioning Trust
Agrecment (PVNGS Unit 2)
dated as of January 31, 1992
1-4473

10.5 to 1996 Form 10-K 3-28-97

Report

10.13 Amendment No. 4 to Amended
and Restated
Decommissioning Trust
Agreement (PVNGS Unit 2)

dated as of January 31, 1992

10.1 to June 1991 Form
. 10-Q Report

10.14 1-4473 8-8-91

Assct Purchase and Power
Exchange Agrcement dated
September 21, 1990 between
the Company and PacifiCorp,
as amended as of October 11,
1990 and as of July 18, 1991




Exhibit No.

Description

10.15

10.16

10.17

10.18

10.19

10.20

10.21

10.22

Long-Term Power
Transactions Agreement dated
September 21, 1990 between
the Company and PacifiCorp,
as amended as of October 11,
1990 and as of July 8, 1991

Contract, dated July 21, 1984,
with DOE providing for the
disposal of nuclear fucl and/or
high-level radioactive waste,
ANPP-

Amendment No. 1 dated

April 5, 1995 to the Long-Term
Power Transactions Agreement
and Asset Purchase and Power
Exchange Agrecement between
PacifiCorp and the Company

Restated Transmission
Agrcement between PacifiCorp
and the Company dated

April 5, 1995

Contract among PacifiCorp,
the Company and United
States Department of Energy
Western Arca Power
Administration, Salt Lake
Arca Intcgrated Projects

for Firm Transmission
Service dated May 5, 1995

Reciprocal Transmission
Service Agreement between
the Company and PacifiCorp
dated as of March 2, 1994

Indenture of Leasc 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

Originally Filed as Exhibit:

File No.b

Date Effective

10.2 to June 1991 Form
10-Q Report

10.31 to Pinnacle West's
Form S-14 Registration
Statement

10.3 to 1995 Form 10-K
Report

10.4 to 1995 Form 10-K
Report

10.5 to 1995 Form 10-K'
Report

10.6 to 1995 Form 10-K
Report

5.01 to Form S-7
Registration Statement

5.02 to Form S-7
Registration Statement
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1-4473

2-96386

1-4473

1-4473

1-4473

1-4473

2-59644

2-59644

8-8-91

3-13-85

3-29-96

3-29-96

3-29-96

3-29-96

9-1-77

9-1-77



Exhibit No.

Description

10.23

10.24

10.25

10.26

10.27

10.28

10.29

10.30

Amendment and Supplement
No. 1 to Supplemental and

Additional Indenture of Lease,

Four Corners, dated April 25,
1985

Application and Grant of
multi-party rights-of-way and
cascments, Four Corners
Plant Site

Application and Amendment
No. 1 to Grant of multi-party
rights-of-way and cascments,
Four Corners Power Plant
Site, dated April 25, 1985

Application and Grant of
Arizona Public Service
Company rights-of-way and
cascments, Four Corners
Plant Site

Application and Amendment
No. 1 to Grant of Arizona
Public Service Company
rights-of-way and cascments,
Four Corners Power Plant
Site, dated April 25, 1985

Indenture of Lease, Navajo
Units 1, 2, and 3

Application and Grant of
rights-of-way and casements,
Navajo Plant -

Water Service Contract
Assignment with the United
States Department of Interior,
Burcau of Reclamation,
Navajo Plant

Registration Statement

QOriginally Filed as Exhibit: File No.® Date Effective
10.36 to Registration 1-8962 7-25-85
Statement on Form 8-B of
Pinnacle West
5.04 to Form S-7 2-59644 9-1-77

+ Registration Statement
10.37 to Registration 1-8962 7-25-85
Statement on Form 8-B of
Pinnacle West
5.05 to Form S-7 2-59644 9-1-77
Registration Statement
10.38 to Registration 1-8962 7-25-85
Statement on Form 8-B of
Pinnacle West
5(g) to Form S-7 2-36505 3-23-70
Registration Statement
5(h) to Form S-7 2-36505 3-23-70
Registration Statement
5(1) to Form S-7 2-39442 3-16-71




Exhibit No.

10.31

10.32

10.33°

Description

Arizona Nuclcar Power
Project Participation
Agreement, dated August 23,
1973, among the Company,
Salt River Project Agricultural
Improvement and Power
District, Southern California
Edison Company, Public
Service Company of New
Mexico, El Paso Electric
Company, Southern California
Public Power Authority, and
Department of Water and
Power of the City of Los
Angeles, and amendments
1-12 thereto

Amendment No. 13 dated as
of April 22, 1991, to Arizona
Nuclear Power Project
Participation Agreement,
dated August 23, 1973, among
the Company, Salt River
Project Agricultural
Improvement and Power
District, Southern California

.Edison Company, Public

Service Company of New
Mexico, El Paso Electric
Company, Southern California
Public Power Authority, and
Department of Water and
Power of the City of Los
Angcles

Facility Lease, dated as of
August 1, 1986, between
State Street Bank and Trust
Company, as successor to The
First National Bank of
Boston, in its capacity as
Owner Trustee, as Lessor, and
the Company, as Lessee

Originally Filed as Exhibit:

File No.®

10.1 to 1988 Form 10-K
Report

10.1 to March 1991 Form
10-Q Report

4.3 to Form S-3
Registration Statement

66

1-4473

1-4473

33-9480

Date Effective

3-8-89

5-15-91

10-24-86



Exhibit No.

Description

10.34°

10.35°

10.36°

10.37 -

10.38

Amendment No. 1, dated as of
November 1, 1986, to Facility
Lease, dated as of August 1,
1986, between State Strect
Bank and Trust Company, as
successor to The First
National Bank of Boston, in
its capacity as Owner Trustee,
as Lessor, and the Company,
as Lessce

Amendment No. 2 dated as of
June 1, 1987 to Facility Lease
dated as of August 1, 1986
between State Street Bank
and Trust Company, as
successor to The First
National Bank of Boston, as
Lessor, and APS, as Lessce

Amendment No. 3, dated as of
March 17, 1993, to Facility
Lease, dated as of August 1,
1986, between State Street
Bank and Trust Company, as
successor to The First
National Bank of Boston, as
Lessor, and the Company, as
Lessee

Facility Lease, dated as of
December 15, 1986, between
State Street Bank and Trust
Company, as successor to The
First National Bank of
Boston, in its capacity as
Owner Trustee, as Lessor, and
the Company, as Lessee

Amendment No, 1, dated as of
August 1, 1987, to Facility
Lease, dated as of December
15, 1986, between State Street
Bank and Trust Company, as
successor to The First
National Bank of Boston, as
Lessor, and the Company, as
Lessce

Originally Filed as Exhibit:

10.5 to Scptember 1986
Form 10-Q Report by
means of Amendment No.
1 on December 3, 1986
Form 8

10.3 to 1988 Form 10-K
Report

10.3 to 1992 Form 10-K
Report

10.1 to November 18, 1986
Form 8-K Report

4.13 to Form S-3
Registration Statement
No. 33-9480 by means of
August 1, 1987 Form 8-K
Report
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File No.®  Date Effective
1-4473 12-4-86
1-4473 3.8-89
1-4473 3-30-93
14473 1-20-87
1-4473 8-24-87




Exhibit No.

Description

10.39

10.40°

10.41°

10.42°

10.43*

10.44°

10.45%

Amendment No. 2, dated as of .
March 17, 1993, to Facility
Lease, dated as of December
15, 1986, between State Strect
Bank and Trust Company, as
successor to The First

National Bank of Boston, as
Lessor, and the Company, as
Lessee

Directors' Deferred
Compensation Plan, as
restated, effective January 1,
1986

Second Amendment to the
Arizona Public Service
Company Directors' Deferred
Compensation Plan, cffective
as of January 1, 1993

Third Amendment to the
Arizona Public Service
Company Dircctors' Deferred
Compensation Plan effective
as of May 1, 1993

Arizona Public Service
Company Deferred
Compensation Plan, as
restated, effective January 1,
1984, and the second and
third amendments thereto,
dated December 22, 1986, and
December 23, 1987,
respectively

Third Amendment to the
Arizona Public Service
Company Deferred
Compensation Plan, effective
as of January 1, 1993

Fourth Amendment to the
Arizona Public Service
Company Deferred
Compensation Plan effective
as of May 1, 1993

Originally Filed as Exhibit:

10.4 to 1992 Form 10-K
Report

10.1 to June 1986 Form
10-Q Report

10.2 to 1993 Form 10-K
Report

10.1 to September 1994
Form 10-Q

10.4 to 1988 Form 10-K

Report

10.3 to 1993 Form 10-K

Report

10.2 to September 1994
Form 10-Q Report
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File No.®  Date Effective
1-4473 3-30-93
1-4473 8-13-86
1-4473 3-30-94
1-4473 11-10-94
1-4473 3-8-89
1-4473 3-30-94
1-4473 11-10-94



Exhibit No.

10.46

10.47°

10.48°

10.49°

10.50°

10.51°

10.52°

10.53*

Description

Fifth Amendment to the
Arizona Public Scrvice
Company Deferred
Compensation Plan

Pinnacle West Capital
Corporation, Arizona Public
Service Company, SunCor
Development Company

and El Dorado Investment
Company Deferred
Compensation Plan as
amended and restated
effective January 1, 1996

Arizona Public Scrvice
Company Supplemental
Excess Benefit Retirement
Plan as amended and

restated on December 20, 1995

Pinnacle West Capital
Corporation and Arizona
Public Service Company
Directors' Retirement Plan

cffective as of January 1, 1995

Arizona Public Scrvice
Company Director
Equity Plan

Letter Agreement dated
December 21, 1993, between
the Company and William L.
Stewart

Letter Agreement dated
August 16, 1996 between
the Company and
William L. Stewart

Letter Agreement between
the Company and
William L. Stewart

Originally Filed as Exhibit:

File No.®

10.3 to 1997 Form 10-K
Report

10.10 to 1995 Form 10-K
Report

10.11 to 1995 Form 10-K
Report

10.7 to 1994 Form 10-K
Report

10.1 to Scptember 1997
Form 10-K Report

10.6 to 1994 Form 10-K
Report

10.8 to 1996 Form 10-K
Report

10.2 to September 1997
Form 10-Q Report
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1-4473

1-4473

1-4473

1-4473

1-4473

1-4473.

1-4473

1-4473

Date Effective

3-28-97

3-29-96

3-29-96

3-30-95

11-12-97

3-30-95

3-28-97

11-12-97




Exhibit No.

Description

10.54"

10.55"

10.56*

10,57

10.58*

10.59%¢

10.60

Letter Agreement, dated April
3, 1978, between the Company
and O. Mark DeMichele,
regarding certain retirement
benefits granted to Mr.
DeMichele

Letter Agreement dated
November 27, 1996 between
the Company and

George A. Schreiber, Jr,

Letter Agreement dated as
of January 1, 1996 between
the Company and Robert G.
Matlock & Associates, Inc.
for consulting services

Key Executive Employment
and Scverance Agreement
between the Company and
certain exccutive officers of
the Company

Revised form of Key Executive
Employment and Severance
Agreement between the
Company and certain
exccutive officers of the
Company

Second revised form of Key
Exccutive Employment and
Severance Agreement between
the Company and certain
exccutive officers of the
Company

Key Exccutive Employment
and Severance Agreement
between the Company and
certain managers of the
Company

Originally Filed as Exhibit:

File No.

10.7 to 1988 Form 10-K
Report

10.9 to 1996 Form 10-K
Report

10.8 to 1995 Form 10-K
Report

10.3 to 1989 Form 10-K
Report

10.5 to 1993 Form 10-K
Report

10,9 to 1994 Form 10-K
Report

10.4 to 1989 Form 10-K
Report

70

1-4473

1-4473

1-4473

1-4473

1-4473

1-4473

1-4473

Date Effective

3-8-89

3-28-97

3-29-96

3-8-90

3-30-94

3-30-95

3-8-90




Exhibit No.

Description

Originally Filed as Exhibit:

File No.

b

Date Effective

10.61%

10.62*4

10.63*

10.64°

10.65

10.66

10.67

10.4 to 1993 Form 10-K
Report

Revised form of Key Executive
Employment and Severance
Agreement between the
Company and certain key
employees of the Company

10.8 to 1994 Form 10-K
Report

Second revised form of Key
Exccutive Employment and
Severance Agreement between
the Company and certain key
cmployeces of the Company

10.1 to 1992 Form 10-K
Report

Pinnacle West Capital
Corporation Stock Option and
Incentive Plan

A to the Proxy Statement
for the Plan Report
Pinnacle West 1994
Annual Meeting of
Sharcholders

Pinnacle West Capital
Corporation 1994 Long-Term
Incentive Plan effective as of
March 23, 1994

10.3 to 1991 Form 10-K
Report

Agreement No. 13904 (Option
and Purchase of Effluent)

with Citics of Phocnix,
Glendale, Mesa, Scottsdale,
Tempe, Town of Youngtown,
and Salt River Project
Agricultural Improvement and
Power District, dated April 23,
1973

10.4 to 1991 Form 10-K
Report

Agreement for the Sale and
Purchasc of Wastewater
Effluent with City of Tolleson
and Salt River Agricultural
Improvement and Power
District, dated June 12, 1981,
including Amendment No. 1
dated as of November 12,
1981 and Amendment No, 2
dated as of June 4, 1986

10.1 to March 1998
Form 10-Q Report

Territorial Agreement
between the Company
and Salt River Project
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1-4473

1-4473

1-4473

1-8962

1-4473

1-4473

1-4473

3-30-94

3-30-95 °

3-30-93

4-16-94

3-19-92

3-19-92

5-15-98




Exhibit No.

Description

10.683

10.69

10.70

99.1

99.2

99.3°

Power Coordination
Agreement between
the Company and Salt
River Project

Memorandum of Agreement
between the Company and
Salt River Project

Addendum to Memorandum
of Agreement between.the
Company and Salt River
Project dated as of May

19, 1998

Collateral Trust Indenture
among PVNGS II Funding
Corp., Inc., the Company and
Chemical Bank, as Trustee

Supplemental Indenture to
Collateral Trust Indenture
among PVNGS II Funding
Corp., Inc,, the Company and
Chemical Bank, as Trustee

Participation Agreement,
dated as of August 1, 1986,
among PVNGS Funding
Corp., Inc., Bank of America
National Trust and Savings
Association, State Strect Bank
and Trust Company, as
successor to The First
National Bank of Boston, in
its individual capacity and as
Owner Trustee, Chemical
Bank, in its individual
capacity and as Indenture
Trustee, the Company, and
the Equity Participant named
therein

Originally Filed as Exhibit:

File No.®

10.2 to March 1998
Form 10-Q Report

10.3 to March 1998
Form 10-Q Report

10.2 to May 19, 1998
Form 8-K Report

4.2 t0 1992 Form 10-K
Report

4.3 to 1992 Form 10-K
Report

28.1 to Scptember 1992
Form 10-Q Report

72

1-4473

1-4473

1-4473

1-4473

1-4473

1-4473

Date Effective
5-15-98

5-15-98

6-26-98

3-30-93

3-30-93

11-9-92



Exhibit No.

Description

99.4°

99.5°

99.6°

Amendment No. 1 dated as of
November 1, 1986, to
Participation Agrecment,
dated as of August 1,1986,
among PVNGS Funding
Corp., Inc., Bank of America
National Trust and Savings
Association, Statc Strect Bank
and Trust Company, as
successor to The First
National Bank of Boston, in
its individual capacity and as
Owner Trustee, Chemical
Bank, in its individual
capacity and as Indenture
Trustee, the Company, and
the Equity Participant named
therein

Amendment No, 2, dated as of
March 17, 1993, to
Participation Agrcement,
dated as of August 1, 1986,
among PVNGS Funding
Corp., Inc., PVNGS II
Funding Corp., Inc., Statc
Strect Bank and Trust
Company, as successor to The
First National Bank of
Boston, in its individual
capacity and as Owncr
Trustee, Chemical Bank, in its
individual capacity and as
Indenture Trustee, the
Company, and the Equity
Panicipaqt named therein

Trust Indenture, Mortgage, -
Sccurity Agrecment and
Assignment of Facility Lease,
dated as of August 1, 1986,
between State Strect Bank
and Trust Company, as
successor to The First
National Bank of Boston, as
Owner Trustee, and Chemical
Bank, as Indenture Trustee

Qriginally Filed as Exhibit:

10.8 to September 1986
Form 10-Q Report by
means of Amendment No.
1, on December 3, 1986
Form 8 ‘

28.4 to 1992 Form 10-K
Report

4.5 to Form S-3
Registration Statcment

73

File No.®  Date Effective
1-4473 12-4-86
1-4473 3-30-93
33-9480 10-24-86




Exhibit No.

Description

99.7°

99.8°

99,9°

99.10°

Supplemental Indenturc No.
1, dated as of November 1,
1986 to Trust Indenture,
Mortgage, Sccurity Agreement
and Assignment of Facility
Lecase, dated as of August 1,
1986, between State Strect
Bank and Trust Company, as
successor to The First
National Bank of Boston, as
Owner Trustee, and Chemical
Bank, as Indenture Trustee

Supplemental Indenture No, 2
to Trust Indenture, Mortgage,
Security Agreement and
Assignment of Facility Lease,
dated as of August 1, 1986,
between State Street Bank
and Trust Company, as
successor to The First
National Bank of Boston, as
Owner Trustee, and Chemical
Bank, as Indenture Trustee

Assignment, Assumption and
Further Agreement, dated as
of August 1, 1986, between
the Company and State Street
Bank and Trust Company, as
successor to The First
National Bank of Boston, as
Owner Trustee ’

Amendment No. 1, dated as of
November 1, 1986, to
Assignment, Assumption and
Further Agrecment, dated as
of August 1, 1986, between
the Company and State Street
Bank and Trust Company, as
successor to The First
National Bank of Boston, as
Owner Trustee

QOriginally Filed as Exhibit:

File No.®

10.6 to September 1986
Form 10-Q Reportby '
means of Amendment No.
1 on December 3, 1986
Form 8

4.4 t0 1992 Form 10-K
Report

28.3 to Form S-3
Registration Statement

10.10 to September 1986
Form 10-Q Report by
means of Amendment No.
1 on December 3, 1986
Form 8

74

1-4473

1-4473

33-9480

1-4473

Date Effective

12-4-86

3-30-93

10-24-86

12-4-86




Exhibit No. Description QOriginally Filed as Exhibit: File No.b Date Effective

99.11° Amendment No. 2, dated as of 28.6 to 1992 Form 10-K 1-4473 3-30-93
March 17, 1993, to Report
Assignment, Assumption and
Further Agreement, dated as
of August 1, 1986, between
thec Company and State Street
Bank and Trust Company, as
successor to The First
National Bank of Boston, as
Owner Trustee

99.12 Participation Agrecement, 28.2 to September 1992 1-4473 11-9-92
dated as of December 15, Form 10-Q Report
1986, among PVNGS Funding
Corp., Inc., State Street Bank
and Trust Company, as
successor to The First
National Bank of Boston, in
its individual capacity and as
Owner Trustee, Chemical |
Bank, in its individual
capacity and as Indenture
Trustee under a Trust
Indenture, the Company, and
the Owner Participant named

therein
99.13 Amendment No, 1, dated asof  28.20 to Form S-3 1-4473 8-10-87
August 1, 1987, to Registration Statement
Participation Agreement, No. 33-9480 by means of a ‘
dated as of December 15, November 6, 1986 Form ‘

1986, among PVNGS Funding  8-K Report
Corp., Inc. as Funding

Corporation, State Street

Bank and Trust Company, as

successor to The First

National Bank of Boston, as

Owner Trustee, Chemical

Bank, as Indenture Trustee,

the Company, and the Owner

Participant named therein

5

|
!




R

Description

pe—

Amendment No. 2, dated as of
March 17, 1993, to
Participation Agreement,
dated as of December 15,
1986, among PVNGS Funding
Corp., Inc.,, PVNGS II
Funding Corp., Inc., State
Strect Bank and Trust
Company, as successor to The
First National Bank of
Boston, in its individual
capacity and as Owner
Trustee, Chemical Bank, in its
individual capacity and as
Indenture Trustee, the
Company, and the Owner |
Participant named therein

* Trust Indenture, Mortgage,
Security Agreement and
Assignment of Facility Lease,
dated as of December 15,
1986, between State Street
Bank and Trust Company, as
successor to The First
National Bank of Boston, as
Owner Trustee, and Chemical
Bank, as Indenture Trustee

Supplemental Indenture No.
1, dated as of August 1, 1987,
to Trust Indenture, Mortgage,
Security Agreement and
Assignment of Facility Lease,
dated as of December 15,
1986, between State Strect
Bank and Trust Company, as
successor to The First
National Bank of Boston, as
Owner Trustee, and Chemical
Bank, as Indenturc Trustce

Originally Filed as Exhibit:

*28.5 to 1992 Form 10-K

Report

10.2 to November 18, 1986 -
Form 8-K Report

4.13 to Form S-3
Registration Statement
No. 33-9480 by mcans of
August 1, 1987 Form 8-K
Report
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Exhibit No.

Description

99.17

99.18

99.19

99.20°

99.21

99.22

99.23

Supplemental Indenture No. 2
to Trust Indenture, Mortgage,
Sccurity Agreement and
Assignment of Facility Lease,
dated as of December 15,
1986, between State Street
Bank and Trust Company, as
successor to The First
National Bank of Boston, as
Owner Trustee, and Chemical
Bank, as Indenture Trustce

Assignment, Assumption and
Further Agreement, dated as
of December 15, 1986,
between the Company and
State Street Bank and Trust
Company, as successor to The
First National Bank of
Boston, as Owner Trustee

Amendment No, 1, dated as of
March 17, 1993, to
Assignment, Assumption and
Further Agreement, dated as
of December 15, 1986,
between the Company and
State Strect Bank and Trust
Company, as successor to The
First National Bank of
Boston, as Owner Trustce
Indemnity Agreement dated
as of March 17, 1993 by the
Company

Extension Letter, dated as of
August 13, 1987, from the
signatorics of the
Participation Agreement to
Chemical Bank

Arizona Corporation
Commission Order dated
Deccember 6, 1991

Arizona Corporation
Commission Order dated
June 1, 1994

Originally Filed as Exhibit: File No.® Date Effective
4.5 to 1992 Form 10-K 1-4473 3-30-93
Report

10.5 to November 18, 1986 1-4473 1-20-87
Form 8-K Report

28.7 to 1992 Form 10-K 1-4473 3-30-93
Report

28.3 to 1992 Form 10-K 1-4473 3-30-93
Report

28.20 to Form S-3 1-4473 8-10-87
Registration Statement

No. 33-9480 by mcans of a

November 6, 1986 Form

8-K Report

28.1 to 1991 Form 10-K 1-4473 3-19-92
Report

10.1 to June Form 10-Q 1-4473 8-12-94

Report
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Rate Reduction Agrecement
dated December 4, 1995
between the Company and the

Arizona Corporation
dated April 24, 1996
Arizona Corporation

Decision No, 59943, dated
December 26, 1996,
including the Rules regarding
the introduction of retail
compctition in Arizona

Exhibit No.  Description
99.24

ACC Staff
99.25

Commission Order
99.26

Commission Order,
99.27

Retail Electric Competition
Rules

Originally Filed as Exhibit: File No.b Date Effective
10.1 to December 4, 1995 1-4473 12-14-95
Form 8-K Report '

10.1 to March 1996 1-4473 5-14-96
Form 10-Q Report

99.1 to 1996 Form 10-K 1-4473 3-28-97
Report ‘

10.1 to Junc 1998 . 1-4473 8-14-98

Form 10-Q Report
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*Management contnct or compensatory plan or arrangement to be filed as an exhibit pursuant to Item 14(c) of
Form 10-K.

bchorts filed under File No. 1-4473 were filed in the office of the Securities and Exchange Commission
located in Washington, D.C.

°An additional document, substantially identical in all material respects to this Exhibit, has been entered into,
relating to an additional Equity Participant. Although such additional document may differ in other respects (such
as dollar amounts, percentages, tax indemnity matters, and dates of exccution), there arc no material details in
which such document differs from this Exhibit.

4Additional agrecments, substantially identical in all material respects to this Exhibit have been entered into
with additional officers and key employees of the Company. Although such additional documents may differ in
other respects (such as dollar amounts and dates of exccution), thcrc arc no material details in which such
agreements differ from this Exhibit,

Reports on Form 8-K

During the quarter ended December 31, 1998 and the period ended March 30, 1999, the Company filed the
following Report on Form 8-K:

Report dated December 1, 1998 relating to an order by the Arizona Supreme Court staying ACC hearings
regarding our scttlement agreement with the ACC Staff,

Report dated December 9, 1998 relating to (1) a Notice of Withdrawal of Settlement filed by the ACC Staff,
(2) terms of expiration of a memorandum of understanding, (3) ACC adoption of the amended rules, and (4) issues
affecting the agreement with Salt River Project.

Report dated January 11, 1999 relating to (i) the ACC hearing officers’ recommended changes to the amended
rules regarding the introduction of retail clectric competition in Arizona and to the June 1998 stranded cost order
and (ii) action by the Arizona Supreme Court vacating its order staying ACC hearings on the proposed scttlement
agreement and dismissing the Attorney General’s action.

Report dated February 18, 1999 comprised of Exhibits to the Company’s Registration Statements (Registration
Nos. 333-27551 and 333-58445) relating to the Company’s offering of $125 million of Notes.
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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.

ARIZONA PUBLIC SERVICE COMPANY
(Registrant)

Date; March 30, 1999 /s/ WILLIAM J. POST

(William J. Post, 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/ WILLIAM J. POST Principal Executive Officer March 30, 1999
(William J. Post, Chief Executive Officer) and Director ’
/s/ GEORGE A SCHREIBER, JR. Principal Accounting Officer, March 30, 1999
(George A. Schreiber, Jr.) Principal Financial Officer ‘
and Director
/s/ JACK E. DAVIS President and Director March 30, 1999

(Jack E. Davis)

+

/s/ 0. MARK DEMICHELE Director ~ March 30, 1999

(0. Mark DeMichele)

/s/ MICHAEL L. GALLAGHER Director March 30, 1999
(Michael L. Gallagher) .
/s/ MARTHA O. HESSE Director March 30, 1999

(Martha O. Hessc)

/s/ MARTANNE M. JENNINGS Director March 30, 1999

(Marianne M. Jennings)

/s/ ROBERT E. KEEVER Director March 30, 1999

(Robert E. Keever)
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(Robert G. Matlock)

/s/ BRUCE J. NORDSTROM

(Bruce J, Nord§trom)

/s/ JOHN R. NORTON III

(John R. Norton III)

/s DONALD M. RILEY

(Donald M. Riley)

/s/ QUENTIN P. SMITH, JR.

(Quentin P, Smith, Jr.)

/s/ WILLIAM L. STEWART

(William L. Stewart)

/s/ RICHARD SNELL

(Richard Snell)
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(Dianne C. Walker)

/s/ BEN F. WILLIAMS JR.
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Director
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Director
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A Profile of Southern California Edison Company » i

Southern California Edison (SCE) is the nation's second largest investor-owned electric utility.
Headquartered in Rosemead, California, SCE is a subsidiary of Edison International, which is primarily
an energy-services company.

SCE, a-113-year old electric utility, serves 4.3 million customers and more than 11 million people within
a 50,000-square-mile area of central, coastal and Southern California.
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Majagement's Discussion and Analysis of Results of Operations
and Financial Condition

Results of Operations
Earnings

Southern California Edison Company’s (SCE) 1998 earnings were $490 million, compared with $576
million in 1997 and $621 million in 1996. SCE’s 1996 earnings included special charges of $18 million
for workforce management costs and reserves. The $86 million eamings decline in 1998 was primarily
due to lower authorized revenue, which resulted from reduced authorized returns on generating assets
and a lower earning asset base resulting from the accelerated recovery of investments and divestiture of
gas- and oil-fueled generation assets, partially offset by superior operating performance at the San
Onofre Nuclear Generating Station. Before special charges, 1997 earnings declined $63 million
compared to the prior year, mainly due to the extended outage and lower return at San Onofre. The
decline was partially offset by higher sales and lower non-nuclear operating expenses.

Operating Revenue

Since April 1, 1998, SCE has been required to sell all of its generated power to the power exchange
(PX). For more details, see Competitive Environment. Excluding the sales to the PX, operating revenue
decreased 6% from 1997. The decrease reflects lower average residential rates (mandated by
legislation enacted in September 1996), partially offset by an increase in other revenue resulting from
maintenance work SCE is providing for the new owners of the divested gas- and oil-fueled plants, as
required by the restructuring legislation. Operating revenue increased 5% in 1997 over 1996, due to an
increase in sales volume and customer refunds in 1996. There were no comparable refunds in 1997.
The increase in volume is mainly attributable to the overall increase in retail sales among residential and
commercial customers due to unusually warm weather during the third quarter of 1997. In 1998, over
99% of operating revenue (excluding sales to the PX) was from retail sales. Retail rates are regulated by
the California Public Utilities Commission (CPUC) and wholesale rates are regulated by the Federal
Energy Regulatory Commission (FERC).

Due to warmer weather during the summer months, operating revenue (excluding sales to the PX) during
the third quarter of each year is significantly higher than other quarters.

The changes in operating revenue (excluding sales to the PX) resulted from:

In millions - Year ended December 31, 1998 1997 1996

Operating revenue — ‘
Rate changes (including refunds) $(527) $173 $(522)
Sales volume changes (44) 193 206
Other 117 4 26

Total $(454) $370 $(290)

Legislation enacted in September 1996 provided for, among other things, a 10% rate reduction (financed
through the issuance of rate reduction notes) for residential and small commercial customers in 1998 and
other rates to remain frozen at June 1996 levels (system average of 10.1¢ per kilowatt-hour). See
discussion in Competitive Environment.

Operating Expenses

Fuel expense decreased 63% in 1998, primarily due to the sale of the gas- and oil-fueled generation
plants, as well as significantly lower gas prices in the first quarter of 1998. Fuel expense increased 40%
in 1997 over 1996. The increase was due to a $174 million gas contract termination payment during the
third quarter of 1997, combined with higher gas prices and the extended refueling outages at San
Onofre. San Onofre Unit 2 was shut down during the entire first quarter of 1997, Unit 3 was shut down 80
days of the second quarter ‘and both units had a combined outage time of 30 days during the third
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quarter, which resulted in an overall increase in gas-powered generation for 1997. There wef¢’ no
comparable outages in 1996.

Since April 1, 1998, SCE has been required to purchase all of its power from the PX for distribution to its
retail customers. SCE is continuing to purchase power from certain nonutility generators (known as
qualifying facilities) and under existing inter-utility contracts. This purchased power is sold to the PX.
Excluding the power purchased from the PX, purchased-power expense decreased slightly in 1998, while
increasing slightly in 1997. SCE is required under federal law to purchase power from certain qualifying
facilities even though energy prices under these contracts are generally higher than other sources. In
1998, SCE paid about $1.5 billion (including energy and capacity payments) more for these power
purchases than the cost of power available from other sources. The CPUC has mandated the prices for
these contracts.

Provisions for regulatory adjustment clauses decreased in 1998, mainly due to the rate-making treatment
of the rate reduction notes. This rate-making treatment has allowed for the deferral of the collection of a
portion of the transition-related revenue, from a four-year period to a 10-year period. This decrease was
almost completely offset by overcollections resulting from the gain on sales of the gas- and oil-fueled
generation plants during 1998 and other transition costs, as well as overcollections related to the
administration of public-purpose funds. The provisions for regulatory adjustment clauses decreased
substantially in 1997, due to undercollections in the energy cost balancing account as actual energy costs
(including the gas termination payment discussed above) exceeded CPUC-authorized fuel and
purchased-power cost estimates. In addition, there were undercollections associated with SCE’s direct
access activities (see discussion in Competitive Environment), research and development activities, and
San Onofre. These undercollections were offset by overcollections related to actual base-rate revenue
from kilowatt-hour sales exceeding CPUC-authorized estimates and the final settlement of SCE's
Canadian supply and transportation contracts.

Other operating expenses increased 22% in 1998, primarily due to must-run reliability services, direct
access activities, and PX and independent system operator (ISO) costs incurred by SCE.. Also, storm
damage expense resulting from the harsh winter in 1998 contributed to the increase.

Maintenance expense increased 23% in 1997, due to higher maintenance costs at the transmission and
distribution operating facilities, and the scheduled refueling outages at the San Onofre units.

Depreciation, decommissioning and amortization expense increased 25% in 1998, primarily due to the
further acceleration of recovery of San Onofre Units 2 and 3 and the Palo Verde Nuclear Generating
Station units, accelerated recovery of the gas- and oil-fueled generation plants, and the amortization of
the loss on plant sales. The amortization of the loss on plant sales, as well as the accelerated recoveries
implemented in 1998 are part of the competition transition charge (CTC) mechanism. Depreciation,
decommissioning and amortization expense increased 17% in 1997, mainly due to increases in plant
assets and the accelerated recovery of the Palo Verde units, effective January 1997.

Income taxes decreased 23% in 1998, primarily due to lower pre-tax income, as well as addmonal
amortization related to the CTC mechanism.

Property and other taxes decreased 32% in 1997, due to a reclassification of payroll taxes to operation
and maintenance expense.

Gain on sale of utility plant represents the net result from the sale of the gas- and oil-fueled generation
plants in 1998. Gains on sales of the gas- and oil-fueled plants were used to reduce stranded costs.
Losses on sales will be recovered from customers over the transition period.

Other Income and Deductions
The provision for rate phase-in plan reflected a CPUC-authorized, 10-year rate phase-in plan, which

deferred the collection of revenue during the first four years of operation for the Palo Verde units. The
deferred revenue (including interest) was collected evenly over the final six years of each unit's plan.




Management's Discussion and Analysis of Resuits of Operations

o ,and Financial Condition

The plan ended in February 1996, September 1996 and January 1998 for Units 1, 2 and 3, respectively.
The provision was a non-cash offset to the collection of deferred revenue.

Interest and dividend income increased 49% in 1998, reflecting higher investment balances due to the
sale of the gas- and oil-fueled generation plants, as well as increases in interest earned on higher
balancing account undercollections. In 1997, interest and dividend income increased 18% due to
increases in interest earned on balancing accounts and increases in dividend income from equity
investments.

Other nonoperating income increased 81% in 1998, when compared to 1997, primarily due to the
additional accruals in 1997 for regulatory matters. These accruals caused a substantial decrease in
other nonoperating income in 1997, when compared to 1996.

‘

Interest Expense

Interest on long-term debt increased 22% in 1998, mainly due to the issuance of the rate reduction notes
in December 1997. In 1997, interest on long-term debt decreased due to the early retirement of $400
million of first and refunding mortgage bonds in July 1997, partially offset by the additional interest
expense associated with the rate reduction notes issued in December 1997. Interest on the rate
reduction notes was $148 million in 1998 and $9 million in 1997.

Other interest expense decreased substantially in 1998, mostly due to lower overall short-term debt
balances, particularly short-term debt used to finance fuel inventories. These fuel inventories are no
longer needed because of the divestiture of the gas- and oil-fueled plants. Other interest expense
increased substantially in 1997, due to higher levels of short-term debt used to retire first and refunding
mortgage bonds.

Financial Condition

SCE's liquidity is primarily affected by debt maturities, dividend payments and capital expenditures.
Capital resources include cash from operations and external financings.

Edison International's board of directors has authorized the repurchase of up to $2.8 billion (increased
from $2.3 billion in July 1998) of its outstanding shares of common stock. Edison International
repurchased 100.4 million shares ($2.4 billion) between January 1995 and February 4, 1999, funded by
dividends from its subsidiaries and the issuance of rate reduction notes.

SCE'’s cash flow coverage of dividends was 0.9 times for both 1998 and 1997 and 2.2 times in 1996. The
1998 decrease reflects the $680 million special dividend SCE paid to Edison International in 1998 from
the gas- and oil-fueled plant sales proceeds, as well as the rate-making treatment of the gains on sales
of the gas- and oil-fueled plants. The 1997 decrease reflects the $1.2 billion special dividend SCE paid
to Edison International in December 1997 from rate reduction note proceeds.

Cash Flows from Operating Activities

Net cash provided by operating activities totaled $1.0 billion in 1998, $1.7 billion in 1997 and $1.8 billion
in 1996. Cash from operations exceed capital requirements for all years presented.

Cash Flows from Financing Activities '
At December 31, 1998, SCE had available lines of $1.3 billion, with $800 million for general purpose,

short-term debt and $500 million for the long-term refinancing of its variable-rate pollution-control bonds.
These unsecured lines of credit are at negotiated or bank index rates and expire in 2002.

\
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Short-term debt is used to finance fuel inventories and general cash requirements. Long-term debt is
used mainly to finance capital expenditures. Extemal financings are influenced by market conditions and
other factors, including limitations imposed by SCE's articles of incorporation and trust indenture. As of
December 31, 1998, SCE could issue approximately $13.9 billion of additional first and refunding
mortgage bonds and $4.4 billion of preferred stock at current interest and dividend rates.

California law prohibits SCE from incurring or guaranteeing debt for its nonutility affiliates. Additionally,
the CPUC regulates SCE's capital structure, limiting the dividends it may pay Edison International. At
December 31, 1998, SCE had the capacity to pay $794 million in additional dividends and continue to
maintain its authorized capital structure.

In December 1997, SCE Funding LLC, a special purpose entity (SPE), of which SCE is the sole member,
issued approximately $2.5 billion of rate reduction notes to Bankers Trust Company of California, as
certificate trustee for the California Infrastructure and Economic Development Bank Special Pumpose
Trust SCE-1 (Trust), which is a special purpose entity established by the State of California. The terms
of the rate reduction notes generally mirror the terms of the pass-through certificates issued by the Trust,
which are known as rate reduction certificates. The proceeds of the rate reduction notes were used by
the SPE to purchase from SCE an enforceable right known as transition property. Transition property is
a current property right created pursuant to the restructuring legislation and a financing order of the
CPUC, and consists generally of the right to be paid a specified amount from a non-bypassable tariff
levied on residential and small commercial customers. Notwithstanding the legal sale of the transition
property by SCE to the SPE, the amounts reflected as assets on SCE's balance sheet have not been
reduced by the amount of the transition property sold to the SPE, and the liabilities of the SPE for the
rate reduction notes are for accounting purposes reflected as long-term liabilities on the consolidated
balance sheet of SCE. SCE used the proceeds from the sale of the transition property to retire debt and
equity securities.

The rate reduction notes have maturities ranging from one to nine years, and bear interest at rates
ranging from 6.14% to 6.42%. The rate reduction notes are secured solely by the transition property and
certain other assets of the SPE, and there is no recourse to SCE or Edison International.

Although the SPE is consolidated with SCE in the financial statements, as required by generally
accepted accounting principles, the SPE is legally separate from SCE, the assets of the SPE are not
available to creditors of SCE or Edison International, and the transition property is legally not an asset of
SCE or Edison International.

Cash Flows from Investing Activities

Cash flows from investing activities are affected by additions to property and plant, proceeds from the
sale of plant (see discussion in Competitive Environment) and funding of nuclear decommissioning
trusts. Decommissioning costs are accrued and recovered in rates over the term of each nuclear
generating facility's operating license through charges to depreciation expense. SCE estimates that it
will spend approximately $8.6 billion between 2000—2070 to decommission its nuclear facilities. This
estimate is based on SCE's current-dollar decommissioning costs ($1.9 billion), escalated at rates
averaging 5.6% annually. These costs are expected to be funded from independent decommissioning
trusts, which currently receive SCE contributions of approximately $100 million per year. However, SCE
has requested the CPUC to authorize a reduction in the annual contributions to the decommissioning
trusts beginning January 1, 2000. The plan to decommission San Onofre Unit 1 beginning in 2000,
which is pending CPUC approval, is not expected to affect SCE’'s annual contributions to the
decommissioning trusts.

Market Risk Exposures

SCFE's primary market risk exposures arise from fluctuations in energy prices and interest rates. SCE’s
risk management policy allows the use of derivative financial instruments to manage its financial
exposures, but prohibits the use of these instruments for speculative or trading purposes.
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As a result of the rate freeze established in the restructunng legislation, SCE's transition costs are .
recovered as the residual component of rates once the costs for distribution, transmission, public
purpose programs, nuclear decommissioning and the cost of supplying power to its customers through
the PX and ISO have already been recovered. Accordingly, more revenue will be available to cover
transition costs when market prices in the PX and ISO are low than when PX and ISO prices are high.
The PX and ISO market prices to date have generally been reasonable, although some irregular price
spikes have occurred. The ISO has responded to price spikes in the market for reliability services
(referred to as ancillary services) by imposing a price cap of $250/MW on the market for such services
until certain actions have been completed to improve the functioning of those markets. Similarly, the
ISO currently maintains a cap of $250/MWh on its market for imbalance energy while a software problem
affecting the efficient operation of that market persists. The caps in these markets mitigate the risk of
costly price spikes that would reduce the revenue available to SCE to pay transition costs. During the
upcoming year, the 1ISO will be considering removing these price caps, which could increase the risk of
high market prices. SCE has entered into hedges against high natural gas prices, since increases in
natural gas prices tend to raise the price of electricity purchased from the PX.

A 10% increase in market interest rates would result in a $7 million increase in the fair value of SCE’s
interest rate hedge agreements. A 10% decrease in market interest rates would result in a $7 million
decline in the fair market value of interest rate hedge agreements. A 10% increase in natural gas prices
would result in a $21 million increase in the fair market value of gas call options. A 10% decrease in
natural gas pnces would result in a $14 million decline in the fair market value of gas call options. A
10% change in market rates is expected to have an immaterial effect on SCE’s other financial
instruments.

Projected Capital Requirements

SCE's projected construction expenditures for the next five years are: 1999 — $922 million; 2000 —
$831 million; 2001 — $726 million; 2002 — $699 million; and 2003 — $689 million.

Long-term debt maturities and sinking fund requirements for the next five years are: 1999 — $401
million; 2000 — $571 million; 2001 — $646 million; 2002 — $446 million; and 2003 — $371 million.

Preferred stock redemption requirements for next five years are: 1999 through 2001 — zero; 2002 —
$105 million; and 2003 — $9 million.

Regulatory Matters

Legistation enacted in September 1996 provided for, among other things, a 10% rate reduction for
residential and small commercial customers in 1998 and other rates to remain frozen at June 1996 levels
(system average of 10.1¢ per kilowatt-hour). ‘

In 1999, revenue-will be determined by various mechanisms depending on the utility operation. Revenue
related to distribution operations will be determined through a performance-based rate-making
mechanism (PBR) and the distribution assets will have the opportunity to earn a CPUC-authorized 9.49%
return. The distribution-only PBR will extend through December 2001. Transmission revenue' will be
determined through FERC-authorized rates and transmission assets will earn a 9.43% return. These
rates are subject to refund. Key elements of PBR include: transmission and distribution (T&D) rates
indexed for inflation based on the Consumer Price Index less a productivity factor; adjustments for cost
changes that are not within SCE's control; a cost-of-capital trigger mechanism based on changes in a
bond index; standards for service reliability and safety; and a net revenue-sharing mechanism that
determines how customers and shareholders will share gains and losses from T&D operations.

Revenue from generation-related operations will be determined through the competitive market and the
CTC mechanism, which now includes the nuclear rate-making agreements. Revenue related to fossil
and hydroelectnc generation operations is recovered from two sources. The portion that is made
uneconomic by electric industry restructuring is recovered through the CTC mechanism. The portion that
is economic is recovered through the market. In 1999, fossil and hydroelectric generation assets will
earn a 7.22% return.
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In 1996 and 1997, the CPUC authorized revised rate-making plans for SCE’s nuclear facilities, which call
for the accelerated recovery of the nuclear investments in exchange for a lower authorized rate of return.
SCE'’s nuclear assets are earning an annual rate of return of 7.35%. In addition, the San Onofre plan
authorizes a fixed rate of approximately 4¢ per kilowatt-hour generated for operating costs including
incremental capital costs, and nuclear fuel and nuclear fuel financing costs. The San Onofre plan
commenced in April 1996, and ends in December 2001 for the accelerated recovery portion and in
December 2003 for the incentive-pricing portion. Palo Verde's operating costs, including incremental
capital costs, and nuclear fuel and nuclear fuel financing costs, are subject to balancing account
treatment. The Palo Verde plan commenced in January 1997 and ends in December 2001. Beginning
January 1, 1998, both the San Onofre and Palo Verde rate-making plans became part of the CTC
mechanism.

The changes in revenue from the regulatory mechanisms discussed above, excluding the effects of other
rate actions, are expected to have an approximately $20 million negative impact on 1999 earnings.

The CPUC is considering unbundling SCE’s cost of capital based on major utility function. In May 1998,
SCE filed an application on this issue and hearings were completed in October 1998. A CPUC decision
is expected in early to mid-1999.

Competitive Environment

SCE currently operates in a highly regulated environment in which it has an obligation to deliver electric
service to customers in return for an exclusive franchise within its service territory. This regulatory
environment is changing. The generation sector has experienced competition from nonutility power
producers and regulators are restructuring California’s electric utility industry.

California Electric Utility Industry Restructuring

Restructuring Decision and Statute — The CPUC's December 1995 decision on restructuring California's
electric utility industry started the transition to a new market structure involving competition and customer
choice. The State of California enacted legislation in 1996 to provide a transition to a competitive
market structure. The Statute substantially adopted the CPUC's restructuring decision by addressing
stranded-cost recovery for utilities and providing a certain cost-recovery time period for the transition
costs associated with utility-owned generation-related assets. Transition costs related to power-purchase
contracts are being recovered through the terms of their contracts while most of the remaining transition
costs will be recovered through 2001. The Statute also included provisions to finance a portion of the
stranded costs that residential and small commercial customers would have paid between 1998 and
2001, which allowed SCE to reduce rates by at least 10% to these customers, effective January 1, 1998.
The Statute included a rate freeze for all other customers, including large commercial and mdustnal
customers, as well as provisions for continued funding for energy conservation, low-income programs
and renewable resources. Despite the rate freeze, SCE expects to be able to recover its revenue
requirement during the 1998—2001 transition period. In addition, the Statute mandated the
implementation of the CTC that provides utilities the opponumty to recover costs made uneconomic by
electric utility restructuring. Finally, the Statute contained provisions for the recovery (through 2006) of
reasonable employee-related transition costs, incurred and projected, for retraining, severance, early
retirement, outplacement and related expenses. The new market structure and customer choice began
on April 1, 1998.

1998 Activities — During 1998, SCE implemented changes to comply with restructuring elements
required by the CPUC and the Statute. Beginning January 1, 1998:

e SCE's rates were unbundied into separate charges for energy, transmission, distribution, the
CTC, public benefit programs and nuclear decommissioning. The transmission component is
being collected through FERC-approved rates, subject to refund.

e SCE's costs associated with its hydroelectric plants are being recovered through a performance-
based mechanism. The mechanism sets the hydroelectric revenue requirement and establishes
a formula for extending it through the duration of the electric industry restructuring transition
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period, or until market valuation of the hydroelectric facilities, whichever occurs first. The
mechanism provides that power sales revenue from hydroelectric facilities in excess of the
hydroelectric revenue requirement be credited against the costs to transition to a competitive
market.

' SCE transition costs are being recovered through a non-bypassable CTC. This charge applies to

all customers who were using or began using utility services on or after the CPUC’s December
1995 restructuring decision date. SCE has estimated its transition costs to be approximately
$10.6 billion (1998 net present value) from 1998 through 2030. This estimate was based on
incurred costs, forecasts of future costs and assumed market prices. However, changes in the
assumed market prices could materially affect these estimates. The potential transition costs are
comprised of $6.4 billion from SCE's qualifying facilities contracts, which are the direct result of
prior legislative and regulatory mandates, and $4.2 billion (which reflects the sale of SCE’s gas-
and oil-fueled generation plants) from costs pertaining to certain generating assets and
regulatory commitments consisting of costs incurred (whose recovery has been deferred by the
CPUC) to provide service to customers. Such commitments include the recovery of income tax
benefits previously flowed through to customers, postretirement benefit transition costs,
accelerated recovery of San Onofre Units 2 and 3 and the Palo Verde units (as discussed in
Regulatory Matters), and certain other costs.

Residential and small commercial customers who began receiving a 10% rate reduction are
repaying the rate reduction notes issued in December 1997 (see further discussion in Cash Flows
from Financing Activities) through non-bypassable charges based on electricity consumption.

Effective April 1, 1998:

The 1SO assumed operational control of the transmission system after the ISO and PX had
begun accepting bids and schedules for electricity purchases on March 31, 1998. The
restructuring implementation costs related to the start-up and development of the PX, which are
paid by the utilities, will be recovered from all retail customers over the four-year transition
period. SCE's share of the charge is $45 million, plus interest and fees. SCE’s share of the
ISO's start-up and development costs (approximately $16 million per year) will be paid over a
10-year period.

Customers can choose to remain utility customers with either bundled electric service or an
hourly PX pricing option from SCE (which is purchasing its power through the PX), or choose
direct access, which means the customer can contract directly with either independent power

'producers or energy service providers (ESPs) such as power brokers, marketers and

aggregators. Electric utilities are continuing to provide the core distribution service of delivering
energy through their distribution system regardless of a customer's choice of electricity supplier.
The CPUC is continuing to regulate the prices and service obligations related to distribution
services. As of December 31, 1998, approximately 47,000 of SCE’s 4.3 million customers have
requested the direct access option. )

Customers have options regarding metering, billing and related services (referred to as revenue
cycle services) that have been provided by California's investor-owned utilities. ESPs can
provide their customers with one consolidated bill for their services and the utility’s services,
request the utility to provide such a consolidated bill to the customer or elect to have both the
ESP and the utility bill the customer for their respective charges. Customers with maximum
demand above 20 kW (primarily industrial and medium and large commercial) can choose SCE
or any other supplier to provide their metering service. Beginning in January 1999, all customers
can make these choices. In September 1998, the CPUC issued a decision regarding the credits
that would be provided to customers if they elect to obtain revenue cycle services from someone
other than SCE. Although the decision adopted SCE’s recommendation of using the net avoided
cost, it also adopted a methodology which results in higher credits to customers but requires
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ESPs to pay service fees to SCE for the costs that SCE incurs as a result of dealing with the
ESP. SCE may experience a reduction in revenue security as a result of this unbundling.

During 1988, SCE sold all of its gas- and oil-fueled generation plants. The total sales price of the 12
plants was $1.2 billion, over $500 million more than the combined book value. Net proceeds of the sales
were used to reduce stranded costs, which otherwise were expected to be collected through the CTC
mechanism.

Accounting for Generation-Related Assets — If the CPUC's electric industry restructuring plan continues
as described above, SCE would be allowed to recover its transition costs through non-bypassable
charges to its distribution customers (although its investment in certain generation assets would bé
subject to a lower authorized rate of return). In 1997, SCE discontinued application of accounting
principles for rate-regulated enterprises for its investment in generation facilities based on new
accounting guidance. The financial reporting effect of this discontinuance was to segregate these assets
on the balance sheet; the new guidance did not require SCE to write off any of its generation-related
assets, including related regulatory assets. However, the new guidance did not specifically address-the
application of asset impairment standards to these assets. SCE has retained these assets on its balance
sheet because the Statute and restructuring plan referred to above make probable their recovery through
a non-bypassable CTC to distribution customers. The regulatory assets relate primarily to the recovery of
accelerated income tax benefits previously flowed through to customers, purchased power contract
termination payments and unamonrtized losses on reacquired debt. The new accounting guidance also
permits the recording of new generation-related regulatory assets during the transition period that are
probable of recovery through the CTC mechanism. .

During the second quarter of 1998, additional guidance was developed related to the application of asset
impairment standards to these assets. Using this guidance resulted in SCE reducing its remaining
nuclear plant investment by $2.6 billion (as of June 30, 1998) and recording a regulatory asset on its
balance sheet for the same amount. For this impairment assessment, the fair value of the investment
was calculated by discounting future net cash flows. This reclassification had no effect on SCE'’s results
of operations.

If during the transition period events were to occur that made the recovery of these generation-related
regulatory assets no longer probable, SCE would be required to write off the remairing balance of such
assets (approximately $2.4 billion, after tax, at December 31, 1998) as a one-time, non-cash charge
against earnings. .

If events occur during the restructuring process that result in all or a portion of the transition costs being
improbable of recovery, SCE could have additional write-offs associated with these costs if they are not
recovered through another regulatory mechanism. At this time, SCE cannot predict what other revisions
will ultimately be made during the restructuring process in subsequent proceedings or the effect, after the
transition period, that competition will have on its results of operations or financial position.

Environmental Protection
SCE is subject to numerous environmental laws and regulations, which require it to incur substantial

costs to operate existing facilities, construct and operate new facilities, and mitigate or remove the effect
of past operations on the environment.

As further discussed in Note 10 to the Consolidated Financial Statements, SCE records its environmental
liabilities when site assessments and/or remedial actions are probable and a range of reasonably likely
cleanup costs can be estimated. SCE reviews its sites and measures the liability quarterly, by assessing
a range of reasonably likely costs for each identified site. Unless there is a probable amount, SCE
records the lower end of this likely range of costs.
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SCE's recorded estimated minimum liability to remediate its 49 identified sites is $171 million. One of
SCE's sites, a former pole-treating facility, is considered a federal Superfund site and represents 41% of
its recorded liability. The ultimate costs to clean up SCE's identified sites may vary from its recorded
liability due to numerous uncertainties inherent in the estimation process. SCE believes that, due to
these uncertainties, it is reasonably possible that cleanup costs could exceed its recorded liability by up
to $247 million. The upper limit of this range of costs was estimated using assumptions least favorable
to SCE among a range of reasonably possible outcomes. SCE has sold all of its gas- and oil-fueled
power plants and has retained some liability associated with the divested properties.

The CPUC allows SCE to recover environmental-cleanup costs at 41 of its sites, representing $88 million
of its recorded liability, through an incentive mechanism. Under this mechanism, SCE will recover 90%
of cleanup costs through customer rates; shareholders fund the remaining 10%, with the opportunity to
recover these costs from insurance carriers and other third parties. SCE has successfully settled
insurance claims with all responsible carriers. Costs incurred at SCE's remaining sites are expected to
be recovered through customer rates. SCE has recorded a regulatory asset of $141 million for its
estimated minimum environmental-cleanup costs expected to be recovered through customer rates.

SCE's identified sites include several sites for which there is a lack of currently available information,
including the nature and magnitude of contamination, and the extent, if any, that SCE may be held
responsible for contributing to any costs incurred for remediating these sites. Thus, no reasonable
estimate of cleanup costs can be made for these sites.

SCE expects to clean up its identified sites over a period of up to 30 years. Remediation costs in each 6f
the next several years are expected to range from $4 million to $10 million. Recorded costs for 1998

were $7 million.

Based on currently available information, SCE believes it is unlikely that it will incur amounts in excess
of the upper limit of the estimated range and, based upon the CPUC's regulatory treatment of
environmental-cleanup costs, SCE believes that costs ultimately recorded will not materially affect its
results of operations or financial position. There can be no assurance, however, that future
developments, including additional information about existing sites or the identification of new sites, will
not require material revisions to such estimates. *

The 1990 federal Clean Air Act requires power producers to have emissions allowances to emit sulfur
dioxide. Power companies receive emissions allowances from the federal government and may bank or
sell excess allowances. SCE expects to have excess allowances under Phase Il of the Clean Air Act
(2000 and later). The act also calls for a study to determine if additional regulations are needed to
reduce regional haze in the southwestern U.S. In addition, another study is in progress to determine the
specific impact of air contaminant emissions from the Mohave Coal Generating Station on visibility in
Grand Canyon National Park. The potential effect of these studies on sulfur dioxide emissions
regulations for Mohave is unknown.

SCE's projected environmental capital expenditures are $900 million for the 1999—2003 period, mainly
for aesthetics treatment, including undergrounding certain transmission and distribution lines.

The possibility that exposure to electric and magnetic fields (EMF) emanating from power lines,
household appliances and other electric sources may result in adverse health effects has been the
subject of scientific research. After many years of research, scientists have not found that exposure to
EMF causes disease in humans. Research on this topic is continuing. However, the CPUC has issued a
decision, which provides for a rate-recoverable research and public education program conducted by
California electric utilities, and authorizes these utilities to take no-cost or low-cost steps to reduce EMF
in new electric facilities. SCE is unable to predict when or if the scientific community will be able to
reach a consensus on any health effects of EMF, or the effect that such a consensus, if reached, could
have on future electric operations.
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San Onofre Steam Generator Tubes

The San Onofre Units 2 and 3 steam generators have performed relatively well through the first 15 years
of operation, with low rates of ongoing steam generator tube degradation. However, during the Unit 2
scheduled refueling and inspection outage in 1997, an increased rate of tube degradation was identified,
which resulted in the removal of more tubes from service than had been expected. The steam generator
design allows for the removal of up to 10% of the tubes before the rated capacity of the unit must be
reduced. As a result of the increased degradation, a mid-cycle inspection outage was conducted in early
1998 for Unit 2. Continued degradation was found during this inspection. A favorable or decreasing
trend in degradation was observed during inspection in the scheduled refueling outage in January 1999.
The results of the January 1999 inspection are being analyzed to determine if there is a need for a mid-
cycle inspection outage in early 2000. With the results from the January 1999 outage, 7.5% of the tubes
have now been removed from service. In September 1998, San Onofre Unit 2 experienced a small
amount of leakage from a steam generator tube plug, which required an 11-day outage to repair.

During Unit 3's refueling outage, which was completed in July 1997, inspections of structural supports for
steam generator tubes identified several areas where the thickness of the supports had been reduced,
apparently by erosion during normal plant operation. A follow-up mid-cycle inspection indicated that the
erosion had been stabilized. Additional monitoring inspections are planned during the next scheduled
refueling outage in 1999. To date, 5% of Unit 3's tubes have been removed from service.

During Unit 2’s February 1998 mid-cycle outage, similar tube supports showed no significant levels of
such erosion,

New Accounting Rules

A recently issued accounting rule requires that costs related to start-up activities be expensed as
incurred, effective January 1, 1999. SCE does not expect this new accounting rule to materially affect its
results of operations or financial position.

In June 1997, a new accounting standard for reporting operating segment information was issued. The
new standard, which became effective for financial reports issued after December 15, 1998, requires that
operating segment information be disclosed in the Notes to the Consolidated Financial Statements.
Since, in management'’s view, SCE currently operates as one segment, this standard is not expected to
affect SCE’s consolidated financial statements and the accompanying notes to the consolidated financial
statements.

In June 1998, a new accounting standard for derivative instruments and hedging activities was issued.
The new standard, which will be effective January 1, 2000, requires all derivatives to be recognized on
the balance sheet at fair value. Gains or losses from changes in fair value would be recognized in
earnings in the period of change unless the derivative is designated as a hedging instrument. Gains or
losses from hedges of a forecasted transaction or foreign currency exposure would be reflected in other
comprehensive income. Gains or losses from hedges of a recognized asset or liability or a firm
commitment would be reflected in earnings for the ineffective portion of the hedge. SCE anticipates that
most of its derivatives under the new standard would qualify for hedge accounting. SCE expects to
recover in rates any market price changes from its derivatives that could potentially affect earnings.
Accordingly, implementation of this new standard is not expected to affect earnings.

Year 2000 Issue

Many of SCE's existing computer systems were originally programmed to represent any date by using six
digits (e.g., 12/31/99) rather than eight digits (e.g., 12/31/1999). Accordingly, such programs, if not
appropriately addressed, could fail or create erroneous results when attempting to process information
containing dates after December 31, 1999. This situation has been referred to generally as the Year
2000 Issue. :
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SCE has a comprehensive program in place to address potential Year 2000 impacts. Edison
International provides overall coordination of this effort, working with SCE and its business units. SCE
divides Year 2000 activities into five phases: inventory, impact assessment, remediation, testing and
implementation. SCE's objective for the Year 2000 readiness of critical systems is to be 100% complete
by July 1999. A critical system is defined as those applications and systems, including embedded
processor technology, which if not appropriately remediated, may have a significant impact on
customers, the health and safety of the public and/or personnel, the revenue stream, or regulatory
compliance. SCE was 80% complete at year-end 1998 (the goal was 75%) and is on track to meets its
July 1999 goal.

A system, application or physical asset is deemed to be Year 2000-ready if it is determined by SCE to be
suitable for continued use through the year 2028 (or through the last year of the anticipated life of the
asset, whichever occurs first), even though it is not fully Year 2000-compliant. A system, application, or
physical asset is Year 2000-compliant if it accurately processes date/time data.

SCE has structured the scope of the program to focus on three principal categories: mainframe
computing, distributed computing and physical assets (also known as embedded processors). The
mainframe and distributed computing assets consist of computer application systems (software).
Physical assets include information technology infrastructure (hardware, operating system software) and
embedded processor technology in generation, transmission, distribution, and facilities components.

Year 2000-readiness preparations for SCE’s mainframe financial systems were completed in the fourth
quarter of 1997, and preparations for SCE’s material management system were completed in the second
quarter of 1998. SCE's customer information and billing system is in the process of being replaced with
a system designed to be Year 2000-ready and final conversion activities are expected to be completed
during the first quarter of 1999. SCE'’s distributed computing assets include operations and business
information systems. SCE'’s critical operations information systems include outage management, power
management, and plant monitoring and access retrieval systems. SCE's business information systems
include a data acquisition system for billing, the computer call center support system, credit support and
maintenance management.

Ongoing efforts in 1999 will continue to focus on guarding against reintroduction of components that are
not Year 2000-ready into Year 2000-ready systems.

The other essential component of the SCE Year 2000-readiness program is to identify and assess
vendor products and business partners for Year 2000 readiness, as these external parties may have the
potential to impact SCE's Year 2000 readiness. SCE has implemented a process to identify and contact
vendors and business partners to determine their Year 2000 status, and is evaluating the responses. As
of January 31, 1999, Edison International has contacted over 4,300 critical vendors and business
partners (the largest percentage of which are SCE’s vendors and business partners). SCE’s general
policy requires that all newly purchased products and services be Year 2000-ready or otherwise designed
to allow SCE to determine whether such products and services present Year 2000 issues. SCE is also
working to address Year 2000 issues related to all ISO and PX interfaces, as well as joint ownership
facilities. SCE exchanges Year 2000-readiness information (including, but not limited to, test results and
related data) with certain of its affiliates and other external parties as part of its Year 2000-readiness
efforts.

SCE’s current estimate of the costs to complete these modifications, including the cost of new hardware
and software application modification, is $72 million, about 40% of which is expected to be capital costs.
SCE’s Year 2000 costs expended through December 31, 1998, were $35 million. SCE expects current
rate levels for providing electric service to be sufficient to provide funding for utility-related modifications.

Although SCE expects that its critical systems will be fully Year 2000-ready prior to year-end 1999, there
can be no assurance that the systems of other companies on which the systems and operations of SCE
rely will be converted on a timely basis. SCE believes that prudent business practices call for the
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development of contingency plans. Such contingency plans shall include developing strategies for
dealing with the most reasonably likely worst case scenario concerning Year 2000-related processing
failures or malfunctions caused by SCE's internal systems or from external pames As noted above,
SCE has, in many cases, completed its Year 2000-readiness work and is currently in the remediation and
testing phases for certain of their other internal systems as well as assessing risks posed by external
parties. SCE is working with industry groups in an effort to help define a reasonably likely worst case
scenario and in the development of contingency plans. SCE's contingency plans, which will include
scheduling of key personnel, are expected to be completed by March 1899, As of January 31, 1999,
draft component and system contingency plans were completed and being evaluated, draft plans were in
progress for generating units, and a draft of the grid operations plan had been submitted to the Western
Systems Coordinating Council. However, contingency plans will continue to be revised and enhanced as
2000 approaches. SCE also plans to test these contingency plans by conducting or participating in
exercises during 1999. Also, SCE is scheduled to participate in industry-wide drills during 1999.

SCE does not expect the Year 2000 Issue to have a material adverse effect on its results of operation or
financial position; however, if not effectively remediated, negative effects from Year 2000 issues,
including those related to internal systems, vendors, business partners, the ISO, the PX or customers,
could cause results to differ.

Forward- looklng Information

In the preceding Managements Discussion and Analysis of Results of Operations and Fmancual
Condition and elsewhere in this annual report, the words estimates, expects, anticipates, believes, and
other similar expressions are intended to identify forward-looking information that involves risks and
uncertainties. Actual results or outcomes could differ materially as a result of such important factors as
further actions by state and federal regulatory bodies setting rates and implementing the restructuring of
the electric utility industry; the effects of new laws and regulations relating to restructuring and other
matters; the effects of increased competition in the electric utility business, including direct customer

access to retail energy suppliers and the unbundling of revenue cycle services such as metering and

billing; changes in prices of electricity and fuel costs; changes in"market interest rates; new or increased
environmental liabilities; the effects of the Year 2000 Issue; and other unforeseen events.
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| In thousands Year ended December 31, 1998 1997 1996
‘ Sales to ultimate consumers $7,104,800 $7,639,417 $7,272,919
| Sales to power exchange 1,347,579 - —
| Other 394,719 313,969 310,463
‘ Operating revenue , 8,847,098 7,953,386 7,583,382
Fuel : 323,716 881,471 630,512
‘ Purchased power — contracts 2,625,900 2,854,002 2,705,880
Purchased power — power exchange 1,983,922 — —_
Provisions for regulatory adjustment clauses — net (472,519) (410,935) (225,908)
Other operating expenses . 1,480,644 1,216,317 1,181,641
Maintenance 410,566 405,545 329,371
Depraciation, decommissioning and amortization 1,545,735 1,239,878 1,063,505
Income taxes 445,642 582,031 578,329
J Property and other taxes 128,402 129,038 190,284
‘ Net gains on sale of utility plant (542,608) (3,849) (3,325)
Total operating expenses 7,929,400 6,893,498 6,450,289
Operating income 917,698 1,059,888 1,133,093
Provision for rate phase-in plan — (48,486) (84,288)
‘ Allowance for equity funds used during construction 11,826 7,651 15,579
Interest and dividend income 66,725 44,636 37,855
1 Other nonoperating income (deductions) — net (4,385) (23,036) (3,623)
Total other Income (deductions) — net 74,166 (19,235) (34,477)
Income before Interest expense : 991,864 1,040,653 1,098,616
Interest on long-term debt * 421,857 345,592 380,812
Other interest expense . 64,225 101,078 73,914
Allowance for borrowed funds used during construction (8,046) (9,213) (9,794)
Capitalized interest (1,294) (2,398) (1,711)
Total interest expense — net 476,742 435,059 443,221
Net income . 515,122 605,594 655,395
Dividends on preferred stock 24,632 29,488 34,395
Earnings avallable for common stock $ 490,490 $ 576,106 $ 621,000

| Consolidated Statements of Comprehensive Income

In thousands Year ended December 31, 1998 1997 1996

| Net income $515,122 $605,594 $655,395
1 Unrealized gain on securities — net 9,275 14,641 14,900
‘ Reclassification adjustment for gains included in net income (17,836) — —_—

Comprehensive income $506,561 $620,235 $670,295

The accompanying notes are integral part of these financial statements.
|




Consolidated Balance Sheets

In thousands December 31, 1998 1997
ASSETS
Transmission and distribution:
Utility plant, at original cost, subject to
cost-based rate regulation $11,771,678 $11,213,352
Accumulated provision for depreciation (6,062,562) (5,573,742)
Construction work in progress 455,233 492,614
6,164,349 6,132,224
Generation:
Utility plant, at original cost, not subject to
cost-based rate regulation 1,689,469 9,522,127
Accumulated provision for depreciation, decommissioning
and amortization (833,917) (4,970,137)
Construction work in progress 61,431 100,283
Nuclear fuel, at amortized cost 172,250 154,757
1,089,233 4,807,030
Total utility plant 7,253,582 10,939,254
Nonutility property — less accumulated provision
for depreciation of $25,682 and $24,730
at respective dates 56,681 67,869
Nuclear decommissioning trusts 2,239,929 1,831,460
Other investments 179,480 171,399
Total other property and investments 2,476,090 2,070,728
Cash and equivalents 81,500 962,272
Receivables, including unbilled revenue, less allowances
of $22,230 and $26,453 for uncollectible accounts
at respective dates 1,112,630 906,388
Fuel inventory 51,299 58,059
Materials and supplies, at average cost 116,259 132,980
Accumulated deferred income taxes — net 274,833 123,146
Regulatory balancing accounts — net 648,781 193,311
Prepayments and other current assets 91,992 93,098
Total current assets 2,377,294 2,469,254
Regulatory asset — unamortized nuclear investment — net 2,161,998 —_
Regulatory asset — income tax-related deferred charges 1,463,256 1,543,380
Unamortized debt issuance and reacquisition expense 348,816 359,304
Other deferred charges 865,892 677,378
Total deferred charges 4,839,962 2,580,062
Total assets $16,946,928 $18,059,298

The accompanying notes are an integral part of these financial statements.
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In thousands, except share amounts December 31, 1998 1997
CAPITALIZATION AND LIABILITIES '
Common shareholder’s equity:
Common stock (434,888,104 shares outstanding
at each date) $2,168,054 $ 2,168,054
Additional paid-in capital 334,031 334,031
Accumulated other comprehensive income 39,462 48,023
Retained earnings 793,625 1,407,834
) 3,335,172 3,957,942
Preferred stock:
Not subject to mandatory redemption 128,755 183,755
Subject to mandatory redemption 255,700 275,000
Long-term debt 5,446,638 6,144,597
Total capitalization 9,166,265 10,561,294
Other long-term liabilities - 467,109 479,637
Current portion of long-term deb 400,810 692,875
Short-term debt . 469,565 322,028
Accounts payable 447,484 406,704
Accrued taxes 678,955 509,270
Accrued interest 89,828 85,406
Dividends payable 91,742 95,146
Deferred unbilled revenue and other current liabilities 1,096,332 931,856
Total current liabilities 3,274,716 3,043,285
Accumulated deferred income taxes — net 2,993,142 2,939,471
Accumulated deferred investment tax credits 250,116 326,728
Customer advances and other deferred credits 795,266 708,745
Total deferred credits 4,038,524 3,974,944
Minority interest 314 138
Commitments and contingencies
(Notes 2, 8, 9 and 10)
Total capitalization and liabilities $16,946,928 $18,059,298

The accompanying notes are an integral part of these financial statements.
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In thousands Year ended December 31, 1998 1997 1996
Cash flows from operating activities:
Net income $ 515122 $ 605,594 $ 655,395
Adjustments for non-cash items:
Depreciation, decommissioning and amortization 1,545,735 1,239,878 1,063,505
Other amortization 163,063 81,363 90,931
Deferred income taxes and investment tax credits (94,504) 63,379 46,122
Regulatory asset related to the sale of ‘
oil and gas plant (220,232) — —_
Net gains on sale of oil and gas plant (564,623) — —
Other — net (78,668) (105,986) 5,710
Changes in working capital:
Receivables (206,242) 14,695 (9,120)
Regulatory balancing accounts (455,470) (374,799) (156,379)
Fuel inventory, materials and supplies 23,481 35,707 38,791
Prepayments and other current assets 1,106 12,039 9,152
Accrued interest and taxes 174,107 16,625 (58,827)
Accounts payable and other current liabilities 205,256 120,464 93,362
Net cash provided by operating activities 1,008,131 1,708,959 1,778,642
Cash flows from financing activities:
Long-term debt issued —_ —_— 396,309
Long-term debt repaid (776,030) (916,145) (403,957)
Rate reduction notes issued — 2,449,289 —
Rate reduction notes repaid (251,591) — —
Preferred stock redeemed (74,300) (100,000) —
Nuclear fuel financing — net 16,244 (20,140) 41,803
Short-term debt financing — net 147,537 91,879 (129,359)
Capital transferred — 153,000 —
Dividends paid (1,129,812) (1,871,944) (799,593)
Net cash used by financing activities (2,067,952) (214,061) (894,797)
Cash flows from investing activities:
Additions to property and plant - (860,837) (685,320) (616,427)
Proceeds from sale of oil and gas plant 1,203,039 —_— -
Funding of nuclear decommissioning trusts (162,925) (153,756) (148,158)
Unrealized gain (loss) in equity investments — net (8,561) 14,641 14,900
Other — net 8,333 (28,133) (75,985)
Net cash provided (used) by investing activities 179,049 (852,568) (825,670)
Net increase (decrease) in cash and equivalents (880,772) 642,330 58,175
Cash and equivalents, beginning of year 862,272 319,942 261,767
$ 81,500 $ 962272 $ 319,942

Cash and equivalents, end of year

The accompanying notes are an integral part of these financial statements.
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Note 1. Summary of Significant Accounting Policies
Accounting Principles

Southern California Edison Company’s (SCE) accounting policies conform with generally accepted
accounting principles, including the accounting principles for rate-regulated enterprises which reflect the
rate-making policies of the California Public Utilities Commission (CPUC) and the Federal Energy
Regulatory Commission (FERC). As a result of industry restructuring legislation enacted by the State of

- California and a related change in the application of accounting principles for rate-regulated enterprises

adopted by the Financial Accounting Standards Board's Emerging Issues Task Force, during the third
quarter of 1997, SCE began accounting for its investment in generation facilities in accordance with
accounting principles applicable to enterprises in general and SCE's balance sheets display a separate
caption for its investment in generation. Application of such accounting principles to SCE’s generation
assets did not result in any adjustment of their carrying value; however, SCE’s nuclear investments were
reclassified as a regulatory asset in second quarter 1998.

Competition Transition Charée (CTC)

Beginning Januafy 1, 1998, a non-bypassable charge is being billed to all customers, which provides
SCE the opponrtunity to recover its costs to transition to a competitive market.

Consolidation Policy

The consolidated financial statements include SCE and its subsidiaries. Intercompany transactions have
been eliminated.

Estimates

Financial statements prepared in compliance with generally accepted accounting' principles require
management to make estimates and assumptions that affect the amounts reported in the financial
statements and disclosure of contingencies. Actual results could differ from those estimates. Certain
significant estimates related to electric utility restructuring, decommissioning and contingencies are
further discussed in Notes 2, 9 and 10 to the Consolidated Financial Statements, respectively.

Fuel Inventory

Fuel inventory is valued under the last-in, first-out method for fuel oil and natural gas, and under the first-
in, first-out method for coal.

Nature of Operations

SCE is a rate-regulated public utility, which produces and supplies electric energy for its 4.3 million
customers in central, coastal and Southern California. SCE operates in a highly regulated environment
in which it has an obligation to deliver electric service to customers in return for an exclusive franchise
within its service territory. This regulatory environment is changing, as further discussed in Note 2 to the
Consolidated Financial Statements. As a result of these changes, effective April 1, 1998, SCE sells all
electric energy produced to the power exchange (PX), as mandated by state legislation and purchases
electric energy from the PX to supply to its customers. SCE'’s outstanding common stock is owned
entirely by its parent company, Edison International.

Nuclear

CPUC-authorized rate phase-in plans, which deferred collection of revenue for each unit at the Palo
Verde Nuclear Generating Station during the first four years of operation, ended in February 1996,
September 1996 and January 1998 for Units 1, 2 and 3, respectively.
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Under federal law, SCE is liable for its share of the estimated costs to decommission three federal
nuclear enrichment facilities (based on purchases). These costs, which will be paid over 15 years, are
recorded as a fuel cost and recovered through non-bypassable customer rates.

In 1996 and 1997, the CPUC authorized acceleration of the recovery of SCE’s remaining investment of
$2.6 billion in San Onofre Nuclear Generation Station Units 2 and 3 and $1.2 billion in Palo Verde Units
1, 2 and 3, respectively. The accelerated recovery will continue through December 2001, earning a
7.35% fixed rate of return. San Onofre’s operating costs, including nuclear fuel and nuclear fuel
financing costs, and incremental capital expenditures are recovered through an incentive pricing plan
which allows SCE to receive about 4¢ per kilowatt-hour through 2003. Any differences between these
costs and the incentive price will flow through to the shareholders. Palo Verde's accelerated plant
recovery, as well as operating costs, including nuclear fuel and nuclear fuel financing costs, and
incremental capital expenditures, are subject to balancing account treatment through 2001.

Beginning January 1, 1998, San Onofre’s incentive pricing plan and accelerated plant recovery and the
Palo Verde balancing account became part of the CTC mechanism. SCE will be.required to share
equally with ratepayers the net benefits received from operation of Palo Verde, beginning in 2002, and
from the operation of the San Onofre units in 2004. Palo Verde's existing nuclear unit incentive
procedure will continue only for purposes of calculating a reward for performance of any unit above an
80% capacity factor for a fuel cycle.

Reclassifications

Certain prior-year amounts were reclassified to conform to the December 31, 1998, financial statement
presentation.

Regulatory Balancing Accounts

Prior to January 1, 1998, the differences between CPUC-authorized and actual base-rate revenue from
kilowatt-hour sales and CPUC-authorized and actual energy costs were accumulated in balancing
accounts until they were refunded to, or recovered from, customers through authorized rate adjustments
(with interest). On January 1, 1998, the balances in these balancing accounts were transterred to a
transition cost balancing account. Also, beginning January 1, 1998, the difference between generation-
related revenue and generation-related costs is being accumulated in the transition cost balancing
account, effectively eliminating all other balancing accounts except those used to assist in the
administration of public purpose funds. Additionally, gains resulting from the divestiture of the gas- and
oil-fueled generation plants were credited to the transition cost balancing account; the losses are being
amortized over the remaining transition period and accumulated in the transition cost balancing account.
These transition costs are being recovered from utility customers (with interest) through the CTC. For
further details, see discussion under California Electric Utility Industry Restructuring in Note 2 to the
Consolidated Financial Statements. Income tax effects on all balancing account changes are deferred.

In January 1997, in compliance with the restructuring legislation, overcollections in the kilowatt-hour
sales and energy cost balancing accounts at December 31, 1996, were transferred to an interim
balancing account and were subsequently credited to the transition cost balancing account in
January 1998,

Research, Development and Demonstration (RD&D)
SCE capitalizes RD&D costs that are expected to result in plant construction. If construction does not

occur, these costs are charged to expense. RD&D expenses were $2 miillion in 1998, $39 million in 1997
and $21 million in 1996.

»
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Revenue

Operating revenue includes amounts for services rendered but unbilled at the end of each year.
Beginning April 1, 1998, operating revenue also includes amounts for sales to the PX.

Supplemental Cash Flows Information .

SCE's supplemental cash flows information was:

In millions Year ended December 31, 1998 1997 1996
Payments for Interest and taxes:

Interest — net of amounts capitalized $ 264 $342 $8347
Taxes 405 438 546
Utility Plant

Plant additions, including replacements and betterments, are capitalized. Such costs include direct
material and labor, construction overhead and an allowance for funds used during construction (AFUDC).
AFUDC represents the estimated cost of debt and equity funds that finance utility-plant construction.
AFUDC is capitalized during plant construction and reported in current earnings. AFUDC is recovered in
rates through depreciation expense over the useful life of the related asset. Depreciation of utility plant
is computed on a straight-line, remaining-life basis.

Replaced or retired property and removal costs less salvage are charged to the accumulated. provision
for depreciation. Depreciation expense stated as a percent of average original cost of depreciable utility
plant was 4.2% for 1998, 5.2% for 1997 and 4.2% for 1996.

During the third quarter of 1997, SCE discontinued accounting for its investment in generation facilities
using accounting principles applicable to rate-regulated enterprises and began accounting for such
investment using accounting principles applicable to enterprises in general. The carrying value of such
investment was unaffected by this change. However, the nuclear investments were reclassified as a
regulatory asset in second quarter 1998.

Note 2. Regulatory Matters
California Electric Utility Industrjf Restructuring

Restructuring Decision and Statute — The CPUC's December 1995 decision on restructuring California's
electric utility industry started the transition to a new market structure involving competition and customer
choice. The State of California enacted legislation in 1996 to provide a_transition to a competitive
market structure. The Statute substantially adopted the CPUC's restructuring decision by addressing
stranded-cost recovery for utilities and providing a certain cost-recovery time period for the transition
costs associated with utility-owned generation-related assets. Transition costs related to power-purchase
contracts are being recovered through the terms of their contracts while most of the remaining transition
costs will be recovered through 2001. The Statute also included provisions to finance a portion of the
stranded costs that residential and small.commercial customers would have paid. between 1998 and
2001, which allowed SCE to reducerates by at least 10% to these customers, effective January 1, 1998.
The Statute included a rate freeze for all other customers, including large commercial and industrial
customers, as well as provisions for continued funding for energy conservation, low-income programs
and renewable resources. Despite the rate freeze, SCE expects to be able to recover its revenue
requirement during the 1998-2001 transition period. In addition, the Statute mandated the
implementation of the CTC that provides utilities the opportunity to recover costs made uneconomic by
electric utility restructuring. Finally, the Statute contained provisions for the recovery (through 2006) of
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reasonable employee-related transition costs, incurred -and' projected, for retraining, severance, early’
retirement, outplacement and related expenses. The new market structure and customer choice began
on April 1, 1998,

1998 Activities — During 1998, SCE implemented changes to comply with restructuring elements
required by the CPUC and the Statute. Beginning January 1, 1998:

» SCE's rates were unbundled into separate charges for energy, transmission, distribution, the
CTC, public benefit programs and nuclear decommissioning. The transmission component is
being collected through FERC-approved rates, subject to refund.

e SCEFE’s costs associated with its hydroelectric plants are being recovered through a performance-
based mechanism. The mechanism sets the hydroelectric revenue requirement and establishes
a formula for extending it through the duration of the electric industry restructuring transition
period, or until market valuation of the hydroelectric facilities, whichever occurs first. The
mechanism provides that power sales revenue from hydroelectric facilities in excess of the
hydroelectric revenue requirement be credited against the costs to transition to a competitive
market.

e SCE's transition costs are being recovered through a non-bypassable CTC. This charge applies

to all customers who were using or began using utility services on or after the CPUC’s December
1995 restructuring decision date. SCE has estimated its transition costs to be approximately
$10.6 billion (1998 net present value) from 1998 through 2030. This estimate was based on
incurred costs, forecasts of future costs and assumed market prices. However, changes in the
assumed market prices could materially affect these estimates. The potential transition costs are
comprised of $6.4 billion from SCE's qualifying facilities contracts, which are the direct result of
prior legislative and regulatory mandates, and $4.2 billion (which reflects the sale of SCE’s gas-
and oil- fueled generation plants) from costs pertaining to certain generating assets and
‘regulatory commitments consisting of costs incurred (whose recovery has been deferred by the
CPUC) to provide service to customers. Such commitments include the recovery of income tax
benefits previously flowed through to customers, postretirement benefit' transition costs,
accelerated recovery of San Onofre Units 2 and 3 and the Palo Verde units, and certain other
costs.

* Residential and small commercial customers who began receiving a 10% rate reduction are
repaying the rate reduction notes issued in December 1997 (see further discussion in Note 3 to
the Consolidated Financial Statements) through non-bypassable charges based on electricity
consumption.

Effective April 1, 1998:

e The ISO assumed operational control of the transmission system ‘after the ISO and PX had
begun accepting bids and schedules for electricity purchases on March 31, 1998. The
restructuring implementation costs related to the start-up and development of the PX, which are
paid by the utilities, will be recovered from all retail customers over the four-year transition
period. SCE's share of the charge is $45 million, plus interest and fees. SCE’s share of the
ISO’s start-up and development costs (approximately $16 mllhon per year) will be paid over a
1 O-year period.

e Customers .can choose to remain utility customers with either bundled electric service or an
hourly PX pricing option from SCE (which is purchasing its power through the PX), or choose
direct access, which means the customer can contract directly with either independent power
producers or energy service providers (ESPs) such as power brokers, marketers and
aggregators. Electric utilities are continuing to provide the core distribution service of delivering
energy through their distribution system regardless of a customer’s choice of electricity supplier.
The CPUC is continuing to regulate the prices and service obligations related to distribution

services.
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o Customers have options regarding metering, billing and related services (referred to as revenue
cycle services) that have been provided by California's investor-owned utilities. ESPs can
provide their customers with one consolidated bill for their services and the utility’s services,
request the utility to provide such a consolidated bill to the customer or elect to have both the
ESP and the utility bill the customer for their respective charges. Customers with maximum
demand above 20kW (primarily industrial and medium and large commercial) can choose SCE
or any other supplier to provide their metering service. Beginning in January 1999, all customers
can make these choices. In September 1998, the CPUC issued a decision regarding the credits
that would be provided to customers if they elect to obtain revenue cycle services from someone
other than SCE. Although the decision adopted SCE’s recommendation of using the net avoided
cost, it also adopted a methodology which results in higher credits to customers but requires
ESPs to pay service fees to SCE for the costs that SCE incurs as a result of dealing with the
ESP.

During 1998, SCE sold all of its gas- and oil-fueled generation plants. The total sales price of the 12
plants was $1.2 billion, over $500 million more than the combined book value. Net proceeds of the sales
were used to reduce stranded costs, which otherwise were expected to be collected through the CTC
mechanism.

Accounting for Generation-Related Assets — If the CPUC's electric industry restructuring plan continues
as described above, SCE would be allowed to recover its transition costs through non-bypassable
charges to its distribution customers (although its investment in certain generation assets would be
subject to a lower authorized rate of return). In 1997, SCE discontinued application of accounting
principles for rate-regulated enterprises for its investment in generation facilities based on new
accounting guidance. The financial reporting effect of this discontinuance was to segregate these assets
on the balance sheet; the new guidance did not require SCE to write off any of its generation-related
assets, including related regulatory assets. However, the new guidance did not specifically address the
application of asset impairment standards to these assets. SCE has retained these assets on its balance
sheet because the Statute and restructuring plan referred to above make probable their recovery through
a non-bypassable CTC to distribution customers. The regulatory assets relate primarily to the recovery of
accelerated income tax benefits previously flowed through to customers, purchased power contract
termination payments and unamortized losses on reacquired debt. The new accounting guidance also
permits the recording of new generation-related regulatory assets during the transition period that are
probable of recovery through the CTC mechanism.

During the second quarter of 1998, additional guidance was developed related to the application of asset
impairment standards to these assets. Using this guidance resulted in SCE reducing its remaining
nuclear plant investment by $2.6 billion (as of June 30, 1998) and recording a regulatory asset on its
balance sheet for the same amount. For this impairment assessment, the fair value of the investment
was calculated by discounting future net cash flows. This reclassification had no effect on SCE'’s results

of operations.

If during the transition period events were to occur that made the recovery of these generation-related
regulatory assets no longer probable, SCE would be required to write off the remaining balance of such
assets (approximately $2.4 billion, after tax, at December 31, 1998) as a one-time, non-cash charge

against earnings.

If events occur during the restructuring process that result in all or a portion of the transition costs being
improbable of recovery, SCE could have additional write-offs associated with these costs if they are not
recovered through another regulatory mechanism. At this time, SCE cannot predict what other revisions
will ultimately be made during the restructuring process in subsequent proceedings or the effect, after the
transition period, that competition will have on its results of operations or financial position.
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Note 3. Financial Instruments
Cash Equivalents

Cash and equivalents include tax-exempt investments ($78 million at December 31, 1998, and $936
million at December 31, 1997), and time deposits and other investments ($4 million at
December 31, 1998, and $26 million at December 31, 1997) with maturities of three months or less.

Derivative Financial Instruments

SCE's risk management policy allows the use of derivative financial instruments to manage financial
exposure on its investments and fluctuations in interest rates, but prohibits the use of these instruments
for speculative or trading purposes.

SCE uses the hedge accounting method to record its derivative financial instruments, except for gas call
options. Hedge accounting requires an assessment that the transaction reduces risk, that the derivative
be designated as a hedge at the inception of the derivative contract, and that the changes in the market
value of a hedge move in an inverse direction to the item being hedged. Under hedge accounting, the
derivative itself is not recorded on SCE's balance sheet. Mark-to-market accounting would be used if the
hedge accounting criteria were not met. Interest rate differentials and amortization of premiums for
interest rate caps are recorded as adjustments to interest expense. If the derivatives were terminated
before the maturity of the corresponding debt issuance, the realized gain or loss on the transaction would
be amortized over the remaining term of the debt.

SCE has gas call options that mitigate its exposure to increases in natural gas prices. Increases in
natural gas prices tend to increase the price of electricity purchased from the PX. The options cover
various periods from 1998 through 2001.

SCE uses the mark-to-market accounting method for its gas call options. Gains and losses from monthly
changes in market prices are recorded as income or expense. However, the costs of the options and the
market price changes are included in the transition cost balancing account. As a result, the mark-to-
market gains or losses have no effect on earnings.

Interest rate swaps are used to reduce the potential impact of interest rate fluctuations on floating-rate
long-term debt. At the balance sheet dates of December 31, 1998, and December 31, 1997, SCE had an
interest rate swap agreement which fixed the interest rate at 5.585% for $196 million of debt due 2008; it
expires February 28, 2008. The interest rate swap agreement requires the parties to pledge collateral
according to bond rating and market interest rate changes. At December 31, 1998, SCE had pledged
$25 million as collateral due to a decline in market interest rates. SCE is exposed to credit loss in the
event of nonperformance by the counterparty to the agreement, but does not expect the countemarty to
fail to meet its obligation.

Fair Value of Financial Instruments

Fair values of financial instruments were:

In millions December 31, 1998 1997
Cost Falr Cost Fair
Basis Value Basis Value
Financlal assets: .
Decommissioning trusts $1,534 $2,240 $1,371 $1,831
Equity investments ‘ 7 72 9 90
Gas call options 39 31 34 34
Financlal llabilitles:
DOE decommissioning and
decontamination fees 45 40 50 43
Interest rate hedges ) ) — 28 — 24
Long-term debt 5,447 5,699 6,145 6,456
Preferred stock subject to
mandatory redemption 256 274 275 293
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* ‘v Financial assets are carried at their fair value based on quoted market prices for decommissioning trusts

. and equity investments and on financial models for gas call options. Financial liabilities are recorded at

cost. Financial liabilities' fair values are based on: termination costs for the interest rate swap; brokers'

quotes for long-term debt and preferred stock; and discounted future cash flows for U.S. Department of

Energy (DOE) decommissioning and decontamination fees. Due to their short maturities, amounts
reported for cash equivalents and short-term debt approximate fair value.

Gross unrealized holding gains (losses) on financial assets were:

In millions December 31, 1998 1997
Decommissioning trusts: '
Municipal bonds $196 $131
Stocks ‘ 365 190
U.S. government issues : 115 91
Short-term and other 30 48
706 460
Equity investments 65 81
Gas call options (8) —_
Total : $763 $541

There were no unrealized holding losses on financial assets for the years presented, other than the
unrealized holding loss on the gas call options in 1998.

in June 1998, a new accounting standard for derivative instruments and hedging activities was issued.
The new standard, which will be-effective January 1, 2000, requires all derivatives to be recognized on
the balance sheet at fair value. Gains or losses from changes in fair value would be recognized in
earnings in the period of change unless the derivative is designated as a hedging instrument. Gains or
losses from hedges of a forecasted transaction or foreign currency exposure would be reflected in other
comprehensive income. Gains or losses from hedges of a recognized asset or liability or a firm
commitment would be reflected in earnings for the ineffective portion of the hedge. SCE anticipates that
most of its derivatives under the new standard would qualify for hedge accounting. SCE expects to
recover in rates any market price changes from its derivatives that could potentially affect earnings.
Accordingly, implementation of this new standard is not expected to affect earnings.

Investments

Net unrealized gains (losses) on equity investments are recorded as a separate component of
shareholder’s equity under the caption: Accumulated other comprehensive income. Unrealized gains
and losses on decommissioning trust funds are recorded in the accumulated provision for
decommissioning.

All investments are classified as available-for-sale.

Long-Term Debt

California law prohibits SCE from incurring or guaranteeing debt for its nonutility affiliates.,

Almost all SCE properties are subject to a trust indenture lien. SCE has pledged first and refunding
mortgage bonds as security for borrowed funds obtained from pollution-control bonds issued by
government agencies. SCE uses these proceeds to finance construction of pollution-control facilities.

Bondholders have limited discretion in redeeming certain pollution-control bonds, and SCE has arranged
with securities dealers to remarket or purchase them if necessary.
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Debt premium, discount and issuance expenses are amortized over the life of each issue. Under CPUC”

rate-making procedures, debt reacquisition expenses are amortized over the remaining life of the
reacquired debt or, if refinanced, the life of the new debt.

Commercial paper intended to be refinanced for a period exceeding one year and used to finance
nuclear fuel scheduled to be used more than one year after the balance sheet date is classified as long-
term debt.

Long-term debt maturities and sinking-fund requirements for the five years are: 1999 — $401 million;
2000 — $571 million; 2001 — $646 million; 2002 — $446 million; and 2003 — $371 million.

In December 1997, SCE Funding LLC, a special purpose entity (SPE), of which SCE is the sole member,
issued approximately $2.5 billion of rate reduction notes to Bankers Trust Company of California, as
certificate trustee for the California Infrastructure and Economic Development Bank Special Purpose
Trust SCE-1 (Trust), which is a special purpose entity established by the State of California. The terms
of the rate reduction notes generally mirror the terms of the pass-through certificates issued by the Trust,
which are known as rate reduction cerificates. The proceeds of the rate reduction notes were used by
the SPE to purchase from SCE an enforceable right known as transition property. Transition property is
a current property right created pursuant to the restructuring legislation and a financing order of the
CPUC and consists generally of the right to be paid a specified amount from a non-bypassable tariff
levied on residential and small commercial customers. Notwithstanding the legal sale of the transition
property by SCE to the SPE, the amounts reflected as assets on SCE's balance sheet have not been
reduced by the amount of the transition property sold to the SPE, and the liabilities of the SPE for the
rate reduction notes are for accounting purposes reflected as long-term liabilities on the consolidated
balance sheet of SCE. SCE used the proceeds from the sale of the transition property to retire debt and
equity securities. The rate reduction notes are secured solely by the transition property and certain other
assets of the SPE, and there is no recourse to SCE or Edison International.

”Although the SPE is consolidated with SCE in the financial statements, as required by generally
accepted accounting principles, the SPE is legally separate from SCE, the assets of the SPE are not
available to creditors of SCE or Edison International, and the transition property is legally not an asset of
SCE or Edison International.

Long-term debt consisted of:

In millions - December 31, 1998 1997
First and refunding mortigage bonds: ’

1999 - 2026 (5.625% to 7.5%) - ‘ $1,550 $1,825
Rate reduction notes: ‘

1999 - 2007 (6.14% to 6.42%) 2,217 2,463
Pollution-control bonds:

1999 - 2027 (5.4% to 7.2% and variable) : 1,201 1,202
Funds held by trustees (2) (2)
Debentures and notes:

1999 - 2006 (5.6% to 8.25%) 700 1,195
Subordinated debentures: . . ‘

2044 (8.375%) . 100 100
Commercial paper for nuclear fuel 108 92
Long-term debt due within one year (401) (693)
Unamortized debt discount — net (26) (37)

Total
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\Short-Term Debt

SCE has lines of credit it can use at negotiated or bank index rates. At December 31, 1998, these lines
totaled $1.3 billion, with $800 million available for short-term debt and $500 million available for the long-
term refinancing of certain variable-rate pollution-control debt.

Short-term debt consisted of commercial paper used to finance fuel inventories and general cash
requirements. Commercial paper outstanding at December 31, 1998, and December 31, 1997, was $581
million and $415 million, respectively. Commercial paper mtended to finance nuclear fuel scheduled to
be used more than one year after the balance sheet date is classified as long‘term debt in connection
with refinancing terms under five-year term lines of credit with commercial banks. Weighted-average
interest rates were 5.3% and 6.0% at December 31, 1998, and December 31, 1997, respectively.

Note 4. Equity

The CPUC regulates SCE's capital structure, limiting the dividends it may pay Edison International. At
December 31, 1998, SCE had the capacity to pay $794 million in additional dividends and contmue to
maintain its authonzed capital structure.

In 1998, SCE |mplemented a recently issued accounting standard that requires companies to report
comprehensive income. Implementation of the new standard had no effect on SCE's results of
operations or financial position.

Changes in SCE’s common shareholder’s equity were as follows:

Accumulated ‘ Total
Additional Other Common
Common Paid-in Comprehensive Retained Shareholder's
In millions Stock Capital Income Earnings Equity
Balance at Dacember 31, 1995 $ 2,168 $178 $ 18 $2,780 $5,144
Net income 655 655
Unrealized gain on securities 25 25
Tax effect (10) (10)
Dividends declared on common stock (735) (735)
Dividends declared on preferred stock (34) (34)
Balance at December 31, 1996 2,168 178 33 2,666 5,045
Net income 606 606
Unrealized gain on securities 24 24
Tax effect 9 9)
Dividends declared on common stock (1,829) (1,829)
Dividends declared on preferred stock (30) (30)
Reacquired capital stock expense (5) (5)
Additional investment from
parent company 156 : 156
Balance at December 31, 1997 2,168 334 48 1,408 3,958
Net income 515 515
Unrealized gain on securities 14 14
Tax effect ( (5) (5)
Reclassified adjustment for gain
Included in net income (30) . (30)
Tax efffect 12 12
Dividends declared on common stock (1,101) (1,101)
Dividends declared on preferred stock (24) + (24)
Stock option appreciation (4 (4)
Balance at December 31, 1998 $ 2,168 $334 $ 39 $ 794 $3,335
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Authorized'common stock is 560 million shares with no par value. Authorized shares of preferred and’
preference stock are: $25 cumulative preferred — 24 million; $100 cumulative preferred — 12 million;
and preference — 50 million. All cumulative preferred stocks are redeemable. Mandatorily redeemable

! preferred stocks are subject to sinking-fund provisions. When preferred shares are redeemed, the

‘ premiums paid are charged to common equity.

Preferred stock redemption requirements for the next five years are: 1999 through 2001 — zero; 2002 —
$105 million; and 2003 — $9 million.

: Cumulative preferred stock consisted of:

Dollars in millions, except per share amounts December 31, 1998 1997

December 31, 1998
! Shares Redemption
Outstanding Price

- Not subject to mandatory redemption:
| $25 par value:

4.08% Series 1,000,000 $25.50 $25 $ 25
4.24 1,200,000 25.80 30 30
4.32 1,658,429 28.75 41 4
{ 4.78 1,296,769 25.80 33 33
‘ 5.80 - — — 55
Total $129 $184

Subject to mandatory redemption:
. $100 par value:

f 6.05% Series 750,000 $100.00 $75 $ 75 .

. 6.45 1,000,000 100.00 100 100

: 7.23 807,000 100.00 81 - 100
Total $256 $275

In 1998, 193,000 shares of Series 7.23% and 2.2 million shares of Series 5.8% preferred stock were
redeemed. In 1997, 4 million shares of Series 7.36% preferred stock were redeemed. There were no
preferred stock issuances for the years presented.

Note 5. Income Taxes

SCE and its subsidiaries will be included in Edison International's consolidated federal income tax and
combined state franchise tax returns. Under income tax allocation agreements, each subsidiary
calculates its own tax liability.

Income tax expense includes the current tax liability from operations and the change in deferred income
taxes during the year. Investment tax credits are amortized over the lives of the related properties.
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® ‘The components of the net accumulated deferred income tax liability were:
In millions December 31, 1998 1997
Deferred tax assets:
Property-related $ 197 $ 227
Unrealized gains or losses 387 273
Investment tax credits : 152 - 192
Regulatory balancing accounts 96 180
Decommissioning-related 126 114
Fixed costs 188 109
Other 285 226
Total $1,431 $1,321
Deferred tax liabllitles:
Property-related $3,005 $3,272
Capitalized software costs 196 127
Regulatory balancing accounts ’ 162 202
Other 786 536
Total $4,149 $4,137 ‘
Accumulated deferred Income taxes — net $2,718 $2,816
Classlfication of accumulated deferred income taxes:
Included in deferred credits i $2,993 $2,939
Included in current assets 275 123

The current and deferred components of income tax expense were:

In millions Year ended December 31, 1998 1997 1996
Current:
Federal $450 $375 $386
State 101 100 129
551 475 515
Deferred—federal and state: , :
Accrued charges (43) (33) (14)
Property related (106) (47) (14)
Investment and energy tax credits — net (74) (20) (24)
Pension reserve .o ‘ (3) “ © (5) 45
Rate phase-in plan yo— (19) (32)
Regulatory balancing accounts 177 141 34
Unbilled revenue (67) 6 . —_
Other 7 22 1
(109) 45 (4)
Total Income tax expense $442 $520 $511
Classification of iIncome taxes:
Included in operating income | $446 $582 $578
| Included in other income (4) (62) (67)

The composite federal and state statutory income tax rate was 40.551% for 1998 and 1997, and
41.045% for 1996.
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The tederal statutory income tax rate is reconciled to the effective tax rate below:

Year ended December 31, 1998 1997 1996
Federal statutory rate , 35.0% 35.0% 35.0%
Capitalized software . 0.7) (0.9) {0.8)
Property related and other . ) 11.4 6.9 4.5
Investment and energy tax credits (6.8) (1.8) (2.0)
State tax — net of federal deduction 6.9 7.0 7.1
Effective tax rate 45.8% 46.2% 43.8%

Note 6. Employee Compensation and Benefit Plans
Stock Option Plans

In April 1998, Edison International shareholders approved the Edison International Equity Compensation
Plan. The plan replaces the Long-Term Incentive Compensation Program, consisting of officer, director,
and management plans, which was adopted by Edison International shareholders in 1992. No new
awards will be made under the prior program; however it will remain in effect as long as any awards
remain outstanding under the prior program.

The prior program participated in the use of 8.2 million shares of parent company common stock
reserved for potential issuance under various stock compensation programs to directors, officers and
senior managers of Edison International and its affiliates. Under these programs, options on 3.0 million
shares of Edison International common stock are currently outstanding to officers and senior managers
of SCE.

The new plan authorizes the annual issuance of shares equal to one percent of the issued and
outstanding shares of Edison International common stock as of December 31 of the prior year. This
authorization is cumulative so that to the extent shares are not needed to meet new plan requirements in
any year, the excess authorized shares will carry over to subsequent years until plan termination. One
percent of the issued and outstanding Edison International common stock on December 31, 1997, was
3.8 million shares. Under the new plan, options on 1.4 million shares of Edison lnternatlonal common
stock are currently outstanding to officers and senior managers of SCE. :

Each option may be exercised to purchase one share of Edison International common stock, and is
exercisable at a price equivalent to the fair market value of the underlying stock at the date of grant.
Edison International stock options include a dividend equivalent feature. Generally, for options issued
before 1994, amounts equal to dividends accrue on the options at the same time and at the same rate as
would be payable on the number of shares of Edison International common stock covered by the options.
The amounts accumulate without interest. For Edison International stock options issued after 1993,
dividend equivalents are subject to reduction unless certain shareholder return performance criteria are
met.

The new plan’s stock options have a 10-year term with one-fourth of the total award vesting after each of
the first four years of the award term. The prior program’s stock options have a 10-year term with one-
third of the total award vesting after each of the first three years of the award term. If an optionee retires,
dies or is'permanently and totally disabled during the vesting period, the unvested options will vest and
be exercisable to the extent of 1/36 (prior program) or 1/48 (the new plan) of the grant for each full
month of service during the vesting period.

Unvested options of any person who has served in the past on the Edison International or SCE
Management Committee (which was dissolved in 1993) will vest and be exercisable upon the member's
retirement, death or permanent and total disability. Upon retirement, death or permanent and total
disability, the vested options may continue to be exercised within their original terms by the recipient or
beneficiary. If an optionee is terminated other than by retirement, death or permanent and total
disability, options which had vested as of the prior anniversary date of the grant are forfeited unless
exercised within 180 days of the date of termination. All unvested options are forfeited on the date of
termination.
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v N SCE measures compensation expense related to stock-based compensation by the intrinsic value
method. Compensation expense recorded under the stock-compensation program was $8 million,
$5 million and $8 million for the years 1998, 1997 and 1996, respectively.

Stock-based compensation expense under the fair-value method of accounting would have resulted in
pro forma earnings of $516 million, $602 million and $653 million for the years 1998, 1997 and 1996,
respectively. ,

The weighted-average fair value of options granted during 1998 and 1997 was $6.44 per share option
and $7.62 per share option, respectively. The weighted-average remaining life of options outstanding as
of December 31, 1998, and December 31, 1997, was 7 years.

The fair value for each option granted, reflecting the basis for the above pro forma disclosures, was
determined on the date of grant using the Black-Scholes option-pricing model. The following
assumptions were used in determining fair value through the model:

1998 1997
Expected life 7 yeats 7 years
Risk-free interest rate 4.7%-5.6% 6.3% - 6.8%
Expected volatility 17% 17%

The application of fair-value accounting to calculate the pro forma disclosures above is not an indication
of future income statement effects. The pro forma disclosures do not reflect the effect of fair-value
accounting on stock-based compensation awards granted prior to 1995.

Pension Plan

SCE has a noncontributory, defined-benefit pension plan that covers employees meeting minimum
service requirements. SCE recognizes pension expense as calculated by the actuarial method used for
ratemaking. In 1996, SCE recorded pension gains from a special voluntary early retirement program. In
1998, SCE adopted a new accounting standard that revises the disclosure requirements for pension
plans. Prior periods have been restated.

Information on plan assets and benefit obligations is shown below:

In millions Year ended December 31, 1998 1997
Change in benefit obligation

Benefit obligation at beginning of year $2,094 $2,002
Service cost : 59 44
Interest cost 141 138
Actuarial loss 90 192
Benefits paid (133) (282)
Benefit obligation at end of year " $2,251 $2,094
Change In plan assets

Fair value of plan assets at beginning of year $2,298 $2,158
Actual return on plan assets . 334 369
Employer contributions 53 53
Benefits paid (133) (282)
Falr value of plan assets at end of year $2,552 $2,298
Funded status $ 301 $ 204
Unrecognized net gain (372) (304)
Unrecognized net obligation (17-year amortization) 33 38
Unrecognized prior service cost 168 184
Pension asset (liability) $ 130 $ 122
Discount rate - 6.75% 7.0%
Rate of compensation increase 5.0% 5.0%
Expected return on plan assets 7.5% 8.0%
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The components of pension expense were:

In millions Year ended December 31, 1998 1997 1996
Service cost $ 59 $ M4 $ 49
Interest cost . 141 138 178
Expected return on plan assets ' (170) (160) (203)
Net amortization and deferral 14 13 5
Pension expense under
accounting standards 44 35 29
f Regulatory adjustment — deferred 11 17 22
Net pension expense recognized 55 52 51
Settlement gain ‘ — — (121)
Total expense (gain) ‘ $ 55 $ 52 $ (70)

Postretirement Benefits Other Than Pensions

; Employees retiring at or after age 55 with at least 10 years of service (or those eligible under a 1996

‘ special voluntary early retirement program), are eligible for postretirement health and dental care, life .

' insurance and other benefits. In 1996, SCE recorded special termination expenses from a special
voluntary early retirement program. In 1998, SCE adopted a new accounting standard that revises the
disclosure requirements for postretirement benefit plans. Prior periods have been restated.

Information on plan assets and bene?it obligations is shown below:

In millions Year ended December 31, 1998 1997

‘ Change in beneflit obligatlon : :
Benéefit obligation at beginning of year $1,533 $1,349
Service cost 41 30
Interest cost 99 99
Actuarial loss (gain) (74) 114 .
Benefits paid (54) (59)
Benefit obligation at end of year ‘ $1,545 ‘ $1,533
Change in plan assets

‘ Fair value of plan assets at beginning of year $ 815 $ 617

, Actual return on plan assets 147 147
Employer contributions 121 110

‘ Benefits paid (54) (59)
Fair value of plan assets at end of year $1,029 $ 815
Funded status $ (516) . $(718)
Unrecognized net loss 84 244
Unrecognized transition obligation (20-year

amortization) 376 403

" Recorded asset (liability) $ (56) $_(71)

Discount rate 6.75% 7.0%

Expected return on plan assets 7.5% 8.0%
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The components of postretirement benefits other than pension expense were:

In millions Year ended December 31, 1998 1997 1996
Sarvice cost $ M $ 30 $ 31
Interest cost 99 99 90
Expected return on plan assets (62) (50) (43)
Amortization of loss 1 4 6
Amortization of transition obligation 27 27 27
Net expense 106 110 111
Special termination expense —_ — 72
Total expense $ 106 $110 $ 183

The assumed rate of future increases in the per-capita cost of health care benefits is 8.25% for 1999,
gradually decreasing to 5.0% for 2009 and beyond. Increasing the health care cost trend rate by one
percentage point would increase the accumulated obligation as of December 31, 1998, by $264 million
and annual aggregate service and interest costs by $31 million. Decreasing the health care cost trend
rate by one percentage point would decrease the accumulated obligation as of December 31, 1998, by
$211 million and annual aggregate service and interest costs by $24 million,

Employee Savings Plan

SCE has a 401(k) defined contribution savings plan designed to supplement employees' retirement
income. The plan received employer contributions of $17 million in 1998, $15 million in 1997 and $24 in
1996.

Note 7. Jointly Owned Utility Projects ,

SCE owns interests in several generating stations and transmission systems for which each participant
provides its own financing. SCE's share of expenses for each project is included in the consolidated
statements of income.

The investment in each project, as included in the consolidated balance sheet as of December 31, 1998,
was:

Original Accumulated
Cost of Depreciation and Under Ownership
In millions Facility Amortization Construction Interest
Transmlsslon systems:
Eldorado $ 31 $ 6 $2 60%
Pacitic Intertie 239 78 5 50
Generating stations:
Four Corners Units 4 and 5 (coal) 459 288 2 48
Mohave (coal) 315 183 6 56
Palo Verde (nuclear)“’ 1,605 908 12 16
San Onofre (nuclear)™" 4,217 2,762 63 75
Total $6,866 $4,225 $90

) Reported as “Regulatory asset — unamortized nuclear investment —.net.”

Note 8. Leases

SCE has operating leases, primarily for vehicles, with varying terms, provisions and expiration dates.
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Estimated remaining commitments for noncancellable leases at December 31, 1998, were: N
Year ended December 31, " In millions
1999 $13
2000 11
2001 8
2002 : 5
2003 3
Thereafter 5
Total $45

Note 9. Commitments
Nuclear Decommissioning

Decommissioning is estimated to cost $1.9 billion in current-year dollars, based on site-specific studies
performed in 1998 for San Onofre and Palo Verde. Changes in the estimated costs, timing of
decommissioning, or the assumptions underlying these estimates could cause material revisions to the
estimated total cost to decommission in the near term. SCE plans to decommission its nuclear
generating facilities by a prompt removal method authorized by the Nuclear Regulatory Commission.
Decommissioning is scheduled to begin in 2013 for San Onofre Units 2 and 3, and 2025 at Palo Verde.
In December 1998, SCE requested the CPUC’s approval to access its nuclear decommissioning trust
funds to commence decommissioning of San Onofre Unit 1 in 2000.

Decommissioning costs, which are accrued and recovered through non-bypassable customer rates over
the term of each nuclear facility's operating license, are recorded as a component of depreciation
expense.

Decommissioning expense was $164 million in 1998, $154 million in 1997 and $148 million in 1996. The
accumulated provision for decommissioning, excluding San Onofre Unit 1, was $1.2 billion at
December 31, 1998, and $1.1 billion at December 31, 1997. The estimated costs to decommission San
Onofre Unit 1 ($368 million) are recorded as a liability.

Decommissioning funds collected in rates are placed in independent trusts, which, together with
accumulated earnings, will be utilized solely for decommissioning.

Trust investments include:

Maturity December 31,
In millions Dates 1998 1997
Municipal bonds 2000—2029 $ 547 $ 459
Stocks - §50 392
U.S. government issues 1999—2029 355 357
Short-term and other 1999—2028 82 163
Trust fund balance (at cost) $1,534 $1,371

Trust fund earnings (based on specific ldentmcatlon) increase the trust fund balance and the
accumulated provusmn for decommissioning. Net earnings were $63 million in 1998, $54 million in 1 997
and $49 million in 1996. Proceeds from sales of securities (which are reinvested) were $1.2 billion in
1998, $595 million in 1997 and $1.0 billion in 1996. Approximately 89% of the trust fund contributions
were tax-deductible.
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Other Commitments
SCE has fuel supply contracts which require payment only if the fuel is made available for purchase.

SCE has power-purchase contracts with certain qualifying facilities (cogenerators and small power
producers) and other utilities. These contracts provide for capacity payments if a facility meets certain
performance obligations and energy payments based on actual power supplied to SCE. There are no
requirements to make debt-service payments. |

SCE has unconditional purchase obligations for part of a power plant's generating output, as well as firm
transmission service from another utility. Minimum payments are based, in part, on the debt-service
requirements of the provider, whether or not the plant or transmission line is operable. The purchased- |
power contract is not expected to provide more than 5% of current or estimated future operating
capacity. SCE's minimum commitment under both contracts is approximately $172 million through 2017.

Certain commitments for the years 1999 through 2003 are estimated below:

In millions 1999 2000 2001 2002 2003
Projected construction expenditures - $922 $831 $726 $699 $689
Fuel supply contracts ‘ 167 136 123 139 117
Purchased-power capacity payments 744 786 797 704 689
Unconditional purchase obligations 9 10 10 9 10

Note 10. Contingencles

In addition to the matters disclosed in these notes, SCE is involved in other legal, tax and regulatory
proceedings before various courts and governmental agencies regarding matters arising in the ordinary
course of business. SCE believes the outcome of these other proceedings will not materially affect its
results of operations or liquidity.

Environmental Protection

SCE is subject to numerous environmental laws and regulations, which require it to incur substantial
costs to operate existing facilities, construct and operate new facilities, and mitigate or remove the effect
of past operations on the environment.

SCE records its environmental liabilities when site assessments and/or remedial actions are probable
and a range of reasonably likely cleanup costs can be estimated. SCE reviews its sites and measures
the liability quarterly, by assessing a range of reasonably likely costs for each identified site using
currently available information, including existing technology, presently enacted laws and regulations,
experience gained at similar sites, and the probable level of involvement and financial condition of other
potentially responsible parties. These estimates include costs for site investigations, remediation,
operations and maintenance, monitoring and site closure. Unless there is a probable amount, SCE
records the lower end of this reasonably likely range of costs (classified as other long-term liabilities at
undiscounted amounts).

SCE's recorded estimated minimum liability to remediate its 49 identified sites is $171 million. The
ultimate costs to clean up SCE's identified sites may vary from its recorded liability due to numerous
uncertainties inherent in the estimation process, such as: the extent and nature of contamination; the
scarcity of reliable data for identified sites; the varying costs of alternative cleanup methods;.
developments resulting from investigatory studies; the possibility of identifying additional sites; and the
time periods over which site remediation is expected to occur. SCE believes that, due to these
uncertainties, it is reasonably possible that cleanup costs could exceed its recorded liability by up to $247
million. The upper limit of this range of costs was estimated using assumptions least favorable to SCE
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among a range of reasonably possible outcomes. SCE has sold all of its gas- and oil-fueled generation
plants and has retained some liability associated with the divested properties.

The CPUC allows SCE to recover environmental-cleanup costs at 41 of its sites, representing $88 million
of its recorded liability, through an incentive mechanism (SCE may request to include additional sites).
Under this mechanism, SCE will recover 90% of cleanup costs through customer rates; shareholders
fund the remaining 10%, with the opportunity to recover these costs from insurance carriers and other
third parties. SCE has successfully settled insurance claims with all responsible carriers. Costs incurred
at SCE's remaining sites are expected to be recovered through customer rates. SCE has recorded a
regulatory asset of $141 million for its estimated minimum environmental-cleanup costs expected to be
recovered through customer rates.

SCE's identified sites include several sites for which there is a lack of currently available information,
including the nature and magnitude of contamination, and the extent, if any, that SCE may be held
responsible for contributing to any costs incurred for remediating these sites. Thus, no reasonable
estimate of cleanup costs can now be made for these sites.

SCE expects to clean up its identified sites over a period of up to 30 years. Remediation costs in each of
the next several years are expected to range from $4 million to $10 million. Recorded costs for 1998
were $7 million.

Based on currently available information, SCE believes it is unlikely that it will incur amounts in excess
of the upper limit of the estimated range and, based upon the CPUC's regulatory treatment of
environmental-cleanup costs, SCE believes that costs ultimately recorded will not materially affect its
results of operations or financial position. There can be no assurance, however, that future
developments, including additional information about existing sites or the identification of new sites, will
not require material éevisions to such estimates. .

Nuclear Insurance

Federal law limits public liability claims from a nuclear incident to $9.6 billion. SCE and other owners of
San Onofre and Palo Verde have purchased the maximum private primary insurance available
($200 million). The balance is covered by the industry's retrospective rating plan that uses deferred
premium charges to"évery reactor licensee if a nuclear incident at any licensed reactor in the U.S. results
in claims and/or costs which exceed the primary insurance at that plant site. Federal regulations require
this secondary level of financial protection. The Nuclear Regulatory Commission exempted San Onofre
Unit 1 from this secondary level, effective June 1994. The maximum deferred premium for each nuclear
incident is $88 million per reactor, but not more than $10 million per reactor may be charged in any one
year for each incident. Based on its ownership interests, SCE could be required to pay a maximum of
$175 million per nuclear incident. However, it would have to pay no more than $20 million per incident in
any one year. Such amounts include a 5% surcharge if additional funds are needed to satisfy public
liability claims and are subject to adjustment for inflation. If the public liability limit above is insufficient,
federal regulations may impose further revenue-raising measures to pay claims, including a possible
additional assessment on all licensed reactor operators.

Property damage insurance covers losses up to $500 million, including decontamination costs, at San
Onofre and Palo Verde. Decontamination liability and property damage coverage exceeding the primary
$500 million also has been purchased in amounts greater than federal requirements. Additional
insurance covers part of replacement power expenses during an accident-related nuclear unit outage.
These policies are issued primarily by 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 for these insurance programs, SCE could be assessed retrospective premium adjustments of up to
$22 million per year. Insurance premiums are charged to operating expense.
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Spent Nuclear Fuel

Under the Nuclear Waste Policy Act of 1982, the DOE is responsible for the selection and development
of repositories for, and the disposal of, spent nuclear fuel and high-level radioactive waste. The Act
requires that the DOE provide for the disposal of spent nuclear fuel and high-level radioactive waste
from nuclear generation stations beginning January 31, 1998. However, the DOE did not meet its
obligations. It is not certain when the DOE will begin accepting spent nuclear fuel from San Onofre or
from other nuclear power plants.

SCE has paid the DOE the required one-time fee applicable to nuclear generation at San Onofre through
April 6, 1983 (approximately $24 million, plus interest). SCE is also paying the required quarterly fee
equal to one mill per kilowatt-hour of nuclear-generated electricity sold after April 6, 1983.

SCE has primary responsibility for the interim storage of its spent nuclear fuel at San Onofre. Current
capability to store spent fuel is estimated to be adequate through 2005. Meeting spent fuel storage
requirements beyond that period could require new and separate interim storage facilities, the costs for
which have not been determined. Extended delays by the DOE can lead to cogsideration of costly
alternatives involving siting and environmental issues.

Palo Verde on-site spent fuel storage capacity will accommodate needs until 2002 for Units 1 and 2, and
until 2003 for Unit 8. Arizona Public Services, operating agent for Palo Verde, has commenced
construction of an interim fuel storage facility and projects completion in 2002.

SCE and other owners of nuclear power plants may be able to recover interim storaSe costs arising from
DOE delays in the acceptance of utility spent nuclear fuel by pursuing relief under the terms of the
contracts, as directed by the courts, through other court actions.

Quarterly Financlal Data

1998 o 1997

In millions Total  Fourth  Third Second First  Total Fourth Third  Second First
Operating revenue'” $8,847 $2,245 $3,057 $1,922 $1,623 $7,953 $1,980 $2434 $1,844  $1,695
Operating income 918 241 237 212 228 1,060 248 349 229 234
Netincome 515 121 169 120 105 606 123 233 129 121
Earnings available for

common stock 490 115 163 114 98 576 116 226 122 112
Common dividends declared 1,101 141 422 442 96 1,829 1,266 217 171 176

(1) Effective second quarter 1998, operating revenue includes sales to the PX.




Responsibility for Financial Reporting ’ R

¢
The management of Southern California Edison Company (SCE) is responsible for the integrity and
objectivity of the accompanying financial statements. The statements have been prepared in accordance
with generally accepted accounting principles applied on a consistent basns and are based in part, on
management estimates and judgment.

SCE maintains systems of internal control to provide reasonable, but not absolute, assurance that assets
are safeguarded, transactions are executed in accordance with management’s authorization and the
accounting records may be relied upon for the preparation of the financial statements. There are limits
inherent in all systems of internal control, the design of which involves management’s judgment and the
recognition that the costs of such systems should not exceed the benefits to be derived. SCE believes its
systems of internal control achieve this appropriate balance. These systems are augmented by internal
audit programs through which the adequacy and effectiveness of internal controls and policies and
procedures are monitored, evaluated and reported to management. Actions are taken to correct
deficiencies as they are identified. \ .

SCE's independent public accountants, Arthur Andersen LLP, are engaged to audit the financial
statements in accordance with generally accepted auditing standards and to express an informed opinion
on the fairness, in all material respects, of SCE's reported results of operations, cash flows and financial
position.

As a further measure to assure the ongoing objectivity of financial information, the audit committee of the
board of directors, which is composed of outside directors, meets periodically, both jointly and separately,
with management, the independent public accountants and internal auditors, who have unrestricted
access to the committee. The committee recommends annually to the board of directors the appointment
of a firm of independent public accountants to conduct audits of its financial statements; considers the
. independence of such firm and the overall adequacy of the audit scope and SCE's systems of internal
control; reviews financial reporting issues; and is advised of management’s actions regarding financial
reporting and internal control matters.

SCE maintains high standards in selecting, training and developing personnel to assure that its
operations are conducted in conformity with applicable laws and is committed to maintaining the highest
standards of personal and corporate conduct. Management maintains programs to encourage and
assess compliance with these standards.

.

Richard K. Bushey John E. Bryson

Vice President Chairman of the Board
and Controller and Chief Executive Officer

February 4, 1999
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aN
<To the Shareholders and the Board of Directors,
Southern California Edison Company:

.

We have audited the accompanying consolidated balance sheets of Southern California Edison Company ;
(SCE, a California corporation) and its subsidiaries as of December 31, 1998, and 1997, and the related
consolidated statements of income, comprehensive income and cash flows for each of the three years in
the period ended December 31, 1998. These financial statements are the responsibility of SCE's
management. Our responsibility is to express an opinion on these financial statements based on our

audits.

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

opinion,

In our opinion, the financial statements referred to above present fairly, in all material respects, the
financial position o, SCE and its subsidiaries as of December 31, 1998, and 1997, and the results of their
operations and their cash flows for each of the three years in the period ended December 31, 1998, in

conformity with generally accepted accounting principles.

ARTHUR ANDERSEN LLP

Los Angeles, California
February 4, 1999
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Selected Financial and Operating Data: 1994-1998 Southera Califomla Edison Company,
. ,E

Dollars in millions 1998 1997 1996 1995 1994

Income statement data:

Operating revenue™ $8847 $7953 $7583 $7873 $ 7,799
Operating expenses®™ ' 7,929 6,893 6,450 6,724 6,705
Fuel and purchased power expenses® 4,934 3,735 3,336 3,197 3,403

- Income tax from operations 446 582 578 560 508
Allowance for funds used during construction 20 17 25 34 29
Interest expense — net 485 444 453 464 443
Net income 515 606 655 680 639
Earnings available for common stock 490 576 621 643 599
Ratio of earnings to fixed charges 2,95 3.49 3.54 3.52 3.43

Balance sheet data:

Assels $16,947 $18,059 $17,737 $18,155 $18,076
Gross utility plant 14,150 21,483 21,134 20,717 20,127
Accumulated provision for depreciation and
Common shareholder's equity 3,335 3,958 5,045 5,144 5,039
Preferred stock: ,
Not subject to mandatory redemption 129 184 284 284 359
Subject to mandatory redemption 256 275 275 275 275
Long-term debt 5,447 6,145 4,779 5,215 4,988
Capital structure:
Common shareholder's equity 36.4% 37.5% 48.6% 471% 47.3%
Preferred stock:
Not subject to mandatory redemption 1.4% 1.7% 2.7% 2.6% 3.3%
Subject to mandatory redemption 2.8% 2.6% 2.7% 2.5% 2.6%

Long-term debt 59.4% 58.2% 46.0% 47.8% 46.8%

Operating data:
Peak demand in megawatts (MW) 19,935 19,118 18,207 17,548 18,044

Generation capacity at peak (MW) 10,546 21,511 21,602 21,603 20,615
Kilowatt-hour sales (kWh) (in millions) 76,595 77,234 75,572 74,296 77,986
Total energy requirement (kWh) (in millions)® 80,289 86,849 84,236 81,924 85,011
Energy mix:

Thermal 38.8% 44.6% 47.6% 51.6% 59.5%

Hydro 7.4% 6.5% 6.9% 7.7% 3.9%

Purchased power and other sources 53.8% 48.9% 45.5% 40.7% 36.6%
Customers (in millions) 4.27 4,25 4.22 4,18 4.15
Full-time employees 13,177 12,642 12,057 14,886 16,351

decommissioning 6,896 10,544 9,431 8,569 7,710

® 1998 includes $1.3 billion from sales to the power exchange (PX).
@ 1998 includes $2.0 billion for purchases from the PX. |
® 1998 excludes direct access and resale customer requirements.
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. Shgreholder Information ” “ . ‘
-"“ -
Annual Meeting of Shareholders

. Thursday, April 15, 1999
10:00 a.m,
‘The Industry Hills Sheraton Resort and Conference Center
One Industry Hills Parkway
City of Industry, California

Stock Listing and Trading Information

SCE Preferred Stock

The American and Pacific stock exchanges use the ticker symbol SCE. Previous day's closing prices,
when traded, are listed in the daily newspapers in the American Stock Exchange table under the symbol
SoCalEd. The 6.05%, 6.45% and 7.23% series are not listed.

Where to Buy and Sell Stock

The listed preferred stocks may be purchased through any brokerage firm. Firms handling unhsted senes
can be located through your broker.

Transfer Agent and Registrar

Southern California Edison Company maintains shareholder records and is transfer agent and registrar
for SCE preferred stock. Shareholders may call Shareholder Services, (800) 347-8625, between
8:00 a.m. and 4:00 p.m. (Pacific time) every business day, regarding: :

stock transfer and name-change requirements;

address changes, including dividend addresses;

electronic deposit of dividends;

taxpayer identification number submission or changes;

duplicate 1099 forms and W-9 forms;

notices of and replacement of lost or destroyed stock certificates;

dividend checks; "

requests to eliminate multiple annual report malllngs, and

request access to online account information’ via Edison International's Internet Home Page
www.edisoninvestor.com .

® 00 0 0 0 0 e @

The address of Shareholder Services is:

P.O. Box 400, Rosemead, California 91770-0400
FAX: (626) 302-4815
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