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PUCO USE ONLY - Version 9.05 |
Date Received | Renewal Certification] ORIGINAL CRS
Number Case Nomber

02 -1a28 - GA-CRS

RENEWAL CERTIFICATION APPLICATION |
COMPETITIVE RETAIL NATURAL GAS SUPPLIERS

Please type or print all required information. Identify all attachments with an exhibit label and title (Example: Exhibit
A-16 - Company History). All attachments should bear the legal name of the Applicant. Applicants should file completed
applications and all related correspondence with the Public Utilities Commission of Ohio, Docketing Division, 13" Floor,
180 East Broad Street, Columbus, Ohio 43215-3793.

This PDF form is designed so that you may directly input information oato the form. You may also downlead the form by
saving it to your local disk. _

A-1 - Applicant intends to renew its certificate as: (check all that apply)

[ Retail Natural Gas Broker [/ Retail Natural Gas Marketer

[ Retail Natural Gas Aggregator

A-2  Applicant information:

Commerce Energy, Inc. dfbfa! Commerce Energy of Ohio, Inc.
Legal Name o
800 Anton Blvd., Suite 2000, Costa Mesa, CA 92626 9
Address LE:
gda
Telephone No.  800-962-4655 Web site Address  www.commarceenergy.com o & S
oa
- g 0w
Current PUCO Certificats No. 024023 (2) Effective Dates Saeptember 17, 2004 - September 17, 2006 neo
a
s . 'R
A-3 Applicant information under which applicant will do business in Ohio: -
805
Name Commerce Energy of Chio, Inc. g 3 :
Address Crosswoods Center, #250 100 East Campus Bivd, Columbus, OH 43235 E § :‘
Web site Address ~ Www.commerceenergy.com Telephone Mo. ~ B77-226-5371 ; § g 1
= A Sde (
A-4 List all names under which the applicant does business in North America: = a L 3
== m
Commerce Enargy Group -U % § .g g -ﬁ":"
Commerce Energy, Inc. C — & u:-:"" .sgﬂ
& [~ ? S|
©
P - - el g?'*
O = D858
A-5 Contact person for regulatory or emergency matters: m»n g 3 EE;’ 5
_ o m =S ,0u g
Name Inger Goodman Title Midwest Market Specialist <au8 9
, -5
i
600 Anton Blvd., Suite 600, Costa Mesa CA 92626 E g 'g
oo &

Business Address

Email Address 'g00dman@commerceenargy.

Telephone No.  714-259-2508 TFax No. 714-481-6589

CO
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A-6 Contact person for Commission Staff use in investigating customer complaints:

Name Inger Goodman Title  Midwest Market Specialist

Business address 600 Anton Blivd., Suile 600, Costa Mesa CA 92626

Telephone No. 714-259-2508 Fax No. 714-481-6589 Email Address igoodman@ merceeneroyg

A-7 Applicant's address and toll-free number for customer service and complaints
Customer service address 600 Anton Blvd., Suite 600, Costa Mesa CA 92626

Toll-Free Telephone No, B77-226-5371 Fax No. 877-332-1067 Email Address S°ntactus@commerceeneng

A-8 Provide “Proof of an Ohio Office and Employee,” in accordance with Section 4929.22 of the Ohio
Revised Code, by listing name, Ohio office address, telephone number, and Web site address of the
designated Ohio Employee

Name  BenTimmerman Title Legal Assistant
Bucsiness address Crogsswoods Centre, #250, 100 €. Campus Blvd. Columbus, OH 43235
Telephone No. 877-226-5371 Fax No. 877-332-1067 Email Address btimmermand commerceenergy.com

A-9 Applicant's federal employer identification number 330768555

A-10 Applicant’s form of ownership: (Check one)

[ sole Proprietership O Partnership
[ Limited Liability Partnership (LLP) [] Limited Liability Company (I.1.C)
E’] Corporation D Other

A-11 {Check all that apply) Identify each natural gas company service area in which the applicant is
currently providing service or intends to provide service, including identification of each customer
class that the applicant is currently serving or intends to serve, for example: residential, small
commercial, and/or large commercial/industrial (mercantile) customers. (A mercantile customer, as defined
in Section 4929.01(L)(1) of the Ohio Revised Code, means a customer that consumes, other thar for residential use, more
than 500,000 cubic fect of natural gas per year at a single location within the state or consumes natural gas, other than for
residential use, as part of an undertaking having more than three locations within or outside of this state. In accordance with
Section 4929.01(L)(2) of the Ohio Revised Code, “Mercantile customer” excludes a not-for-profit customer that consumes,
other than for residential use, more than 500,000 cubic feet of natural gas per year at a single location within this state or
consumes natural gas, other than for residential use, as part of an undertaking having more than three locations within or
outside this state that has filed the necessary declaration with the Public Utilities Commission.)

(CRNGS Supplier Renewal - Version 2.05) Page 2 of 7
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A-12 If applicant or an affiliated interest previously participated in any of Ohio’s Natural Gas Choice
Programs, for each service area and customer class, provide approximate start date(s) and/or end

[ | Cincinnati Gas & Electric ]Residential [ ]
7 Columbia Gas of Ohio HResidentlal Z
7 Dominios East Ohio ﬂResidenﬂal 7

v'| Veetren Energy Delivery of Ohio ]R&sidenﬁal Z

Small Commercial

Small Commercial

Small Commercial

Small Commercial

date(s) that the applicant began delivering and/or ended services.

[ Cincinnati Gas & Electric

Residential

|:| Small Commercial

Large Commercial

Industrial

Iumbia Gas of Ohio

[/]

Residential

Smali Commercial

Large Commercial

/

Industrial

¥ IDominion East Ohic

v

Residential

Small Commercial

v

Large Commercial

v

Industrial

Beginning Date of Service
Beginning Date of Service
Beginning Date of Service

Beginning Date of Service

Beginning Date of Service
Beginning Date of Service
Beginning Date of Service

Beginning Date of Service

Beginning Date of Service
Beginning Date of Service
Beginning Date of Service

Beginning Date of Service

l:l Veectren Energy Delivery of Ohio

Residential

Large Commercial

Industrial

Beginning Date of Service

I Small Commercial Beginning Date of Service

Beginning Date of Service

Beginning Date of Service

KN ENIEN I

Large Commercial / Industrial
Large Commercial / Industrial
Large Commercial / Industrial

Large Commereial / Industrial

End Date
End Date
Endd Date
End Date
7120/05 End Date
7120/05 End Date
7720105 End Date
7/20/05 End Date
1/20/05 End Date
7/20/05 End Date
1120/05 End Date
7/20/05 End Date
End Date
End Date
End Pate
End Date

A-13 If not currently participating in any of Ohio’s four Natural Gas Choice Programs, provide the
approximate start date that the applicant proposes to begin delivering services:

{CRNGS Supplier Renewal - Version 9.05)
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A-14

Cincinnati Gas & Electric Intended Start Date

I:l Columbia Gas of Ohio Intended Start Date

Dominion East Ohio Intended Start Date

¥ | Vectren Energy Delivery of Ohio Intended Start Date  March 2008

PROVIDE THE FOLLOWING AS SEPARATE ATTACHMENTS AND LABEL AS INDICATED.

Exhibit A-14 "Principal Officers, Directors & Partners.”" provide the names, titles, addresses and
telephone numbers of the applicant’s principal officers, directors, partners, or other similar officials.

A-15 Exhibit A-15 "Corporate Structure," provide a description of the applicant’s corporate structute,

including a graphical depiction of such structure, and a list of all affiliate and subsidiary companies that
supply retail or wholesale natural gas or electricity to customers in North America.

A-16 Exhibit A-16 "Company History," provide a concise description of the applicant’s company history

and principal business interests,

A-17 Exhibit A-17 “Articles of Incorporation and Bvlaws, provide the articles of incorporation

filed with the statc or jurisdiction in which the applicant is incorporated and any amendments
thereto, only if the contents of the originally filed documents changed since the initial application.

A-18 Exhibit A-18 "Secretary of State," provide evidence that the applicant is still currently registered with

B-1

B-2

B-3

“the Ohio Secretary of the State.

PROVIDE THE FOLLOWING AS SEPARATE ATTACHMENTS AND LABEL AS INDICATED

Exhibit B-1 “Jurisdictions of Operation,” provide a current list of all jurisdictions in which the
applicant or any affiliated interest of the applicant is, at the date of filing the application, certified,
licensed, registered, or otherwise authorized to provide retail natural gas service, or retail/wholesale
electric services.

Exhibit B-2 "Experience & Plans,” provide a current description of the applicant’s experience and
plan for contracting with customers, providing contracted services, providing billing statements, and
responding to customer inquiries and complaints in accordance with Commission rules adopted pursuant
to Section 4929.22 of the Revised Code and contained in Chapter 4901:1-29 of the Ohio Administrative
Caode.

Exhibit B-3 "Summary of Experience," provide a concise and current summary of the applicant’s
experience in providing the service(s) for which it is seeking renewed certification (e.g., number and
types of customers served, utility service areas, volume of gas supplied, etc.).

Exhibit B-4 "Disclosure of Liabilities and Investigations,” provide a description of all existing,

pending or past rulings, judgments, contingent liabilities, revocations of authority, regulatory
investigations, or any other matter that could adversely impact the applicant’s financial or operational

{CRNGS Supplier Renewal - Version 9.05)  Page 4 of 7



B-5

B-6

C-5

status or ability to provide the services for which it is seeking renewed certification since applicant last
filed for certification.

Exhibit B-5 "Disclosure of Consumer Protection Vielations,” disclose whether the applicant,
affiliate, predecessor of the applicant, or any principal officer of the applicant has been convicted or held
liable for fraud or for violation of any consumer protection or antitrust laws since applicant last filed for
certification.

No [ Yes

If Yes, provide a separate attachment labeled as Exhibit B-5 "Disclosure of Consumer Protection
Yiolations,” detailing such violation(s) and providing all relevant documents.

Exhibit B-6 ""Disclosure of Certification Denial. Curtailment, Suspension, or Revoeation,” disclose

whether the applicant or a predecessor of the applicant has had any certification, license, or application
to provide retail natural gas or retail/wholesale electric service denied, curtailed, suspended, or revoked,
or whether the applicant or predecessor has been terminated from any of Ohio's Natural Gas Choice
programs, or been in default for failure to deliver natural gas since applicant last filed for certification.

Y] No OYes

If Yes, provide a separate attachment, labeled as Exhibit B-6 "Disclosure of Certiflcation Denial,
Curtailment, Suspension, or Revocation,” detailing such action(s) and providing all relevant documents.

_SECTION C - APPLICANT FINANCIAL CAPABILITY AND EXPERIENCE

PROVIDE THE FOLLOWING AS SEPARATE ATTACHMENTS AND LABEL AS INDICATED

Exhibit C-1 “Annual Reports,” provide the two most recent Annual Reports to Sharcholders. If
applicant does not have annual reports, the applicant should provide similar information, labeled as
Exhibit C-1, or indicate that Exhibit C-1 is not applicable and why.

Exhibit C-2 “SEC Filings.” provide the most recent 10-K/8-K Filings with the SEC. If applicant does
not have such filings, it may submit those of its parent company. If the applicant does not have such
filings, then the applicant may indicate in Exhibit C-2 whether the applicant is not required to file with
the SEC and why.

Exhibit C-3 “Financial Statements,” provide copies of the applicant’s two most recent years of
audited financial statements (balance sheet, income statement, and cash flow statement). If audited
financial statements are not available, provide officer-certified financial statements. If the applicant has
not been in business long enough to satisfy this requirement, it shall file audited or officer-certified
financial statements covering the life of the business.

Exhibit C-4 “Financial Arrangements,” provide copies of the applicant's current financial
arrangements to conduct competitive retail natural gas service (CRNGS) as a business activity (e.g.,
guarantees, bank commitments, contractual arrangements, credit agreements, etc.)

Exhibit C-5 “Forecasted Financial Statements,” provide two years of forecasted financial statements

(balance sheet, income statement, and cash flow statement) for the applicant’s CRNGS operation, along
with a list of assumptions, and the name, address, email address, and telephone number of the preparer.

(CRNGS Supplier Renewal - Version 9.05)  Page 5 of 7



D-2

D-3

Exhibit C-6 “Credit Rating,” provide a statement disclosing the applicant’s current credit rating as
reported by two of the following organizations: Duff & Phelps, Dun and Bradstreet Information
Services, Fiich IBCA, Moody’s Investors Service, Standard & Poors, or a similar organization. In
instances where an applicant does not have its own credit ratings, it may substitute the credit ratings of a
parent or affiliate organization, provided the applicant submits a statement signed by a principal officer
of the applicant’s parent or affiliate organization that guarantees the obligations of the applicant.

Exhibit C-7 “Credit Report,” provide a copy of the applicant’s current credit report from Experion,
Dun and Bradstreet, or a similar organization.

Exhibit C-8 “Bankruptcy Information,” provide a list and description of any reorganizations,
protection from creditors, or any other form of bankruptcy filings made by the applicant, a parent or
affiliate organization that guarantees the obligations of the applicant or any officer of the applicant in the
current year or since applicant last filed for certification.

Exhibit C-9 “Merger Information,” provide a statement describing any dissolution or merger or
acquisition of the applicant since applicant last filed for certification.

PROVIDE THE FOLLOWING AS SEPARATE ATTACHMENTS AND LABEL AS INDICATED,

Exhibit D-1_“Operations,” provide a current written description of the operational nature of the
applicant’s business. Please include whether the applicant’s operations will include the contracting of
natural gas purchases for retail sales, the nomination and scheduling of retail natural gas for delivery,
and the provision of retail ancillary services, as well as other services used to supply natural gas to the
natural gas company city gate for retail customers.

Exhibit D-2 “Operations Expertise,” given the operational nature of the applicant’s business, provide
evidence of the applicant’s current experience and technical expertise in performing such operations.

Exhibit D-3 “Key Technical Personnel,” provide the names, titles, email addresses, telephone
numbers, and background of key personnel involved in the operational aspects of the applicant’s current
business.

Applicant Signature and Title Greg Craig Chief Executive Officer

Sworn and subscribed before me this 6th day of August Month 2008 Year

Carol Smart, Notary Public

Signature of official administering oath Print Name and Title

My commission expires on

(CRNGS Supplier Renewal - Version 9.05)  Page § of 7



ACKNOWLEDGMENT

State of California_~

County of W\-},Q__a )

On /Za@(a‘/ f o200 & before me, /M‘é /’fl /éé“u

(insert name and title of the officer)

personally appeared / / ARPOrz Of ///I%é

who proved to me on the basfs of &étisfaetory evidence to be the person(s) whose name(s) isfare
subscribed to the within instrument and acknowledged to me that he/she/they executed the same in
his/her/their authorized capacity(ies), and that by his/heritheir signature{s} on the instrument the
person(s}, or the entity upon behalf of which the person(s) acted, executed the instrument.

| certify under PENALTY OF PERJURY under the laws of the State of California that the foregoing
paragraph is true and correct.

WITNESS my hand and official seal.

|
Signature ____ /W)é— (Seal)

%&—szcaﬁ(& o Korsead /K&#Jz;ﬁaa./ﬂ - PUC DA,




The Public Utilities Commission of Ohio

Competitive Retail Natural Gas Service

Affidavit Form
{Version 2.05)
In the Matter of the Application of )
Commerce Energy, inc. d/b/a Commerce Energy of Ohio, Inc. ] CaseNo. 02 . 1828 -GA-CRS

for a Certificate or Renewal Certificate to Provide )
Competitive Retail Natural Gas Service in Ohio. )

County of OCrange
State of  Cglifornia

I

@

3

)

(5)

©6)

(7

(8

| Greg Craig [Affiant], being duly sworn/affirmed, hereby states that:

The information provided within the certification or certification renewal application and supporting information is
complete, true, and accurate to the best knowledge of affiant.

The applicant will timely file an annual report of its intrastate gross receipts and sales of hundred cubic feet of
natural gas pursuant to Sections 4905.10{A), 4911.18(A), and 4929.23(B), Ohio Revised Code.

The applicant will timely pay any assessment made pursuant to Section 4905.10 or Section 4911.18(A), Ohio
Revised Code.

Applicant will comply with all applicable rules and orders adopted by the Public Utilities Commission of Ohio
pursuant to Title 49, Ohio Revised Code.

Applicant will cooperate with the Public Utilities Commission of Ohio and its staff in the investigation of any
consumer complaint regarding any service offered or provided by the applicant.

Applicant will comply with Section 4929.21, Ohio Revised Code, regarding consent to the jurisdiction of the Ohio
courts and the service of process.

Applicant will inform the Public Utilities Commission of Ohio of any material change to the information supplied in
the certification or certification renewal application within 30 days of such material change, including any change in
contact person for regulatory or emergency purposes or contact person for Staff use in investigating customer
complaints.

Affiant further sayveth naught.

Chief Executive Officer
Affiant Signature &
Sworn and subscribed before me this day of August Month 2008 Year

Carol Smart, Notary Public

Signature of Official Administering Oath Print Name and Title

dé’;@, M C/ Lo—f/ My commission expires on
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Commerce Energy, Inc. dba
Commerce Energy of Ohio, Inc.
Case No. 02-1828-GA-CRS

EXHIBIT A-14

PRINCIPAL OFFICERS, DIRECTORS and PARTNERS

OFFICERS

Gregory L. Craig, Chief Executive Officer
600 Anton Blvd., Suite 2000

Costa Mesa, CA 92626

Phone: 714-481-6602

E-mail: geraig(@commerceenergy.com

Michael Fallquist, Chief Operating Officer
600 Anton Blvd., Suite 2000

Costa Mesa, CA 92626

Phone: 714-481-6605

E-mail: mfallquist@commerceenergy.com

C. Douglas Mitchell, Chief Financial Officer
600 Anton Blvd., Suite 2000

Costa Mesa, CA 92626

Phone: 714-481-6601

E-mail: dmitchell@commerceenergy.com

David Yi, Chief Risk Officer

600 Anton Blvd., Suite 2000

Costa Mesa, CA 92626

Phone: 714-481-6650

E-mail: dyi@commerceenergy.com

John Bomgardner, Senior Vice President and General Counsel
600 Anton Blvd., Suite 2000

Costa Mesa, CA 92626

Phone: 714-481-6604

E-mail: jbomgardner@commerceenergy.com
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Commerce Energy, Inc. dba
Commerce Energy of Ohio, Inc.
Case No. 02-1828-GA-CRS
- | - EXHIBIT A-14
PRINCIPAL OFFICERS, DIRECTORS and PARTNERS
(continued)

DIRECTORS

Gregory L. Craig, Chairman
600 Anton Blvd., Suite 2000
Costa Mesa, CA 92626
Telephone: 800-962-4655

Charles Bayless

600 Anton Blvd., Suite 2000
Costa Mesa, CA 92626
Telephone: 800-962-4655

Rohn Crabtree

600 Anton Blvd., Suite 2000
Costa Mesa, CA 92626
Telephone: 800-962-4655

Gary J. Hessenauer

600 Anton Blvd., Suite 2000
Costa Mesa, CA 92626
Telephone: 800-962-4655

Mark S. Juergensen

600 Anton Blvd., Suite 2000
Costa Mesa, CA 92626
Telephone: 800-962-4655

Dennis R. Leibel

600 Anton Blvd., Suite 2000
Costa Mesa, CA 92626
Telephone: 800-962-4655

Robert C. Perkins

600 Anton Blvd., Suite 2000
Costa Mesa, CA 92626
Telephone: 800-962-4655




Commerce Energy, Inc. dba
Commerce Energy of Ohio, Inc.
Case No. 02-1828-GA-CRS

EXHIBIT A-15
CORPORATE STRUCTURE

Below, please see Commerce Energy’s corporate structure. Commerce is an independent
retail electricity and natural gas provider, not affiliated with any utility distribution
company. In Ohio, Commerce Energy is operating under the name Commerce Energy of
Ohio.

Commerce Energy Group, Inc,

Commerce Energy, Inc.
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Commerce Energy, Inc. dba
Commerce Energy of Ohio, Inc.
Case No. 02-1828-GA-CRS

EXHIBIT A-16
COMPANY HISTORY

Commerce Energy Group, Inc. (AMEX:EGR) is a leading independent U.S. electricity
and natural gas marketing company, operating through its wholly owned subsidiary,
Commerce Energy, Inc. Commerce Energy, Inc. is licensed by the Federal Energy
Regulatory Commission and by the state regulatory agencies in 13 states as an
unregulated retail marketer of natural gas and electricity to homeowners, commercial and
industrial consumers and institutional customers. Commerce Energy currently operates in
nine states and serves over 150,000 customers.

For over ten years, Commerce Energy has been delivering to its customers competitively
priced and innovative energy products and personalized customer care in addition to
quality gas and electric services. Commerce Energy continues to focus on superior
customer service and providing customers with product choices that allow them to buy
energy in ways that fit their business or personal budget requirements.



Commerce Energy, Inc. dba
Commerce Energy of Ohio, Inc.
Case No. 02-1828-GA-CRS

EXHIBIT A-17
ARTICLES OF INCORPORATION AND BYLAWS

Not Applicable



Commerce Energy, Inc. dba
Commerce Energy of Ohio, Inec.
Case No. 02-1828-GA-CRS

EXHIBIT A-18
SECRETARY OF STATE

Commerce Energy is currently registered with the Secretary of State. Certificate attached.



ARTICLES



elaware

The First State

I, HARRIET SMITH WINDSCR, SECRETARY OF STATE OF THE STATE OF
DELAWARE, DO HERERY CERTIFY THE ATTACHED IS A TRUE AND CORRECT
COPY OF THE CERTIFICATE OF AMENDMENT OF "AMERICAN ENERGY GROUF,
INC.", CHANGING ITS NAME FROM “AMERICAN ENERGY GROUP, INC." TO
"COMMERCE ENERGY GROUP, INC.®, FILED IN THIS OFFICE ON THE
TNENTY-TETRD DAY OF FEBRUARY, A.D. 2004, AT 7:41 O'CLOCK P.M.

A FILED COPY OF THIS CERTIFICATE HAS BEZN FORWARDED TO THE

NEW CASTLE COUNTY RECORDER OF DEEDS.

Harriet Smith Windsar, Secretary of State
AUTHENTICATION: 2948477

3741290 8100

040128379 DATE: 02-24-04



Corpormtions
L] R
23,
SHY 040125375 - Brdean ez

CERTIFICATE OF AMENDMENT OF
CEII‘IFICA‘IE OF INCORFORATION
oF
A.MERICAN ENERGY GROUP, INC.

The undersigned heraby certifics as follows:

1. Heisthe duly elccted, qualified snd acting Chairman of the Board,
Chiof Executive Officer, President and Treasurer of American Bnergy Group, Inc., 2
corporation organized and existing under the General Corporation Law of the State of
Delaware (the "Corporation”).

2 Article FIRSY of the Corporation’s Certificate of Incorpoeation is
hereby amended to read a3 follows:

“The name of the carporation is Commerce Encrgy Group, [nc.”

3. The amendent set forth herein has been duly spproved sad
adopted by the Poard of Dizectors of the Corpoeation.

4.  The necessary number of ixsued and ountstsnding shares of capital
mckofﬂ:e&rpomﬁunrequ&adbymmminfawrofﬂ:e amendment. -

5. Such amendment was duly adopted in accordance with the
provisions of Sections 228 and 242 of the General Cotporation Law of the State of
Delaware.

TN WITNESS WHEREOY, AmmmEnermeup.hm has caused
this Certificate of Amendiment ta be sigaed by its of the Boand, Chief
Executive Officer, President and Treasurer, thi of February, 2004,

Titl:.Chmmcfthe Board, Chief
Executive Offices, Pmdutand‘rmer

ocTEg
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elaoware

The First State

1, am_uz'r SMITH WINDSOR, SECRETARY OF STATE OF THE STATE OF
DELAWARE, DO HERERY CERTIFY THE ATTACEED IS A TRUE AND CORRECT
COPY OF THE CERTIFICATE OF INCORPORATION OF "AMERICAN ENERGY
GROUP, INC.", FILED IN THIS OFFICE ON THE EIGHTEENTH DAY OF
DECEMBER, A.D. 2003, AT 4:37 O'CLOCK P.M.

A FILED COPY OF THIS CERTIFICATE EAS EEEN FORWARDED TO THE
NEW CASTLE COUNTY RECORDER OF BEEDS.

trnit bt b atasns

Harrlet Smith Windsor, Secremary of State

3741290 8140 AUTHENTICATION: 2828199

030819607 DATE: 12~20-03



State cof Delaware
Secratary of State
Division of Corporationsz
Dalivered Dd:20 PM 12/18/2003
~TLED G4:17 PM 12/18/-2003

GR0819607 ~ 3741290 FILE

CERTIFICATE OF INCORPORATION
OF

AMERICAN ENERGY GROUP, INC.

FIRST: The name of the corporation is Amerizan Energy Group, Inc.
_ mmmwumwmm

SECOND: The address, including stroet, number, city and county, of the
rogistered office of the Corperation in the State of Delawage is 2711 Centerville Road,
Suite 400, in the City of Wilmington, Covnty of New Castle, 19808. The nome of the
registered agant of the Cosporation in the State of Delaware at such sddrexs is

Coeporation Service Company.

THRD: Thepuxpose of the Corporstion is to engage in zny lawfll act or
activity for which corporstions may be organized uwndor the General Corporstion Law of
the State of Delaware, ) S

FOURTH: The Corporstion is antharized to issue opo class of stock
designated “Common Stock.” Ths tota] numbar of sheres of Common Stock authorized
1o be {ssucd ix Ten Thoudand (10,000); the par value of aush shares shell ba $0.001 per
ahare. :

. FIFTH: The munber of diroctors which shall constitute the whole Board
of Directors shall be fixed by, or in the mexmer provided in, the Bylaws of the
Corporation.

SIXTH: Infrthersnce and not in limitation of the powers conforred by
sututs, the Board of Dirtotors is expressly authorized to make, repeal, alter, amend or
rescind the Eylaws of the Corporation.

SEVENTH: Election of directors at an sunual or special meating of
stockholders need not he by written ballot unless the Bylawa of the Corporztion shall so

BIGHETH: The Corporstion reserves the right 6 amend, aiter, change or
repeal xy provision contained in this certificote of incorporation in the manner now or
heronfter prescribed by statute and all rights at sy time conferred upon stockholders of
wwwwmwmmmmmmmmmm
of this Axticle EIGHTH.

NINTH: No divector shall be personally lisble to the Corporation orits |
stockhelders for mometary damages for brosch of Hduciacy duty as & dircctor; provided
faet thiz Article NINTH shall not climinate or limit the libility of a director (1) for smy
breach of such director’s duty of loyalty to the Corporation or its stockholders, (i) for
acts or auizsions not in good faith or which ipvolve intartional isconduct or a knowing
violation of the lzw, (3ii) under Section 174 of the General Corporation Law of the State
of Delaware, or (iv) for sy trmsection from which such director derived any improper

OGO




pemmlbmeﬁt. If the General Corporation Law of the Stats of Delaware is amended 10
mmmmmmwmmmm&
diractora, then the lisbility of & director of the Carporation chall be climinated or imited
to the fullest extent permitted by the General Corporation Law of the Stats of Delaware
as o amanded. No mpesdment to or repeal of this Axficle NINTH shall adversely affect -
any right ot protection of any director of the Corporation existing at the tims of such
amenidment or repeal for or with respect 10 acts or oxtissiony of snch direotor priar to
sach snendment or Yepsal.

IENTH: The Corporation shall, to the fllest extent perminted by the

General Corporation Law, g the same mixy be amended and supplemented, indexnify
any sod all of its directors under the General Corparation Law from wrd ageinst any and
aﬁufhmmﬂahﬂhswuﬂnmmre&mdhmmmu‘adhyﬂnﬁmuﬂ

Law {inclnding for actions of any such director in the capacity of an officer
of the Corparation, if applicable), and tho indeamification provided for hecein shalt not
be doemed exchmive of my other righis to which those indeymified may he eatitled
under any Bylaw, agreamant, vote of stockbolders or disinterested divectors or atherwise,
‘both a3 to action in his officlal capacity and as t0 action in anothey capacity whils holding
such office, and shall contirms ag to a pexson who has coased to be a director and shall
inure to the benofit of the hedss, exccutors and adyninistracors of such & person.

ELEVENTH: The name md tho mailing address of the incorporator arc
a8 follows;
Bmbara ], Alder
o/o Punl, Bastinga, Janofiky & Walker LLP

695 Town Center Drive, 17¢h Fioor
Costa Mess, CA 92626

The undessigned, belng the incorpdmtor hareinhafors named, for the
purpose of fopming & coaporstion pursuspt to the General Corparation Law of tho Stato of
Delaware, does make this ceiftificate, hersby decluring and cestifying that this is oty sct
md &eﬁahhmwmdmmmdmmﬁngtthhmmmw :

dvofbmmbu.m
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Commerce Energy, Inc. dba
Commerce Energy of Ohio, Inc.
Case No. 02-1828-GA-CRS

EXHIBIT B-1
JURISDICTIONS OF OPERATION

Commerce Energy currently serves gas commodity to retail consumers in California,
Maryland, Ohio, Georgia, Florida and Pennsylvania. In addition, Applicant has obtained
a gas license in Illinois and New York as well as electrical licenses in Ohio, Illinois,

Delaware, Virginia and New York.

Commerce Energy also serves electric commodity and related services to retail
consumers in California, Maryland, Michigan, Texas, New Jersey and Pennsylvania.



Commerce Energy, Inc. dba
Commerce Energy of Ohio, Inc.
Case No. 02-1828-GA-CRS

EXHIBIT B-2
EXPERIENCE & PLANS

OUR EXPERIENCE

Commerce has over ten years experience offering competitively priced gas and
electric service. In those ten years, Commerce has provided varied offerings of monthly
variable rates, fixed term variable rates, 12 month fixed rates and 24 month fixed rates. In
addition, Commerce has the ability to invoice its own customers and provide direct
customer contact through its in-house customer service department. In many states,
Commerce acts as the direct contact with the customer for switching service providers,
customer complaints, billing, and other services.

OUR SERVICE

Commerce provides the following services in Ohio:

o Consolidated Billing through the utilities billing system using the bill ready
format;

o (Customer service representatives to respond to customer service questions,
complaints, billing questions, and customer account transfers as well as
general customer inquiries;

* Service offerings in Ohio include:

© Month to month vartable pricing and terms;
o Fixed term month to month variable pricing;
© 12 month fixed term pricing and terms; and
¢ 24 month fixed term pricing and terms.
o Question: do we provide any kind of conservation advice or services?
¢ We make every effort to be the first point of contact in dealing with customer
transfers to or from another supplier.

OUR PLANS

Commerce Energy plans on participating in the Standard Contract Offer (SCO)
auctions in February of 2009. Further, Commerce Energy expects to begin competitive
service in the VEDO market in conjunction with the SCO auctions.

Commerce Energy also intends to expand providing retail service in partnership
. with ¢ity aggregators, with an emphasis on smaller cities throughout the indicated service
areas. Commerce Energy has an internal Customer Service Department that handles all
incoming calls from our customers. That department currently employs 35 customer
service representatives that answer telephone calls Monday through Saturday. About 20%
of our calls are recorded and reviewed by our internal Quality Assurance department. If a
Customer Service representative is unable to resolve a complaint, the call is escalated to a



Customer Service Manager. That Manager will either resolve the complaint or forward
the complaint to our Consumer Affairs department. The Consumer Affairs department is
responsible for resolving all issues brought to their attention by the Customer Service
Manager and complaints filed through the utility. They are also responsible for any
informal or formal complaint filed through any regulatory bodies. Commerce Energy
will comply with PUCO and OCC guide lines when handling complaints filed through
their Consumer Services Division.

OUR PEOPLE

QOur 197 dedicated employees focus every day on providing the best retail energy
service to the Commerce Customers.



Commerce Energy, Inc. dba
Commerce Energy of Ohio, Inc.
Case No. 02-1828-GA-CRS

EXHIBIT B-3
SUMMARY OF EXPERIENCE

Commerce Energy is a publicly traded retail marketer of natural gas and
electricity licensed in 13 states and currently operating in nine states. In Ohio,
Commerce Energy solely serves the competitive gas market. Commerce Energy has
been a competitive retail energy supplier since 1997 when it was originaily founded
as Commonwealth Energy Corporation

In Ohio, Commerce Energy serves gas customers with competitive retail
natural gas service in the Columbia of Ohio (COH) and Dominion East Ohio (DEO)
service areas. It currently serves over 15,000 customers. Commerce Energy focuses
on residential and small commercial customers in each service area. Commerce
Energy serves two aggregators in Ohio, the Townships of Howland and Newton.

Commerce Energy provides consolidated billing in a bill ready format

through each utility, although it has its own billing system that it nses in other
jurisdictions and could use in OQhie if necessary.

08/14/2008 10469182



Commerce Energy, Inc. dba
Commerce Energy of Ohio, Inc.
Case No. 02-1828-GA-CRS

EXHIBIT B-4
DISCLOSURE OF LIABILITIES AND INVESTIGATIONS

Not Applicable.



Commerce Energy, Inc. dba
Commerce Energy of Ohio, Inc.
Case No. 02-1828-GA-CRS

EXHIBIT C-1
ANNUAL REPORTS

Attached are Commerce Energy Group, Inc.'s two most recent Form 10-Ks which are
issued by Commerce as the Annual Report to Shareholders.
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UNITED STATES SECURITIES AND EXCHANGE COMMISSION
Washington, D.C. 20549

Form 10-K
(Mark One)
o ANNUAL REPORT PURSUANT TO SECTION 13 OR 15(d) OF THE SECURITIES
EXCHANGE ACT OF 1934
For the fiscal year ended July 31, 2007
or
a TRANSITION REPORT PURSUANT TO SECTION 13 OR 15(d) OF THE

SECURITIES EXCHANGE ACT OF 1934
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Commission file number 001-32239
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and (2) has been subject to such filing requirements for at least the past 90 days: Yes® No D

Indicate by check mark if disclosure of delinquent filers pursuant to Item 405 of Regulation S-K (§ 229.405 of this Chapter) is not
contained herein, and will not be contained, to the best of registrant’s knowledge, in definitive proxy or mformation statements
incorporated by reference in Part 1 of this Form 10-K or any amendment to this Form 14-K. O

Indicate by check mark whether the registrant is a large accelerated filer, an accelerated filer, or a non-accelerated filer. See
definition of “accelerated filers and large accelerated filer” in Rule 12b-2 of the Exchange Act. (Check one):
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You should carefully consider the risk factors described below, as well as the other information included in this
Annual Report on Form 10-K prior to making a decision to invest in our securities. The risks and uncertaingics
described below are not the only ones facing our company. Additional risks and uncertainties not presently known
or that we currently believe to be less significant may also adversely affect us. Unless the context requires otherwise,
references to the “Company,” “Commerce,” “we,” “us,” and “our” refer specifically to Commerce Energy Group,
Inc. and its subsidiaries.

SPECIAL NOTE REGARDING FORWARD-LOOKING STATEMENTS

On one or more occasions, we may make statements regarding our assumptions, projections, expectations,
targets, intentions or beliefs about future events. All statements other than statements of historical facts included in
this Annual Report on Form 10-K relating to expectation of future financial performance, continued growth, changes
in economic conditions or capital markets and changes in customer usage patlems and preferences, are forward-
looking statements.

Words or phrases such as “anticipates,” “believes,” “estimates,” “expects,” “intends,” “plans,” “predicts,”
“projects,” “targets,” “will likely result,” “will continue,” “may,” “could” or similar expressions identify forward-
looking statements. Forward-looking statements involve risks and uncertainties which could cause actual results or
outcomes to differ materially from those expressed. We caution that while we make such statements in good faith
and we believe such statements are based on reasonable assumptions, including without limitation, management's
examination of historical operating trends, data contained in records and other data available from third parties, we
cannot assure you that our expectations will be realized.

In addition to the factors and other matters discussed i I[tem 1 A. Risk Factors in this Annual Report on Form 10-
K, some important factors that could cause actual results or outcomes for Commerce Energy Group, Inc. or our
subsidiaries to differ materially from those discussed in forward-looking statements include:

+ regulatory changes in the states in which we operate that could adversely affect our operations;

¢ fluctuations in the market price of energy resuliing from secasonal weather and other factors that adversely
impact the cost of our energy supplies and could prevent us from compeiitively servicing the demand
requirements of our customers;

 changes in the restructuring of retail markets which could prevent us from selling electricity and natural gas
on & competitive basis;

* our dependence upon a limited number of third-party suppliers of electricity and natural gas;

s our dependence upon a limited number of local electric and natural gas utilities to transmit and distribute the
electricity and natural pas we sell to our customers;

« decisions by electricity and natural gas utilities not to raise their rates to reflect higher market cost of
clectricity and natural gas, thereby adversely affecting our competitiveness;

* our ability to obtain and retain credit necessary to support both current operations and future growth and
profitability;

+ our ability to successfully integrate businesses we may acquire;
» our ability to successfully compete in new electricity and natural gas markets that we may enter, and;

» pur dependence upon independent system operators, regional transmission organizations, natural gas
transmission companies, and local distribution companies to properly coordinate and manage their
transmission grids and distribution networks and to accurately and timely calculate and allocate the cost of
services to market participants,

Any forward-looking statement speaks only as of the date on which such statement is made, and, except as
required by law, we undertake no obligation to update any forward-looking statement to reflect events or
circumstances after the date on which such statement is made or to reflect the occurrence of unanticipated events,
New factors emerge from time to time, and it is not possible for management to predict all such factors.



PARTI
Item 1. Business
Overview

Commerce Energy Group, Inc., or Commerce, is an independent energy marketer of retail electric power and
natural gas supply to residential, commercial, industrial and institutional customers. We also provide consuiting,
technology and transaction data management services (o energy-related businesses. Unless otherwise noted, as used
herein, the “Company,” “we,” “us,” and “our” means Commerce Energy Group, Inc. and its subsidiaries.

Commerce opetates through its two wholly-owned subsidiaries, Commerce Energy, Inc. and Skipping Stone Inc.
Commerce Energy, Inc., or Commerce Energy, formerly Commonwealth Energy Corporation and doing business as
“electricAmerica”, is licensed by the Federal Energy Regulatory Commission, or FERC, and by state regulatory
agencies as an unregulated retail marketer of natural gas and electricity. As of July 31, 2007, we provided natural
gas and electricity to approximatety 196,000 residential, commercial, industrial and institutional customers in ten
states. Skipping Ston¢ Inc., or Skipping Stone, provides energy-related consulting and information to utilities,
electricity generators, natural gas pipelines, wholesale energy merchants, energy technology providers and financial
institutions.

Commerce’s predecessor, Commonwealth Energy Corporation, or Commonwealth, was formed in California in
August 1997. On July 6, 2004, Commonwealth reorganized into a holding company structure, whercby
Commaonwealth became a wholly-owned subsidiary of Commerce.

Commerce was incorporated in the State of Delaware on December 18, 2003. Our executive offices are located
at 600 Anton Boulevard, Suite 2000, Costa Mesa, California 92626 and our telephone number is (714) 259-2500.
Qur fiscal year ends July 31.

Industry Background
Electricity

In order to increase consumers’ competitive options beginning in 1992, the U.S. electric utility industry began a
process of deregulation, which primarily served to unbundle generation, transmission, distribution and ancillary
services into separate components of a ufility’s service. As in other industries that have been deregulated,
competition in the electric service industry was intended to provide consumers with a choice of multiple suppliers
and was expected to promote product differentiation, lower costs and delivery of enhanced services. To obtain these
benefits, customers in deregulated utility markets would be able to choose to swilch their electric supply service
from their local utility to an alternative supplier.

In 1996, some sfates, and some of the utilities within those states, proceeded to allow their end-use customers
direct access to marketers, enabling them to purchase their electricity commodity from entities other than the local
utilities in competitive retail markets. These proceedings created new market participants of which Commerce
Energy is one. They are known in California as Electricity Service Providers, or ESPs, and in other states by this or
similar terms. Presently, approximately one-half of the states in the United States have either enacted enabling
legislation or issued regulatery orders to proceed with such retail direct access.

The electricity distribution infrastructure in place prior to dercgulation remains largely unchanged, with the
primary difference being that parties other than the local utility can utilize the delivery infrastructure by paying
usage fees. ESPs use this established electricity network for the delivery of energy to their customers.

Electricity is a real-time commodity and cannot be stored. As soon as it is produced, it must be simultaneously
delivered into the grid to meet the demand of end users. Most electricity grids and wholesale market clearing
activities are managed by third party entities known as Independent System Operators or ISOs, or Regional
Transmission Organizations or RTOs. The 180 or RTO is responsible for system reliability and ensures that physical
electricity transactions between market participants are managed in such a way as to assure that proper electricity
reserve margins are in place, grid capacity is maintained and supply and demand are balanced.



To maintain profitability, we must effectively manage or shape our purchased electricity supply to the real-time
demand or load of our customers. These load-shaping activities, required by the hourly variability in the electricity
usage patterns of our customers compared fo the fixed hourly volume purchased from our suppliers, results in our
holding of long or short energy positions. A long position occurs when we have committed to purchase more
electricity than our customers need, and a short position occurs when our customers’ usage exceeds the amount of
eleciricity we have committed to purchase. In both situations, we utilize the wholesale electricity spot market and
1SO clearing markets to balance our long or short energy positions, selling supply when in a long position and
buying when in a short position. It is not possible to be completely balanced on every delivery hour; therefore we
always have some exposure to price volatility in the wholesale market for electric power.

Purchases and sales in the wholesale market are regulated by FERC, to whom we report regularly. Weather,
generation capacity, transmission, distribution and other market and regulatory issues also are significant factors in
determining our wholesale procurement and sales strategies in each of the markets we serve.

FERC has deregulated the wholesale electricity market by allowing power marketers and utilities who do not
have market controlling power, to sell wholesale eleciric power at market rates (i e., whatever rate the buyer and
seller agree upon), as opposed to requiring that prices be cost-based (i.e., based on the supplier’s cost of the
electricity).

FERC has further encouraged competition in the wholesale bulk power markets by promulgating open access
transmission rules in 1996, which have led to the increasing commoditization of electricity markets. FERC's open
access transmission rules require transmission providers under its jurisdiction to allow eligible customers access to
their transmission systems at cost-based rates. This has enabled purchasers of wholesale power 10 access a larger
number of potential suppliers, thereby enhancing competition.

FERC has continued to promote increased competition in RTOs which have ultimate control over the bulk
transmission system in a particular geographic area. Wholesale electricity or bulk power, once purchased and sold
almost exclusively between traditional wtilities under bilateral arrangements, is now traded by many different market
participants on organized markets, including hourly, daily and monthly spot markets, power exchanges and financial
markets, such as futures and options markets. Competitive markets now exist in many regions of the couniry for
energy, automatic generation conirol, spinning reserves, other categories of ancillary services and capacity.
Organizations such as the New York Mercantile Exchange, or NYMEX, and the Intercontinental Exchange, or ICE,
offer trading opportunities in electricity futures and options at various locations across the country. The price of
electricity is largely set by these competitive markets. Recently, the growth and evolution of wholesale electricity
markets has been accelerated with the formation of RTOs. These RTOs are developing organized market structures
for the purpose of providing more efficient and competitive wholesale marketplaces for the benefit of consumers in
the regions in which they operate.

Retail electric marketers procure power supplies for delivery to end-use customers from a variety of wholesale
power producers or merchant generation companies, either through term supply contracts or on a spot basis. In
addition, short-term daily or hourly supply requirements can be purchased or sckd through the balancing markets
operated by the 150 or RTO. The physical distribution of electricity to retail customers remains the responsibility of
the local utility, which collects fees for its services. Most states also allow the utility to provide additional services,
such as reading meters, generating customer bills, collecting bills and taking requests for service changes or
problems, while in other states the utility is not allowed to, or chooses not to, perforn these services.

Natural Gas

The natural gas industry, government regulated since 1938, began a process of deregulation in the early 1980s
leading to a dynamic industry with a highly competitive market place and a commeodity that is widely traded in the
daily and futures markets. The market price of natural gas is quoted at various locations or regional hubs around the
country. These regional hubs are usually priced at a differential to the largest centralized point for natural gas spot
and futures trading in the United States known as the Henry Hub, located in Louisiana, and used by the NYMEX as
the contractual point of delivery for its natural gas futures contracts. There are over 70 major market hubs, or
intersections of various pipeline systems, where natural gas transactions occur. In addition, purchases and sales are



made at thousands of gas processing plants where gas enters the national grid, city gate interconnections where gas
leaves the national grid, and industrial and electric generator direct connections with large pipelines making up the
national grid. Thousands of contracts are bought and sold daily at the market centers. These market centers have
various degrees of liquidity in both the cash and forward markets. Prices may vary widely from hub to hub,
reflecting regional market conditions. Additionally, thousands of transactions occur at non-market hub
interconnections and often these transactions are based upon or priced relative to the major market hub or hubs in
their vicinity.

Although transactional prices of natural gas are determined by market forces, the cost of transporiation of natural
gas from the outlet of gathering systems and processing plants to the “city gate” interconnection with local gas
distributors is performed by regulated pipelines which essentially act as common carriers. Any market participant
desiring transportation services from such pipelines must be offered such services on an equal basis with other
market participants. Transportation from the city gate to the bumer tip, 8 common term for where a consumer uses
the gas, is performed by regulated local utilities. Unlike the interstate natural gas pipelines that act as common
carriers, the local gas distribution companigs are a mixture of common carrier, selective carrier, and non-carrier
systems. Only common carrier and some selective carrier systems can be accessed to serve retail residential and
commercial/industrial customers,

Retail natural gas providers for the most part procure natural gas supplies for delivery to end-use customers from
a variety of wholesale natural gas suppliers, mostly at a relevant market hub, either through term supply contracts or
on a spot basis. The physical distribution of natural gas to retail customers remains the responsibility of the local
natural gas utility, which collects a fee for the use of its distribution system.

Core Products and Services

Our core business is the retail sale of ¢lectricity and natural gas to end-use customers. We also provide
professional consulting and technology services to utilities, electricity generators, wholesale energy merchants,
financial institutions and energy technology companies.

Commerce Energy, Inc.

We sell electricity and natural gas service to customers under both month-to-month and longer-term service
contracis. The difference between the sales price of energy delivered to our customers and the related cost of our
energy supplies, transmission costs, distribution costs and ancillary services costs provides our gross profit margin,
The electricity and natural gas we sell is generally metered and delivered to our customers by the local utilities. The
local utilities also provide billing and collection services for many of our customers on our behalf.

We buy electricity and natural gas in the whelesale market in time-specific, bulk or block quantities usually at
fixed prices. With respect to electricity markets, we balance the differences between the actual sales demand or
usage of our customers and our bulk or block purchases by buying and selling any shortfall or excess in the spot
market. 1SOs and RTOs perforin real-time load balancing for each of the electric grids in which we operate.
Similarly, with respect to natural gas markets, supply and demand balancing is performed by Commerce Energy in
connection with agreements with the local distribution company or LDC utilities or by the LDCs themselves on
behalf of Commerce Energy, for each of the natural gas markets in which we operate. We are charged or credited by
the ISOs and LDCs for balancing the electricity and natural gas purchased and sold to our customers.

Skipping Stone Inc.

Skipping Stone offers a number of related professienal consulting services and technologies to energy companies
such as utilities, electricity generators, natural gas pipelines, wholesale energy merchants, energy technology
providers and investment banks. Skipping Stone is focused on assisting clients with business process improvements,
market research, training, Sarbanes-Oxley process level implementations, systems design and selection, and
strategic and tactical planning for new market or merger activities. Additionally, Skipping Stone provides natural
gas pipeline information to market participants and govermment customers through its technology center using its
capacitycenter.com website,


http://capacitycenter.com

Our Customers and Markeis

As of Juty 31, 2007, we were delivering electricity and natural gas supply to customers in 10 states and 22 LDC
markets. We periodically review and evaluate the profitability of our operations in each of these markets and the
advantages to us of entering other potential LDC markets that are open for direct access sales to end-use customers.
The review of entrance in a new market area would include exploring opportunities to acquire existing portfolios of
customers from current suppliers in targeted markets.

We operaie in one reportable business segment, energy retailing, in one geographic arca, the United States, Our
customer base consists of residential, commercial, industrial and institutional customers. Our business is not
dependent upon any one customer or a few major customers and, during fiscal 2007, no one customer accounted for
more than 10% of our net revenues. In addition to expansion of our core products and services into new deregulated
markets and targeted customer classes, we are working to broaden the scope of our energy-related products and
services to include energy efficiency offerings and additional outsourced services.

As of July 31, 2007, we served approximately 196,000 eiectricity and natural gas customers. Although a number
of our customers, particularly in our commerciat and industrial sales segment, have more than one account, we
determine and report our customer count with each customer defined as an individual customer account, We served
electricity customers in 12 LDC markets within six states: California, Pennsylvania, Michigan, Maryland, New
Jersey and Texas and natural gas customers in 13 LDC markets within seven states: California, Florida, Georgia,
Maryland, Nevada, Ohio and Pennsylvania.

Sales of electricity and natural gas comprised 64% and 34%, respectively, of total net revenues during fiscal
2007; 74% and 25%, respectively, during fiscal 2006; and 89% and 10%, respectively during fiscal 2005,

Skipping Stone is engaged by over 50 clients under master agreements, with up to a dozen active engagements in
any given month. Approximately 1%-2% of total net revenues in fiscal 2005 through 2007 have been attributable to
Skipping Stone.

Stratepy

Commerce Energy’s profitability depends on our ability to achieve sufficient customer scale in order to create a
profitable operating cost structure. To achieve this scale, we intend to substantially grow our customer base in
matkets that offer adequate gross margins, shed customers which may no longer be served economically, evaluate
and align our market presence to achieve optimum returns on investments and seek out acquisition opportunities that
will advance our growth goals, Growth plans include:

+ Substantially growing our customer base in energy markets that have rate structures, market rules, consumer
demographics, energy consumption patterns, access to favorable energy supply and risk management profiles
that allow us o economically serve the market.

» Establishing a market position for the Commerce Energy brand that is differentiated from competitors,
relevant to customers and other key stakeholders and executable by the Company.,

* Within our mass market division, continuing to develop a robust sales channel mix including outbound and
inbound telesales, online sales and enrollment, affinity alliances, direct mail and advertising, as well as
various indirect sales partnerships, including network marketing, door-fo-door solicitations, independent
agents and online affiliates,

+ Establishing strategic supplier relationships that will enable us to offer a broad range of innovative service
plans, pricing flexibility and competitive rates.

+ Offering additional products and services to our customers designed to help consumers use energy more
efficiently and to otherwise bring better control of their energy costs.

* Pursuing community aggregation programs that ¢nable us to enroll larger numbers of consumers more
economically than through traditional one-by-one marketing efforts.



+ Continuing to develop our Commercial & Industrial or C&I division in its pursuit of small- and medium-size
commercial consumers, particularly those with multiple-location (multi-state) requirements.

Sales and Marketing

Commerce Energy markets electricity and natural gas utilizing contract terms based either on fixed or variable
rates. The majority of our fixed-rate contracts are for a duration of 12 to 24 months, with occasional shorter-term
offerings based on market conditions and customer preferences. Our monthly variable rate contracts are cancellable
after 30 days’ notice, allowing customer flexibility with respect to a longer term price or supplier commitment.
During fiscal 2007, approximately 85% of our new customer sales contracts were under fixed-rate contract terms.
As expected, following unprecedented increases in the wholesale cost of energy and significant volatility of market
prices during the second half of calendar 2006, customers were more inclined to lock in certainty in the cost of their
energy. As the wholesale market price of energy declines, we believe customers may increasingly move toward our
monthly variable-rate contracts, thus allowing them to take advantage of decreasing market prices.

A variety of approaches are utilized in acquiring customers, including a professional sales force calling on C&l
end-users and various mass market sales channels in pursuit of residential and smail businesses. Historically, a
majority of cur customers have been acquired through telesales and network marketing. More recently, door-to-door
sales have been added as well as targeted broadcast advertising, direct mail and on-line affiliates.

Service after the sale is a critical parl of our success. During fiscal 2007, high levels of customer growth resulted
in hiring and training new staff members, as well as improving technalogy platforms to expedite the processing of
new customer accounts, to ensure timely and accurate billing and to provide one-call resolution to customer
inquiries.

Our sales efforts are divided into two divisions: C&I, representing sales to medium-sized and larger commercial
accounts, and Mass Market, comprised of residential customers and small businesses.

Commercial & Industrial

The C&I segment comprises electricity and natural gas sales to small and medium-size commercial consumers,
municipal and government entities. These sales primarily consist of structured products and negotiated contracts
developed to meet the budgetary needs and risk tolcrance of an individual customer. The typical C&I customer
possesses a high level of understandiing of the energy business and current market conditions. Competition for these
types of customers is robust, with several established competitors in each geographic market. C&I sales involve a
longer sales cycle, higher energy usage and lower per unit margins than the typical mass market customer.

Commerce Energy has established itself as a preferred provider of customers with multi-location, multi-state
requirements. Leveraging our information systems and operational capabilities, we are able to attract and retain
customers such as retail chains, hotel/'motel chains, food service chains and school districts, in addition to small- and
medium-sized, single-location commercial consumers. Although other indirect sales channels are utilized, we make
sales to this customer segment largely through the establishment of direct customer relationship by experienced
account exccutives.

Mass Market

Sales to mass market customers are comprised of pre-defined service plans developed on the usage patterns of a
typical small business or residential consumer. Historically, telesales and network marketing were utilized almost
exclusively for the acquisition of customers in the mass market. In order to significantly increase our sales in this
customer segment, w¢ began utilizing a number of other sales channels for the acquisition of mass market
customers, during fiscal 2007, including third-party door-to-door commissioned salespersens, online shopping sites,
direct mail and targeted print and broadcast advertising.



Energy Supply

We do not own electricity generation assets or natural gas producing properties, All of the electricity and natural
gas we sell to our customers is purchased in the wholesale market from third-party suppliers in time-specific block
quantities under short-term and long-term contracts, usually at fixed prices. Although we have open lines of credit
with suppliers, contractual purchase terms with suppliers often require additional collateral to support our energy
purchases. We utilize our available cash and letters of credit issued under our bank credit facility to meet any
collateral requirements of our energy suppliers.

With respect to electricity markets, we balance the differences between the actual sales demand or usage of our
customers and our bulk or block purchases by buying and selling any shortfall or excess in the spot market. 1SOs
and RTOs perform real-time load balancing for each of the electric grids in which we operate. Similarly, with
respect to the natural gas market, supply and demand balancing is performed by Commerce Energy in connection
with agreements with the LDC wtilities or by the LDC themselves on behalf of Commerce Energy, for each of the
natural gas markets in which we operate. We are charged or credited by the ISOs and LDCs for balancing of our
electricity and natural gas purchased and sold for our account, and we are subject to costs or fees charged by the
[SOs or LDCs for these electricity and natural gas balancing activities related to our account.

Wholesale electricity and natural gas are readily available from various third party suppliers in our markets,
. except for the state of Michigan, where all of our eleciricity is purchased from one supplier. In fiscal 2007, two
electricity suppliers each accounted for 10% of our direct energy costs and one gas supplier accounted for 25% of
our direct energy costs, and their relationships are not secured by long-term contracts. Based upon current
information from our suppliers, we do not anticipate any shortage of supply. However, in the event of a supply
shortage, there can be no assurance that we would be able ta timely secure an alternative supply of clectricity or
natural gas at prices comparable to our curreat condracts, and the failure to replace a supplier in a timely manner at
comparable prices could materially harm our operations.

We employ risk management policies and procedures to control and monitor the risks associated with volatile
commodity markets and to assure a balanced energy-sales-and-supply partfalio within defined risk tolerances.

Competition
Commerce Energy, Inc.

In markets that are open to competitive choice of retail energy suppliers, there are generally three types of
competitors: the incumbent utilisies, utility-affiliated retail marketers and small to mid-size independent retail energy
companies, such as Commerce Energy. Competition is based primarily on price, product offerings and customer
service. '

The competitive landscape differs in each utility service area, and within each targeted customer segment. For
residential and small commercial customers in most service territories, the primary competitive challenges come
from the incumbent utility and affiliated utility marketing companies. For the medium-sized commercial customer,
competitive challenges come from the utility and its affiliated marketing company, as well as other independents.
However, this segment is still the least targeted segment among our competition due to the difficulty in balancing
cost of acquisition and margin objectives. The large commercial, institutional and industrial segments are very
competitive in most markets with nearly all customers having already swiiched away from the utility to an alternate
provider. National affiliated utility marketers, energy producers and other independent retail energy companies often
compete for customers in this segment.

The incumbent regulated utilities and the nationally-branded utility affiliates typically benefit from the
economies of scale derived from the strength of substantial asset-based balance sheets, and vertically integrated
busingcss models that combine production, transmission and distribution assets. For incumbent utilities these
advantages are often offset by the lack of flexibility to offer multiple product choices to their customers, while the
nationally- branded affiliates often struggie with long-ierm focus and cultural adaptation to a non-regulated market
environment.



Increasing our market share depends on our ability to convince customers to swiich to our service. The local
utilities have the advantage of long-standing relationships with their customers, and they have longer operating
histories, greater financial and other resources and greater name recognition in their markets than we do. In addition,
local utilities have been subject to many years of regulatory oversight and thus have a significant amount of
experience regarding the policy preferences of their regulators, as well as a critical economic interest in the outcome
of proceedings concerning their revenues and terms and conditions of service. Local utilities may seek to decrease
their tariff retail rates to limit or to preclude the opportunities for competitive energy suppliers and may seek to
establish rates, terms and conditions to the disadvantage of competitive energy suppliers. There is an emerging trend
among some local utilities to exit the merchant function and actively encourage customers to change their energy
supply service. This is sometimes encouraged by the framework for deregulation within which the local utility
operates.

Among the retail marketers and wholesale merchants, competition is most intense for the larger volume
commercial and indusirial accounts. Qur primary target customer segments are small to medium commercial
customers. We expect that the combination of our existing residential customer base and our continued growth will
enhance our ability to successfully compete for larger commercial and institutional customers.

Most customers who switch away from the local utility do so for economic benefit. Once switched, customer
retention is based on continwing competitive pricing, reliability of supply and customer service.

Some of our competitors, including local utilities, have formed alliances and joint ventures in order to compete in
the restructured retail electricity and natural gas industries. Many customers of these local utilities may decide to
stay with their long-time energy provider if they have been satisfied with their service in the past. Therefore, it may
be difficult for us to compete against local utilities and their affiliates.

We also may face competition from other nationally-branded providers of consumer products and services. Some
of these competitors or potential competitors may be larger and better capitalized than we are.

Skipping Stone Inc.

We face competition in selling consulting and outsourced services from a large variety of companies. These
competitors may be engaged in the energy business, as we are, or may be national and international management
and information technology firms.

Seasonality

Our sales volumes and revenues are subject to fluctuations during the year due primarily to the impact of
seasonal weather factors on customer energy demand and the related market prices of electricity and natural gas.
Electricity sates valumes are historically higher in the summer months for cooling purposes, followed by the winter
months for heating and lighting purposes. Natural gas sales volumes are higher in the winter heating season, with the
lowest demand occurring during the summer.

Governmental Regulation

In states that have adopted dereguiation, state Public Utility Commissions or PUCs, Public Service Commissions
or PSCs, or equivalent bodies, have authority to license, certify and regulate certain activities of eleciric and natural
gas retailers. Commerce Energy is subject to regulation by the Commissions in each state in which we sell electricity
and natural gas. As of July 31, 2007, we were licensed or certified by the applicable Commissions in 11 states.
These licenses and certificates permit us to sell electricity and natural gas to commercial, industrial, institutional and
residential customers. The requirements for licensing and the level of regulation vary from state to state.

We congider each uiility service territory within which we operate to be a distinct market due to the unique
characteristics of each. A discussion of regulations for cur market service areas follows.



State Regulations

Wholesale market rules are ¢xpected to change over the next several years as RTOs continue in their efforts
through a variety of FERC-filed or state Commission rules and procedures to relieve congested transmission
systems, encourage expansion of transmission networks and attempt to enhance competition in the bulk power
markets. These changes will likely impact our retail electricity business in several RTOs in which we operate,
specifically: Pennsylvania — New Jersey — Maryland or PJM Interconnection, referred to as the PJM Market,
Electric Reliability Council of Texas, referred to as ERCOT, and the California Independent System Operator or
CAISO. These proposed changes could increasc transmission charges in the form of congestion pricing to relieve
congestion at certain delivery or interconnection peints on a transmission system (nodal pricing and related
measures) and through higher transmission capacity charges permitted by FERC to stimulate more investment in
new transmission lines and facilities. While these changes will likely increase transmission charges, at least in the
short run, they may lead to a more efficient and expanded transmission system within these RTOs that can
accommodate more transactions, and help the Company to access more customers at the wholesale and retail level,
There is no way to impute an exact effect through a cost/benefit analysis because there are many variables, and
RTOs may be permiited different ways to achieve the same objective of enhancing competition in the bulk power,
wholesale markets.

Electricity

Californig. In 1996, California Assembly Bill 1890 codified the restructuring of the California electric industry
and provided for the right of Direct Access. Direct Access allowed electricity customers to buy theit power from a
supplier other than the electric distribution utilities beginning January 1, 1998. On April 1, 1998, we began
supplying customers in California with electricity as an ESP. On September 20, 2001, the California Public Utilities
Commission or CPUC, issued a ruling suspending electricity Direct Access. This ruling permits ESPs to keep their
current customers and to solicit Direct Access customers served by other ESPs; however, it prohibits us from
signing up new non-Direct Access customers in California, for an undetermined period of time. The amount of
statewide load on Direct Access service has declined to approximately 109,

On May 24, 2007, the CPUC voted 4-1 to begin a new proceeding — Order Instituting Rulemaking or OIR,
which will examine, among other things, the legal authority of the CPUC to reopen the retail electric market
unilaterally, (without further legislation), the public policy benefits of lifting the Direct Access suspension, and the
retail rules governing a reconstituted Direct Access market. It is anticipated the OIR will be completed in the second
half of 2008, and that as a result, the Direct Access market may reopen in 2009, unless legislation is introduced to
prevent such a result.

Under legislative mandate, the CPUC is tmplementing the state’s Resource Adequacy Requirement or RAR. In
September 2005, California Assembly Bill 380, covering electrical restructuring and resource adequacy was passed
into law. This bill requires the CPUC, in consultation with the ISO, to establish RARs for all Load-Serving Entities
or LSEs. The bill requires each LSE to secure generating capacity adequate to meet its load requirements, including
but not limited to, peak demand and planning and operating reserves, deliverable to locations and at times as may be
necessary to provide reliable electric service. The CPUC issued its Final Decision on system RARs on October 27,
2005, The Final Decision requires LSEs, including Investor-Owned Electric Utilities or 10Us, or ESPs, and
Community Choice Aggregators or CCAs, to have capacity to serve their retail customers’ forecasted loads and a
15-17% reserve margin beginning in June 2006. On June 29, 2006, the CPUC issued its decision on local RARs, for
which requirements are established annually under CPUC aliocation principles. The CPUC adopted a penalty of $40
per kW-year on the amount a LSE is deficient in meeting the annual requirements, in addition to backstop
procurement costs. As a LSE, Commerce Energy is subject to the RARs and its provisions, including penalties for
non-¢compliance. The ability of Commerce Energy to recover costs associated with RAR from its customers wiil be
suibject to market pricing and competitive forces.

On September 26, 2006, California Senate Bill 107 was signed into law. The bill amends the existing law
concerning renewable portfolio standards or RPS, for LSEs in the state. The bill accelerates the procurement targets
such that 20% of retail sales are procured from eligible renewable energy resources no later than December 31,
2010. The former law required 20% by 2017. Rules to implement California’s RPS, including development of a
renewable energy certificate market and flexible compliance measures, continue to evolve. As such, the associated
costs to Commerce Energy or its customers are not fully known.



On September 27, 2006, California Assembly Bill 32, “The California Global Warming Solutions Act of 2006,
was signed into law. AB 32 sets in statute mechanisms to reduce greenhouse gas or GHG. emissions to 1990 levels,
by the year 2020. Carbon dioxide or CO, makes up about 83% of California’s GHG emissions, largely from fossil
fuel combustion. Transportation is responsible for 42% of CO, emissions and electric power emits 19.6% of CO,
emissions, The impact of this bill is not yet known. The regulatory agencies continue to debate whether the GHG
reporting responsibilities and reduction requirements should be imposed as either a “first seller” or “load based”
method. “First seller” method covers the generating plants responsible for GHG emissions. A “load based™ method
would pose a regulatory burden on us, and perhaps a cost increase to our retail customers.

CAISO is expected to implement a nodal market design on April 1, 2008, known as Market Redesign and
Technology Upgrade or MRTU. The design provides better market efficiencies, in terms of congestion management
and market price signals. However, the design poses systems complexity, higher transaction volumes, and requires
greater hedging sophistication for market participants such as Commerce Energy. Additionally, MRTU may pose
higher credit requirements because of congestion revenue rights being allocated to, and auctioned among, load-
serving entities such as Commerce Energy. We are taking prudent steps to prepare for MRTU. We have engaged
third-party project management and information technology services to guide this effort and convert our transaction
systems.

California Refund Proceeding

In 2001, FERC ordered an evidentiary hearing (Docket No. EL00-95) to determine the amount of refunds due to
California energy buyers for purchases made in the spot markets operated by the CAISO and the California Power
Exchange or CPX, during the period October 2, 2000 through June 20, 2001, or the Refund Period. Among other
holdings in the case, FERC determined that the Automated Power Exchange or the APX, and its market participants
could be responsible for, or entitled to, refunds for transactions completed in the CAISO and the CPX spot markets
through APX. FERC has not issued a final order determining “who owes how much to whom” in the California
Refund Proceeding, and it is not clear when such an order will be issued. As discussed above, APX and its market
participanis have entered into a settlement that resolves how refunds owed to APX will be allocated among its
market participants.

In the course of the California Refund Proceeding, FERC has issued dozens of orders. Most have been taken up
on appeal before the United States Court of Appeals for the Ninth Circuit or the Ninth Circuit, which has issued
opinions on some issues in the last several years. These cases are described below in the section as the California
Litigation.

California Litigation. Lockyer v. FERC. On September 9, 2004, the Ninth Circuit issued a decision on the
California Attorney General’s challenge to the validity of FERC’s market-based rate system. This case was
originally presented to FERC upon complaint that the adoption and implementation of market based rate authority
was flawed. FERC dismissed the complaint afier sellers refiled reports of sales in the CAISO and the CPX spot
markets and bilateral sales to Califomia Department of Water Resources during 2000 and 2001. The Ninth Circuit
upheld FERC’s authority to authorize sales of eleciric energy at market-based rates, but found that the requirement
that sales at market-based rates be reported quarterly to FERC for individual transactions is integral to a market-
based rate regime. The State of California, among others, has publicly interpreted the decision as providing authority
to FERC to order refunds for different time frames and based on different rationales than are currently pending in
the California Refund Proceedings, discussed above in *Califomia Refund Proceeding.” The decision remands to
FERC the question of whether, and in what circumstances, to impose refunds or other remedies for any alleged
failure to report sales transactions to FERC, On December 28, 2006, several energy sellers filed a petition for a writ
of certiorari to the U.S. Supreme Court. The U.S. Supreme Court denied the petition. We cannot predict the scope or
nature of, or ultimate resolution of this case.

CPUCv. FERC. On August2, 2006, after reviewing certain FERC decisions in the California Refund
Proceedings, the Ninth Circuit decided that FERC erred in excluding potential relief for alleged tariff violations
related to transactions in the CAISO and the CPX markets for periods that pre-dated October 2, 2000 and
additionally ruled that FERC should consider remedies for certain bilateral transactions with the California
Department of Water Resources previously considered outside the scope of the proceedings. The decision may
expose Commerce to claims or liabilities for transactions outside the previously defined “refund period.” At this
time, the ultimate financial outcome for Commerce is unclear.
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To allow parties the opportunity to consider ways to seitle disputes, the Ninth Circuit extended the deadline for
secking rehearing of the CPUC and Lockyer decisions to November 16, 2007 and delayed issuing the arder
remanding the CPUC and Lockyer cases back to FERC. We are studying the court’s decision, but are unable to
predict either the outcome of the proceedings or the ultimate financial effect to us.

Pennsylvania. In 1996, the Electricity Generation Customer Choice and Competition Act was passed. The law
allowed electric consumers to choose among competitive power suppliers beginning with one-third of the State’s
consumers by January 1999, two-thirds by January 2000, and all consumers by January 2001. Commerce Energy
began serving customers in Pennsylvania in 1999,

Current utility default rates are capped until 2010 as a result of the restructuring related to the Electric Choice
Law. As power prices rise significantly, it has become clear that the utilify price cap is not realistic or representative
of true market power costs. Squeezed between a capped utility rate, high wholesale electricity costs and the high
cost of servicing customers in Pennsylvania due to the market rules and market structure, many companies,
including Commerce Energy, have reduced the number of customers they serve in the state. The Pennsylvania
Office of Consumer Advocate is circulating a pricing analysis in an attempt to show that post-rate-cap rate increases
will be severe. This action is an attempt to suppoit its position that the Electric Choice Law needs to be modified to
climinate the “prevailing market prices” standard and replace it with a “lowest reasonable cost™ standard, in addition
to ather anti-competitive proposals that it is supporting.

There are no current rate cases or filings at the Pennsylvania PUC which would impact the Company’s financial
results.

PJM. PIM, the regional transmission organization, comprising the wholesale transmission system for our retail
customers served in Pennsylvania, New Jersey and Maryiand, implemented a new Capacity Market design effective
June 1, 2007. Known as the Reliability Pricing Model or RPM, this design auctioned generating capacity between
sellers and buyers. However, unlike the previous Capacity Market design, RPM divided the PJM system into three
geographic zones, and awarded a singie-clearing price for each zone and for each year of three years forward.
Capacity prices under RPM were significantly higher than seen previously. As a capacity buyer on PJM, this new
design made it difficult for us to remain competitive with defauit or bundled service offerings by the incumbent
utility in certain retail markets such as Baltimore Gas & Electric or BGE.

Michigan. The Michigan state legislature passed two acts, the Customer Choice Act and Electricity Reliability
Act, signed into law on June 3, 2000. Open Access, or Choice, became available to all consumers of Michigan
eleciric distribution utilities, beginning January 1, 2002. We began marketing in Michigan’s Detroit Edison service
territory in September 2002.

On February 4, 2005, Detroit Edison filed an application to unbundle and realign its electric rates. The
application proposed the unbundling of Detroit Edison’s ¢xisting rate classes into their cost components attributable
to the genmeration, including transmission, and distribution functions and the phasing out of rate class imbalances
relative to cost of service, Detroit Edison explained that its application would allow the utility to unbundle its
residential, commercial and industrial retail electric rate schedules into their separate components based on 2004
fully aliocated embedded costs.

On December 22, 2005, the Michigan Public Service Commission or the MPSC approved Detroit Edison’s
filing. The MPSC directed that distribution charges for choice and bundled customers should be brought into parity
through aligning their rates, effective February 2006, This order resulted in a rate reduction for bundled commercial
and industrial customers. This order had a major impact on Choice customers because the MPSC allowed the utility
to shift costs earlier associated with energy charges to the distribution portion of the customer bill. As a resuit,
Choice customers saw an increase in their distribution charges, which ultimately resulted in a “total bill” increase.

New efficient meter rules and a removal of Detroit Edison’s stranded cost charge in combination with a higher

power cost recovery surcharge is closing the gap between the utility’s rate and the rate offered by suppliers.
However, competition has been effectively halted in Michigan due to the design of Detroit Edison’s rate.
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On April 19, 2007, a package of three pro-competitive bills was introduced in the state Senate. One of those bills
was also introduced in the state House of Representatives. These bills are supported by members of the Customer
Chaice Coalition, an umbrella group of residential, commercial and industrial customers as well as alternate electric
suppliers and independent generators. These bills take Michigan’s laws toward allowing choice and competition in
the electric system and open the door to additional movement toward a free market in a deliberate manner.

Maryiand In 1999, the Maryland General Assembly passed the Electric Choice and Competition Act. Part of
this Act required that all customers receive a rate reduction, followed by a rate freeze. The rate reduction of 6.5% for
BGE customers was based on the last BGE rate case in 1993. The rate freeze in the BGE service territory expired on
July 1, 2006. The market price obtained through the standard offer service competitive auction process in the BGE
service territory increased 72%. This increase paved the way for Commerce Energy to start offering products to all
classes of customers at rates that are market based and highly competitive to BGE’s standard offer service rate.
Commerce Energy was licensed by the Maryland PSC on July 7, 2004,

In an attempt to mitigate the impact of the BGE rate increase, the Marvland General Assembly in special session
in June, 2006 passed Senate Bill One which among other things limited the BGE rate increase to 15% for the period
Tuly 1, 2006 through May 31, 2007; however, that limit was imposed as a credit to the utility’s transportation fees
and did not affect the commodity price increase.

In the closing hours of the 2007 session, the Maryland General Assembly passed SB 400. The bill instructs the
PSC te conduct investigatory and evidentiary proceedings including the use of outside experts and consultants to
reevaluate the general regulatory structure, agreements, orders and other prior actions of the PSC under the Electric
Customer Choice and Competition Act of 1999, including the determination of, and allowances for, stranded costs.
The PSC is required to file an interim report on or before December 1, 2007 to the governor and a final report to the
General Assembly on or before December 1, 2008.

New Jersey. Deregulation activities began in New Jersey in November 1999 when the Board of Public Utilities
or the BPU, approved the implementation plan. Commerce Energy began marketing in New Jersey in the Public
Service Gas & Electric Company or PSE&G, service territory in December 2003.

Since 2002, the four New Jersey Eleciric Distribution Companies including PSE&G have procured electric
supply to serve their Basic Generation Service or BGS, customers through a statewide auction process held each
year in February. BGS customers are customers who are not served by a third party supplier or competitive retailer.
The utility uses a rolling procurement structure whereby each year one-third of the load is procured for a three-year
period. A portion of the load that was bid on three years ago will come up for re-bidding in 2007. We anticipate that
this will cause the auction rate to increase and create a BGS rate that is closer to the current market price.

The New Jersey Board of Public Service has proposed revisions to its energy competition standards. The rules
will be applicable to electric power suppliers, gas suppliers, BGS providers and basic gas supply service or BGSS
providers, electric public utilities, gas public utilities, aggregators, energy agents, energy public utilities and public
utility holding companies.

The proposed rule changes include anti-slamming provisions, affiliate relations, licensing and registration,
government aggregation programs and retail choice consumer protection changes. We believe that we are in
compliance with these pending rule changes and see no material impact to our operations.

Texas The Texas deregulation law, or SB7, was enacted in 1999, enabling the Texas electric market to open for
retail competition and customer choice on January 1, 2002, On that date Texas consumers could choose their Retail
Electric Provider or REP. Commerce Energy began serving electric customers in the Oncor (formerly TXU Electric
Delivery) and CenterPoint service territories of ERCOT. On May 16, 2005, we expanded further into the Texas
service territories of American Electric Power or AEP, and Texas New Mexico Power or TNMP. On January 1,
2007, the default service known as “Price to Beat” expired under SB7, resulting in full price competition between
retaiters affiliated with the incumbent utility and non-affiliated retailers. Approximately 55% of retail load,
approximately 43% in the residential class alone, has switched to non-affiliated retail electric providers, such as
Commerce Energy.
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Wholesale costs for congestion management, system reliability, and balancing energy on the ERCOT grid may
increase to an unknown extent for market participants, such as Commerce Energy. Specifically, cost responsibility
and allocation for replacement reserve service, an ancillary service for ERCOT grid operations, continues under
policy review in ERCOT’s stakeholder process, along with a proposal to implement “administrative pricing” as an
adder to the balancing energy market price under certain emergency conditions. Whether these costs will be directly
assigned to certain market participants, or “uplified” to all market participants based on a load-ratio share, is
unknown and continues under policy development. Our ability to recover these charges from our retail customers is
subject to market pricing and competitive forces.

ERCOT is expected to shift its current operation of the wholesale transmission system from zonal to nodal
design in December 2008. The nodal design will assign congestion costs directly to those responsible, unlike the
zonal design in which most congestion costs are “uplifted” to all market participants. However, like the nodal design
expected for California, and currently existing in the PIM market, nodal poses systems complexity, higher
transaction volumes, and requires greater hedging sophistication for market participants such as Commerce Energy.
During the fiscal vear ending July 31, 2008, or fiscal 2008, we will be working with our qualified scheduling entity
on the ERCOT system to prepare for the nedal design changes.

Credit risks have increased for retail electric providers selling to residential customers. Under existing law,
Commerce and other retail electric providers can only use electric bill payment history to deny setvice beginning on
January 1, 2007. However, a common database providing electric bill payment history is not available for retail
electric providers. Until the database is voluntarily created, or mandated by policy, we will continue to rely on the
Public Utility Commission of Texas Customer Protection Rules to manage credit risk. Those rules give us the right
to request a deposit or advanced payment and 1o disconnect for non-payment.

Natural Gas

Beginning with the Natural Gas Policy Act of 1978, the U.S. Congress initiated a process that ended federal
control over the price of natural gas at the wellhead. This ultimately set in motion a series of public policy changes
by the FERC and state utility commissions that have resulted in consumer choice prograrms for all natural gas users
in certain states.

‘We serve natural gas customers in 13 utility gas market areas in the following seven states:

California. We currently serve residential and small commercial customers in the Southern California Gas and
Pacific Gas & Electric gas markets. We are the only core aggregation transportation provider to residential
customers in these market areas. There are no current rate cases or filings pending before the Califarnia PUC that
are anticipated to impact our financial resulis.

Florida. In April 2000, the Florida Public Service Commission adopted rules that extend customer choice to all
nonresidential users of natural gas in the State regardless of volume. This gives small businesses in Florida the same
option that was previously available only to large industrial and commercial customers. The rules also specify that
local distribution companies may offer transportation services to residential customers. Commerce Energy’s entry
into the Florida natural gas market is a result of the acquisition of commercial and industrial customers purchased
from Houston Energy Services Company, L.L.C., or HESCO, completed in September 2006. We operate in four
LDC markets in Flonida.

Georgia. In 1997, the Georgia General Assembly passed the Georgia Natural Gas Competition and Deregulation
Act, or the Georgia Gas Act. The Georgia Gas Act reorganized the Georgia retail natural gas market and allowed
natural gas marketers to serve retail consumers. The Georgia Public Service Commission has implemented a
comprehensive unbundling program in the state. Over 80% of the state’s residential gas consumers are serviced by
certified gas marketers. The ability to disconnect customers for non-payment of invoices is severely constrained by
system design and human resource limitations in this market. This may affect our ability to limit losses within this

market.

13



Marviand In 1997, natural gas choice was brought to Maryland consumers. We provide gas service to
residential and small commercial customers in the Baltimore Gas & Electric market area. There are other gas
marketers that serve these types of customers. In July 2005, the Maryland Public Service Commission proposed
enhanced customer protection rules, vet to be adopted which will be applied to the retail energy market. The
approval of these rules will not impact financial results as the Company we are currently compliant.

Nevada, In 1985, the Nevada State Legislature passed legislation permitting the selling of natural gas as a
discretionary service in Nevada. Consequently, industrial and large commercial consumers of natural gas have been
able to choose their supplier. Commerce Energy’s enfry into the Nevada natural gas market is a result of the
acquisition of commercial and industrial customers purchased from Houston Energy Services Company, completed
in September 2006. We operate in one LDC market in Nevada.

Ohio. In 1997, natural gas choice programs began in Ohio. We provide gas service to residential and small
commercial customers in the Dominion East Ohio, or DEQ, and Columbia Gas of Ohio service areas.

DEO will exit the merchant function in QOhio, and its plan was approved by the Public Utilities Commission of
Ohio, or PUCO, earlier this year. The plan was divided into two sections, Phase T and Phase 11. In Phase 1, suppliers
and marketers bid for supply only. In Phase 11, suppliers and marketers will bid to serve any bundled customers
remaining with DEQ. On August 29, 2006, DEO conducted an auction for pricing of its natural gas wholesale
supply of natural gas for the time period October 2006 through August 2008.

The auction participants will bid a monthly retail price adjustment to be added to the monthly NYMEX
seitlement price. The sum of these will become the Standard Offer Service, or SOS, price that will replace the
current Gas Cost Recovery, or GCR, rate. The GCR rate has traditionally been calculated on a monthly basis using
imbalances from prior months. The new SOS rate will more closely reflect true market costs.

It is expected that DEO will be submitting an application to the PUCO by October 31, 2007 for Phase II.

Pennsylvania. In 1997, the natural gas supply service in Pennsylvania was fully opened to competition for all
customer classes. The Natural Gas Choice and Competition Act specified that after five years (July 2004) the PUC
was to initiate processes to evaluate the competitiveness of natural gas supply services in the state and report its
findings to the General Assembly. As a result, the Pennsylvania PUC released a report on its findings in 2006. It was
discovered that the State at this time could be more supportive of competition by changing some of the rules and
taxes currently imposed on suppliers. A report regarding their findings is expected to be released later this year.

Federal Regulations
Federal Energy Reguiatory Commission

We also are subject to rcgulation by various other federal, state and local governmental agencies. Our electric
purchases and sales are subject to the jurisdiction of the Federal Energy Regulatory Commission, or FERC, under
the Federal Power Act. We make sales of electricity pursuant to a Power Marketer certificate issued by FERC.
While not generally regulating the rates or terms or conditions of electricity sales, FERC has the authority to
institute proceedings to identify transactions involving rates that are not just and reasonable due to market
manipulation and to reverse or unwind such transactions to ensure just and reasonable rates.

The Federal Energy Policy Act of 2005

On August 8, 2005, the Energy Policy Act of 2005, or EPA 2005, was signed into law. The scope of EPA 2005 is
broad, addressing fossil, nuclear and renewable energy, energy efficiency and tax credits and incentives, across a
range of energy producing and consuming sectors. Certain changes mandated by EPA 2005 may have a direct or
indirect effect on our business. In particular, provisions intended to enhance the reliability of electric transmission
and delivery systems, further the transparency of electricity and natural gas markets, encourage the construction of
new electric transmission infrastructure, and facilitate the importation of natural gas should increase the efficiency
of the competitive wholesale natural gas and electricity markets in which we participate. Furthermore, effective
February 8, 2006, EPA 2005 replaced the Public Utility Holding Company Act of 1935, or PUHCA 1935, with the
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Public Utility Holding Company Act of 2005, or PUHCA 2005. PUHCA 2005 involves much less extensive
regulation than PUHCA 19385, but does include provisions involving FERC access to books and records of public
utility holding companies and their affiliates, as well as certain oversight over affiliate transactions. In accordance
with EPA 2005, FERC has finalized rules (RMO05-32-000) to address certain issues related to implementation of
PUHCA 2003, including implementing the Federal access to books and records.

In the past, through a series of no action letters, the U.S. Securities and Exchange Commission, or the SEC, has
concluded that electric and gas marketers who did not own or operate electric generatien, transmission or
disiribution facilities or gas retail distribution facilitics were not public-utility companies, and their parent
companies were not public-utility holding companies, under PUHCA 1935, In its final rule, FERC confirmed that
such electric and gas marketers are not public-utility companies under PUHCA 2005, and that their parent
companies are not holding companies under PUHCA 2005 (provided such parent companies do not own other
entities that would be considered public-utility companies), so they would not be subject to the provisions of the new
law.

In June 2007, mandatory, enforceable reliability standards were imposed on the bulk power industry under the
Encrgy Policy Act of 2005. The butk power industry includes power plants and transmission infrastructure. The
North American Electric Reliability Corporation or NERC is responsible for developing and enforcing 83 reliability
standards. NERC mainlains a compliance registry of 1,400 entities, and any violation of the reliability standards can
result in enforcement actions and fines. We are not included among the 1,400 entities, but nonetheless believe that
such standards will serve to protect the operation of the bulk power system, through which we procure and deliver
wholesale power supplies to our retail loads.

[ntelleciual Property

Intellectual property assets include our proprietary software and service products, our registered trademarks
(electricAmerica®, Green Smart®, 1-800-Electric®, eleciric.com®, capacitycenter.com® and Utilihost, Inc.®), our
1-800-Electric telephone number and rights to our internet domain names electric.com, commerceenergy.com and
electricAmerica.com. We believe that each of our intellectual property assets offers us strategic advantages in our
operations.

Our strategy for protection of our trademarks is to routinely file U.S. federal and foreign trademark applications
for the various word names and logos used to market our services to licensees and the general public. The duration
of the U.8. and fareign registered trademarks can typically be maintained indefinitely, provided proper fees are paid
and trademarks are continually used or licensed by us.

Employees

As of July 31, 2007, we employed 255 full-time employees, including 45 in administration, 50 in marketing and
sales, and 160 in operations. Our employees are not covered by a collective bargaining agreement or represented by
a labor union. We have not experienced any work stoppages and consider our employee relations to be good.

Available Information

Our Internet address is www.CommerceEnergy.com. There, we make available, free of charge, our annual report
on Form 10-K, quarterly reports on Form 10-Q, current reports on Form 8-K and any amendments to those reports,
as soon as reasonably practicable after we ¢lectronically file such material with, or furnish it to, the SEC. Qur SEC
reports can be accessed through the Investor Relations section of our Web site. The other information found on our
Web site is not part of this or any other report we file or furnish to the SEC.

Any of the materials we file with the SEC may also be read and copied at the SEC’s Public Reference Room at
100 F Street, NE, Washington, D.C. 20549. Information on the operation of the SEC’s Public Reference Room may
be ebtained by calling the SEC at 1-800-SEC-0330. The SEC maintains an Internet website that contains reports,
proxy and information statements, and other information regarding issuers that file electronically with the SEC at
http://www sec.gov.
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Item LA. Risk Factors.

If competitive restructuring of the retall energy market is delayed or does not result in viable competitive market
rales, our business will be adversely affected.

The Federal Energy Regulatory Commission, or FERC, has maintained a strong commitment to the deregulation
of wholesale electricity markets. The new provisions of EPA 2005 should serve to further enhance the reliability of
the electric transmission grid which our electric marketing operations depend on for delivery of power to our
customers. This movement at the federal level has in part helped spur deregulation measures in the states at the retail
level. Twenty-three states and the District of Columbia have either enacted enabling legislation or issued a
regulatory order to implement retail access, In 18 of these states, retail access is either currently available to some or
all customers, or will soon be available. However, in many of these markets the market rules adopted have not
resulted in energy service providers being able to compete successfully with the local utilities, and customer
switching rates have been low. Our business model depends on other favorable markets opening under viable
competitive rules in a timely manner. In any particular market, there are a number of rules that will ultimately
determine the attractiveness of any market. Markets that we enter may have both favarable and unfavorable rules. If
the trend towards competitive restructuring of retail energy markets does not continue or is delayed or reversed, our
business prospects and financial condition could be materially adversely impaired.

Retail energy market restructuring has been and will continue to be a compiicated regulatory process, with
competing interests advanced not only by relevant state and federal utility regulators, but also by state legislators,
federal legislators, local utilities, consumer advocacy groups and other market participants. As a result, the extent to
which there are legitimate competitive opportunities for alternative energy suppliers in a given jurisdiction may vary
widely, and we cannot be assured that regulatory structures will offer us competitive opportunities to sell energy to
consumers on & profitable basis. The regulatory process could be negatively impacted by a number of factors,
including interruptions of service and significant or rapid price increases. The legisiative and regulatory processes in
some states take prolonged periods of time. In a number of jurisdictions, it may be many vears from the date
legislation is enacted until the retail markets are truly open for competition.

Other aspects of EPA 2003, such as the repeal of PUHCA 1935 and replacing it with PUHCA 2005, may also
impact our business to the extent FERC does not continue the SEC’s precedent of not regulating electric and gas
marketers under PUHCA. A proposed rulemaking implementing PUHCA 2005 is currently pending before FERC. If
marketers and their parent companies and affiliates are to be regulated under PUHCA 2005, FERC may have access
to their books and records and has oversight of their affiliate transactions. Various parties participating in FERC
rulemaking have urged FERC not to regulate marketers and other entities that do not own or operate gas or electric
facilities.

In addition, although most retail energy market restructuring has been conducted at the state and local levels,
bills have been proposed in Congress in the past that would preempt state law concerning the restructuring of the
retail energy markets. Although none of these initiatives has been successful, we cannot assure stockholders that
federal legislation will not be passed in the future that could materially adversely affect our business.

We face many uncertainties that may cause substantial operating losses and we cannot assure stockholders that
we can achieve and maintain prafitability.

We intend to increase our operating expenses to develop and expand our business, including brand development,
marketing and other promotional activities and the continued development of our billing, customer care and power
procurement infrastructure. Our ability to operate profitably will depend on, among other things:

+ our ability to attract and to retain a critical mass of customers at a reasonable cost;

+ our ability to continue to develop and maintain internal corporate organization and systems;

+ the continued competitive restructuring of retail energy markets with viable competitive market rules;
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« our ability to effectively manage our energy procurement and shaping requirements, and to sefl our energy at
a sufficient profit margin; and

+ our ability to obtain and retain credit necessary to support future growth and profitability.
We may have difficulty obtaining a sufficient number of customers.

We anticipate that we will incur significant costs as we enter new markeis and pursue customers by utilizing a
variety of marketing methods. In order for us to recover these expenses, we must aitract and retain a large number of
customers to our service.

We may experience difficulty attracting customers because many customers may be reluctant to switch to a new
supplier for commodities as critical to their well-being as electricity and natural gas. A major focus of our marketing
efforts will be to convince customers that we are a reliable provider with sufficient resources to meet our
commitments. If our marketing strategy is not successful, our business, results of operations and financial condition
couid be materially adversely affected.

We depend upon internally developed, and, in the future will rely in part on vendor-developed, sysiems and
processes to provide several critical functions for our business, and the loss of these functions could materially
adversely impact our business.

We have developed our own systems and processes to operate our back-office functions, including customer
enroliment, metering, forecasting, settlement and billing. We are currently in the process of replacing a number of
our internally developed legacy software systems with vendor-developed systems. Problems that arise with the
performance of such back-office functions could result in increased expenditures, delays in the launch of our
commercial operations into new markets, or unfavorable customer experiences that could materially adversely affect
our business strategy. Any interruption of these services could also be disruptive to our business. As we transition
from our own systems to new vendor-developed systems, we may incur duplicative expenses for a period of time,
and we may experience installation and integration issues with the new systems or delays in the implementation of
the new systems. If we experience some or all of these new system implementation risks and these result in
unreliable or inaccurate data for our financial reporting, we may not be able to establish a sufficient operating
history for Sarbanes-Oxley 404 attestation requirements, which we expect we must meet by no later than fiscal year
ending July 31, 2008 for management’s attestation, and July 31, 2009 for the attestation of our independent auditars.
Should our market capitalization exceed $75 million {as defined) on January 31, 2008, we would require the
attestation of our independent accountants on July 31, 2008.

Substantial fluctuations in electricity and naiural gas prices or the cost of transmitting and distributing
electricity and natural gas could have a material adverse affect on us.

To provide electricity and natural gas to our customers, we must, from time to time, purchase the energy
commodity in the short-term or spot wholesale energy markets which can be highly volatile. In pariicular, the
whalesale electricity market can experience large price fluctuations during peak load periods. Furthermore, to the
extent that we enter into contracts with customers that require us to provide electricity and natural gas at a fixed
price over an extended period of time, and to the extent that we have not purchased the entire commodity to cover
those commitments, we may incur losses caused by rising wholesale prices. Periods of rising prices may reduce our
ability to compete with local utilities because their regulated rates may not immediately increase to reflect these
increased costs. Energy Service Providers like us take on the risk of purchasing power for an uncertain load, and, if
the load does not materialize as forecast, it leaves us in a long position that would be resold inta the wholesale
electricity and natural gas market. Sales of this surplus electricity could be and often are at prices below our cost.
Long positions of natural gas must be stored in inventory and are subject to the lower of cost or market valuations
that can produce losses. Conversely, if unanticipated load appears that may result in an insufficient supply of
electricity or natural gas, we would need to purchase the additional supply, These purchases could be and often are
at prices that are higher than our sales price to our customers. Either situation could create losses for us if we are
exposed to the price volatility of the wholesale spot markets. Any of these contingencies could substantially increase
our costs of operation. Such factors could have a material adverse effect on our financial condition.
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We are dependent on local utilities for distribution of electricity and natural gas to our customers over their
distribution networks. If these local utilities are unable to properly operate their distribution networks, or if the
operation of their distribution networks is interrupted for periods of time, we couid be unable to deliver electricity or
natural gas 0 our cusiomers during those interruptions. This would result in lost revenue to us, which could
adversely impact the results of our operations.

The terms of our credit facility may restrict our financial and operational flexibitisy.

The terms of our asset-based credit facility restrict, among other things, our ability to incur additional
indebtedness, pay dividends or make certain other restricted payments, consummate certain asset sales, enter into
certain transactions with affiliates, merge or consolidate with other persons or sell, assign, transfer, lease, converge
or otherwise dispose of all or substantiatly ail of our assets. Further, we and our subsidiary, Commerce Energy, are
required to maintain specified financial ratios and satisfy certain financial condition tests. Qur ability and Commerce
Energy’s ability to meet those financial ratios and tests can be affected by events beyond our ability and control,
respectively, and there can be no assurance that we will meet those tests. Substantially all of our assets and our
operating subsidiaries’ assets are pledged as security under our asset-based credit facility.

We may need additional capital in the future and it may not be available on accepiable terms, or not at ail,

In the future, we may need to raise additional capital to fund the working capital requirements of our operations
and growth, enhance or expand the range of services or products we offer to our customers, or respond to
competitive pressures or perceived opportunities, such as investment, acquisition and expansion activities; if such
additional capital funds are not available when required or on acceptable terms, -our business and financial results
could suffer,

We may issue additional shares of common stock that may dilute the value of our common stock and adversely
affect the market price of our common stock.

In addition to the approximately 30.4 million shares of our common stock outstanding at July 31, 2007, we may
issue additional shares of common stock in the following scenarios: a significant number of additional shares of our
common stock may be issued if we seek to raise capital through offerings of our common stock, securities
coavertible into our cormmon stock, or rights to acquire such securities of our common stock. Additionally, as of
July 31, 2007, we may issue approximately 7.0 million shares of our common stock pursuant to outstanding stock
options; and 1.0 million shares of our common stock pursuant to awards under our 2006 Stock Incentive Plan.

A large issuance of shares of our common stock will decrease the ownership percentage of current outstanding
shareholders and may result in a decrease in the market price of our commeoen stock. Any large issuance may also
result in a change in control of the Company.

If the wholesale price of electricity decreases, we may be required fo post letters of credit for margin to secure
our obligations under our long term energy contracts.

If the market price of wholesale electricity decreases below the price of the electricity we purchase under long-
term contracts, the power suppliers may require us to post margin in the form of a letters of credit, or other
collateral, to protect them against our potential default on the contract. If we are required to post such security, it
could adversely affect our liquidity.

Some suppliers of eleciricity have been experiencing deteriorating credit quality.
We continue to monitor the credit quality of our energy suppliers to attempt to reduce the impact of any potential
counterparty default. As of July 31, 2007, the majority of our counierparties are rated investment grade or above by

the major rating agencies. These ratings are subject to change at any time with no advance warning. Deterioration in
the credit quality of our energy suppliers could have an adverse impact on our sources of electricity purchases.
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We are reqaired to rely on utilities with whom we compete to perform some functions for our customers.

Under the regulatory structures adopted in most jurisdictions, we are required to enter into agreements with local
utilities for use of the local distribution systems, and for the creation and operation of functional interfaces necessary
for us to serve our customers. Any delay in these negotiations or our inability to enter into reasonable agreements
with those utilities could delay or negatively impact our ability to serve customers in those jurisdictions. This eould
have a material negative impact on our business, results of operations and financial condition.

We are dependent on local utilities for maintenance of the infrastructure through which electricity and natural
gas is delivered to our customers. We are limited in our ability to control the level of service the utilities provide to
our customers. Any infrastructure failure that interrupts or impairs delivery of electricity or natural gas to our
customers could have a negative effect on the satisfaction of our customers with our service, which could have a
material adverse effect on our business. Regulations in many markets require that the services of reading our
customers” energy meters and the billing and collection process be retained by the local utility. The local utility’s
systems and procedures may limit or slow down our ability to add customers.

We are required to rely on utilities with wirom we compete to provide us accurate and timely data.

In some states, we are required to rely on the local utility to provide us with our customers’ energy usage data
and to pay us for our customers’ usage based on what the local utility collects from our customers. We may be
limited in our ability or unable to confirm the accuracy of the information provided by the local utility. In addition,
we are unable to control when we receive customer payments from the local utility. If we do not receive payments
from the local utility on a timely basis, our working capital may be impaired. In the event we do not receive timely
or accurate usage data, our ability to generate timely and accurate bills to our customers will be adversely affected
which, in tura, will impact the ability of our customers to pay bills in a timely manner.

We are subject o federal and state regulations in our electricity and natural gas marketing business and the
rules and regulations of regional independent System Operators, or IS0, in our electricity business.

The rules under which we operate are imposed upon us by federal and state regulators, the regional ISOs and
intersiate pipelines. The rules are subject to change, challenge and revision, including revision afier the fact,

In California, the FERC and other regulatory and judicial bodies continue to examine the behavior of market
participants during the California Energy Crisis of 2000 and 2001, and to recalculate what market clearing and bi-
lateral contract prices should have or might have been under alternative scenarios of behavior by market
participants. In the event the historical costs of market operations were to be reallocated among market participants
or recalculated in the event of bi-lateral coniracts, this could have a material adverse financial impact on us, but the
extent of any such amount cannot be predicted. Please see the discussion under Part 1, Item 1. Business —
Governmental Regulation — Electricity — California.

In some markets, we are required to bear credit risk and billing responsibility for our customers,

In some markets, we are responsible for the billing and collection functions for our customers. In these markets,
we may be limited in our ability to terminate service to customers who are delinquent in payment. Even if we
terminate service to customers who fail to pay their utility bill in a timely manner, we may remain liable to our
suppliers of electricity or natural gas for the cost of the electricity or natural gas and to the local utilities for services
related to the transmission and distribution of electricity or natural gas to those customers. The failure of our
customers to pay their bills in a timely manner or our failure to maintain adequate billing and collection programs
could materially adversely affect our business.

Our revenues and results of operations are subject to market risks that are beyond our control.

We sell electricity and natural gas that we purchase from third-party power supply companies and natural gas
suppliers to our retail customers on a coniractual or monthly basis. We are not guaranteed any rate of return through
regulated rates, and our revenues and resuits of operations are likely to depend, in large part, upon prevailing market
prices for electricity and natural gas in our regional markets. These market prices may fluctuate substantially over
relatively short periods of time. These factors could have an adverse impact on our revenues and results of
operations.

19



Volatility in market prices for electricity and natural gas results from multiple factors, including:

weather conditions, including hydrological conditions such as precipitation, snow pack and stream flow;
seasonality;

unexpected changes in customer usage;

transmission or transportation constraints or inefficiencies;

planned and unplanned plant or transmission line outages;

demand for electricity;

natural gas, crude cil and refined products, and coal supply availability to generators from whom we purchase
electricity, natural disasters, wars, embargoes and other catastrophic events; and

federal, state and foreign energy and environmental regulation and legislation.

We may experience difficulty in successfuily identifying, integrating and managing the risks related to
businesses or assets that we may acquiire and in realizing the anticipated economic heneflss related thereto.

We do not have a great deal of experience acquiring companies or large blocks of assets, and the companies and
assets we have acquired have been small. We have evaluated, and expect to continue to evaluate, a wide array of
potential strategic transactions. From time to time, we may engage in discussions regarding potential acquisitions.
Any of these transactions could be material to our financial condition and results of operations. In addition, the
process of integrating an acquired company, business or group of assets may create unforeseen operating difficulties
and expenditures and risk. The areas where we may face risks include:

The need to implement or remediate controls, procedures and policies appropriate for a public company at
companies that prior to the acquisition lacked these controls, procedures and policies;

Diversion of management time and focus from operating our business to acquisition integration challenges;
Cultural challenges aszociated with integrating employees from the acquired company into our organization,
Retaining employees working in the businesses or group of assets we acquire;

The need to integrate the accounting, management information, human resource and other administrative
systems of an acquired business or assets to permit effective management;

The possibility of increased customer atirition with respect to the assets we acquire; and

The need to secure adequate supplies of electricity and natural gas to service the demands of the acquired
business or assets.

Also, the anticipated benefit of many of our acquisitions may not materialize. Future acquisitions or dispositions
could result in potentially dilutive issuances of our equity securities, the incurrence of additional debt, contingent
liabilities or amortization ¢xpenses, or write-offs of goodwill, any of which could harm our financial condition.
Future acquisitions may require us to obtain additional equity or debt financing, which may not be available on
favorable terms or at all.
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If we fail te mainiain an effective system of internal controls, we may not be able to accarately report our
financial resuits or prevent fraud. As a resnlt, current and potential stockholders could lose confidence in our
Jinancial reporting; which would harm our business and the trading price of our stock.

We purchase substantially all of our power and natural gas under forward physical delivery contracts, which are
defined as commodity derivative coniracts under SFAS No. 133. We also utilize other financial derivatives,
primarily swaps, options and futures, to hedge our price risks. Accordingly, proper accounting for these contracts is
very important to our overall ability to report timely and accurate financial resulls,

We have devoted significant resources to remediate and improve our internal controls. Although we believe that
these efforts have strengthened our internal controls and addressed the concerns that gave rise to reportable
conditions and material weaknesses in fiscal 2004 and 20035, we are continuing to work to improve our internal
controls, particularly in the area of energy accounting. We cannot be certain that these measures will ensure that we
implement and maintain adequate controls over our financial processes and reporting in the future. Any failure to
implement required new or improved controls, or difficuitics encounigred in their implementation, could harm our
operating results or cause us to fail to meet our reporting obligations. Inferior internal controls could also cause
investors to lose confidence in our reported financial information, which could have a negative effect on the trading
price of our stock.

Investor confidence and share value may be adversely impacted ¥ our independent registered public
accouwntants are anable to provide us with the atiestation of the adequacy af our internal controls over financial
reporting, as reguired by Section 404 of the Sarbanes-Oxley Act of 2002,

As directed by Section 404 of the Sarbanes-Oxley Act of 2002, the Securities and Exchange Commission
adopted rules requiring us, as a public company to include a report in our Annual Report on Form 10-K that contains
an assessment by management of the effectiveness of our internal controls over financial reporting for fiscal 2008.
In addition, our independent registered public accountants must attest to and report on the effectiveness of our
internal controls over financial reporting. The requirement pertaining to our independent registered public
accountant’s attestation report may initially apply to our Annual Report on Form 10-K for the fiscal year ending
July 31, 2008, if our market capitalization (as defined) exceeds $75 million on January 31, 2008. How companies
implement these requirements, including internal control revisions, if any, to comply with Section 404's
requirements, and how independent registered public accountants will apply these new requirements and test
companies’ internal controls, are continually evolving. Although we are diligently and vigorously reviewing our
internal controls over financial reporting to comply with the new Section 404 requirements, we cannot be certain as
to the outcome of the testing of our internal controls and any remediation efforts that may be needed. When
independent registered public accountant attestation is required, there is the risk that our independent registered
public accountants may not be satisfied with our internal controls over financial reporting or the level at which these
controls are documented, designed, operated or reviewed, or that the independent registered public accountants
interpret the requirements, rules or regulations differently than we do. This could result in an adverse reaction in the
financial marketplace due to a loss of investor confidence in the reliability of ocur financial statements, which
ultimately could negatively impact the market price of our shares.

Item 1B. Unresolved Staff Comments.

Not Applicable.
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Item 1C. Executive Officers of the Registrant,
Information About Our Executive Officers

The following table sets forth information regarding our executive officers, including their respective business
experience during the last five years and age as of October 16, 2007. Executive officers are elected by, and serve at
the pleasure of, the Board of Directors. There are no arrangements or understandings pursuant to which any of the
persons listed below was selecied as an executive officer.

Name and Position Ape Principal n_an her Information
Steven 5. BOSS .o e e 61 Mr. Boss has served as a director of the Company since
Chief Executive Qfficer and Director July 2005 and was appointed Chief Executive Officer of the

Company in August 2005. Since August 20035, Mr. Boss
also has served as a director and President of the
Company’s principal operating subsidiary, Commerce
Energy, Inc., and as a director and Chief Executive Officer
of Skipping Stone Inc., another wholly-owned subsidiary of
the Company.

From 2003 to August 2005, Mr. Boss practiced law,
specializing in the representation of energy companies and
commercial energy users. He also has significant operating
experience in the retail energy industry. From 2000 to
2003, he served as President of Energy Buyers Network
LLC, an energy consuiting firm that provided regulatory
representation and  structured  direct-access  energy
transactions for cormmercial energy users.

Before that, Mr. Boss served as President of Sierra Pacific
Energy Company and Nevada Power Services, both of
which were non-regulated energy services operating
subsidiaries of Sierra Pacific Resources, and served as
President and Chief Executive Officer of Sunrise Energy
Services Inc. an independent, natural gas marketing
company whose stock was publicly traded on the Amex and
London stock exchanges.

He eamed a Bachelor of Science degree in Aerospace
Engineering from the University of Texas, a Juris Doctorate
from the University of Southern California and has been a
member of the California State Bar since 1974.

J. RObert HIpPs +oeccvvivvr i srvrsisinsceisssssssssninsnse 67 Mr. Hipps joined the Company as Interim Chief Financial
Interim Chief Financial Officer Officer in July 2007. Mr. Hipps has been a partmer with
Tatum, LLC, an executive service and consulting firm,
since April 1998 and a member of its board of managers
since January 2003. While at Tatum, be setved as Interim
Chief Financial Officer of Southstar Energy, the parent
company of Georgia Natural Gas, a natural gas marketer,
from October 2001 to February 2004 and Interim Chief
Financial Officer for the Municipal Electric Authority of
Georgia for a three month period.

Earlier, Mr. Hipps was Senior Vice President of Finance
and Chief Financial Officer of National Services Industries
(NSI), a diversified New York Stock Exchange (NYSE)
company, from 1990 to 1996. He previously served as Vice
President and Controller, and Vice President and Treasurer
of General Signal Corporation, a Fortune 300 company and
producer of electronic and electrical control systems. Prior
to that, Mr. Hipps was vice president and treasurer of
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Name and Position

Thomas L. Ulty ...
Senior Vice President, Sales and Markeiing

R.Nick Cioll ....ccooimirerenrrnisncenensessesescrnnsssesirensens
Vice President, Chief Risk Officer

Princi cupatio d Other Information

Neptune International Corporation, a NYSE company
involved in fluid measurement and water pollution control
equipment.

Mr, Hipps began his career at Price Waterhouse & Co.'s
New York office. He earned a Bachelor of Arts degree
from Yale University and a Master of Business
Administration degree from Stanford University. He
received his CPA certification in New York State.

Mr. Ulry joined the Company in February 2005 as Senior
Vice President, Sales and Operations and currently serves
as Senior Vice President, Sales and Marketing teams,

From October 2003 until he joined Commerce, Mr, Ulry
served as Global Vice President and Chief Operating
Officer of ACN Energy, a network sales organization with
a broad range of services across the deregulated industries
that we acquired in February 2005. ACN Energy is a
division of ACN, Inc.

From November 2001 to July 2003, Mr. Ulry served as
Senior Vice President for Nicor Energy LLC., a diversified
company providing natural gas distribution, where he was
responsible for managing the profit and loss center for its
consumer business unit.

Prior to that, Mr. Ulry served as President and Chief
Operating Officer for Energy.com Corporation, a company
providing comparison energy shopping over the Worldwide
Web.

Mr. Ulry has also worked at Access Energy Corporation
and with Unicorp Energy Inc., as Manager of Information
Systems. In addition, Mr. Ulry served as Director of
Operations for Aquila Inc. /Broad Street Qil & Gas where
he designed, built and implemented office systems.

Mr. Cioll was appointed Chief Risk Officer of the
Company in Qctober 2006. Mr. Cioll has served as Vice
President of Risk Management for Commerce Energy since
Tuly 2004.

From April 2002 to July 2004, Mr. Cioll served as director
of Risk Management at TXU Corporation, a company that
engapes in electricity generation, tesidential and business
retail electricity sales, and wholesale power and natural gas
market activities, From 2001 to 2002, Mr. Cioll served as
Internal Business Consultant at TXU Corporation. From
1999 to 2001, Mr. Cioll served as Senior Vice President
and Chief Strategy Officer of RateXChange Corporation,
an e-commerce startup.

Mr. Cioll received a Bachelor of Science degree in
Economics from Louisiana State University and a Master of
Business Administration degree with a finance option from
the University of New Orleans. Mr. Cioll became a
Certified Public Accountant in 1993.
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Item 2. Properties.

We sublease approximately 39,000 square feet of office space in Costa Mesa, California, which houses our
principal executive offices and administrative and operations space. This lease expires in September 2009. We also
lease approximately 17,000 square feet of office space in Irving, Texas which expires in January 2010 and lease
office space in Boston, Massachusetts and Houston, Texas. The Boston office consists of approximately
3,200 square feet under a lease that expires in June 2010, and the Houslon office consists of approximately
5,000 square feer under a lease that expires in September 2009,

We believe that our current facilities are sufficient for the operation of cur business, and we believe that suitable
additional space in various local markets is available to accommadate any needs that may arise.

Iiem 3. Legal Proceedings.
American Communications Network

On February 24, 2006, American Communications Network, Inc., or ACN, deliverad to us an arbitration demand
claim, alleging that Commerce was liable for significant actual, consequential and punitive damages and restitution
on a variety of causes of action including anticipatory breach of contract, unjust enrichment, tortuous interference
with prospective economic advantage and prima facie tort with respect to alleged future commissions arising after
their termination of the Sales Agency Agreement effective February 9, 2006. ACN, Commerce Energy and the
Company entered into the Sales Agency Agreement in connection with the Company’s purchase of certain assets of
ACN and certain of its subsidiaries in February 2005. This claim was delivered via mail to the Company but was not
filed with the American Arbitration Association, or the AAA.

On March 23, 2006, Commerce Energy filed a Demand for Arbitration with the AAA in New York of this
dispute, asserting claims for declaratory relief, material breach of contract and breach of the implied covenant of
good faith and fair dealing. Our Demand for Arbitration sought compensatory damages in an amount to be
determined at the arbitration. On May 4, 2006, ACN filed with the AAA in New York its Demand for Arbitration of
this dispute with the Commerce Energy. In its Demand, ACN alleges claims against Commerce Energy for breach of
contract and breach of implied duty of good faith and fair dealing, seeking damages and restitution in amounts to be
determined at the hearing.

On June 11, 2007, the Company, Commerce Encrgy, Peter Weigand, an individual, and ACN, entered into a
Settlement Agreement and Mutual Release or the Settlement Agreement. Pursuant to the Settlement Agreement,
Commerce and ACN mutually released all claims agrinst one another, and Commerce made a cash payment of
$3.9 million to ACN. In addition, the Company, Commerce Energy and ACN have filed with the American
Arbitration Association a Stipulation to Dismiss All Claims with Prejudice relating to the pending arbitration
proceeding between the Company, Commerce Energy and ACN, Case No. 13 198 Y 00688 06. Pursuant to the
Settlement Agreement, the Company and Commerce Energy have no future financial or other obligations to ACN,
other than customary covenants set forth in the Settlement Agreement.

California Refund Case

During 2000 and 2001, we bought, sold and scheduled power in the California wholesale energy markets through
the markets and services of APX, Inc. or APX. As a result of a complaint filed at FERC by San Diego Gas and
Electric Co. in August 2000 and a line of subsequent FERC orders, we became involved in proceedings at FERC
related to sales and schedules in the CPX, and the CAISO, markets, Docket No. EL00-95; which we refer to as the
California Refund Case. A part of that proceeding related to APX’s involvement in those markets.

On January 5, 2007, APX, we and certain other parties, whom we refer to as the Settling Parties, signed an APX
Settlement and Release of Claims Agreement, or the APX Settlement Agreement, and filed such agreement along
with a Joint Offer of Settlement and Motion for Expedited Consideration with FERC in the California Refund Case.,
The APX Settlement Agreement, among other things, established a mechanism for allocating refunds owed to APX
and to resolve certain other matters and claims related to APX's participation in the CPX and CAISO centralized
spot markets for wholesale electricity from May 1, 2000 through June 20, 2001, The APX Settlement Agreement
became effective on March 1, 2007.
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Under the APX Settlement Agreement, several Settling Parties are entitled to payments from APX, with
Commerce expected to receive up to approximately $6.5 million. We received $5.1 million of the settlement
payment in April 2007 and received the remaining $1.4 million in August 2007. By entering imio the APX
Settlement Agreement, claims against us by any party to the APX Settlement Agreement for refiunds, disgorgement
of profits or other monetary or non-monetary remedies for APX-related claims shall be deemed resolved with
prejudice and settled insofar as APX remains a net payment recipient (as that term is defined in the APX Settlement
Agreement) in the proceeding at FERC.

In addition, the APX Settlement Agreement resolves and terminates certain disputes pending before FERC and
the United States Court of Appeals for the Ninth Circuit relating to APX’s actions in the PX and CAISO centralized
spot markets for wholesale electricity, as well as disputes among participants in the APX market and the appropriate
allocation of monies due among the APX participants insofar as APX continues to be a net refimd recipient (as that
term is defined in the APX Settlement Agreement) during the settlement period.

The Settlement Agreement is subject to possible court review. We could be required to retum or redistribute
some or all of the funds received under the Seftlement Agreement. Also see Part1, Item 1. Business —
Governmental Regulation — Electricity — California.

Lawrence Clayton, Jr.

On August 5, 2007, we received a statement of claims against us, which also references certain of our officers
and directors, on behalf of Lawrence Clayton, Jr., the former Senior Vice President, Chief Financial Officer and
Secretary of the Company, in connection with Mr. Clayton’s termination on July 25, 2007. In his statement of
claims, Mr. Clayton disputes the basis for his termination. The principal relief sought by Mr. Clayton is a lump sum
payment of approximately $1.6 million. In accordance with the dispute resolution procedure set forth in his
employment agreement with the Company, 2 mediator has been selected for the resolution of this dispute and a
mediation session has been scheduled to be held in November 2007. [n the event that the mediation is not successfi:l,
the parties have agreed to binding arbitration pursuant to the Employment Dispute Rules of Judicial Arbitration and
Mediation Services, Inc. We belicve that no severance payments or other obligations were due to Mr. Clayton upon
his termination and the Company has not accrued for such payments or any other litigation-related amounts. We
intend to vigorously defend Mr. Clayton’s claims.

Other Matters
We currently are, and from time to time may become, involved in litigation concerning claims arising out of our
operations in the normal course of business. While we cannot predict the ultimate outcome of our pending matters or
how they will affect our results of operations or financial position, our management currently does not expect any of
the legal proceedings fo which we are currently a party, including the above-referenced claims raised by
Mr. Clayton, to have a material adverse eftect on our results of operations or financial position.
Item 4. Submission of Mutters to a Vote of Security Holders.

No matters were submitted to security holders in the fourth quarter of fiscal 2007.
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PART I

Item 5. Markmr Registrant’s Consmon Equity, Related Siockholder Maitters and Issuer Purchases of Equity
Securities.

Market [aformation
On July 8, 2004, our common stock began trading on the American Stock Exchange under the symbaol “EGR.”

The following table sets forth, the high and low sales price per share of common stock for the periods indicated, as
reported on the American Stack Exchange:

On October 16, 2007, the high and low sales price per share on the American Stock Exchange for our common
stock was $2.23 and $2.15, respectively.

Holders

Cn Qctober 16, 2007, there were 1,600 holders of record of our Common Stock.
Dividend Policy

We have not declared or paid a cash dividend on our common stock, and we do not anticipate paying any cash
dividends for the foreseeable future. We presently intend to retain earnings to grow cur customer base, finance
future operations, and make capital investments.

Our asset-based credit facility restricts our ability to pay cash dividends on our commen stock and restricts the
ability of our principal operating subsidiary Commerce Energy to pay dividends to us without the lenders® consent.
See “Credit Facility” within Management’s Discussion and Analysis of Financial Condition and Resulis of
Operations in Part II, Item 7 of this Annual Report on Form 10-K and Note 4 to the Notes to the Consolidated
Financial Statements.

Equity Compensation Plan Information

Information concerning securities authorized for issuance under our equity compensation plans is set forth in
Part [1I, Item 12 of this Annual Report on Form 10-K under the caption. “Securities Authorized for Issuance under
Equity Compensation Plans,” and that information is incorporated herein by reference.

Recent Sales of Unregistered Securities

None.

Purchase of Equity Securities

None.
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Performance Graph

The following performance graph shall not be deemed incorporated by reference by any general statement
incorporating by reference this Annual Report on Form 10-K into any filing under the Securities Act of 1933, as
amended, or under the Securities Exchange Act of 1934, as amended, except to the extent that the Company
specifically incorporates this information by reference, and shall not otherwise be deemed filed under such Acts.

The Common Stock commenced trading on the American Stock Exchange on July 8, 2004, The last trading day
of the Company’s fiscal year 2607 was July 31, 2007.

Comparison of Initial Trading Period Cumulative Return The comparisons in this table are required by the SEC
and, therefore, are not intended to forecast or be indicative of possible future performance of the Common Stock.

The performance graph below iliustrates a comparison of cumulative total returns based on an initial investment
of $100 in the Common Stock as traded on the American Stock Exchange from July 31, 2004 to July 31, 2007, as
compared with the S&P 500 Stock Index and the Utility Select Sector Index for the same peried. The Utility Select
Sector Index is a modified market capitalization based index intended to track the movement of companies that are
components of the S&P 500 index and are utilities. Utilities include communications services, electrical power

providers and natural gas distributors.
This performance chart assumes:

» $100 invested on July 31, 2004 in our Common Stock compared with 2 $100 investment in the S&P 500
Stock Index and in the Utility Select Sector Index.

s All dividends are reinvested.
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July 31, July 31, July 31, July 31,
2004 2005 2006 2007
Commerce Energy Group, Inc. Common Stock $100.00 §$ 9030 §$ 83.64 $127.27
S&P 500 Index §100,00  $112.02  $115.88 $132.09
Utitities Select Sector Index £100.00 $133.80 $140.49 $15748
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Item 6. Selected Financial Daia.

The selected financial data in the following table sets forth (a) balance sheet data as of July 31, 2007 and 2006,
and statements of operations data for the fiscal years ended July 31, 2007, 2006 and 2005 derived from our audited
consolidated financial statements, which were audited by an independent registered public accounting firm, for the
fiscal year ended July 31, 2005, and audited by Hein & Associates LLP, independent registered public accounting
firm, for the fiscal year ended July 31, 2007 and 2006, which are included elsewhere in this filing, and (b) balance
sheet data as of July 31, 2005, 2004 and 2003, and statements of operations data for the fiscal years ended July 31,
2004 and 2003, derived from our audited consolidated financial statements, which were audited by an independent
registered public accounting firm, which are not included in this filing. The information below should be read in
conjunction with “Management’s Discussion and Analysis of Financial Condition and Results of Operations” in
Part 1L, ltem 7 of this Annual Report on Form 10-K and our consclidated tinancial statements and the related notes
thereto set forth herein.

Fiscal Year Ended July 31,

2007 2006 2008 2004 2003
{Amounts in thousands except per share information)

Consolidated Statement of Qperations Data:

NEL FEVEIMIE ... ereesesissa s ressssasssesesasnsssosesane $ 371,614 $ 247,080 $ 253,853 § 210,623 § 165,526
Direct energy COSIS ...ovverire e rreemcmeemmsserscvremnis 314,371 218,289 225,671 191,180 128,179
Gross profif.......cccorreirercs s 57,243 28,791 28,182 19,443 37,347
Operating €Xpenses .......ccoerreeeceeerscsssmssesressereres 47,933 32,170 35,585 33,313 22,732
Income (loss) from Operalions....... e ereenereren 9,310 (3,379) (7.403)  (13,870) 14,615
Initial formation litigation expenses...........coccnnae — — (1,601) (1,562) {4,415)
Recovery of (provision for) impairment on

INVESIMERTS ..oere e e e nas — — 2,000 (7,135) —
Loss on termination of Summit...........comevininanans — — —_ (1,904) —
Loss on equity investments .......cocovniereinnranirssainns — — — — (567)
Minority interest share of Ioss.......cccieceninnnninneens —_ — — 1,185 187
ACN arbitration settlement .......cerveveererrccereerraens (3,900) — — - _
[nierest MNCOME .......ccce e isinsinssanesnssmennamesns 1,296 1,140 890 549 715
Iterest EXPense . ......c.c..coveeermreiserreniescsrerosssesssmennns (1,053) — — — —
Inc:ome (loss) before provision for (benefit from)

INCOME TAXES 11evveeceerinrevereerrenermrssssnnsemeenesermnencens 5,653 (2,239) 6,114y (22,737 10,535
Provision for (benefit from) income taxes............. 122 — — (1,017 5,113
Net income (10S8) ..ovevrvrreverrericneneieniscssseseesnresseieens $ 5531 5§ (2238 (611 % (21,7200 § 5422
Earnings (loss) per common share

2T 3 018 8 (@O0 s (0208 (0TH S 0.19

DHlUtEd ...t b 018 § (O0DHS$ (D208 (©TNH S 0.18
Weighted-average shares outstanding:

BaSIC cecvvreiinmmr e rine s s s s s soron s 29,906 30,419 30,946 28338 27,424

Diluted vvvveevceneicrcen s e 30,044 0,419 30,946 28,338 30,236

As of July 31,
2007 2006 — 2005 . 2004 2003

(Ameounts in thousands)

Consolidated Balance Sheet Data;

WOTKING CAPHAl ..vcvovervrsssemsraresrocrasssssmssssssasseos $ 38863 $ 32253 § 36719 $ 38105 $ 56411
TOMAT SSEES v eeoeeeeeesceveemmreensenesssssemsmessesssseas § 116,576 S 99,076 $ 102,632 $ 110,823 $ 125,870
StOCKNOIAETS” EQUILY...vvvsssevrsrssenrorscrsessssessrerarenss $ 70520 8 66333 $ 70,061 $ 74106 § 93,017
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Item 7. Management’s Discussion and Analysis of Financial Condition and Results of Operation.

We are an independent marketer of electricity and natural gas to end-user customers. As of July 31, 2007, we
provided retail electricity and natural gas to residential, commercial, industrial and institutional customers in ten
states. Qur principal operating subsidiary, Commerce Energy, Inc., is licensed by the Federal Energy Reguilatory
Commission, or FERC, and by staie regulatory agencies as an unregulated retail marketer of natural gas and
electricity.

We were founded in 1997 as a retail electricity marketer in California. As of July 31, 2007, we supplied
clectricity to approximately 136,200 customers in California, Maryland, Michigan, New Jersey, Pennsylvania and
Texas; and natural gas to approximately 59,300 customers in California, Florida, Georgia, Maryland, Nevada, Ohio
and Pennsylvania.

The electricity and natural gas we sell to our customers is purchased from third-party suppliers under both short-
term and long-term contracis. We do not own electricity generation or transmission facilities, natural gas producing
praperties or pipelines. The electricity and natural gas we sell is generally metered and delivered to our customers by
local utilities. The local utilities also provide billing and collection services for many of our customers on our behalf.
Additionally, to facilitate load shaping and demand balancing for our customers, we buy and sell surplus electricity
and natural gas from and to other market participants when necessary. We utilize third-party facilities for the storage
of our natural gas.

The growth of our retail business depends upon a number of factors, including the degree of deregulation in each
state, our ability to acquire new customers and retain existing customers and our ability to acquire energy for our
customers at competitive prices and on favorable credit terms.

APX Settlement

On January 5, 2007, APX, we and certain other parties signed an APX Settlement and Release of Claims
Agreement, or the APX Seitlement Agreement, which among other things, established a mechanism for allocating
refunds owed to APX and resolved certain other matters and claims related to APX’s participation in the PX and
CAISO centralized spot markets for wholesale electricity from May 1, 2000 through June 20, 2001. Under the APX
Settlement Agreement, Commerce and certain other parties were entitled to receive payments from APX, with
Commerce expected to receive up to approximately $6.5 million. Subsequently, in April 2007, we received a
payment of $5.1 million and the remaining settlement payment of $1.4 million in August 2007,

HESCO Customer Acquisition

Effective September 1, 2006, the Company acquired fiom Houston Energy Services Company, L.L.C., or
HESCO certain assets consisting principally of contracts with end-use customers in California, Florida, Nevada,
Kentucky and Texas consuming approximately 12 billion cubic feet of natural gas annually. The acquisition price of
approximately $4.1 million in cash and $0.2 million in assumption of liabilities was allocated te customer contracts
and is being amortized over an estimated life of four years.

ACN Energy Transaction

On February 9, 2005, we acquired certain assets of ACN Utility Setvices, Inc. or ACNU, a subsidiary of
American Communications Network, Inc. or ACN, and its retail glectricity business in Texas and Pennsylvania and
its retail natural gas business in California, Georgia, Maryland, New York, Ohio and Pennsylvania. The aggregate
purchase price was $14.5 million in cash and 930,233 shares of our common stock, valued at $2.0 million. The
common stock payment was contingent upon ACN meeting certain sales requirements during the year following the
acquisition date. These sales requircments were not met and the shares were cancelled in April 2006. As a result,
both goodwill and common stock were reduced by $2.0 million. We refer to this acquisition as the ACN Energy
Fransaction and the assets acquired as the ACN Energy Assets.

ACN Energy Assets included approximately 80,000 residentia! and small commercial customers, natural gas

inventory associated with utility and pipeline storage and transportation agreements and natural gas and electricity
supply, scheduling and capacity contracts, software and other infrastructure. No cash or accounts receivables were
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acquired in the transaction and none of ACNU’s legal liabilities were assumed. The ACN Energy Assets purchased
and the operating results generated from the ACN Energy Transaction have been included in our operations as of
February 1, 2005, the effective date of the acquisition.

Market and Regulatory

As of July 31, 2007, we served electricity and gas customers in 10 states, operating within the jurisdictional
territory of 22 different local utilities or LDCs. Among other things, tariff filings by these LDCs for changes in their
allowed billing rate to their customers in the markets in which we operate, significantly impact the viability of our
sales and marketing plans and our overall operating and financial results. Although regulatory requirements are
determined by each state jurisdiction, and administered and monitored by state regulatory commissions, typically
known as the PUC, operating rales and rate filings for cach LDC even within the same state, are unique.
Accordingly, we generally treat each L.IDC distribution territory as a distinct market.

Eleciricily

As of July 31, 2007, we marketed electricity in 12 LDC markets within the 6 states of California, Maryland,
Michigan, New Jersey, Pennsylvania, and Texas.

On April 1, 1998, we began supplying customers in California with eleciricity as an Electric Service Provider, or
ESP. On September 20, 2001, the California Public Utility Commission, or CPUC, issued a ruling suspending the
right of Diirect Access, which allowed electricity customers to buy their power from a supplier other than the electric
utilities. This suspension, although permitting us to keep current direct access customers and to solicit direct access
customers served by other ESPs, prohibits us from soliciting new non-direct access customers indefinitely.

Currently, several important rules are under review by the CPUC, including the Resource Adequacy
Requirement and the Renewable Portfolio Standard. Additional costs to serve customers in California are anticipated
from these proceedings; however, the CPUC decisions will determine the allocation of costs across all market
participants. We cannot currently estimaie the impact that these issues and anticipated additional costs may have on
our future financial results.

In connection with FERC’s determination of the amounts of refunds due to California energy buyers for
purchases made in the spot markets operated by the CAISO and the California PX during the period October 2, 2000
through June 20, 2001, referred to as the “refund period,” FERC has issued dozens of orders, most of which have
been taken up on appeal before the United States Court of Appeals for the Ninth Circuit. Two of the cases,
Lockyer v. FERC and CPUC v. FERC each present issues which may have an adverse financial impact upon us;
however, at this time, we are unable to predict zither the outcome of the proceadings or the ultimate financial effect
on us.

Lockyer v. FERC. On September 9, 2004, the Ninth Circuit issued a decision on the California Atiorney
General's challenge to the validity of FERC’s market-based rate system. This case was originally presented to FERC
upon complaint that the adoption and implementation of market based rate authority was flawed. FERC dismissed
the complaint after sellers refiled reports of sales in the CAISO and the California PX spot markets and bilateral
sales to California Department of Water Resources during 2000 and 2001. The Ninth Circuit upheld FERC's
authority to authorize sales of electric energy at market-based rates, but found that the requirement that .sales at
market-based rates be reported quarterly to FERC for individual transactions is integral to a market-based rate
regime. The State of California, among others, has publicly interpreted the decision as providing authority to FERC
to order refunds for different time frames and based on different rationales than are currently pending in the
California Refund Proceedings, discussed in the immediately proceeding paragraph The decision remands to FERC
the question of whether, and in what circumstances, to impose refunds or other remedies for any alleged failure to
report sales transactions to FERC. On December 28, 2006, several energy sellers filed a petition for a writ of
certiorari to the U.S. Supreme Court. The U.S. Supreme Court denied the petition. We cannot predict the scope or
nature of, or ultimate resolution of this case.

CPUCv. FERC. On August 2, 2006, afier reviewing certain FERC decisions in the California Refund
Proceedings, the Ninth Circuit decided that FERC erred in excluding potential relief for alleged tariff violations
related to transactions in the CAISO and the California PX markets for periods that pre-dated October 2, 2000 and
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additionally ruled that FERC should consider remedies for certain bilateral transactions with the California
Department of Water Resources previously considered outside the scope of the proceedings. The decision may
expose Commerce to claims or liabilities for transactions outside the previously defined “refund period.” At this
time, the ultimate financial outcome for us is unclear.

There are proceedings and cases in other staics in which we sell electricity, that could impact our financial
results, but we are actively engaged in advocacy or coalition groups to mitigate any adverse policy outcomes.

Natural Gas

As of July 31, 2007, we marketed natural gas in 13 LDC markets within the seven states of California, Florida,
Georgia, Maryland, Nevada, Ohio and Pennsylvania. Due to significant increases in the price of natural gas, a
number of LDCs have filed or communicated expectations of filing for approval of rate increases to their customers.
Although the impact of these filings cannot currently be estimated, they are not anticipated to adversely impact our

financial results.

In 1997, natural gas choice programs began in Ohio. We provide gas service to residential and small commercial
customers in the Dominion East Ohio, or DEQ, and Columbia Gas of Ohio service areas.

DEO will exit the merchant function in Ohio, and its plan was approved by the Public Utilities Commission of
Ohio, or PUCO, earlier this year. The plan was divided into two sections, Phase I and Phase I1. In Phase L, suppliers
and marketers bid for supply only. In Phase II, suppliers and marketers will bid to serve any bundled customers
remaining with DEQ. On August 29, 2006, DEC conducted an auction for pricing of its natural gas wholesale
supply of natural gas for the time period October 2006 through August 2008.

The auction participants will bid a monthly retail price adjustment to be added to the monthly NYMEX
settlement price. The sum of these will become the Standard Offer Service, or SOS, price that will replace the
current Gas Cost Recovery, or GCR, rate. The GCR rate has traditionally been calculated on a monthly basis using
imbalances from prior months. The new SOS rate will more closely reflect true market costs.

It is expected that DEQ will be submitting an application to the PUCO by October 31, 2007 for Phase I1.

Results of Operations

The following table summarizes the results of our operations for fiscal 2007, fiscal 2006, and fiscal 2005 (dollars
in thousands):

Fiscal Year Ended July 31,
2007 2006 2005

Dollars % Revenue Dollars % Revenue Dollars % Revenue
Retail electricity sales......oococeeeecciiiinnnnn, $ 236,627 6d4% § 176,290 71% §$ 185,389 73%
Natural gas sales........ovveeneiiiiiiemniinienins 126,028 34% 61,701 25% 25,476 10%
Excess energy sales(l} ..c....cissinninnnen. 1,535 — 7,627 3% 40,061 16%
APX settlement ......cooooenrvviivimvnnnieirencnnnns 6,525 2% — — — —
OHRET......cciniiererernsrerssrerssserserasnescsssesensatsans 399 — 1,462 1% 1,927 1%
MELERVENUE ..oovverereeeeeeeeeeeeeeecesissssrasasessneas 371,614 100% 247,080 100% 253,853 100%
Direct energy Costs.....orrercrreermreccncnes 314,371 85% 218,289 88% 225,671 89%
GPOSS Profifi....c.c v eeererrcrnesrenenerrrentasansianes 57,243 15% 28,791 12% 28,182 11%
Selling and marketing expenses ................ 10,642 3% 5,231 2% 4,081 1%
General and administrative expenses ........ 37,291 10% 26,939 11% 31,504 13%
Income (loss) from operations.........cceee.. £ 9310 2% 8§ (3,379 (1% § (7403) 3)%

{1) Electricity supply greater than retail electricity demand which is sold back into the wholesale market,
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Fiscal Year Ended July 31, 2007 Compared to Fiscal Year Ended July 31, 2006

Operating results for fiscal 2007 reflect income from operations of $9.3 million compared to a loss of
$3.4 million for fiscal 2006. The principal reasons for the increase in income from operations was a $28.5 million
increase in gross profit and partially offset by a $15.7 million increase in total operating expenses, comprised of
selling and marketing expenses and general and administrative expenses. Our net income for fiscal 2007 was
$5.5 million, compared to a net loss of $2.2 million in fiscal 2006, reflecting the improvement in operating results.

Gross profit increased $28.5 million to $57.2 million for fiscal 2007 from $28.8 million for fiscal 2006, Gross
profit for fiscal 2007 includes $6.5 million for the APX Seftlement. Gross profit from electricity totaled
$46.6 million for fiscal 2007 compared to $22.9 million for fiscal 2006, reflecting the impact of customer growth in
the Texas and Maryland markets. Gross profit for natural gas totaled $10.6 million for fiscal 2007 compared to
$5.9 million for fiscal 2006. The increase in gross profit from natural gas reflected the impact of (i) customer growth
in the Ohid markets, (ii) gross margin coniribuiion from the commercial and industrial natural gas customers
acquired in the September 2006 HESCO acquisition; and {iii) a mark-to-market loss incurred in the second quarter
of fiscal 2006 on natural gas supply contracts.

Nef revenue

The following table summarizes net tevenues for fiscal 2007 and 2006 (dollars in thousands):

Fiscal Year Ended July 31,
2007
Doldlars % Revenue Dollars % Revenue

Retail Electricity Sales:

T AS .o ivrerrerrnererseniernirmiasierntrssessneesmassnssressrrssesnermsnessessrersuss $ 102357 28% § 24,886 10%

California .......ccovee e icerererererecrerernnreessers et erasesressasnasesanes 58,152 16% 67,114 27%

Pennsylvania/New JErsey. ... cecressissninnns 46,025 12% 63,200 26%

Maryland..........cecciimnnnios s PR 21,005 6% 20 —

Michigan and Other States.......oooeceiiinnenn, 9,088 2% 21,070 8%

Total Retail Electricity Sales........ccocevviinnisicnccncnnconnes 236,627 64% 176,290 71%
Retail Natural Gas Sales:

OB ..o cerr e va s e ste e mee e s eere e s e e s e saae e e nmnan 34,193 9% 25,449 10%

O 1Y) o1 1T 22,187 6% 22,375 9%

GROTEIA. ..ot ierecrecerresces e sta e seses e snrrseseersrrsesssassbans 2,758 1% 8,853 4%

HESCO CUStOIIETS - ....oeoveeeiveeiieaeeecaeeiectessneesmsenenseenns 64,838 17% — —

All Other StALES...c.cceeci v eerrrnerrrerssniressrerssssrsrarstissssssses s 2,052 1% 5,024 2%

Total Natural Gas Sales.......cvivvrrrmmiinsisieinsesrsrerereseeeeeens 126,028 34% 61,701 25%
Excess Energy Sales.....eiieciineni e 1,533 — 7,627 3%
APX seftlement. ... ..o iinineisivnninieinemnsrsiasniiaseisismscosesessnnne 6,525 2% — —
OREE ...t irtis b a e s s st e sss s bsssresssmseenrenrarsesnsease 890 — 1,462 1%
NEt REVEIUE ..ot veeeeeirieesreesseriressrsisessassosnrasssssssmsseraransssenes $ 371,614 100% § 247,080 100%

Net revenues increased $124.5 million, or 50%, to $371.6 million for fiscal 2007 from $247.1 million for fiscal
2006. The increase in net revenues was driven primarily by a 34% increase in electricity sales, a8 104% increase in
natural gas sales and the APX Settlement. Higher electricity sales reflects the impact of a 300% increase in sales
volumes in Texas due to customer growth, partly offset by lower retail sales in the Pennsylvania/New Jersey and
Michigan markets resuiting from customer attrition. Higher natural gas sales primarily reflect the impact of the
September 2006 acquisition of the HESCO customers.

Retail electricity sales increased $60.3 million to $236.6 million for fiscal 2007 from $176.3 million for fiscal
2006 reflecting both the impact of 16% higher sales prices, and a 16% increase in sales volume. For fiscal 2007, we
sold 2,057 million kilowatt hours, or kWh, at an average retail price per kWh of $0.115, as compared to
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1,767 million kWh sold at an average retail price per kWh of $0.099 in fiscal 2006. Excess electricity sales for fiscal
2007 decreased $6.1 millien compared to fiscal 2006 reflecting the impact of shorter term forward supply
commitments due primarily to higher wholesale electricity prices and increased price volatility.

Natural gas sales increased $64.3 million to $126.0 million for fiscal 2007 from $61.7 million for fiscal 2006
reflecting the impact of sales to customers acquired in the September 2006 the HESCO acquisition. In fiscal 2007,
we sold 14.8 million dekatherms, or DTH, at an average retail price per DTH of $8.51, as compared to 5.2 miltion
DTH, sold at an average retail price per DTH of $12.00 during fiscal 2006. From the date of the HESCO acquisition
in September 2006 through July 31, 2007, natural gas sales to the customers that we acquired in that acquisition
totaled $64.8 million on sales volume of 8.8 miltion DTH or $7.37 per DTH.

We had approximately 136,200 and 80,000 retail electricity customers at both July 31, 2007 and 2006,
respectively, and approximately 59,300 and 57,000 natural gas customers at July 31, 2007 and 2006, respectively.

Direct energy cosis

Direct energy costs, which are recognized concurrently with related energy sales, include the commodity cost of
natural gas and electricity, electricity transmission costs from the 1SOs, transportation costs from LDCs and
pipelines, other fees and costs incurred from various energy-related service providers and energy-related taxes the
majority of which cannot be passed directly through to the customer.

Direct energy costs for fiscal 2007 totaled $198.9 million and $115.4 million for electricity and natural gas,
respectively, compared to $162.5 million and $55.8 million, respectively, for fiscal 2006. The increase in electricity
¢osts is primarily due to a 16% increase in sales volume and an 11% increase in price. Electricity costs averaged
$0.097 per kWh for fiscal 2007 compared to $0.087 per kWh for fiscal 2006. The increase in natural gas costs is
primarily due to a 184% increase in sales volume reflecting the impact of the HESCO acquisition offset by a 28%
decrease in price. Direct energy costs for natural gas averaged $7.79 per DTH for fiscal 2007 as compared to $10.83
per DTH in fiscal 2006,

Operating expenses

Selling and marketing expenses were $10.6 million for fiscal 2607, an increase of $5.4 million from $5.2 million
for fiscal 2006, reflecting the impact of higher cost of advertising and sales programs, telemarketing, third-party
commissions and direct mail costs related to the Company’s increased customer acquisition initiatives. These higher
costs due to increased customer acquisition initiatives were partly offset by lower payroll costs.

General and administrative expenses were $37.3 million for fiscal 2007, an increase of $10.4 million, from
$26.9 million for fiscal 2006, reflecting higher customer service, and information technology personnel costs,
incentive compensation costs, and increased consulting expenses.

Other expenses

On June 11, 2007, Commerce Energy and ACN entered into an agreement settling all arbitration claims and
disputes. The total agreed upon settlement of $3.9 million was paid and recorded in April 2007. Related legal fees of
$0.7 million were included in general and administrative expenses.

Interesi income

Qur interest income was $1.3 million for fiscal 2007, an increase of $0.2 million from $1.1 million in fiscal
2006. The increase was primarily higher market yields realized on investments offset in part by lower investable
balances. :

Interest Expense

Our interest expense was $1.1 million for fiscal 2007, primarily due to recording all costs of our new credit
facility as interest expense in accordance with FAS 91,
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Income befare Provision for Income Taxes

Our income before provision for income taxes was $5.7 million for fiscal 2007 an increase of $7.9 million, from
$2.2 million loss for fiscal 2006, as a result of the items discussed above.

Provision for Income Taxes

We have a provision for income taxes for fiscal 2007 of $0.1 million, compared 10 none from the prior year. This
amount reflects the application of Alternative Minimum Tax to the portion of our current year tax basis income
which cannot be offset by our tax loss camryforwards. As a result, our effective income tax rate for fiscal 2007 was
2.2% compared to 0.0% for fiscal 2006.

Year Ended July 31, 2006 Compuared to Year Ended July 31, 2005

Operating results for fiscal 2006 reflect a loss from operations of $3.4 million compared to a loss of $7.4 million
for fiscal 2005. The principal reasons for the decrease in the loss from operations was a $0.6 million increase in
gross profit and a $3.5 million decrease in total operating expenses, comprised of selling and marketing expenses,
and general and administrative expenses. Our net loss for fiscal 2006 was $2.2 million, compared to a net loss of
$6.1 million in fiscal 2005, reflecting the reduction in the loss from operations.

Gross profit for fiscal 2006 was $28.8 million, a 2% increase compared to gross profit of $28.2 million in fiscal
2005. Gross profit for fiscal 2005 included a gain of $7.2 million from the sale of electricity supply contracts in
Pennsylvania. Gross profit from electricity sales for fiscal 2006 was down slightly from fiscal 2003, as the impact of
higher gross margins on lower electricity sales volumes, due primarily to customer attrition, in our Pennsylvania and
Michigan markets was less than the prior year. The lower gross profit from electricity was offset by a $1.3 million
increase in gross profit from natural gas operations, reflecting a full year of operations in fiscal 2006 as compared to
six months in fiscal 2005.

Net revenue
The following table summarizes net revenues for fiscal 2006 and 20035 (dollars in thousands):

Fiscal Year Ended Julv 31,
2006 2905

Daollars % Revenue Dollars * Revenue

Retail Electricity Sales:
CAILOTIIHA .veovvvrirerreereneaserroressersesssnsenanssmssesessassssasms saressasassasa $ 67114 27% 3 64,186 25%
T A .o ieevirrisne et vssesessesesbesesssamestemersabstosnsessravasiasaransnsanen 24,886 10% 9,386 3%
Pennsylvania/New JErsey........cccccmnrnerrerrmiaesacasssinsnans 63,200 26% 76,063 30%
Maryland...........ooime st 20 — — —
Michigan and Other States ... vonvierenversiserce e 21,070 8% 36,754 15%
Total Retail Electricity Sales.......co....cocoveiiiniericenieresanne 176,200 1% 136,389 73%
Natural Gas Sales:
L0271 4] ¢ 11 A OO 22375 9% 7,902 3%
] 111 S OO 25,449 10% 10,782 4%
GBOGIA. e ettt ettt st e s oran s 8,833 4% 4,314 2%
ALl OUNEE SEELES.....cccvienrrrrarirereresrrvarssssssimsesersrarsressasarsases 5,024 2% 2478 1%
Total Natural Gas Sales.......coocoveeimioeeeeeeeee e revmeemeans 61,701 25% 25476 10%
Excess Electricity Sales ... 7,627 3% 40,061 16%
OMREE ..ttt ims s cms s st e s e e saneron eren smens haseaseesesmtens 1,462 1% 1,927 1%
Net REVENLE ......ovceveeesrvverersnrnerereesseestessesees sassssassavasas v scnes $ 247,080 100% § 253,853 100%

Net revenues for fiscal 2006 were $247.1 million, a 3% or $6.8 million decrease from fiscal 2005. The decrease
in net revenue was primarily attributable to:
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(i)a $32.4 million decrease in excess energy sales reflecting the impact of shorter-term forward supply
commitments resulting from significant increases in the volatility and price of wholesale eleciricity and the
conversion of many retail customers to month-to-month variable priced sales contracts.

(ii) excess energy sales during fiscal 2005 including $9.3 million realized on the January 2005 sale of
Pennsylvania electricity supply contracts back to the original supplier;

{iii) a $10.1 million decrease in retail electricity sales due to the impact of customer attrition and related
lower sales volumes in the in Pennsylvania/New Jersey and Michigan markets, partly offset by increased sales
volumes in Texas in fiscal 2006 due to a full year of operations and customer growth; and

{iv) a $36.2 million increase in natural gas salcs due to a full year of operations as compared to six months of
operations in fiscal 2005.

Retail electricity sales for fiscal 2006 were $176.3 million, a 5% decrease from fiscal 2005 reflecting a 33%
decling in electric sales volumes partly offset by higher retail sales prices. In fiscal 2006, we sold 1,767 million
kWh, at an average retail price per kWh of $0.099, as compared to 2,63 | million kWh sold at an average retail price
per kWh of $0.071 in fiscal 2005. California sales volumes decreased to 759 million kWh (average sales price per
kWh of $0.088) in fiscal 2006 as compared to 819 million kWh (average price per kWh of $0.078) in fiscal 2005
due principally to normal customer attrition. Pennsylvania and New Jersey’s combined sales volumes in fiscal 2006
decreased 50% to 565 million kWh (average price per KkWh of $0.112) as compared to 1,137 million kWh (average
price of $0.067) in fiscal 2005. Sales volumes in Michigan in fiscal 2006 decreased 58% to 253 million k'Wh
{average price per kWh of $0.083) as compared to 603 million kWh (average price per kWh of $0.061) in fiscal
2005. Sales volumes declines in both our Pennsylvania/New Jersey and Michigan markets reflect the impact of high
customer attrition resulting tfrom unfavorable competitive and regulatory changes leading to the return of customers
to the incumbent utility. Texas sales volumes in fiscal 2006 increased to 190 million kWh (average sales price per
kWh of $0.131) as compared to 72 million kWh in fiscal 20035 (average price per kWh of $0.130) reflecting the full
year impact of the customers acquired in February 2005 and the impact of sales, marketing and customer acquisition
initiatives in this market during the second half of fiscal 2006.

Natural gas sales for fiscal 2006 were $61.7 miilion, an increase of $36.2 million, or 142%, compared to 2005,
reflecting a full year of these operations compared to only six months during fiscal 2005. During fiscal 2006, we
sold approximately 5.1 million DTH at an average price of §12.60 per DTH as compared to 2.5 million at an average
price of $10.26 per DTH in fiscal 2005.

We had approximately 80,000 retail electricity customers at both July 31, 2006 and 2005 and approximately
57,000 and 60,000 natural gas customers at July 31, 2006 and July 31, 2005, respectively.

Direct energy costs

Direct energy costs for fiscal 2006 totaled $218.3 million, a decrease of $7.4 million or 3% from fiscal 2005, and
was comprised of $162.5 million for electricity and $33.8 million for natural gas. Electricity cost decreased 21%
from fiscal 2005 due primarily to a 33% decline in vetail sales volumes and lower excess energy sold. The averape
cost of electricity increased to $0.087 per kWh for fiscal 2006 as compared to $0.065 per kWh for fiscal 2005, The
decrease in the total cost of electricity during fiscal 2006 was largely offset by a 170% increase in the cost of natural
gas, reflecting a 107% increase in retail sales volumes due to a full year of natural gas operations in fiscal 2006 as
compared to six months of aperations in fiscal 2005 and an increase in the cost of natural gas supplies for fiscal
2006 to $10.85 per DTH compared to $3.42 per DTH for fiscal 2005.

Operating expenses
Selling and marketing expenses were $5.2 million for fiscal 2006, an increase of $1.1 million from $4.1 million
for fiscal 2005, reflecting the impact of higher advertising, marketing, customer acquisition and telemarketing

expenses. These higher costs were attributable to increased customer acquisition initiatives were partly offset by
lower payroll costs.
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General and administrative expenses were $26.9 million for fiscal 2006, a decrease of $4.6 million, from
$31.5 million for fiscal 2005. A decrease of $4.5 million in severance costs related to former executive officers in
fiscal 2005, and lower legal and bad debt expenses were partly offset by increased expenses related to a full year of
operations of the ACN Energy Assets in fiscal 2006 as compared to six months of operations in fiscal 2003,

Other expenses

In July 2005, we sold our entire stock holdings in Turbocor for $2.0 million in cash resulting in recovery of
previous provision for impairment as we then had no basis in Turbocor. There were no simtilar transactions in fiscal
2006. Additionally, in fiscal 2005, we incurred $1.6 million of initial formation litigation costs related to
Commonwealth Energy Corporation’s (cur predecessor Company) formation. Initial formation litigation expenses
include legal and litigation costs associated with the initial capital raising. There were no such expenses in fiscal
2006.

Interest income, net

Our interest income, net was £1.1 million for fiscal 2006, an increase of $0.2 million from $0.9 million in fiscal
2005. The increase in interest income was primarily due to higher market yields realized on investments offset in
part by lower investable balances.

Beneflt from Income Taxes

We reflected no benefit for income taxes for fiscal 2006 as a valuation allowance equal to the net deferred tax
assets has been provided due to the uncertainty of future realization of the remaining net deferred tax asset at both
July 31, 2006 and 2005,

Liquidity and Capital Resources

The following table summarizes our liquidity measures:

July 31, July 31,

— 2007 2006

(Dollars in thousands)
Cash and cash qUIVAIENLS .....c...oorr et s et £6,559 $22,941
WOTKINE CAPILAL ......... et rceresnsaranemesemrssre s s e erssast e s mreas s et sssmrasnssmsanssimanabanes £38,863  $32,253
Current ratio {current assets to current Habiliies) .......c..c.c.covricmirviveceeeermreseerarernes 1.8:1.0 2.0:1.0
RESHHCLED CASIL....uviereerarvrssrcrerinissrerssiseresaseraesesesniarensasensarensssensaranssesesensesesasses smemsestaes $10,457  §17,117
Shart eI BOTTOWIREZS .....c.veormreimeer ittt bt asa s ab st b e s e cmsenres — —
Letters of credit OutStanding ...........coecoeremricrceemmesentiemisis e enesan e s ses s e seemnesees $19,334  $24,053

Consolidated Cash Flows

The following table summarizes our statements of cash flows:

Fiscal Years Ended July 31,
2008

2007 2806
{Dollars in thousands)
Net cash provided by (used in):
OPErating ACHVItIES ..vvcvveeesreeesereeriieniiernrarssasssisreresessiereresesesesessesnissencs 5(16,050) % 6,063 $(3,561)
[NVESTING ACHVILIES .....ve v veeeeceecevrie et es e es ettt sssn s b raees (8,229) {4,742) 28,012
FInancing activities .v.uev e iereerrmimincscsinsressssmsssnssesessereressseserevassorsasass 7,897 {11,724)  (1.860)
Net increase (decrease) in cash and cash equivalents...................... $(16,382) 8(10,403) §22.591

Our principal sources of liquidity to fund ongoing operations have been existing cash and cash equivalents on
hand, cash generated from operations and our credit facility which increases our borrowing capacity. Based upon
our current level of operations and business conditions, we believe these sources will be sufficient to fund our
expected capital expenditures and to meet our working capital requirements along with other cash needs over the
next twelve months. We would need to add to our capital resources in fiscal 2008 if we expand our business, either
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from internal growth or acquisitions, if energy prices increase materially, or if energy industry volatility and/or
uncertainty creates additional credit requirements. Cash used in operating activities for fiscal 2007 was
$16.1 million, compared to cash provided by operations of $6.1 million in the prior year. For fiscal 2007, cash used
in operating activitics was comprised primarily of net income of $5.5 million, an increase of accounts payable of
$11.1 million, offset by an increase of $38.7 million in accounts receivable, net, including a provision for doubtful
accounts. These changes were primarily in support of our increased sales and customer acquisition initiatives
including the customers acquired in the HESCO acquisition. For fiscal 2006, cash provided by operating activities
was comprised primarily of a decrease of $8.4 million in prepaid expenses and other assets offset by an increase of
$2.8 million in accounts receivable, net, including provisions for doubtful accounts. This was primarily due to
increased use of letters of credit under our new credit facility to replace deposits previously used to secure energy

supply.

Cash used in investing activities was $8.2 million in fiscal 2007, as compared to $4.7 million used in investing
activities in fiscal 2006. The cash used in investing activities in fiscal 2407 was spent equally for the upgrades in our
key customer billing, risk management and customer contact platforms and for the purchase of the HESCO customer
list. The cash used in fiscal 2006 was primarily for other upgrades in the previously discussed platforms.

Cash provided by financing activities during fiscal 2007 was $7.9 million, as compared to cash used in financing
activities of $11.7 million during fiscal 2006. [n fiscal 2007, restricted cash decreased by $6.7 million primarily due
to transitioning cash-secured letters of credit to our new credit facility.

Credit terms from our suppliers often require us to post collateral against our energy purchases and against our
mark-to-market exposure with certain of our suppliers. As of July 31, 2007, we had $10.5 million in restricted cash
primarily in connection with a $10 million requirement of our new credit facility. We also have $3.5 million in
deposits pledged as collateral to our energy suppliers in connection with energy purchase agreements.

As of July 31, 2007, cash and cash equivalents decreased to $6.6 million compared with $22.9 million at Jaly 31,
2006. This decrease of $16.3 million was used primarily to fund accounts receivable growth to support our
increasing customer load. Restricted cash and cash equivalents at July 31, 2607 was $17.0 million, compared to
$40.1 million at July 31, 2006, for a decrease of $23.0 million. This decrease was also primarily due to our accounts
receivable growth and to a lesser extent the purchase of HESCO customer lists and transitioning cash-secured letters
of credit to our new credit facility.

Credit Facility

In June 2006, Commerce and Commerce Energy entered into a Loan and Security Agreement, or the Credit
Facility, with Wachovia Capital Finance Corporation (Western), or the Agent, for up to $50 million. The three-year
Credit Facility is secured by substantially all of the Company’s assets and provides for issuance of letters of credit
and for revolving credit loans, which we may use for working capital and general corporate purposes. The
availability of letters of credit and loans under the Credit Facility is limited by a calculated borrowing base
consisting of the majority of the Company’s cash on deposit with the Agent and the Company’s receivables and
natural gas inventories. As of July 31, 2007, letters of credit issued under the facility totaled $18.9 million, and there
were no outstanding borrowings. Fees for letters of credit issued range from 1.50 to 1.75 percent per annum,
depending on the level of Excess Availability, as defined in the Credit Facility. We also pay an unused line fee equal
to 0.373 percent of the unutilized credit line. Generally, outstanding borrowings under the Credit Facility are priced
at a domestic bank rate plus 0.25 percent or LIBOR plus 2.75 percent.

The Credit Facility contains covenants, subject to specific exceptions, restricting Commerce, the Company and
its subsidiaries from: (i) incurring additional indebtedness; (ii) granting certain liens; (iii) disposing of certain assets;
(iv) making certain restricted payments; (v)entering into certain other agreements; and (vi) making certain
investments. The Credit Facility also restricts our ability to pay cash dividends on our commeon stock; restricts
Commerce Energy from making cash dividends to the Company without the consent of the Agent and The CIT
Group/Business Credit, Inc., of, collectively, the Lenders; and limits the amount of our annual capital expenditures
to $3.5 million without the consent of the Lenders. We must also maintain a minimum of $10 million of Eligible
Cash Collateral, as defined in the Credit Facility, at all times.
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In September 2006, the Company and Commerce Energy entered into a First Amendment to Loan and Security
Agreement and Waiver, or the First Amendment, pursuant 1o which the Lenders waived prior or existing instances
of covenant non-compliance relating to the maintenance of Eligible Cash Collateral, as defined in the Credit
Tacility, capital expenditures and the notification to the Lenders of the grant of certain liens to a natural gas supplier.
Pursuant to the First Amendment, the Eenders also agreed to certain prospective waivers of covenants in the Credit
Facility to enable Commerce Energy to ¢onsummate the HESCO acquisition of customers in compliance with the
Credit Facility.

In October 2006, the Company and Commerce Energy entered into a Second Amendment to Loan and Security
Agreement and Waiver, or the Second Amendment, pursuant to which the Lenders waived prior or existing
instances of covenant non-compliance relating to the maintenance of a minimum Fixed Charge Coverage Ratio and
a minimum amount of Excess Availability. The Lenders aiso agreed in the Second Amendment to defer prospective
compliance with the Fixed Charge Coverage Ratio covenant and to reduce and restructure the amount of Excess
Availability that Commerce will be required to maintain through April 2007,

On March 15, 2007, the Company and Commerce Energy entered into a Third Amendment to Loan and Security
Agreement and Waiver, or the Thitd Amendment, pursuant to which the Lenders waived prior or existing instances
of covenant non-compliance relating to the maintenance of a minimum Fixed Charge Coverage Ratio and a
minimum amount of Excess Availability. The Lenders also agreed in the Third Amendment 1o extend the period of
time during which the minimum amount of Excess Availability that Commerce Energy will be required to maintain
established by the Second Amendment will be applicable.

On June 26, 2007, the Company and Commerce Energy entered into a Fourth Amendment to Loan and Security
Agreement with the Agent, pursnant to which the Agent agreed to allow the Company to increase its Capital
Expenditures, as defined in the Credit Facility, for fiscal 2007 and beyond to $6.0 million.

On August 1, 2007, the Company and Commerce Energy entered into a Fifth Amendment to Loan and Security
Agreement and Waiver, with the Agent and the CIT Business Credit Group/Business Credit, Inc. pursuant to which
the Lenders agreed to temporarily reduce and restructure the amount of Excess Availability required to be
maintained by Commerce Energy.

On September 20, 2007, the Company, Commerce Energy entered into a letter agreement with the Agent and the
CIT Business Credit Group/Business Credit, Inc., pursuant to which Commerce Energy was permitted during the
period from September 20, 2007 until October 5, 2007, to exceed its Gross Borrowing Base, as defined in the letter
agreement. In addition, during the same time period, the amouni of Excess Availability required to be maintained by
Commerce was temporarily reduced and restructured, and the letter agreement established the amount of Excess
Availability that Commerce Energy is required to maintain under the Credit Facility for the period beginning
October 6, 2007.

Net cash of $7.9 million was provided by financing activities for the year ending July 31, 2007 compared to net
cash of $11.7 million used in the year ending July 31, 2006, reflecting the change in restricted cash and cash
equivalents used to secure a performance bond in Pennsylvania and $2.3 million of cash used in the year ending
July 31, 2006 to repurchase Company stock in counection with a settlement agreement with former executive
officers, partially offset by proceeds from the exercise of stock options of $1.2 million.

Supply Agreements
Tenaska Power Services Co.
In August 2005, the Company entered into several agreements with Tenaska Power Services Co. or Tenaska, for
the supply of the majority of Commerce Energy’s wholesale ¢lectricity supply needs in Texas, Pursuant to an EEI
Master Power Purchase and Sale Agreement dated August 1, 2005 between Commerce Energy and Tenaska, or the

Master Agreement, Tenaska agreed to supply electricity to Commerce Energy as set forth under the Master
Agreement.
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In connection with Tenaska’s supply of electricity to Commerce Energy, Commerce Energy and Tenaska entered
into an agreement dated August 1, 2005, which we refer to as the QSE Agreement. Under the QSE Agreement,
Tenaska agreed to serve as Commerce Energy’s exclusive provider of qualified scheduling services and marketing
services with respect to electric energy within the region of Texas administered by the Electric Reliability Council of
Texas.

A blocked account control agreement with lockbox services, dated August 1, 2005, or the Tenaska Lockbox
Agreement, by and among Commerce Energy, Tenaska and U.S. Bank National Association established a lockbox
and a related account to be maintained at U.S Bank for deposit by Commerce Energy of all revenues received from
ceriain electricity end-use customers in Texas. We refer to this account as the U.S. Bank Lockbox Account. Until
Tenaska provides notice to U.S. Bank to the contrary, funds in the Tenaska Lockbox Account are to be disbursed as
Commerce Energy may direct.

Commerce Energy and Tenaska also entered into a security agrecment, or the Tenaska Security Agreement,
dated August1, 2006, as amended on March 7, 2006 and Jume 22, 2006. To secure Commerce Energy’s
performance and compliance with its obligations under the Master Agreement, the QSE Agreement, the Tenaska
Security Apreement, the Tenaska Lockbox Agreement and the related transaction documents, Commerce Energy
granted to Tenaska a continuing security interest in Commerce Energy’s intergst in the U.S. Bank Lockbox Account,
Commerce’s Energy’s contracts with certain retail electricity sales customers and the revenues and accounts
receivable resulting from such contracts. In addition, Commerce Energy agreed to deposit all revenues received
from certain ¢lectric energy customers into the U.S. Bank Lockbox Account and fo maintain a minimum deposit
amount in the Tenaska Lockbox Account of $100,000. Tenaska agreed to provide credit to Commerce Energy in an
amount not to exceed $22 million. As of July 31, 2007, Tenaska extended approximately $22.0 million of credit to
Commerce Energy under this arrangement.

On August 1, 2005, Tenaska and the Company entered into a Guaranty Agreement, pursuant to which it, as the
parent company of Commerce Energy, unconditionally guaranteed to Tenaska full and prompt payment of all
indebtedness and obligations owed to Tenaska.

Pacific Summit Energy LLC

In September 2006, Commerce Energy entered into several agreements with Pacific Summit Energy LLC, or
Pacific Summit, for the supply of natural gas to serve end-use customers that we acquired in connection with the
HESCO acquisition. Pursuant to a base contract for sale and purchase of natural gas, dated September 20, 2006
between Commerce Energy and Pacific Summit, or the Base Contract, Pacific Summit agreed to supply natural gas
to Commerce Energy as set forth under the Base Contract.

Pursuant to an operating agreement, dated September 20, 2006 between Commerce Energy and Pacific Summit,
or the Operating Agreement, Pacific Summit agreed to sell to Commerce Energy natural gas for resale to designated
customers that Commerce Energy acquired from HESCO. We refer to these customers as the Acquired Customers.
Commerce Energy agreed to purchase all of its natural gas requirements for the Acquired Customers exclusively
from Pacific Summit, and Pacific Summit agreed to meet the demand for natural gas for such customers at prices to
be set in separate transaction confirmations according to market prices. Credit is regularly extended to Commerce
Energy by Pacific Summit, and Commerce Energy agreed to enter into a lockbox agreement and a security
agreement with Pacific Summit to secure payment of amounts owed to Pacific Summit under the Operating
Agreement. As of July 31, 2007, Pacific Summit extended approximately $12.0 million of credit to Commerce
Energy under the Operating Agrecment.

A blocked account control agreement with lockbox services, dated September 20, 2006, or the Pacific Summit
Lockbox Apreement, by and among Commerce Energy, Pacific Summit and Wachovia Bank NA established a
lockbox and a related account to be maintained at Wachovia Bank NA for deposit by Commerce Energy of all
revenues received from the Acquired Customers. We refer to this account as the Wachovia Lockbox Account.

Commerce Energy and Pacific Summit entered into a security agreement dated September 20, 2006, or the

Pacific Summit Security Agreement. To secure Commerce Energy’s performance and compliance with its
obligations under the Base Contract, the Operating Agreement, the Pacific Summit Security Agreement, the Pacific
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Summit Lockbox Agreement and related transaction documents, Commerce Energy granted to Pacific Summit a
continuing security interest in Commerce Energy’s interest in the Wachovia Lockbox Account, Commerce’s
Energy’s contracts with the Acquired Customers and the revenues and accounts receivable resulting from such
contracts. In addition, under the Pacific Summit Security Agreement, Commerce Energy agreed to maintain a
minimum deposit amount in the Wachovia Lockbox Account. The Pacific Summit Security Agreement also
provided for monthly withdrawals from the Wachovia Lockbox Account, with payments to be made first to Pacific
Summit for amounts due and payable, and second to Commerce Energy for amounts exceeding the Adjusted
Minimum Deposit Amount, as defined in the Pacific Summit Security Agreement.

Planned capital expenditures

Our planned capital expenditures for fiscal 2008 are approximately $6.0 million and are comprised of carryover
expenditures related to key upgrades of our risk management, customer billing and customer load forecasting
systemns and other information systems and hardware upgrades related to improved customer order entry and
increased customer service. These expenditures are expected to be pro rata throughout the year and funded out of
working capital.

Off-Balance sheet arrangements

We have no off-balance sheet arrangements and have no transactions involving unconsoclidated, {imited purpose
entities.

Contractual obligations

As of July 31, 2007, we had commitments of $63.1 million for energy purchase, transportation and capacity
contracts. These contracts are with various suppliers and extend through June 2008.

Our most significant operating lease pertains to our corporate office facilities. All of our other operating leases
pertain to various equipment, technology and secondary office facilities. Certain of these operating leases are non-
cancelable and contain clauses that pass through increases in building operating expenses. We incurred aggregate
rent ¢xpense under aperating leases of $1.2 million, $1.3 miilicn and $1.2 million during fiscal 2007, 2006 and
2003, respectively.

The following table shows our contractual commitments for energy purchase and operating leases as of July 31,
2007 (dollars in thousands):

Payments Due by Period
Less Tham  1-3 3-5  More Than

Contractual Obll n Tatal 1 Year Years Years _ 5 Years
EDErZY PUICRASES ...... e oeereeececrceereieenereseanerseememncns e sareens $63,098 $63,098 § — §— —
OPETating Jeases. .ovvcveimersiiiminiin s s rss s nss 1,905 1,289 616 — _—
o | U URR PO SN $65,003 $64,387 $616 $-_— $_—-—~

Additionally, as of July 31, 2007, $19.3 million of letters of credit have been issued to energy suppliers and
others pursuant to the terms of our credit facility and $7.8 million in surety bonds have been issued.

Seasonal Influences

Demand for electricity and natural gas is continually influenced by both seasonal and abnormal weather pattems.
To the extent that one or more of our markets experiences a period of unexpected weather, we may be required to
either procure additional energy to service our customets or to sell surplus energy in the open market. Generally,
unexpectedly higher or lower than normal energy demand from our customers increases the relative cost of our

energy supplies.
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Critieal Accounting Policies and Estimates

The preparation of this Annual Report on Form 10-K requires us to make estimates and assumptions that affect
the reported amounts of asseis and liabilities, disclosure of contingent assets and liabilities at the date of our
financial statements, and the reported amount of revenue and expenses during the reporting period. Actual results
may differ fram those estimates and assumptions. In preparing our financial statements and accounting for the
underlying transactions and balances, we apply our accounting policies as disclosed in our notes to the consolidated
financial statements. The accounting policies discussed below are those that we consider to be critical to an
understanding of our financial statements because their application places the most significant demands on our
ahility to judge the effect of inherently uncertain matters on our financial results. For all of these policies, we caution
that future events rarely develop exactly as forecast, and the best estimates routinely require adjustment.

« Accounting for Derivative Instruments and Hedging Activities -— We purchase substantially all of our power
and natural gas under forward physical delivery contracts for supply to our retail customers. These forward
physical delivery contracts are defined as commodity derivative contracts under Statement of Financial
Accounting Standard, or SFAS No. 133, “Accounting for Derivative Instruments and Hedging Activities”.
Using the exemption available for qualifying contracts under SFAS No. 133, we apply the normal purchase
and normal sale accounting treatment to a majority of our forward physical delivery contracts. Accordingly,
we record revenue generated from customer sales as energy is delivered to our retail customers and the related
energy cost under our forward physical delivery contracts is recorded as direct energy costs when received
from our suppliers. We use financial derivative instruments (such as swaps, options and futures) as an
effective way of assisting in managing our price risk in energy supply procurement. For forward or future
contracts that do not meet the qualifying criteria for normal purchase, normal sale accounting treatment, we
elect cash flow hedge accounting, where appropriate.

We also utilize other financial derivatives, primarily swaps, options and futures to hedge our commodity price
risks. Certain derivative instruments, which are designated as economic hedges or as speculative, do not
qualify for hedge accounting treatment and require current period mark to market accounting in accordance
with SFAS No. 133, with fair market value being used to determine the related income or expense that is
recorded each quarter in the statement of operations. As a result, the changes in fair value of derivatives that
do not mest the requirements of normal purchase and normal sale accounting treatment or cash flow hedge
accounting are recorded in operating income (loss) and as a current or long-term derivative asset or liability.
The subsequent changes in the fair value of these contracts could result in operating income (loss) volatility as
the fair value of the changes are recorded on a net basis in direct energy costs in our consolidated statement of
operations for each period.

As a result of a sale on January 28, 2005 of two significant electricity forward physical delivery contracts (on a
net cash settlement basis) back to the original supplier, the normal purchase and normal sale ¢xemption under
SFAS No. 133 was no longer available for our Pennsylvania market (PIM-1S0). Accordingly, for the period from
February 2005 through July 2006, we designated forward physical delivery contracts entered into for our
Pennsylvania electricity market as cash flow hedges, whereby market to market accounting gains or losses were
deferred and reported as a component of Other Comprehensive Income (Loss) until the time of physical delivery.
Effective August 1, 2006, the normal purchase and normal sale exemption has been reinstated for our Pennsylvania
market.

» Utility and independent system operator costs — Included in direct energy costs, along with the cost of
energy that we purchase, are scheduling costs, Independent System Operator, or 1SO, fees, interstate pipeline
costs and utility service charges. The actual charges and certain energy costs are not finalized until subsequent
settlement processes are performed for all distribution system participants. Prior to the completion of
settlements (which may take from one to several months), we estimate these costs based on historical trends
and preliminary settlement information. The historical trends and preliminary information may differ from
actual information resulting in the need to adjust previous estimates.

= Allowance for doubtful accounts — We maintain allowances for doubtful accounts for estimated losses
resulting from non-payment of customer billings. If the financial conditions of certain of our customers were
to deteriorate, resulting in an impairment of their ability to make payments, additional allowances may be
required.
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= Net revenue and unbilled receivables — Our customers are billed monthly at various dates throughout the
month. Unbilled receivables represent the estimated sale amount for power delivered to a customer at the end
of a reporting period, but not yet billed. Unbilled receivables from sales are estimated based upon the amount
of pawer delivered, but not yet billed, multiplied by the estimated sales price per unit.

+ Invenfory — Inventory consists of natural gas in storage as required by state regulators and contracted
obligations under customer choice programs. Inventory is stated at the lower of cost or market.

« Customer Acquisition Cost — Direct Customer acquisition costs paid to third parties and directly related to
specific new customers are deferred and amortized over the life of the initial customer contract, typically one
year.

» Legal matters — From time to time, we may be involved in litigation matters. We regularly evaluate our
exposure to threatened or pending litigation and other business contingencies and accrue for estimated losses
on such matters in accordance with SFAS No. 5, “Accounting for Contingencies.” As additional information
about current or future litigation or other contingencies becomes available, management will assess whether
such information warrants the recording of additienal expense relating to our contingencies. Such additional
expenss coukd potentially have a material adverse impact on our resul{s of operations and financial position.

Recent Accounting Pronouncements

In February 2007, the FASB issued SFAS No. 159, “The Fair Value Option jor Financial Assets and Financial
Liabilities Including an Amendment of FASB Statement No. 115". SFAS No. 159 permits entities to choose to
measure many financial instruments and certain other items at fair value that are not currently required to be
measured at fair value. This statement also establishes presentation and disclosure requirements designed to
facilitate comparisons between entities that choose different measurement attributes for simtilar types of assets and
liabilities. SFAS No. 159 is effective for fiscal years beginning after November 15, 2007. The Company is currently
evaluating the impact this statement will have on its financial statements.

In September 2006, the SEC staff published SAB No. 108, “Considering the Effects of Prior Year Misstatements
when Quantifving Misstatements in Current Year Financial Statememts”. SAB 108 addresses quantifying the
financial statement effects of misstatements and considering the effects of prior year uncorrected errors on the
statements of operations as well as the balance sheets. SAB No. 108 does not change the requirements under
SAB No. 99 regarding qualitative considerations in assessing the materiality of misstatements. The Company
adopted SAB No. 108 during the fourth quarter of fiscal year 2007, and the adoption had no impact on its results of
operations or financial condition as of and for the fiscal year ended July 31, 2007.

In September 2006, the FASB issued SFAS No. 137, “Fair Value Measurements”, which provides guidance for
using fair value to measure assets and liabilities. The pronouncement clarifies (1) the extent to which companies
measure assets and liabilities at fair value; (2) the information used to measure fair value; and (3) the effect that fair
value measurements have on earnings. SFAS No. 157 will apply whenever another standard requires (or permits)
assets or liabilities to be measured at fair value. SFAS No. 157 is effective for fiscal years beginning after
November 15, 2007. The Company is currently evaluating the impact this statement will have on its financial
statements.

In June 2006, the FASB issued FIN 48, “Accaumting for Uncertainty in Income Taxes”, an interpretation of
SFAS No. 109, “Accounting for Income Taxes”. The interpretation contains a two-step approach to recognizing and
measuring uncertain tax positions accounted for in accordance with SFAS No. 109. The provisions are effective for
the Company as of August 1, 2007. The Company is currently evaluating the impact this statement will have on its
financial statements.
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Ttem 7A. Quantitative and Qualitative Disclosures about Market Risk.

Cur activities expose us to a variety of market risks principally from the change in and volatility of commodity
prices. We have established risk management policies and procedures designed to manage these risks with a strong
focus on the retail nature of our business and to reduce the potentially adverse effects these risks may have on our
operating results. Our Board of Directors and the Audit Committee of the Board oversee the risk management
program, including the approval of risk management policies and procedures. This program is predicated on a strong
risk management focus combined with the establishment of an effective system of internal controls. We have a Risk
Oversight Committee, or ROC, that is responsible for establishing risk management policies, reviewing procedures
for the identification, assessment, measurement and management of risks, and the monitoring and reporting of risk
exposures. The ROC is comprised of all key members of senior management and is chaired by the Vice President,
Chief Risk Officer.

Commodity Risk Management

Commodity price and volume risk arise from the potential for changes in the price of, and transportation costs
for, electricity and natural gas, the volatility of commeodity prices, and customer usage fluctuations due to changes in
weather and/or customer usage patterns. A number of factors associated with the siructure and operation of the
energy markets significantly influence the level and volatility of prices for energy commodities. These factors
include seasonal daily and hourly changes in demand, extreme peak demands due te weather conditions, available
supply resources, transportation availability and reliability within and between geographic regions, procedures used
to maintain the integrity of the physical electricity system during extreme conditions, and changes in the nature and
extent of federal and state regulations. These factors can affect encrgy commodity and derivative prices in different
ways and to different degrees.

Supplying electricity and natural gas to our retail customers requires us to match the projected demand of our
customers with contractual purchase commitments from our suppliers at fixed or indexed prices. We primarily use
forward physical energy purchases and derivative instruments to minimize significant, unanticipated earnings
fluctuations caused by commadity price volatility. Derivative instruments are used to limit the unfavorable effect
that price increases will have on electricity and natural gas purchases, effectively fixing the future purchase price of
glectricity or natural gas for the applicable forecasted usage and protecting the Company from significant price
volatility, Derivative instruments measured at fair market value are recorded on the balance sheet as an asset or
liability. Changes in fair market value are recognized currently in earnings unless the instrument has met specific
hedge accounting criteria. Subsequent changes in the fair value of the derivative assets and liabilities designated as a
cash flow hedge are recorded on a net basis in Other Comprehensive Income (Loss) and subsequently reclassified as
direct energy cost in the statement of operations as the energy is delivered. While same of the contracts we use to
manage risk represent commodities or instruments for which prices are available from external sources, other
commodities and certain contracts are not actively traded and are valued using other pricing sources and modeling
techniques to determine expected future market prices, contract quantities, or both. We use our best estimates 1o
determine the fair value of commadity and derivative contracts we hold and sell. These estimates consider various
factors including closing exchange and over-the-counter price quotations, time value, volatility factors and credit
exposure. We do not engage in trading activities in the wholesale energy market other than to manage our direct
energy cost in an attempt to improve the profit margin associated with the requirements of our retail customers.

With most electricity and natural pas customers, we have the ability to change prices with short notice; and,
therefore, the impact on gross profits from increases in energy prices is not material for these customers. However,
sharp and sustained price increases could result in customer attrition without corresponding price increases by local
utilities and other competitors, Approximately 55% of our electricity customers and 33% of our natural gas
customers are subject to multi-month fixed priced unhedged contracts and, accordingly a $10 per megawatt hour
increase in the cost of purchased power and a $1.00 per mmbtu increase in the cost of purchased natural gas could
result in an estimated $1,564,000 decrease in gross profit for power, and an estiraated $954,000 decrease in gross
profit for natural gas, respectively, for fiscal 2008.

Credit Risk

Our primary credit risks are exposure to our retail customers for default on their contractual obligations. Given
the high credit quality of the majority of our energy suppliers, credit risk resulting from failure of our suppliers to
deliver or perform on their contracted energy commitments is not considered significant.
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The retail credit default or ronpayment risk is managed through established credit policies which actively require
screening of customer credit prior to contracting with a customer, potentially requiring deposits from customers and
actively discontinuing business with customers that do not pay as contractually obligated. Retail credit quatity is
dependent on the economy and the ability of our customers to manage through unfavorable economic cycles and
other market changes. If the business environment were to be negatively affected by changes in economic or other
market conditions, our retail credit risk may be adversely impacted.

Counterparty credit risks result primarily from credit extended to us for our purchases of energy from our
suppliers. Favorable credit terms from our suppliers make it easier to procure wholesale energy to service our
customers; however, adverse market conditions or poor financial performance by us may result in a reduction or
elimination of available unsecured counterparty credit lines. Additionally, we have significant amounts of energy
commitments to our contracted term customers that we have hedged forward, often for several months. A significant
decrease in energy prices could adversely impact our cash collateral requirements.

Interest Rate Risk

Since we had no short or long-term debt cutstanding at July 31, 2007, our only exposure to interest rate risks is
limited to our investment of excess cash balances in interest-bearing instruments. We generally invest cash
equivalents in short-term credit instruments consisting primarily of high credit qualify, short-term money market
funds and insured, re-marketable government agency securities with interest rate reset maturities of 90 days or less.
We do not expect any material loss from our investments and we believe that our potential interest rate exposure is
not material. As our practice has been, and currently continues to be, to only invest in high-quality debt instruments
with maturities or remarketing dates of 90 days or less, we cutrently are not matetially susceptible to interest rate
risks.

Item 8. Firancial Statements and Supplementary Data,

The financial statement information, including the reports of the independent registered public accounting firms,
required by this Item 8 is set forth on pages F-1 to F-27 of this Annual Report on Form 10-K and is hereby
incorporated into this Item 8 by reference. The Quarterly Financial Information required by this Item 8 is set forth
on page F-27 (Note 16 to the Notes to Consolidated Financial Statements) of this Annunal Report on Fonn 10-K and
is hereby incorporated into this ltem & by reference.

Item 9. Changes in and Disagreements with Accountants on Accounting and Financial Disclosure.
None.

Item 9A. Controls and Procedures

Evaluation of Disclosure Controls and Procedures.

Qur Chief Executive Officer and our Interim Chief Financial Officer have concluded, based on their evaluations
of the end of the period covered by this report, that our disclosure controls and procedures (as defined in Rule 13a-
15(¢) or 15d-15(e) under the Securitics Exchange Act of 1934, as amended) arc effective to ensure that all
information required to be disclosed by us in the reports filed or submitted by us under the Securities Exchange Act
is recorded, processed, summarized and reported within the time periods specified in the SEC’s rules and forms and
include controls and procedures designed to ensure that information required to be disclosed by us in such reports is
accumulated and communicated to our management, including the Chief Executive Officer and the Chief Financial
Officer, as appropriate, to allow timely decisions regarding required disclosure.

Changes in Internal Controls.

In connection with the above-referenced evaluation, no change in our internal control over financial reporting
occurred during the fourth quarter of fiscal 2007 that has materially affected, or is reasonably likely to materially
affect, our internal control over financial reporting.

Item 9B. Other Information.

None.

44



PART III
Item 10. Directors, Executive Officers and Corporate Governance.
Information About Our Directors

Our Certificate of Incorporation and Bylaws provide for a “classified” Board of Directors. The number of
anthorized directors is currently six. At present, there are two Class I directors, whose terms expire at the next
anmual meeting of stockholders; two Class 11 directors, whose terms expire at the Company’s annual meeting of
stockholders to be held after the completion of fiscal 2008; and two Class 111 directors, whose terms expire at the
Company’s annual meeting of stockholders to be held after the completion of fiscal 2009. The following table sets
forth information regarding our directors, including their ages as of October 16, 2007, and business experience
during the past five years. Each of our directors has served coutinuously as one of our directors since the date
indicated in his biography below.

Age Principal Occupation and Other Information
Class I Directors
SeVen S, BOSS ..ot 61 Mr. Boss has served as a director of the Company since

July 2005 and was appointed Chief Executive Officer of
the Company in August 2005. Since August 2005, Mr.
Boss also has served as a director and President of the
Company’s principal operating subsidiary, Commerce
Energy, Inc., and as a director and Chief Executive Officer
of Skipping Stone Inc., another wholly-owned subsidiary
of the Company.

From 2003 to August 2005, Mr. Boss practiced law,
specializing in the representation of energy companies and
commercial energy users. He also has sipnificant
operating experience in the retail energy industry. From
2000 to 2003, he served as President of Energy Buyers
Network LLC, an energy consulting firm that provided
regulatory representation and structured direct-access
energy transactions for commercial energy users.

Before that, Mr. Boss served as President of Sierra Pacific
Energy Company and Nevada Power Services, both of
which were non-regulated energy services operating
subsidiaries of Sierra Pacific Resources. He also served as
President and Chief Executive Qfficer of Sunrise Energy
Services Inc, an independent natural gas marketing
company with shares listed on the American and London
Stock Exchanges.

He earned a Bachelor of Science degree in Aerospace
Engineering from the University of Texas, a Juris
Doctorate from the University of Southern California and
has been a member of the California State Bar since 1974.

Gary J. Hessenater ... eeeeericsnirrsnasiismmssranns 52 Mr. Hessenauer has served as a director of the Company
since August 2005. He is a member of the Audit and
Compensation Committees and serves as the Chair of the
Strategic Opportunities Committee of the Board.
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Name and Position

Class I Directors
Mark 8. Juergensen

...............................................

E

Principal Qccupation and Qther Information

Since July 2007, Mr. Hessenauer has served as Chief
Executive Officer of Applied Utility Systems, Inc. or
Applied Utility, a provider of emissions control solutions
for the energy sector. Applied Utility is a subsidiary of
Catalytic Solutions, Inc. In addition, since 2003,
Mr. Hessenauer has been an investor and advisor to early
stage companies. From 2002 to 2003, Mr. Hessenauer
served as President and Chief Executive Officer of Sixth
Dimension, an energy technology company that developed
solutions for real-time monitoring and control of dispersed
energy assets.

PBrior to that, he served as Senior Vice President of Sempra
Energy Solutions, a retail energy services provider that
also provided non-regulated energy marketing and trading
services. Sempra Energy Solutions was a subsidiary of
Sempra Energy, a large distributor of natural gas and
electricity that is listed on the New York Stock Exchange.

Previously, he served in management positions with a
number of public and private companies. These positions
included Vice President, Marketing and Sales for the retail
energy services subsidiary of Edison International;
Corporate Area General Manager of Multiple Business
Unit Development Operations for General Electric
Company; and Regional Sales Manager for General
Electric Company’s Electrical Distribution and Control
business unit.

Mr. Hessenauer halds a bachelor’s degree in Mechanical
Engincering from the U.S. Naval Academy and completed
Stanford University’s executive business program.

Mr. Juergensen has served as a director of the Company
since December 2003. He also served as a director of
Commonwealth Energy Corporation, the predecessor
corporation to the Company, from May 2003 to July 2004,
Mr. Juergensen is a member of the Audit, Compensation,
and Strategic Opportunities Committees of the Board and
is the Chair of the Nominating and Corporate Governance
Committee. He also has served as a director of Commerce
Energy, Tnc. from May 2003 to August 2005 and as a
director of Skipping Stone Inc. and Utilihost, Inc., both
subsidiaries of the Company from August 2005 to January
2006,

Mr. Juergensen has served as a director of Sterling Energy
International, Inc., a private management service company
in the power generation industry since 2003, He has also
served as a managing director of CleanTech Energy, Ing.,
an energy technology investment and advisory firm, since
Janvary 2007. In addition, he is on the Board and is the
past president of the Board of the Los Angeles Power
Association, a non-profit corporation focused on Southern
California energy supply issues. He is also a member of
the Board and Chairman of Nominations of CleanTech
San Diego, a non-profit organization committed to form
and foster an energy and envirommental technology cluster
in the San Diego region which promotes a clean and
sustainable future.
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Name and Position

Charles E. Bayless....co..oocovmmvmemiceicicniiiivnnncenneee.

Class IIT Directors

Dennis R. Leibel

3

Principal Qccupation and Other Information

From June 2000 to January 2007, he served as Vice
President and Co-Founder of Predict Power, an energy
solution software company. From February 1995 to June
2000, he served in multiple management positions,
including as a commercial Manager, for Solar Turbines,
Caterpillar’s gas turbine division. From February 1992 to
February 1995, he served as Director of Management
Services for Sterling Energy International, a power
generation management consulting firm he co-founded.

Mr. Juergensen received a bachelor's degree in electrical
engineering from the University of Southern California
and is a graduate of its NROTC program. He is a retired
senior Navy Officer after 22 years of active and reserve
service.

Mr. Bayless has served as a director of the Company since
July 2004. He is a member of the Audit, Nomination and
Corporate Governance and Strategic Opportunities
Commitiees of the Board.

Mr. Bayless has been the Provost of the West Virginia
University Institute of Technology since April 2005. Mr.
Bayless held the position of Chief Executive Officer and
President of Illinova and Tllinois Power from July 1998
until Septeraber 1999 and served as Chairman of Illinova
and Illinois Power from August 1998 until his retirement
in December 1999, Prior to that, he was Chairman,
President and Chief Executive Officer of Tucson Electric
Power. Mr. Bayless served as a Director of Illinova and
Nlinois Power from 1998 untl the closing of the merger
with Dynegy Inc. in February 2000, and served as a
director of Dynegy Inc. from February 2000 until May
2006.

Mr. Bayless received his Bachelor of Science degree in
Electrical Engineering from West Virginia Institute of
Technology. He earned a Masters of Science degree in
Electrical Engineering with a focus in Power Engineering,
and a Juris Doctorate degree, both from West Virginia
University. Mr. Bayless also holds a Master of Business
Administration from the Graduate School of Business
Administration, University of Michigan.

Mr. Leibel has served as a director of the Company since
December 2005. He is a member of the Audit and
Strategic Opportunities Committees of the Board and is
the chair of the Compensation Committee,

Mr. Leibel has served as a founding partner of Esquire
Associates LLC, a financial advisory and consulting firm,
since 1998. Mr. Leibel is also a private investor and
previously served as a senior financial and legal executive
with AST Research Inc. and Smith International, Inc.

He has been a member of the board of directors of
Microsemi Corporation since May 2002 and served as its
chairman since July 2004. He has also served on the board
of directors of DPAC Technologies Corp., a device
networking and connectivity solutions company, since
February 2006.
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Prineipal Occupation and Other Information

Mr. Leibel holds a bachelor’s degree in accounting from
Brooklyn College, a Juris Doctorate degree from Brooklyn
Law School and a master of law degree in taxation from
Boston University School of Law. He is a certified public
accountant and a member of New York State Bar.

Robert C. Perkins ......cccosicninissnminessivceeee. 08 Mr. Perkins has been the Chairman of the Board of
Directors of the Company since May 2005 and a director
of the Company since December 2003.

He also served as a director of Commonwealth Energy
Corporation, the predecessor corporation to the Company,
from 1999 to January 2006. Mr. Perkins is a member of
the Compensation, Nominating and Corporate Governance
and Strategic Opportunities Committees of the Board and
is the Chair of the Audit Committee.

Mr. Perkins has served as Chairman and Chief Executive
Officer of Hospital Management Services, a provider of
financial and management consulting services to hospitals
and similar institutions since June 1969.

Mr. Perkins received his Bachelor of Science degree in
accounting from Bob Jones University.

3

Name and Paosition

There are no arrangements or other understandings pursuant to which any of the persons listed in the table above
was selected as a director or nominee.

Information with Respect to Our Executive Officers

Information regarding our executive officers is included in Item 1C of Part I of this Annual Report on Form 10-K
under the caption “Executive Officers of the Registrant,” and is hereby incorporated herein by reference.

Section 16(a) Beneficial Ownership Reporting Compliance

Section 16(a) of the Exchange Act requires our directors and executive officers, and persons who beneficially
own more than 10% of a registered class of our equity securities to file with the SEC initial reports of ownership and
repotts of changes in ownership of our common stock and other equity securities. Officers, directors and beneficial
owners of more than 10% of our common stock are required by SEC regulations to furnish us with copies of all
Section 16(a) forms they file.

To our knowledge, based solely on our review of the copies of such reports furnished to us and written
representations that no other reports were required during fiscal 2007, and except as disclesed in the following
paragraph, our officers, directors and beneficial owners of more than 10% of our common stock complied with all
Section 16(a) filing requirements during fiscal 2007.

Each of the following non-employee directors made a late filing of a Form 4 under Section [6(aj of the
Exchange Act that related to the award of the shares of restricted stock regarding director compensation in January
2007: Charles E. Bayless, Mark S, Juergensen, Dennis R. Leibel and Robert C. Perkins.

Code of Ethics

We have adopted a Code of Business Conduct and Ethics that applies to all of our directors, officers and
employees including our principal executive officer, principal financial officer and principal accounting officer and
all of our other officers and employees. In the event that we make any amendment to, or grant any waiver of, a
provision of the Code of Business Conduct and Ethics that applies to our principal executive officer, principal
financial officer or principal accounting officer, we intend to disclose such amendment or waiver by including such
information as an exhibit in future filings.
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Audit Committee and Audit Committee Financial Expert

Charles E. Bayless, Gary I. Hessenauer, Mark S. Juergensen, Dennis R. Leibel and Robert C. Perkins are the
members of our Audit Committee. Our Board of Directors has determined that each member of the Audit
Committee is “independent” as defined under the rules of the SEC and the American Stock Exchange. In addition,
the Board of Directors has deiermined that Mr. Perkins, the Chairman of the Audit Committee, is an “audit
committee financial expert” as defined under the rules of the SEC.

Ttem 11. Executive Compensation.
Compensation Discussion and Analysis for Named Executive Officers
Overview — Compensation Objectives

The primary objective of the compensation committee of our board of directors with respect to executive
compensation is to attract, retain and motivate the best possible executive talent. The focus is to tie short and long-
term cash and equity incentives to the achievement of measurable corporate objectives and to align executives’
incentives with stockholder value creation. To achieve these objectives, the compensation committee has adopted a
compensation approach that tics a portion of the executives’® overall compensation to our operaticnal performance
and a portion to their attainment of individually-assigned goals designed to expand our business and improve our
internal structures and processes.

We must match market cash compensation levels and satisfy the day-to-day financial requirements of our
executive officer candidates through competitive base salaries, cash bonuses and equity grants. We compete for key
personnel on (i) the basis of our vision of future success, (ii) our culture and company values, (iii) the cohesiveness
and productivity of our teams, and (iv) the excellence of our technical and management personnel. In all of these
arcas, we compete with other energy companies, where there is significant competition for talented employees.
While the Company places an emphasis on recruiting in the national energy sector for senior and key exccutive
talent, it also recruits from a broader “all industry” group of public and private companies based primarily in
Southem California and Texas, the two principal markets in which we operate. Accordingly, our compensation
philosophy has been to maintain an aggressive and flexible pay posture for total compensation, as well as other
components of total compensation. In addition, with the same competitive pay issues to consider, our compensation
committee has developed incentive bonus and equity plans designed to align stockholder and employee interests,

W¢ have adopted an approach to compensation comprised of a mix of short- and long-term components and a
mix of cash and equity elements in proportions we believe will provide the proper incentives, reward our senior
management team and help us achieve the following goals:

+ offer base compensation sufficient to attract, retain and motivate a high quality management team;

+ foster a goal-oriented, highly motivated management team whose participants have a clear understanding of
business objectives and shared corporate values;

+ provide variable compensation components {(including short and long-term incentive awards) that are aligned
with our business objectives and the interests of our stockholders;

+ provide a competitive benefits package; and

* control costs in each facet of our business to maximize our efficiency.

The compensation of our executive officers is based in part on the terms of employment agreements and offer
letters we entered into with several of our executive officers, which set forth the initial base salaries and initial

option grants for our executive officers, as well as the terms of our cash bonus plans. See “Employment
Agreements” and “Cash Bonus Plans” below.

49



In our fiscal year ended July 31, 2007, or tiscal 2007, we believe that our compensation offering for executive
officer talent of base salary, bonus plan and equity grant provided a competitive compensation package to attract,
retain and motivate quality management falent. The establishment of financial targets as our goals in the Bonus
Program for fiscal 2007 reinforced two other compensation goals; namely, alignment of our executive officers’
compensation with our business objectives and the interests of our stockholders and the fostering of a goal-oriented,
highly motivated management team whose participants have a clear understanding of business objectives and shared
corporate values. In fiscal 2007, we achieved our stretch financial target under the Bonus Program, thereby creating
a higher bonus potential for each of the eligible executive officers. These same two compensation goals also were
important in the decision to grant options and shares of restricted stock to the new senior vice president and general
counsel who was hired during the fiscal 2007, the only equity grants made to executive officers in fiscal 2007. These
grants are discussed in this Compensation Discussion and Analysis under the caption “Equity-Based Incentives.”
The individual performance goals set by the chief executive officer and the compensation committee for the named
executive officers that were used to calculate bonus amounts under the Bonus Program for fiscal 2007 were
designed to link the executive officer’s bonus with our performance and the attainment of individual goals within
that framework of corporate growth. Targeted objectives for the chief executive officer and the other executive
officers under the Bonus Program fell into the following categories: financial performance, investor awareness, and
increase in customer growth, risk management, and leadership.

Role of Onur Compensaiion Commitiee

Our compensation committee approves, administers and interprets our executive compensation and benefit
policies. Qur compensation committes was appointed by our board of directors, and consists entirely of directors
who are “outside directors™ for purposes of Section 162(m) of the Internal Revenue Code, as amended, or the Code,
and “non-employee directors™ for purposes of Rule 16b-3 under the Exchange Act. Our compensation committee is
comprised of Gary J. Hessenauer, Mark S. Juergensen, Dennis R. Leibel and Robert C. Perkins. Mr. Leibel is our
compensation committee chairperson.

The compensation committee considers recommendations from Steven 8. Boss, our chief executive officer, in
determining executive compensation. While Mr. Boss discusses his recommendations with the compensation
committee, he does not participate in determining his own compensation. In making his recommendations, Mr, Boss
receives input from our Human Resources department and has access to third-party compensation surveys such as
the 2007 Emplovers Group Compensation Survey and on-line compensation data of publicly-traded companies. This
information is also available to our compensation committee. None of our other executive officers participate in the
compensation committee’s discussions regarding executive compensation. The compensation committee does not
delegate any of its functions to others in determining executive compensation. The compensation commitiee
considers the business goals set for that year, as well as changes in corporate market focus and goals for the next
fiscal year. The compensation committee reviews with our management the business plans for the new fiscal year
relative to the prior fiscal year.

Our compensation committee has taken the following steps to ensure that our approach to executive
compensation and benefits is consistent with both our compensation philosophy and our corporate governance
guidelines:

» cvaluated our compensation practices and assisted in developing and implementing the executive
compensation philosophy;

+ developed recommendations with regard to executive compensation structures that were reviewed and
approved by our compensation committee and board of directors;

» gstablished a practice of prospectively reviewing the performance and determining the compensation ¢amed,
paid or awarded to our chief executive officer independent of input from him; and

+ established a policy to review on an annual basis the performance of our other executive officers with

assistance from our chief executive officer and determining what we believe to be appropriate total
compensation.
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Components of our Compensation Approach
Our compensation approach consists of five components:
+ base salary;
» annual cash bonuses;
s+ discretionary bonuses;
» equity-based incentives; and
» other benefits.

We chose to build our executive compensation approach around these elements because we believe that together
they have been and will continue to be effective in achieving our overall objectives, We utilize short-term
compensation, including base salary and cash bonuses, to motivate and reward our key executives. The use and
weight of each compensation element is based on a subjective determination by the compensation commiltee of the
importance of each element in meeting our overall objectives. We believe that the proportion of compensation at
risk should increase as an employee’s level of responsibility increases. We believe that, in addition to base salaries
and bonuses, restricted stock awards and other equity-based awards are the primary compensation-related motivator
in attracting and retaining qualified employees, Although our compensation commitiee has in the past engaged the
services of compensation consultants, in fiscal 2007, the compensation committee did not engage in the services of a
compensation consultant with the exception of structuring our Bonus Program, described below. We have not
benchmarked any element of our compensation as it pertains to our executives in fiscal 2007.

Base Salary. Base salaries will typically be used to recognize the experience, skills, knowledge and
responsibilities required of each executive officer, as well as competitive market conditions. The base salary of our
-named executive officers will be reviewed on an annual basis and adjustments are made to reflect performance-
based factors, as well as competitive conditions. We do not apply specific formulas to determine increases.

In fiscal 2007, Thomas 8. Ulry, our senior vice president, sales and marketing, received a $25,000 annual
increase in base salary from $228,000 to $253,000 and Nick Cioll, our vice president, chief risk officer, received a
$20,000 annual increase in base salary from $152,500 to $172,500, each effective October 1, 2006, in recognition of
their superior performance in fiscal 2006 and, in the case of Mr. Cioll, also in recognition of his recent promotion to
his cusrent pesition. In fiscal 2007, we hired Frik A. Lopez, Sr. as our senior vice president and general counsel. The
compensation committee established a base salary for Mr. Lopez of $265,000. Among the factors that the
compensation committee considered in the course of establishing that base salary were on-line salary data, a third-
party compensation survey and the potential earnings potential that Mr. Lopez may have been foregoing from his
prior employment. We also entered into an agreement with Tatum LLC to engage the services of J. Robert Hipps as
our interim chief financial officer at $37,500 per month for a2 minimum period of three months. The terms of such
agreement with Tatum were believed by the compensation committee to be market, based upon Mr. Hipps’
qualifications and experience.

In fiscal 2007, Mr. Clayton incurred costs for long-distance travel commuting expenses in the amount of $59.274
in connection with commuting from his home in Texas to out corporate headquarters in Costa Mesa, California. We
paid these non-reimbursable costs to Mr. Clayton and added such costs to his base salary.

Annual Cash Bonuses. We believe that as an employee’s level of responsibility increases, a greater portion of
the individual’s cash compensation should be variable and linked to both quantitative and qualitative expectations,
including key operational and strategic metrics. To that end, in fiscal 2007, we established annual cash Bonus
Program which is administered by the compensation committee. These bonuses, if eamed, are paid after the end of
the fiscal year. A1l of our named executive officers, with the exception I. Robert Hipps, were eligible to participate
in the Bonus Program in fiscal 2007; however, in order to vest in a bonus amount, an executive officer must be an
active employee on the date the bonus is paid. Mr. Hipps was not eligible to participate because he was not an
employee during the first nine months of the fiscal year.
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For fiscal 2007, bonus payments to our chief executive officer and the other executive officers were based on
meeting and/or exceeding Company financial goals set by the compensation comumittee and achieving other business
goals set for the respective executives by the compensation committee. Pursuant to the terms of the Bonus Program,
the bonus award for each executive officer was calculated based upon the product of (i) the named executive
officer’s base annual salary as of April 30, 2007, (ii) the named executive officer’s potential bonus percentage
assigned by the compensation committee to the level of such employee (i.e., 20-70% for the chief executive officer
and 12-40% for the other executive officers), and (ii) the named executive officer’s earned bonus percentage based
upon the attainment of certain individual business poals set by the compensation committee with recommendations
by the chief executive officer; and reduced (but not below zero) by amounts, if any, from the Company’s
commission incentive program. Messrs, Boss, Ulry or Cioll were not eligible to participate in the Company’s
commission incentive program.

Under the Bonus Program, a participant’s potential bonus percentage is determined based upon the Company’s
net income which is defined under the Bonus Program to mean net income from operations, including interest
income and expense, for any fiscal year after bonus accruals under the Bonus Program are deducted. At the
beginning of each fiscal year, the compensation committee establishes four levels of net income goals and assigns
potential bonus percentages for each such corresponding level. [n fiscal 2007, we attained net income as defined in
the Bonus Program of $3.6 million. At that level of net income, the applicable bonus percentage for the chief
executive officer was 30% and 18% for the other executive officers. At the time the compensation committee set the
Level II target, it belicved attainment of the goal to be achievable, but somewhat of a streich. Levels [, IL Il and [V
of the net income poals under the Bonus Program were set at $1.35, $3.0, $4.0 and $5.0 million, respectively. In
addition to a bonus payment, if the Level IV target had been exceeded, the Commitiee could have established a
bonus pool and distribused it among the bonus groups, including the named executive officers, as the Committee
determine in its sole discretion.

[n determining the earned bonus percentage, the compensation committee assigned to the chief executive officer
and cach of the other executive officers specific individual objectives in several of the following categories: increase
in overall Company financial performance; increase in investor awareness; financial risk management; peer and
leadership development; and customer maintenance and growth. Each category was assigned a specific percentage
weight at the commencement of the Plan. In establishing the performance objectives of the executive officers, the
chief executive officer and members of the executive team made recommendations, which were approved by
members of the compensation committee. Each executive, including each executive officer, had individual
objectives for the year which were designed to coatribute to the achievement of our corporate objectives. For
purposes of determining whether our executive officers met each of the individual goals and objectives assigned to
them, the compensation committee met with our chief executive officer and then deliberated among themselves
without the chief executive officer present. Messrs. Boss, Ulry and Cioll each had individual objectives that the
Company reach $1.35 million in net income which was met and exceeded by 168%. The weighting for that factor
among the three executive officers was 7% for Mr. Boss, 40% for Mr. Ulry and 40% for Mr. Cioll. Mr. Boss also
had individual objectives relating to increasing instimtional or strategic investors and cach of the three named
executive officers were assigned internal leadership goals. Mr. Ulty was also assigned Company performance
objectives to (i) improve profitability by originated gross margin of $18 million, a goal exceeded by 172%;
(ii) increase customer growth by at least 98,000 new customer accounts, a goal exceeded by 120%; and (iii) achieve
at least an 0% customer renewal ratg, a goal also met. Mr. Cioll was assigned several individual projects related to
improving the risk management operation of the business. In fiscal 2007, the eamed bonus percentages for Steven S.
Boss, our chief executive officer, Thomas L. Ulry, our senior vice president, sales and marketing, and Nick Cioll,
our vice president, chief risk officer, were 90%, 100% and 85%, respectively. The reason for Mr. Boss not realizing
the maximum earned bonus percentage was a subjective determination by the compensation committee regarding
progress made on team building initiatives and the reason for Mr. Cioll not realizing his maximum earned bonus
percentage was a determination by the compensation committee that certain elements of the new risk management
program were not operational and a subjective determination relating to certain new risk management reports. As a
result, Mr. Boss’s bonus for fiscal 2007 was $111,242 or 27% of his base salary as of April 30, 2007, Mr. Ulry’s
bonus for fiscal 2007 was $45,538, or 18% of his base salary as of April 30, 2007 and Mr. Cioll bonus for fiscal
2007 was $26,392, or 15.3% of his base salaries as of April 30, 2007. The bonus amounts for Messrs. Boss, Ulry
and Cioll which relate to fiscal 2007 have not been paid. To receive the bonus payment, each named executive
officer must be an aciive employee of the Company and be in good standing on the date the bonus is paid, which is
expected to be in November 2007.
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We have not paid any significant signing or promotion bonuses to our named executive officers, nor have we
guaranteed any future bonuses to our named executive officers.

Discretionary Bownuses. The compensation committee has the discretion to award discretionary bonuscs to
named executive officers. In fiscal 2007, the compensation committee awarded discretionary bonus to Thomas L.
Ulry and Nick Cioll in the amount of $25,000 and $20,000, respectively, in recognition of their outstanding
contributions in fiscal 2006, In awarding the amount of the bonus, the compensation committee recognized the more
senior position of Mr. Ulry and the importance of the sales function of the Company as one of the key drivers to
increase stockholder value.

Equity-Based Incentives. Salaries and bonuses are intended to compensate our named executive officers for
short-term performance. We also have adopted an equity incentive approach intended to reward longer-term
performance and to help align the interssis of our named executive officers with those of our stockholders. We
believe that long-term performance is achieved through an ownership culture that rewards performance by our
named executive officers through the use of equity incentives. Our equity incentive plans have been established to
provide our emplovees, including our named executive officers, with incentives to help align those employees’
interests with the interests of our stockholders. Our equity incentive plans have provided the principal method for
aur named executive officers to acquire equity interests in our company.

The size and terms of the initial option prant and restricted share award made to each executive officer upon
joining us are primarily based on competitive conditions applicable to the executive officer’s specific position and
are set forth in the executive officer’s employment agreement or offer letter from us. In addition, the compensation
commiltee considers the number of options and restricted shares owned by other executives in comparable positions
within our company.

The equity awards we make to our named executive officers will be driven by our sustained, performance over
time, our named executive officers’ ability to impact our results that drive stockholder value, their level of
responsibility within our company, their potential to fill roles of increasing responsibility, and competitive equity
award levels for similar positions in comparable companies. Equity forms a key part of the overall compensation for
each executive officer and will be considered each year as part of the annual performance review process and
incentive payout calculation.

We do not have a policy regarding the granting of equity, or the purchase and retention of equity, by our named
executive officers.

During fiscal 2007, we made one stock option award in the aggregate amount of 45,000 shares of our common
stock and one restricted stock award in the aggregate amount of 60,000 shares of our common stock to our then
newly-hired senior vice president, general counsel under our 2006 Stock Incentive Plan. The amount of the stock
option grant and the restricted stock award was the result of negotiations with the executive officer during the hiring
process in order to both recruit the executive officer to his current position and incentivize him to increase
stockholder value over the life of the awards. The option was granted at the fair market value on the date of grant
which is the closing price on the American Stock Exchange. The option and the shares of restricted stock vest over a
three-year period with one third vesting on each anniversary of the commencement date of employment. All equity
awards to our employees, including named executive officers, and to our directors have been granted and reflected
in our consolidated financial statements, based upon the applicable accounting guidance, with the exercise price
equal to the fair market value on the grant date based on the valuation determined by the compensation committee of
our board of directors.

In fiscal 2007, we also amended the employment agreements and the related restricted stock agreements for two
named executive officers establishing a positive net income performance target for fiscal 2007 for the vesting of
75,000 shares of restricted stock for Steven S, Boss, our chief executive officer, and 15,000 shares of resiricted stock
for Lawrence Clayton, Ir., our former chief financial officer. In selecting such performance target, the compensation
committee, believed the target to be easily attainable. Pursuant to Mr. Boss’ employment agreement, upon joining
the Company in August 2005, he was awarded 200,000 shares of restricted stock; 50,000 shares of which vested
upon his first anniversary with vs; and 150,000 shares which vested over the next three years in 50,000 share
increments based upon the achievement of performance targets for fiscal 2006, 2007 and 2008 ecstablished by the
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compengsation committee. During fiscal 2006, the compensation commitiee did not s¢t any performance tarpets for
vesting. The parties rectified the failure of one tranche of restricted shares to have the opportunity to vest by entering
into the amendment which provided that 75,000 shares of restricted stock shall vest if we achieved positive net
income, as defined in GAAP, in fiscal 2007 and 75,000 shares of restricted stock shall vest based upon the
achievement of performance targeis to be established by the compensation commitiee for the fiscal year ending
July 31, 2008. For each tranche of restricted shares to vest, Mr. Boss must be an employee of us at the time we file
our respective annuai reports on Form 10-K with the SEC. See “Employment Agreements”.

Other Benefits. We have a 401(k) plan in which substantially all of our employees are entitled to participate.
Employees contribute their own funds, as salary deductions, on a pre-tax basis. Contributions may be made up ta
plan limits, subject to government limitations. The plan permits us to make matching contributions if we choose and
we have historically provided matching contributions of up to three percent, based on 50% of employees’
contributions of up to 6% of defined compensation. We also offer an Amended and Restated 2005 Employee Stock
Purchase Pian, or the ESPP, which became effective in July 2006. The ESPP, which has been approved by our board
of directors and our stockholders, provides for eligible employees to purchase our common stock through payroll
deductions. The ESPP generally allows employees to elect to purchase our common stock each month in an amount
not to exceed an annual rate of accrual of $25,000 per calendar year in fair value of our common stock at the lower
of the first or last day’s closing price for each month’s offering period, less a discount of 15%. The ESPP does not
discriminate between executive and non-executive employees. We provide health care, dental, vision and life
insurance, employee assistance plans and both short- and long-term disability, accidental death and dismemberment
benefits to all full-time employees, including our named executive officers. We believe these benefits are
comparable with companies with which we compete for employees. These benefits are available to all employess,
subject to applicable laws. Certain of these plans require varying levels of employee contributions including
deductibles and co-pays depending on the plans chosen by the employee. These coniributions are the same for all
employees including our named executive officers.

Severance and Termination Protection

Employment and Letter Agreements. Under their employment and letter agreements, respectively, Messrs. Boss
and Ulry are entitled to certain severance and change of control benefits, the terms of which are described in detail
below under “Employment Contracts” and “Letter Agreements.”

Acceleration of Vesting of Equity-Based Awards. In the event of a change in control of us, certain provisions of
our 1999 Equity Incentive Plan and the 2006 Stock Incentive Plan allow, at the discretion of the compensation
committee for up to the full acceleration of unvested equity awards in the event an acquirer neither assumes awards
ouistanding under these plans nor issues our award holders substitute equity awards, See “Employee Benefit Plans”
below.

Accounting and Tax Considerations

Effective August 5, 2005, we adopted the fair value provisions of Financial Accounting Standards Board
Statement No, 123(R) (revised 2004), “Share-Based Payment,” or SFAS 123(R). Under SFAS 123(R), we are
required to estimate and record an expense for each award of equity compensation (including stock options) aver the
vesting period of the award.

Internat Revenue Code Section 162(m} limits the amount that we may deduct for compensation paid to our chief
executive officer and to each of our four most highly compensated officers to $1,000,000 per person, unless certain
exemption requirements are met. Excmptions to this deductibility limit may be made for various forms of
“performance-based compensation.” In the past, annual cash compensation to our named executive officers has not
exceeded $1,000,000 per person, so the compensation has been deductible. In addition to salary and bonus
compensation, upon the exercise of stock options that are not treated as incentive stock options, the excess of the
currcnt market price over the option price, or option spread, is treated as compensation, and accordingly, in any vear,
such option exercise may cause an officer’s total compensation to exceed $1,000,000. Under certain regulations,
option spread compensation from options that meet certain requirements will not be subject to the $1,000,000 cap on
deductibility, and in the past we have granted options that met those requirements. The compensation committee has
not yet established a policy for determining which forms of incentive compensation awarded to our named executive
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officers shall be designed to qualify as “performance-based compensation.” To maintain flexibilily in compensating
our named executive officers in a manner designed to promote our abjectives, the compensation committee has not
adopted a policy that requires all compensation to be deductible. However, the compensation committee intends to
evaluate the effects of the compensation limits of Section 162(m) on any compensation it proposes to grant, and the
compensation committee intends to provide future compensation in a manner consistent with our best interests and
those of our stockholders.

Financlal Restatements

Our compensation commitiee does not have an established practice regarding the adjustment or recovery of
awards or payment if the relevant performance measures upon which they are based are restated or otherwise
adjusted in a manner that would reduce the size of an award or payment previously made. The board of directors
will determine whether to seek recovery of incentive compensation under the Bonus Program in the event of a
financial restatement or similar event based on the facts and circumstances surrounding a financial or similar gvent,
should one occur. Among the key factors that the compensation committes will consider is whether the executive
officer engaged in fraud or misconduct that resulted in need for a restatement.

Summary Compensation Table

The following table provides information regarding the compensation earned during the fiscal year ended
July 31, 2007 by our chief executive officer, our interim chief financial officer, our former chief financial officer and
our three other most highly compensated executive officers whe were employed by us as of July 31, 2007, We refer
to these executive officers as our “named executive officers.”

Non-Equity

Lwcentive
Phn
Stock Optisa Conpen- All Other
Fiscal Salary Borus Awands Awands sation Cempemmation Total
Name snd i iginm(s Near (0 (D W0 SN —ih
Steven §. Boss . 2007 $412,000 — $100 084 $141,120 $111.242 — $764,446
C?u‘e;fExewnve Qmwr
Lawrence Clayton, Jr. ., 2007 $342M4(6) — §24730(7)  § 14,083 — — 3373,087
Chief Finarcial G_Pﬂ?nerfs)
I. Robert Hipps . 07 5 2,769 — — - —_ — 5 2,769
Interiem CMfFJm!aIOﬁczr(&)
Thomus L, Ulry.... e, 2007 S298,192 - $17,744 — $ 45.53%(9) — £111,474
Sevinr Vice Presiden, Sales and Mm-hmng
Nick Cioll ... 007 S168,654 — - —_ $ 26,392(10) — $193,046
Vice Fm.uﬂ'em‘, Ckref “Risk D_ﬂ‘ioer
Erik A. Lopez, St. _ e 2067 § 86635 — $17.675 $ 9628 - — $113,538

Sentoe Vica Prosidems, General Counsel(1l)

{1} Amounts reflect the amount of stock awards we recognized, or expensed, during fiscal 2007, calculated in
accordance with SFAS No. 123(R). See Note 2 to the Notes to Consolidated Financial Statements for a
discussion of assumptions made in determining the grant date fair value and compensation expense of our
restricied stock awards.

{2) Amounts reflect the amount of stock options expensed in 2007, based on the vesting of grants made during or
prior to fiscal 2007 as compensation costs for financial reporting purpeses in accordance with
SFAS No. 123R. See Note 2 to the Notes to Consolidated Financial Statements for a discussion of
assumptions made in determining the grant date fair value and compensation expense of our stock options.

(3) Consists of bonus payments earned for fiscal 2007 under the Commerce Energy Group, Inc. Bonus Program.
To receive the bonus amounts shown, each named executive officer must be an active employee of the
Company in good standing on the date the bonus is paid, which is anticipated to be in November 2007,

(4) Under the rules of the S8EC, the Company is required to identify by type all perquisites and other personal
benefits for a named executive officer only if the total value for that individual equals or exceeds $10,000, and
to report and quantify each perquisite or personal benefit only if the value thereof exceeds the greater of
$25,000 or 10% of the total amount of perquisites and personal benefits for that individual.

{(5) Mr. Clayton served as our Chief Financial Officer until July 25, 2007.
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(6) Includes $5%,274 in non-reimbursable long-distance commuting expenses paid to Mr. Clayton.

(7) In connection with Mr. Clayton’s departure, we have remitted payment to Mr. Clayton for the repurchase of
the 30,000 shares of unvested restricted stock. The closing of the repurchase transaction is pending the
resolution of the current employment dispuie between Mr, Clayton and the Company. The vesting of all
30,000 shares would have been subject to the achievement of performance targets. In fiscal 2007, the
performance target for 15,000 shares was the Company’s attainment of positive net income, a goal which it
atrained; for fiscal 2008, a financial target has not to date been set by the Compensation Committee. Please
see Note 2 to the Notes to Consclidated Financial Statements for a discussion regarding the valuation of such
performance-based shares.

(8) M. Hipps began serving as our Interim Chief Financial Officer on July 30, 2007. Mr. Hipps’ compensation
arrangement is discussed betow under “— Employment Letter Agreements.”

(9) Does not include a discretionary bonus payment of $25,000 in fiscal 2007 awarded by the Compensation
Committee to Mr. Ulry in recognition for superior performance during fiscal 2006.

{10) Poes not include a discretionary bonus payment of $20,000 that was awarded by the Compensation
Committee to Mr. Ciell in recognition for superior performance during fiscal 2006.

{11) Mr. Lopez served as our Senior Vice President, General Counsel, between March 26, 2007 and October 5,
2007 at an annual base salary of $265,000.

Grants of Plan-Based Awards in Fiscal 2007

The following table presents information concerning grants of plan-based awards to each of the named executive
officers during the year ended July 31, 2007. The exercise price per share of each option granted to our named
executive officers was equal to the fair market value of our common stock, as determined by our compensation
committee on the date of the grant,

Estimated Fature Payouts Under Estimated Fature Paysurs Under
-Equity Incentive Plan A 1 Egmity Inceotive Plan A ¥
Gramt Threshold Target [ Targee 1T Maximum Threshold Target Maxioum
Name Date i5) i8S} 5 5 {# ) )
SEEVEN §. BOBS oo oeeroemscosrsnmscomresrenssrcssmanmonns ZS/2007 §74,161 $111,242 $166,862 259,564 — 150,000(3) —
Lawrence Clayion, Jr. 1/25/2007 —_ — —_ — — 30,000(4) —
). Robert Eipps.......... — - - _ - — - .
Thomes J. Ulry . /2572007 §$20,359 45,538 5 68,248 $101,196 — — —
Nick Ciell .......... e 1252007 17,504 $ 26,392 % 36,655 % 8,648 — — -
Erik AL LOPEE, S oo oo 22007 — — — — — — —
Al Other
All Other Option
Stock Awards: Grant Date
Awards; Number of Fair Value
Number of Securities Exercise of Stock
Shares of Underlying Price per and Option
Name Grant Date _ Stock (¥) Options (#)  Share (3/Sh) Awards (§U5)
SEEVEN S, PSS on e emeeee s e esess et snraese — — — $ — g —
Lawrence Clayton, Jr. ....cccccrnininncicimnicsinnsneenn.s — — —_ —_ —_
T ROBETE HIPPS ... ovivavvsieirsrasseeeneseererersaess e emessaenes — — — — —
Thomas J. UILY ... sienesssncersnenns — — — — —
NICK Coll..oceee ettt aaeeeesnes — — — — —
Erik A, LOPEZ, BT. oo e 3/27/2007  60,000(6)} — $£2.56 $153,600
37272007 e 450007y §2.56 $ 83,745

(1) Represents awards under the Company’s Bonus Program for fiscal 2007 under various scenarios. Pursuant to
the terms of the Bonus Program, the bonus award for certain of the named executive officers is calculated as
the product of the named executive officer’s base annual salary as of April 30, 2007, multiplied by (i) the
named executive officer’s potential bonus percentage assigned by the compensation committee, and (ii) the
namned executive officer’s earned bonus percentage. The potential bonus percentage is a factor based upon the
Company’s net income, At the beginning of fiscal 2007, the compensation committee established four levels of
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@)

(3)

4

()

(6)

()

net income targets and assigned potential bonus percentages applicable to the named executive officers for
cach corresponding level. For the chief executive officer, Mr. Boss, the potential bonus percentages for the
Threshold, Target I, Target II and Maximum categories were 20%, 30%, 45% and 70%, and the potential bonus
percentages for the other named executive officers were 12%, 18%, 23% and 40%. The carned bonus
percentage is a factor based upon the attainment of certain individual business goals assigned by the
compensation committee. Based upon an evaluation of the attainment of such poals, the earned bonus
percentages for Messrs. Boss, Ulry and Cioll were 90%, 100% and 85%.

Amounts shown under the Threshold, Target I, Target I1 and Maximum columns correspond to the four levels
of net income goals for fiscal 2007, which were, respectively, $1.35 million, $3.0 million, $4.0 million and
$5.0 million. Amounts shown in each column reflect the bonus that would have been earned by the respective
named executive officer under the Bonus Program had the Company achieved the applicable net income target.
We assumed that the earned bonus percentage for each of the named executive officers in fiscal 2007 remained
constant in each of the four target income scenarios. The Target 1 column sets forth the bonus amounts actually
eamed for fiscal 2007 based on the Company’s net income as defined in the Bonus Plan of $3.6 million
Lawrence Clayton, Jr., §. Robert Hipps and Erik A. Lopez, Sr. ¢ach are not eligible to receive a bonus under the
Bonus Program. Messrs. Clayton and Lopez are no longer employees of the Company and thus would not be
entitied to receive a bonus because they would not meet the vesting requirements of the Bonus Program.
Mr. Hipps did not meet the eligibility requirements under the Bonus Program.

Represents performance-based shares of restricted stock awarded under the Company’s 1999 Equity Incentive
Plan.

The award, granted under the 1999 Equity Incentive Plan described herein, is exercisable with respect to
75,000 shares upon our achievement of net income for fiscal 2007 and confirmation of such net income as set
forth in this Annual Report on Form 10-K. Vesting for the remaining 75,000 shares will be determined based
on the achicvement of performance targets for fiscal 2008 that have not to date been set by the Compensation
Committee.

TUnder the terms of Mr. Clayton’s amended employment agreement and amended restricted stock agreement,
the award, granted under the 1999 Equity Incentive Plan, was exercisable with respect to 15,000 shares upon
our achicvement of net income for fiscal 2007 and confirmation of such net income as set forth in this Annual
Report on Form 10-K, with vesting of the remaining 15,000 shares based on the achievement of performance
targets for fiscal 2008 that have not yet been set by the Compensation Commitiee. Subsequent to Mr. Clayton’s
departure from the Company on July 25, 2007, we have remitted payment to Mr. Clayton for the repurchase of
his 30,000 shares of restricted stock for $0.001 per share pursuant to the terms of his restricted stock
agreement. The closing of the repurchase transaction is pending the resolution of the current employment
dispute between Mr. Clayton and the Comparty.

Amounts reflect the total fair value of stock awards or stock options granted in fiscal 2007, calculated in
accordance with SFAS No. 123(R).

The award, granted under the 2006 Stock Incentive Plan, vested as to 20,000 shares on March 26, 2008 and as
to 20,000 on each of the first two anniversaries thereafler under its original terms. Pursuant to a separation
agreement and peneral release dated October 5, 2007; such vesting was amended as follows: 10,000 shares of
such restricted stock were forfeited and 50,000 shares of restricted stock will vest as of January 2, 2008.

The options shares, granted under the 2006 Stock Incentive Plan, vested as to 15,000 shares on March 26, 2008
and as to 15,000 shares on each of the first two anniversaries thereafter under its original terms. Under our
separation agreement with Mr. Lopez, his option to purchase all such 45,000 shares was canceled.
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Outstanding Equity Awards at July 31, 2007

The following table presents the outstanding equity awards held by each of the named executive officers as of
the fiscal vear ended July 31, 2007, including the value of the stock awards.

[1] Awards —  SeckAwards 00000000
Eguity
Equity Incentive
Incentive Flan Awards:
Plan Awards: BMarket or
Number of Securitics Market Number of Paysut Yalue of
Underlying Unexercised Number of Value of Unearued Unearned
Qptians st Option Optien Shares of Shares of Shares That Shares
July 31, 2007 (%) Exercise Expiration Stock Not Vested  Stock Nat Have Not Thar Have
Name Taercioable  _ Usceercisable  _Pricef$) _ Date . (B Yested (NI} __ Vosted (8 Nt Vested (%)
Steven S Boss . ... 200,000 100,000(2) $180 07/31/2015 - - 150,000£3) $315,000
50,000 — $1.80 07/22/2015 —_ —_ — —
Lawrence Clayton, fr{4)... ... a— — — — — — — —
T. Robert Hipps . ... .. — — — — — — — -
Thomas J. Ulry....... 100,000 — $3.50 03/02/2015 20,000(5) § 42,000 — —
Nigk Cioll ............. . 83,000 — $1.92 07/27/2014 — — — —
Erik A. Lopez, St.(6)............... — 45,000 $2.56 03/2772013 60,000 5126,000 — —

(1) Market value based on our common stock’s closing price of $2.10 on July 31, 2007, the last day of fiscal 2007.
{2) These option shares became exercisable on August 1, 2007.

(3) The award is exercisable with respect to 75,000 shares upon our achievement of net income for fiscal 2007 and
confirmation of such net income as set forth in this Annual Report on Form 10-K. Vesting for the remaining
75,000 shares will be determined based on the achievement of performance targets for fiscal 2008 that have not
to date heen set by the Compensation Committee.

(4) Prior to his departure on July 25, 2007, Mr. Clayton held options to purchase a total of 120,000 shares of our
common stock, 40,000 of which were exercisable and 80,000 of which were not. As a result of Mr. Clayton’s
termination, all stock option shares held by Mr. Clayton, including those that were exercisable, were
terminated. In addition, subsequently, we have remitted payment to Mr. Clayton for the repurchase of
30,000 shares of unvested restricted stock previously held by Mr. Clayton. The closing of the repurchase
transaction is pending the resolution of the current employment dispute between Mr. Clayton and the

Company.

{5) Ofthese restricted stock shares, 10,000 will vest on January 1, 2008 and 10,000 will vest on January 1, 2009.
(6) Under the terms of a separation agreement with Mr. Lopez dated Octaber 5, 2007, 10,000 shares of restricted
stock were forfeited pursuant to their original terms. The vesting relating to the remaining 50,000 shares of

restricted stock was amended so that such shares will vest as of January 2, 2008, and the option to purchase
45,000 shares of our common stock was canceled pursuant to its terms.

Option Exercises in Fiscal 2007

The Eollowing table presents certain information concerning the exercise of options and the vesting of stock
awards by each of our named executive officers during fiscal 2007.

Optios Awards Stock Awards
Number of Skares Number of Shares

Acquired Value Realized Acquired Value Realized
Name on Exercise (#) on Exercise (3) on Exercise {#) on Vesting ($)
Steven 5. BOSs ..occcniininecnnnnnenens — 50,000 $69,500
Lawrence Clayton, Jt. ..o — — 15,000 $24,300
J. Robert HIpps .ovvomienamimn. —_ — — —
Thomas J. Ulry ..o — — 10,000 $14,600
Nick Cioll ........orcrevcvreiirireane 15,000 $15,600 — —

Erik A. Lopez, 8. e cveecvicviaeenns — - - —
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Pension Benefits

None of our named executive officers participates in or has account balances in qualified or non-qualified
defined benefit plans sponsered by us.

Nengquallfled Contribution Plans

None of our named executive officers participate in or have account balances in non-qualified defined
contribuiion plans maintained by us. The compensation committee, which is comprised solely of “outside directors”
as defined for purposes of Section 162(m) of the Internal Revenue Code of 1986, as amended, or the Code, may
elect to provide our officers and other employees with non-qualified defined contribution benefits if the
compensation committes determines that doing se is in our best interests,

Deferred Compensation

None of our named executive officers participates in or has account balances in deferred compensation pians or
arrangements maintained by us.

Employment Agreements
Steven S. Boss

On August 1, 2005, we entered into an employment agreement with Steven S. Boss, our Chief Executive Officer,
which was most recently amended on January 25, 2007. The employment agreement, as amended, has no specific
term and is subject to termination by ¢ither the Company or Mr. Boss without cause upon 60 days written notice.

The amended employment agreement sets forth Mr. Boss’ base salary as $412,000 per year, which is subject to
periodic review and to increase (but not decrease) by our board of directors or compensation committee. With
respect to fiscal year 2006, the employment agreement provided for Mr. Boss® eligibility for consideration for an
incentive bonus calculated between 50% and 150% of base salary based upon achievement of objeciives established
by the Compensation Committee. For fiscal 2007 and ¢ach fiscal year thereafter, Mr. Boss is eligible to participate
in the Company’s Bonus Program.

Pursuant to the employment agreement, Mr. Boss was granted an option to purchase 300,000 shares of our
common stock at an exercise price equal to $1.80 per share, with vesting as to 100,000 shares upon hire and as to
100,000 shares on each of the first twoe anniversaries thereafter. In addition, pursuant to an amendment to the
employment agreement dated January 25, 2007, and a restricted stock agreement dated August 1, 2005 and amended
as of January 25, 2007, Mr. Boss was granted 200,000 shares of restricted stock, 50,000 shares of which vested (the
Company’s right to repurchase terminated) on August 1, 2006. Pursuant to the amended employment agreement and
the amended restricted stock agreement, the remaining 150,000 shares vest as follows: (i) 75,000 of the restricted
shares shall vest {the Company's right to repurchase shall terminate) upon the date on which the Company files its
annual report on Form 10-K with the SEC indicating that the Company achieved net income (defined in accordance
with generally accepted accounting principles) for fiscal 2007, and (ii) 75,000 of the restricted shares shall vest (the
Company’s right to repurchase shall terminate) upon the date on which the Company fiies its annual report on
Form 10-K with the SEC indicating in the financial statements contained therein that the Company achieved the
performance targei(s) established by the Compensation Committee for fiscal 2008,

The employment agreement provides that if Mr. Boss is terminated without cause (as defined below) or if he
resigns for good reason (as defined below), Mr. Boss will be entitled to severance equal to 12 months of his then-
current base salary payable over a 12-month period, plus 12 months accelerated vesting of outstanding unvested
stock options and restricted stock, plus reimbursement of insurance premiums for health coverage for two months. If
Mr. Boss is terminated for cause (as defined below), he would receive earned but unpaid base salary and accrued but
unpaid vacation, but no further compensation or severance payment of any kind.
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For purposes of Mr. Boss’ agreement:

* “cause” generally means: (i) a material breach of the employment agreement, or of a Company policy or law
applicable to the Company, (ii) demonstrated and material neglect of duties or failure to perform material
duties following written notice and a reasonable cure period, (iii) misconduct, dishonesty, self-dealing, fraud
or similar conduct, or (iv) conviction of a crime or plea of guilty or nelo contendere, with limited exceptions.

+ “pood reason” generally means (i) a reduction in Mr. Boss® salary or benefits, except as part of a general
change in compensation benefits for similarly situated executives, (ii) a failure by us to comply with the
material provisions of the employment agreement or (iii) within 180 days of a change in control, as defined
below; provided, that the Company has a period of 20 days after receipt of written notice from the executive
to cure an event or ¢condition described in clause (i) or (ii).

* A “change in control” generally means (i) the acquisition by any person or group of our securitics, after
which such person or group owns more than 50% of our outstanding voting stock, (ii)a merger or
consolidation: involving the Company which results in the holders of the Company’s outstanding voting
securities immediately prior to such transaction failing to hold more than 50% of the outstanding voting
power of the corporation resulting from such merger or consolidation, or (iii) the acquisition or sale of all or
substantially all of our assets in a transaction or series of transactions.

Under the employment agreement, Mr. Boss agreed not to solicit the Company’s employees, customers, clients
or suppliers during his employment and for a period of one year after any period in which severance payments are
received, and not to compete with the Company during his employment and any period in which severance
payments are received. Further, the employment agreement obligates Mr. Boss to refrain from disclosing any of our
proprietary information received during the course of employment and, with some exceptions, to assign to us any
inventions conceived or developed during the course of employment. As a condition to Mr. Boss receiving
severance benefits under the employment agreement, he would need to sign a release in a form customarily used by
the Company for such purposes, and reaffirm the confidentiality, non-solicitation and non-competition agreements
contained in his employment agreement. Finally, pursuant to the employment agreement, we entered into our
standard form of indemnification agreement with Mr. Boss.

Lawrence Clayton, Jr.

On December 1, 2003, we entered into an employment agreement with Mr. Clayton, our former Chief Financial
Officer, which was amended most recently on January 25, 2007. Under the terms of the employment agreement,
Mr. Clayton received an annual base salary of $273,000. With respect to fiscal year 2006, Mr. Clayton was eligible
to receive an incentive bonus for the fiscal 2006 if the Company reached certain financial objectives determined by
the Board, and for fiscal 2007 and each fiscal year thereafter, Mr. Clayton would have been eligible to participate in
the Company’s Bonus Program.

On December 1, 2008, pursuant te the terms of the employment agresment and the stock option agreement, we
granted to Mr. Clayton an option to purchase 120,000 shares of our common stock, which option vests in equal
amounts on each of the first three anniversaries of the date of the grant. In addition, pursuant to the amended
employment agreement and a restricted stock agreement dated December 1, 2005 and amended as of January 25,
2007, Mr. Clayton was granted 45,000 shares of restricted stock, 15,000 shares of which vested (the Company’s
right to repurchase terminated) on December 1, 2006. Pursuant to the employment agreement and a stock agreement,
each as amended, the remaining 30,000 shares vest as follows: (i) 15,000 of the restricted shares shall vest (the
Company’s right to repurchase shall terminate) upon the date on which the Company files its annual report on
Form 10-K with the SEC indicating that the Company achieved net income (defined in accordance with generally
accepted accounting principles) for fiscal 2007, and (ii) 15,000 of the restricted shares shall vest (the Company’s
right to repurchase shall terminate) upon the date on which the Company files its annual report on Form 10-K with
the SEC indicating in the financial statements contained therein that the Company achieved the performance
target(s) established by the Compensation Committee for fiscal 2008.

The employment agreement provided that if Mr. Clayton’s employment was terminated by the Company without
cause or if he resigned for good reason, Mr. Clayton would be entitled to severance, as long as Mr. Clayton did not
accept other employment, equal to 12 months base salary, payable in six equal installments commencing on the first
business day after six months from the date of the termination, or the severance period, plus reimbursement of the
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cost of continuation coverage under COBRA for 12 months and 12 months accelerated vesting of outstanding
options and restricted stock. If Mr. Clayton is terminated for cause (as defined below), he would receive earned but
unpaid base salary and accrued but unpaid vacation, but no further compensation or severance payment of any kind.
For purposes of Mr. Clayton’s employment agreement, the terms “cause” and “good reason” have the same
meanings given above under the description of Mr. Boss’ employment agreement.

Under the employment agreement, Mr. Clayton agreed not to solicit customers or employees of the Company
during his employment with the Company and for a period of one year after the end of the Severance Period. The
employment agreement further provided that Mr. Clayton would not accept employment with, or otherwise engage
in, any business that competes with the Company during his employment or any periad during which he is receiving
severance payments from the Company. As a condition to Mr. Clayton receiving severance benefits under the
employment agreement, he would need to sign a release in a form customarily used by the Company for such
purposes, and reaffirm the confidentiality, non-solicitation and non-competition agrcements contained in his
employment agreement. Finally, in accordance with the employment agreement, we entered into our standard form
of indemnification agreement with Mr. Clayton.

Pursuant to his employment agreement, Mr. Clayton was awarded a relocation payment in the amount of
$20,000, and reimbursement for documented relacation expenses up to an additional $80,000. An amendment to the
employment agreement dated November 30, 2006 clarified that reimbursements for any living expenses (including
reasonable travel expenses) incurred by Mr. Clayton in Southern California after January 1, 2007 would draw an the
above-referenced $80,000 relocation expense provision.

On July 23, 2007, the Company’s Board terminated Mr. Clayton’s employment and position as the Company’s
Senior Vice President, Chief Financial Officer and Secretary of the Company, effective July 235, 2007.

Erik A. Lopez, Sr.

On March 26, 2007, we entered into an employment agreement with Erik A. Lopez, Sr. The employment
agreement has no specific term and is subject to termination by either the Company or Mr. Lopez, Sr. without cause
upon 60 days written notice.

The employment agreement set forth Mr. Lopez’s base salary as $265,000 per year, which is subject to periodic
review and to increase (but not decrease) by our board of directors or compensation committee. The employment
agreement also provided for Mr. Lopez’s eligibility to participate in the Company’s Bonus Program beginning with
fiscal 2007 and for each year thereafler during the term of the employment agreement.

Pursuant to the employment agreement, Mr. Lopez was granted an option to purchase 45,000 shares of our
common stock at an exercise price equal to $2.56 per share, with 15,000 shares subject to such option vesting on
March 26, 2008, and 15,000 shares vesting on each of the first two anniversaries thereafter. In addition, pursuant to
the employment agreement and a restricted stock agreement, Mr. Lopez was granted 60,000 shares of restricted
stock, with 20,000 shares vesting as of March 26, 2008, and 20,000 shares vesting on each of the first two
anniversaries thereafter.

The employment agreement provided that if Mr. Lopez is terminated without cause or if he resigns for good
reason, Mr. Lopez would be entitled to severance, as long as he did not accept other employment, equal to
12 months of his then-current base salary, payable as to 50% of such amount six months after the termination date
and the balance paid in equal monthly installments thereafter, plus reimbursement of the cost of continuation
coverage under COBRA for 12 months and 12 months accelerated vesting of outstanding unvested stock options and
restricted stock. If Mr. Lopez is terminated for cause (as defined below), he would receive earned but unpaid base
salary and accrued but unpaid vacation, but no further compensation or severance payment of any kind.

For purposes of Mr. Lopez’s agreement, “cause” generally means: (i) a material breach of the employment
agreement, or of a Company policy or law applicable to the Company, (ii} demonstrated and material neglect of
duties or failure to perform material duties following written notice and a reasonable cure period, (iii) misconduct
that is serious in nature, dishonesty, self-dealing, fraud or similar conduct related to Mr. Lopez’s conduct,
{(iv) having been convicted of or entered a plea of nolo contendere with respect to a felony or a crime involving
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fraud, dishonesty or moral turpitude, or (v) having engaged in intentional misconduct which materially damages the
Company under certain eircumstances. With respect to Mr. Lopez’s employment agreement, the terms “good
reason” and “change of control” have the same meanings set forth above under the description of Mr. Boss’
employment agreement.

Under the employment agreement, Mr. Lopez agreed not to solicit the Company’s employees, customers, clients
or suppliers during the term of his employment and for a period of one year thereafier, and not to compete with the
Company during the term of his employment and any period in which severance payments are received. Further, the
employment agreement obligates Mr. Lopez to refrain from disclosing any of our proprietary information received
during the course of employment and, with some exceptions, to assign to us any inventions conceived or developed
during the course of empioyment. As a condition to Mr. Lopez receiving severance benefits under the employment
agreement, he would need to sign a release in a form customarily used by the Company for such purposes, and
reaffirm the confidentiality, non-solicitation and non-competition agreements contained in his employment
agreement. Finally, pursuant to the employment agreement, we entered into our standard form of indemnification
agreement with Mr. Lopez.

Separation Agreement with Mr, Lopez

Effective October 5, 2007, Mr. Lopez resigned from his position as Senior Vice President and General Counsel
and left the Company. In connection with his departure, we entered into a separation agreement and general release
dated October 5, 2007 with Mr. Lopez. Under the terms of the separation agreement, on October 9, 2007, we paid to
Mr. Lopez a severance payment in the amount of $200,000, one business day after confirmation of Mr. Lopez’s
written communication to the Occupational Health and Safety Administration (OSHA) informing OSHA that all of
his disputes with the Company have been fairly resolved and withdrawing his complaint filed with OSHA.
Mr. Lopez agreed to a general release of all claims against us and our representatives. Pursuant to the separation
agreement, Mr. Lopez’s option to purchase 45,000 shares of our commons stock was canceled. In addition, the
parties agreed that 10,000 of the 60,000 shares of unvested restricted stock held by Mr. Lopez would be forfeited
and that the remaining shares of restricted stock will vest on January 2, 2008. In order to facilitate the payment terms
of the separation agreement, on October 5, 2007, we entered into an amendment to Mr, Lopez’s employment
agreement to take into account recent changes under Internal Revenue Code Section 409A. On October 26, 2007,
OSHA notified the Company that it was closing its investigation of the OSHA complaint relating to Mr. Lopez.

Offer Letiers with Other Executives
J. Robert Hipps

On July 27, 2007, we entered into an Interim Executive Services Agreement with Tatum, LLC dated July 25,
2007 to engage Mr. Hipps as our Interim Chief Financial Officer. The interim services agreement provides that
Mr. Hipps will become an employee of the Company, subject to the supervision and direction of the chief executive
officer and the Board. Under the agreement, Tatum has no control or supervision over Mr. Hipps, as long as he is
petforming services under the Interim Services Agreement. The term of the interim services agreement is for a
minimum of three months, provided that either party may terminate the agreement earlier with 30 days written
notice to the other party, and provided further that we may terminate the apreement immediately for cause based on
the performance of Mr. Hipps.

Pursuant to the interim services agreement, we pay $37,500 per month, 80% of which is paid directly to
Mr. Hipps as salary through the Company’s payrell system and 20% of which is paid to Tatum. The interim services
agreement provides an option for us during the term of the agreement to hire Mr. Hipps on a permanent basis, upon
entering into another form of agreement with Tatum, which must provide for the payment of additional placement
fees to Tatum. In connection with entering into the interim services agreement, the Company entered into its
standard form of Indemnification Agreement with Mr. Hipps.

Thomas L. Ulry

On May 31, 2005, we cntered into an employment letter agreement with Thomas Ulry, our Senior Vice
President, Sales and Marketing. The letter agreement set Mr. Ulry’s annual base salary at $225,000, and provided
for a discretionary annual bonus, as determined by the Compensation Committee. In addition, the agreement
provides for other standard employee benefits including medical, dental and insurance benefits and the right to
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participate in our 401(k) Plan. Finally, the agreement provides that if we were to terminate Mr. Ulry without cause
during the first year after May 31, 2005, Mr. Ulry would be entitled to one vear’s annual base salary, and if we were
to terminate him without cause at any time thereafter, Mr. Ulry would be entitled to an amount equal to his monthly
salary for up to six months or until he finds other employment, whichever is first to occur.

Pursuant to the letter agreement, Mr. Ulry was awarded an option to purchase 100,000 shares of our common
stock at an exercise price of $3.50 per share, vesting in equal annual installments over four years. In addition,
Mr. Ulry was awarded the right to reimbursement of actual relocation benefits not to exceed $40,000.

On Ociober 19, 2006, the Compensation Commitiee increased Mr. Ulry’s annual base salary by $25,000
effective October 1, 2006.

Cash Bonus Plan

On January 25, 2007, upon the recommendation of the Compensation Committee of the board of directors (or the
board), adopted the Commerce Energy Group, Inc. Bonus Program, which was amended and restated effective
March 27, 2007 (as amended and restated, the “Bonus Plan™).

Background. We established the Plan to provide employees with an increased awareness and ongoing interest in
our success. The Plan is a broad-based plan designed to ensure that the executives, management and staff employees
are appropriately awarded for both corporate and individual performance. [n developing this bonus program,
consideration was given to the existing salary levels and total compensation of the executives and other employees.
The structure of this cash bonus program was determined to be an efficient employee incentive and appropriate to
preserve shareholder interests.

Administration. The Plan is administered by the Compensation Comnmittee. The Compensation Committee has
the right to construe the Bonus Plan, to interprét any provision of the Bonus Plan, to make rules relating to the Plan
and to determing any factual question arising in connection with the operation of the Bonus Plan.

Eligibifity. An employee must commence full-time employment with us within the first nine months of a fiscal
year (August 1 through April 30) to be eligible to participate in the Bonus Program for that fiscal year. Employees
who participate in ong or more of our commission incentive programs are also eligible for a bonus under the Bonus
Plan, although reduced (but not below zero) by any amounts received under any of our commission incentive
programs for the same fiscal year. Part-time employees and contractors are not eligible to participate in the Bonus
Plan.

Determination of Bonus. The Bomus Plan is not effective with respect 1o any fiscal year in which we do not
achieve positive net income from operations (after deducting bonuses accrued under the Bonus Plan). Pursuant to
the terms of the Bonus Program, the bonus award for each participant is calculated based upon the product of (i) the
participant’s base annual salary as of April 30, 2007; (ii) the participant’s potential bonus percentage assigned by the
compensation committee o four levels of employee classification (i.e, the chief executive officer, other executive
officers; management, and staff), and (iii) the participant’s earned bonus percentage based upan the aitainment of
certain individual goals set by the compensation committee for the executives, the executives with respect to the
management and the executives and management with respect to the staff, then reduced (but not below zero) by any
amounts from the Company’s commission incentive program.

Under the Bonus Program, a participant’s potential bonus percentage is determined based upon the Company’s
net income. At the beginning of each fiscal year, the compensation committee establishes four levels of net income
targets and assigns potential bonus percentages for cach such corresponding level for each employee group, chief
executive officer, executive officers, management and staff,

In determining the earned bonus percentage, the compensation committee assigned to the chief executive officer
and each of the other executive officers specific individual ebjectives in several of the following categories: increase
in overall Company financial performance; increase in investor awareness; financial risk management, peer and
leadership development; and customer maintenance and growth. Each category was assigned a specific percentage
weight at the commencement of the Plan. In establishing the performance objectives of the executive officers, the
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chief executive officer and members of the executive team make recommendations, which are approved by members
of the compensation committee. Each executive, including each executive officer, had individual objectives for the
year which were designed to contribute to the achievement of our corporate objectives. For purposes of determining
whether our executive officers met each of the individual goals and objectives assigned to them, the compensation
committee met with our chief executive officer and then deliberated among themselves without the chief executive
officer present. In determining the earned bonus percentage for management and staff personnel, a similar procedure
oceurs with their direct reports. Each employee has business goals and a potential bonus payout commensurate with
her or his level in the Company.

The compensation committee, in its discretion, may establish a bonus pool to be allocated to non-gxecutive
eligible employees if we achieve net income from operations, including interest income and expense, but fall short
of our threshold financial target. In the event that we surpass our most aggressive financial target, the compensation
committee may establish a bonus pool to be allocated to employees in the discretion of the compensation commities,
including the chief executive officer and the other executive officers.

For fiscal 2008, the compensation committee has not set the four levels of et income targets and has not
assigned the potential bonus percentages for each corresponding level of employee.

Timing of Payment and Vesting. In fiscal years where bonuses are earned under the Bonus Program, payouts
will be in a lump sum payment after the fiscal year audit t¢ which the bonus relates is completed and the individual
¢valuation process to determine the earned bonus percentage has been finalized. To receive a benefit under the
Bonus Program for a particular fiscal year, a participant must complete at least three months of service and must be
an active employee in good standing on the date the bonus is paid.

Amendment. The Board or the Compensation Committee has the unilateral right to amend, suspend or terminate
the Bonus Plan at any time with respect to all or some employees and with respect to any unearmned or unvested
bonus that is or could become payable. If such amendment or termination would have a material and adverse affect
on an emploves’s earned, but unvested bonus, the written consent of the affected employee is required.

Employee Benefit Plans
Commerce Energy Group, Inc. 2006 Stock Incentive Plan

Purpose. The purpose of our 2006 Stock Incentive Plan, or the SIP, is to attract, retain and motivate select
employcees, officers, directors and consultants of the Company and its affiliates and to provide incentives and
rewards for superior performance.

Shares Subject to the SIP. The SIP provides that no more than 1,453,334 shares of ocur common stock may be
issued pursuant to awards under the SIP provided that we shall not make additional awards under the
Commonwealth Energy Corparation 1999 Equity Incentive Plan. These shares shall be authorized but unissued
shares. The number of shares available for awards, as well as the terms of outstanding awards, is subject to
adjustment as provided in the SIP for stock splits, stock dividends, recapitalizations and other similar events. We
have registered the shares of our common stock available for issuance under the SIP on a registration statement on
Form $-8 filed with the SEC.

Shares of our common stock that are subject to any award that expires, or is forfeited, cancelled or becomes
unexercisable will again be available for subsequent awards, except as prohibited by law. In addition, shares that the
Company refrains from delivering pursuant to an award as payment of either the exercise price of an award or
applicable withholding and employment taxes will be available for subsequent awards.

Administration. Either the board of directors or a committee appeinted by the board is authorized to administer
the SIP. The board of directors and any committee exercising discretion under the SIP from time to time are referred
1o as the *Commitiee.” The Compensation Commitiee of the board of directors currently acts as the Committee for
purposes of the SIP. The board of directors may at any time appoint additional members to the Committee, remove
and replace members of the Committee with or without cause, and fill vacancies on the Committee. To the extent
permitted by law, the Committee may authorize one or more persons who are reporting persans for purposes of



Rule 16b-3 under the Securities Exchange Act of 1934, as amended, or the Exchange Act, or other officers, to make
awards to directors, officers or employees who are not reporting persons for purposes of Rule 16b-3 under the
Exchange Act, or other officers whom we have specifically authorized to make awards. With respect to decisions
involving an award intended to satisfy the requirements of Section 162(m) of the Code, the Committee is to consist
of two or more directors who are “outside directors™ for purposes of that Code section,

Subject to the terms of the SIP, the Committee has express guthority to determine the directors, employees and
consultants who will receive awards, the number of shares of our common stock, units or share appreciation rights
{“SARs”) to be covered by cach award, and the terms and conditions of awards. The Committee has broad discretion
to prescribe, amend and rescind rules relating to the SIP and its administration, and to interpret and construe the SIP
and the terms of all award agreements. Within the limits of the SIF, the Committee may accelerate the vesting of any
award, ailow the exercise of unvested awards, and may modify, replace, cancel or renew them. In addition, the
Committee may under certain circumstances buy out options or SARs or, subject to stockholder approval, reduce the
exercise price for omstanding options or SARs.

The SIP provides that we will indemnify members of the Committee and their delegates against any claims,
liabilities or costs arising from the good faith performance of their duties under the SIP. The SIP releascs these
individuals from liability for good faith actions associated with the SIP’s administration.

Eligibitity. The Committec may grant options that are intended to qualify as incentive stock options, or I180s,
only to employees, and may grant all other Awards to directors, employees and consultants. The SIP and the
discussion below use the term “participant™ to refer to a director, employee or consultants who has received an
award. The SIP provides that no more than 1,000,000 shares of our commeon stock may be issued during any
calendar year to any participant under the SIP pursuant to options and SARs Awards under the SIP.

Options. Options granted under the SIP provide participants with the right to purchase shares of our common
stock at a predetermined exercise price. The Committee may grant options that are intended to qualify as ISOs or
options that are not intended to so qualify, or Non-ISOs. The SIP also provides that ISO treatment may not be
available for options that become first exercisable in any calendar year to the exfent the value of the underlying
shares that are the subject of the option exceeds $100,000 (based upon the fair market value of the shares of our
common stock on the option grant date).

Share Appreciation Rights (S4Rs). A SAR generally permits a participant who receives it to receive, upon
exercise, cash and/or shares of our common stock equal in value 10 the excess of (i) the fair market value, on the
date of exercise, of the shares of our common stock with respect to which the SAR is being exercised, over (ii) the
exercise price of the SAR for such shares. The Committee may grant SARs in tandem with options or independently
of them. SARs that are independent of options may limit the value payable on its exercise to a percentage, not
exceeding 100%, of the excess value.

Exercise Price for Options and SARs. The exercise price of [S0s, Non-ISOs, and SARS may not be less than
100% of the fair market value on the grant date of the shares of our common stock subject to the award. The
exercise price of 1SOs may not be less than 110% of the fair market value on the grant date of the underlying shares
of our common stock subject to the award for participants who own more than ten percent of our shares of our
common stock on the grant date. Neither the Company nor the Committee shall, without shareholder approval, allow
for a repricing within the meaning of the federal securities laws applicable to proxy statement disclosures.

Exercise of Options and SARs. To the extent exercisable in accordance with the agreement granting them, an
option or SAR may be exercised in whole or in part, and from time to time during its term; subject to earlier
termination relating to a holder’s termination of employment or service. With respect to options, the Committee has
the discretion to accept payment of the exercise price in any of the following forms, or combination of them: cash or
check in 11.5. dollars, certain shares of our common stock, and cashless exercise under a program the Commiitee
approves.

The term over which participants may exercisc options and SARs may not exceed ten years from the date of

grant (five years in the case of 130s granted to employees who, at the time of grant, own more than 10% of the
Company’s cutstanding shares of common stock).
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Restricted Shares, Reswricted Share Units, Unrestricted Shares and Deferred Share Units. Under the SIP, the
Committee may grant restricted shares that are forfeitable until certain vesting requirements are met, may grant
restricted share units which represent the right to receive shares of cur common stock after certain vesting
requirements are met, and may grant unresiricted shares as to which the participant’s interest is immediately vested.
For restricted awards, the SIP provides the Committes with discretion to determine the terms and conditions under
which a participant’s interests in such awards become vested. The SIP provides for deferred share units in order to
permit certain directors, consultants or select members of management to defer their receipt of compensation
pavable in cash or shares of our common stock (including shares that would otherwise be issued upon the vesting of
restricted shares and restricted share units). Deferred share units represent a future right to receive shares of our
cormon stock.

Whenever shares of our common stock are released pursuant to these awards, the participant will be entitled to
receive additional shares of our common stock that reflect any stock dividends that the Company’s stockholders
received between the date of the award and issuance or release of the shares of our common stock. Likewise, a
participant will be entitled to receive a cash payment reflecting cash dividends paid to our stockholders during the
same period. Such cash dividends will accrue interest, at 5% per annuim, from their payment date to our stockholders
until paid in cash when the shares of our commeon stock to which they relate are either released from restrictions in
the case of restricted shares or issued in the case of restricted share units.

Performance Awards. The SIP authorizes the Commitiee to grant performance-based awards in the form of
performance units that the Committee may or may not designate as “performance compensation awards” that are
intended to be exempt from Code section 162(m) limitations. In either case, performance awards vest and become
payable based upon the achievement, within the specified period of time, of performance objectives applicable to the
individual, the Company or any affiliate. Performance awards are payable in shares of our common stock, cash or
some combination of the two, subject to an individual participant limit of 1,000,000 shares of our common stock and
$1,000,000 in cash. The Commitiee decides the length of performance periods, but the periods may not be less than
one fiscal year of the Company.

With respect to performance compensation awards, the SIP requires that the Committee specify in writing the
performance period to which the Award relates, and an objective formula by which to measure whether and the
extent to which the award Is earned on the basis of the level of performance achieved with respect to one or more
performance measures. Once established for a performance period, the performance measures and performance
formula applicable to the award may not be amended or modified in a manner that would cause the compensation
payable under the award to fail to constitute performance-based compensation under Code Section 162(m).

Under the SIP, the possible performance measures for performance compensation awards include basic, diluted
or adjusted earnings per share; sales or revenue; earnings before interest, taxes and other adjustments (in total or on
a per share basis); basic or adjusted net income; returns on equity, assets, capital, revenue or similar measure;
economic value added; working capital; total stockholder return; and product development, product market share,
research, licensing, litigation, human resources, information services, mergers, acquisitions, and sales of assets of
affiliates or business units. Each measure will be, to the extent applicable, determined in accordance with generally
accepted accounting principles as consistently applied by us (ot such other standard applied by the Committec) and,
if s0 determined by the Committee, and in the case of a performance compensation award, to the extent permitted
under Code section 162(m), adjusted to omit the effects of extraordinary items, gain or loss on the disposal of a
business segment, unusual or infrequently occurring events and transactions and cumulative effects of changes in
accounting principles. Performance measures may vary from performance period to performance period and from
participant to participant, and may be established on a stand-alone basis, in tandem or in the aliernative.

Transferability. Awards may not be sold, pledged, assigned, hypothecated, transferred or disposed of other than
by will or the laws of descent and distribution, except to the extent the Committee permits lifetime transfers to
charitable institutions, certain family members or related trusts or as otherwise approved by the Committee,

Certain Corporate Transactions. The Committee shall equitably adjust the number of shares covered by each

outstanding award, and the number of shares that have been authorized for issuance under the SIP but as to which no
awards have vet been granted or that have been returned to the SIP upon cancellation, forfeiture or expiration of an
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award, as well as the price per share covered by each such cutstanding award, to reflect any increase or decrease in
the number of issued shares resulting from a stock split, reverse stock split, stock dividend, combination,
recapitalization or reclassification of the shares of our commen stock, or any other increase or decrease in the
number of issued shares effected without receipt of consideration by us. In the event of any such transaction or
event, the Committee may provide in substitution (or any or all outstanding options under the SIP such aliernative
consideration (including securities of any surviving entity) as it may in good faith determine to be equitable under
the circumstances and may reguire in connection therewith the surrender of all options so replaced. In any case, such
substitution of securities will not require the consent of any person who is granted options pursuant to the SIP.

In addition, in the event or in anticipation of a change in control (as defined in the SIP), the Committee may at
any time in its sole and absolute discretion and authority, without obtaining the approval or consent of our
stockholders or any participant with respect to his or her outstanding awards (except to the extent an award provides
otherwise), take one or more of the following actions: (a) arrange for or otherwise provide that each outstanding
award will be assumed or substituted with a substantially equivalent award by a successor corporation or a parent or
subsidiary of such successor corporation; (b) accelerate the vesting of awards for any period (and may provide for
termination of unexercised options and SARs at the end of that period) so that awards shall vest (and, to the extent
applicable, become exercisable) as to the shares of our common stock that otherwise would have been unvested and
provide that repurchase rights of the Company with respect to shares of our common stock issued upon exercise of
an award shall lapse as to the shares of our common stock subject to such repurchase right; (¢) arrange or otherwise
provide for payment of cash or other consideration to participanis in exchange for the satisfaction and cancellation
of outstanding awards; or {d) terminate upon the consummation of the transaction, provided that the Committee may
in its sole discretion provide for vesting of all or some outstanding awards in full as of a date immediately prior to
consummation of the change of control. To the extent that an award is not exercised prior to consummation of a
transaction in which the award is not being assumed or substituted, such award shall terminate upon such
consummation.

Motwithstanding the above, in the event a participant holding an award assumed or substituted by the successor
corporation in a change in control is involuntarily terminated (as defined in the SIP) by the successor corporation in
connection with, or within 12 months following consummation of, the change in control, then any assumed or
substituted award held by the terminated participant at the time of termination shall accelerate and become fully
vested {and exercisable in full in the case of options and SARs), and any repurchase right applicable to any shares of
our common stock shall lapse in full. The acceleration of vesting and lapse of repurchase rights provided for in the
previous sentence shall occur immediately prior to the effective date of the Participant’s termination.

In the event of any distribution to our stockholders of securities of any other entity or other assets (other than
dividends payable in cash or our stock) without receipt of consideration by us, the Committee may, in its discretion,
appropriately adjust the price per share covered by each outstanding award to reflect the effect of such distribution.
Finally, if we dissolve or liquidate, all awards will immediately terminate, subject to the ability of the board io
exercise any discretion that the board may exercise in the case of a change in control.

Term of SIP; Amendments and Termination. The term of the SIP is ten years from the date of stockholder
approval. The board of directors may from time to time, amend, alter, suspend, discontinue or terminate the SIP;
provided that no amendment, suspension or termination of the SIP shall materially and adversely affect awards
already granted unless it relates to an adjustment pursuant to certain transactions that change our capitalization or it
is otherwise mutually agreed between the participant and the Committee. In addition, the Committee may not cancel
an gutstanding option that is underwater for the purpose of reissuing the option to the participant at a lower exercise
price or granting a replacement award of a different type. Notwithstanding the foregoing, the Committee may amend
the SIP to eliminate provisions which are no longer necessary as a result of changes in tax or securitics laws or
regulations, or in the interpretation thereof.

Termination, Rescission and Recapture. Each award under the SIP is intended to align the participant’s long-
term interest with our interesis. 1f the participant engages in certain activities (such as disclosure of confidential or
proprietary information without appropriate authorization, breaches certain agreements relating to the protection of
our intellectual property, solicits our non-administrative employees (o leave the Company or renders services to an
organization or business which is, or working to become, competitive to us), either during employment or afier
employment with us terminates for any reason, the participant is deemed to be acting contrary to our long-term
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interests. In such cases, except as otherwise expressly provided in the award Agreement, we may terminate any
outstanding, unexercised, unexpired, unpaid, or deferred awards, rescind any exercise, payment or delivery pursuant
to the award, or recapture any shares of our common stock (whether restricted or unrestricted) or proceeds from the
participant’s sale of Shares issued pursuant to the award.

Internal Revenue Code Section 4094 Requirements. Certain awards under the SIP may be considered
“nonqualified deferred compensation” for purposes of Section 409A of the Code, or Section 409A, which imposes
certain requirements on compensation that is deemed under Section 409A to invelve nonqualified deferred
compensation. Among other things, the requirements relate to the timing of elections to defer, the timing of
distributions and prohibitions on the acceleration of distributions. Failure to comply with these requirements (or an
exception from such requirements) may result in the immediate taxation of all amounts deferred under the
nonqualified deferred compensation plan for the taxable year and all preceding taxable years, by or for any
participant with respect to whom the failure relates, the imposition of an additional 20% income tax on the
participant for the amounts required to be included in gross income and the possible imposition of penalty interest
on the unpaid tax. Generally, Section 409A does not apply to incentive awards that are paid at the time the award
vests. Likewise, Section 409A typically does not apply to restricted stock. Section 409A may, however, apply to
incentive awards the payment of which is delayed beyond the calendar year in which the award vests. Treasury
regulations generally provide that the type of awards provided under the SIP will not be considered nonqualified
deferred compensation. However, to the extent that Section 409A applies to an award issued under the SIP, the SIP
and all such awards will, to the extent practicable, be construed in accordance with Section 409A. Under the SIP, the
Committee has the discretion o grant or to unilaterally modify any award issued under the SIP in a manner that
conforims with the requirements of Section 409A with respect to deferred compensation or voids any participant
election to the extent it would violate Section 409A. The Committee also has sole discretion to interpret the
requirements of the Code, including Section 4094, for purposes of the SIP and all awards issued under the SIP.

1999 Equity Inceniive Plan

In connection with our 2004 merger with Commoenwealth Energy Corporation, or Commonwealth, we assumed
the Commonwealth Energy Corporation 1999 Equity Incentive Plan, which Commonwealth amended and restated
effective May 9, 2003 (as amended and restated, the “EIP*).

Background, The purpose of the EIP is to provide incentives to attract, retain and motivate employees, officers,
directors, consultants, independent contractors and advisors whose present and potential contributions are important
to our success, by offering them an opportunity to participate in our future performance through awards of options,
restricted stock awards and stock bonuses,

Shares Subject to the EIP. The EIP provides that no more than 7,000,000 shares of our common stock may be
issued pursuant to awards under the EIP. Although we still have awards outstanding under the EIP, we agreed not to
issue any additional awards under the EIP when our stockholders approved the SIP on January 26, 2006. The
number of shares available for awards, as well as the terms of outstanding awards, is subject to adjustment for stock
splits, stock dividends, recapitalizations and other similar events. We have registered the shares of our common
stock available for issuance under the EIP on a registration statement on Form $-8 filed with the SEC.

Administration. Either the board or our Compensation Committee may administer the EIP. Subject to the terms
of the EIP, the board has express authority to determine who will receive awards, the number of shares of our
common stock or other consideration subject to each Award, and the terms and conditions of the awards. The board
of directors has broad discretion to prescribe, amend and rescind rules relating to the EIP and its administration, to
interpret and construe the EIP and the terms of all award agreements, and to take all actions necessary or advisable
to administer the EIP. The board may cancel certain awards and grant in substitution new awards covering the same
or different number of shares but with an exercise price per share based on the fair market value per share of our
common stock on the new option grant date. The board may also buy back a previously granved award from a
participant.

Eligibility. The board may grant 1SOs only to employees, including officers and directors who are employees,

and may grant all other awards to officers, directors, consultants, independent contractors and advisors. The EIP and
the discussion below use the term “participant” to refer to each such person who has received an award.
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Options. Options granted under the EIP provide participants with the right to purchase shares of our common
stock at a predetermined exercise price. The board may grant options that are intended to qualify as 1SOs or Non-
1S0s. The EIP also provides that ESO freatment may not be available for options that become first exercisable in any
calendar vear to the extent the value of the underlying shares that are the subject of the option exceeds $100,000
(based upon the fair market value of the shares of our common stock on the option grant date).

The exercise price for Non-1SOs shall not be less than 85% of the underlying common stock’s fair market value
on the grant date. The exercise price for ISOs shall not be less than 100% of the underlying commen stock’s fair
market value on the grant date. However, with respect to any Award to a participant owning more than 10% of our
common stock on the grant date (a “10% Holder™), the exercise price of ISOs may not be less than 110%% of the
underlying common stock’s fair market value on the grant date.

Options shall be exercisable within the times set forth in the agreement granting such option subject to the
following limitations: (i) no option will be exercisable after the expiration of 10 years from the option’s grant date;
(ii} options other than Non-[SOs granted to our officers, consultants, or mermbers of the board or any of our
subsidiaries’ boards, shall be exercisable at the rate of ai least 20% per year of the shares granted under the option
over five years from the date the option is granted, with the initial vesting to occur one year after the option’s grant
date; and (iii) no ISO granted to a 10% holder will be exercisable after the expiration of five vears from the date the
ISO is granted.

To the extent exercisable in accordance with the agreement granting them and subject to earlier termination
relating to the termination of a participant’s employment or service, options may be exercised only by delivery to us
of the purchase price and a written stock option exercise agreement in a form approved by the board, stating the
number of shares being purchased, any restrictions imposed on the shares to be purchased, and such representations
and agreements regarding participant’s investment intent, access to information and such other matters that we may
require or desire to camply with securities laws. The board may specify a reasonable minimum number of shares
that may be purchased on any exercise of an option, provided such minimum will not prevent a participant fram
exercising the option for the full number of shares for which it is then exercisable.

Following the termination of a participant’s employment or service, we may extend the period of time that an
option is exercisable and allow such terminated participant to exercise options that had not vested at the time such
participant was terminated.

The board may modify, extend or renew outstanding options and authorize the grant of new options, except to
the extent such action impairs without participant’s consent such patticipant’s rights under a previously issued
option. The board may by written notice to affected participants without their consent reduce the exercise price of
outstanding options.

Restricted Stock. Under the EIP, the board may grant awards of testricted stock that are forfeitable until certain
requirements ar¢ met. The board has discretion with respect to the vesting of restricted stock. The purchase price for
the restricted stock grants shall not be less than 85% of the fair market value on the grant date, except that the
purchase price for any resiricted stock Award granted to a 10% holder will not be less than 110% of the fair market
value on the grant date. The participant will not be able to sell, transfer, pledge or assign the restricted stock during a
restriction period established by the board. The board may provide for the lapse of such restrictions in installments
and may accelerate or waive the restrictions, in whole or in part, based upon the completion of a specified number of
vears of service, subject to any requirements under law. Except with respect to the transfer resirictions, the
participant will have all the rights of a shareholder, including the right to vote the shares and receive cash dividends.

Except as otherwise pravided or in the Board’s discretion, upon the participant’s terminatian, (i) we shall have
the right for 90 days following the termination, to repurchase restricted stock that is unvested or still subject to
restriction for the same price paid by participant for such shares; provided however that our right to repurchase at the
price paid by the participant shall lapse at the rate of at least 20% of the restricted stock per year over five years
from the date the Award is granted, and (ii) any other restricted stock will be forfeited.
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Stock Bonuses. A “‘stock bonus™ is an award of shares, which may consist of restricted stock, for service
rendered. A stock bonus will be awarded pursuant to an Award agreement and will comply with the terms and
conditions of the EIP. Stock bonuses may be awarded pursuant to a “performance stock bonus agreement,” whereby
the board will agree to grant a stock bonus of a certain number of shares upon the completion of certain performance
goals thai the board may adjust to account for changes in law, accounting and tax rules and to reflect the impact of
extraordinary or unusual items, events or circumstances to avoid windfalls or hardships. We may pay the stock
bonuses in cash or whole shares, either in lump sums or installments, with interest or dividend equivalent, and all as
the board determines.

Payment for Share Purchases. Payment for shares purchased pursuant to the EIP may be in cash, by check or,
subjeci to certain conditions in the EIP, where expressly approved by the board and permitted by law (1) by
cancellation of indebtedness, (ii) by surrender of shares, (iii} by tender of full recourse promissory note, {iv) by
waiver of compensation due or accrued to a participant for service rendered, (v) with respect only to purchase upon
exercise of an option, and provided a public market for our shares exists, through a “same day sale” commitment or
through a “margin™ commitment, or (vi) by any combination of the foregoing. We may help a participant (other than
an executive officer or a member of our board) pay for shares purchased by guaranteeing a loan by 2 participant to a
third party lender.

Transferability. Awards granted under the EIP, and any interests therein, will not be transferable or assignable
by participant, and may not be made subject to execution, attachment or similar process, otherwise than by will or
by the laws of descent and distribution. During the participant’s lifetime, only the participant will be eligible to
exercise an award.

Certain Corporate Trarnsactions. In the event of certain change in control “Corporate Transactions™ (as defined
in the EIP), the EIP and any Award under the EIP shall tertninate after the Participant has been given, for the period
of 10 days before the effective date of the Corporate Transaction, the right to exercise any unexpired Award in full
or in part, but only to the extent such Award has vested or then vests and has not previously been exercised.
However, the EIP and the Awards under the EIP shall not terminate or accelerate if the successor corporation or a
parent or subsidiary thereof (a “Successor Corporation™) assumes the Awards. Nothing in the EIP or any Award
shall be consirued to limit our ability to enter into Corporate Transactions or reorganize, adjust or liquidate our
capital or business structure.

The board may at the time the award is granted or at any time while the award is outstanding, provide for the
award’s automatic acceleration (in whole or in part) upon a Corporate Transaction, including the vesting and
termination of our repurchase right. Any accelerated 1SO, shall only remain an ISO to the extent the $100,000
limitation is not exceeded. With respect to any amounts about the $100,600 limitation, the ward shall be a Non-1S0.

Amendment or Termination of EIP. Unless the board elects to terminate the EIP sooner, the EIP will terminate
10 years from the date the Board approved the EIP. The board may at any time amend the plan in any respect.

Potential Payments upon Termination or Change in Control

Set forth below are descriptions and quantitative summaries of the elements of compensation that would be paid
o our named executive officers who were employed by the Company at the end of the fiscal year and entitled to
such benefits under post-employment and change in control scenarios. Also summarized below are arrangements
relating to former executive officers.

As of July 31, 2007, several of our named executive officers were subject o agreements which contained
seéverance provisions. Mr. Boss’ employment agreement provides that if Mr. Boss is terminated without “cause” or if
he resigns for “good reason,” (as those terms are defined above under “Employment Agreements”), Mr. Boss will be
entitled to severance equal io 12 months of his then-cutrent base salary payable over a 12-month period, plus
12 months accelerated vesting of outstanding unvested stock options and restricted stock, plus reimbursement of
insurance premiums for health coverage for two months.
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Under the terms of our employment letter agreement with Mr. Ulry, he would be entitled to an amount equal to
his monthly salary for up to six months (or until he finds other employment, if earlier), if we were to terminate him
without cause.

The tables below estimate amounts of (i) salary and benefits payable and (ii) the acceleration of options and
restricted stock outstanding for our named executive officers, in each case assuming that a hypothetical termination
or change in control occurred on July 31, 2007. We have estimated the market value of the stock options and
resiricted stock in the tables below based on the closing price of $2.10 per share on July 31, 2007.

Termination by Us

Without Cause/Resignation
Executive Officer by Executive for Gopd Reason
Steven S, BOSS ... Salary Cash Payment $412,000
Coantinuation of Benefits 2,934
Accelerated Vesting of Options $ 30,000
Accelerated Vesting of Restricted Stock $157,500
Total $602,434
Erik A. LOPEZ, ST ceeeeeiicci e Salary Cash Payment $265,000
Continuation of Benefits $ 17,606
Accelerated Vesting of Options 3 —
Accelerated Vesting of Restricted Stock $ 42,000
Total $324,606
Thomas J. ULy ..o vevcinrinvsssminenssninin Salary Cash Payment $126,500
Change i Change in
Change in Control in Change in Control in
Control which Control in which
Accderation of in which Compensation which Compensation
Yesting Upon Compensation Committee Compensation Committee
Change in Control Committee Does Not Committee Does Not
Under Equity Accelerates Accelerate Accelerates Accelerate
Executive Officer Benefit Plans(1) Options Optigns Restricted Stock Restricted Stock
Steven S, Boss............ Accelerated Vesting of
Restricted Stock $105,000 $ 75,000 $£315,000 $157,500
Thomas J. Ulry............ Accelerated Vesting of
Restricted Stock — — $£42,000 —
Erik A. Lopez, Jr. ....... Accelerated Vesting of
Restricted Stock — — $126,000 $42,000

(1} For Mr. Boss and Mr. Ulry benefits related to awards granted under the 1999 Equity Incentive Plan. For
Mr. Lopez benefits relate to awards granted under the 2006 Stock Incentive Plan.

Arrangements with Former Executive Officers

In connection with Mr. Lopez’s resignation from the Company, we entered into a separation agreement and
general release with him dated October 5, 2007. Under the terms of the separation agreement, on October 9, 2007,
we paid to Mr. Lopez a severance payment in the amount of $200,000, after confirmation of Mr. Lopez’s written
communication to the Occupational Health and Safety Administration (OSHA) informing OSHA that all his
disputes with the Company had been fairly resolved. In addition, pursuant to the separation agreement, the vesting
terms relating to 60,000 shares of unvested restricted stock held by Mr. Lopez were amended such that 10,000 of the
60,000 shares were forfeited and the remaining 50,000 shares of restricted stock will vest on January 2, 2008, On
October 26, 2007, OSHA notified the Company that it was closing its investigation of the OSHA complaint relating
to Mr. Lopez.

In connection with Mr. Clayton’s termination effective July 25, 2007, no severance payments have been made or
accrued pursuant to Mr. Clayton’s employment agreement or otherwise.
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401(k) Plon

We maintain a retirement plan, the 401(k) Plan, which is intended to be a tax-qualified retirement plan. The
401{k) Plan covers substantially all of our employees. Participants may elect to defer a percentage of their eligible
pretax earnings each year up to the maximum contribution permitted by the Code. Each participant’s inierests in his
ot her deferrals are 100% vested when coniributed. The 401{k) Plan permits us to make matching contributions if we
choose and we have historically provided matching contributions of up to three percent, based on 50% of the
employees” contributions of up to 6% of defined compensation. The 401(k) Plan is intended to qualify under
Scctions 401(a) and 501(a) of the Code. As such, contributions to the 401(k) Plan and earnings on those
confributions are not taxable to participants until distributed from the 401¢k) Plan, and all contributions are
deductible by us when made.

Non-Employee Director Compensation

We operate under a non-employee director compensation policy amended and restated as of January 25, 2007.
Under this policy, our non-employee directors receive cash compensation and equity awards, as described below.
This policy may be changed by our board of dir¢ctors from time to time.

Cash Compensation. Each non-empioyee director is paid a quarterly retainer of $8,000, a fee of $1,000 for each
Board meeting which the Board member attends in person and a fee of $750 for each Board meeting which the
Board member attends telephonically, The non-executive Chairman of the Board also receives a supplemental
quarterly retainer of $4,000. Directors who served on Board commitiees {other than the chairman of such
committee) are paid $750 for each committee meeting the Board member attends in person and a fee of $500 for
each committez meeting which the Board member attends telephonically. Committee chairpersons are paid $1,000
for each committee meeting the chairperson attends, whether in person or telephonically. On days on which there are
more than one committee meeting that a board member attends, the Board member shall be paid for only one
meeting. In addition, each non-employee director is entitled to receive reimbursement for reasonable travel expenses
for each Board or Board committee meeting that such non-emplovee director attends in person if the director resides
25 miles or more from the site of the meeting.

Equity-Based Awards. Our policy provides for equity awards to non-employee directors as follows:

* Initial Grant of Restricted Stock. On the date of the initial appointment or election of each non-employee
director to the Board, he or she receives 20,000 restricted shares of the Company’s restricted stock. Such
shares vest in full on the first day of the month in which the one year anniversary of the date of issuance
occurs, with any unvested shares being forfeited to the Company if the Board member’s service is terminated.

+ Annual Grant of Restricied Stock. In addition, on the date of each annual meeting of stockholders at which
directors are elected, each non-employee director who is either re-elected as a non-employee director or who
continues in office as an incumbent non-employee director, will be issued 20,000 shares of restricted stock,
Such shares vest in full on January 1 of the next succeeding calendar year after the date of issvance, with any
unvested shares being forfeited to the Company if the Board member’s service is terminated.

We currently anticipate making future awards to our non-¢mployee directors under our 2006 Stock Incentive
Plan. For a more detailed description of this plan, see “Employee Benefit Plans — 2006 Stock Incentive Plan.”
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The following table sets forth summary information concemning compensation paid or accrued for services
rendered to us in all capacities o the members of our board of directors (other than Mr. Boss who is a named
executive officer) for the fiscal year ended Juty 31, 2007.

Fez:' ]lz’:;lm Stock Option All Other
Name in Cash (%) Awards ($1(1) Awards{$¥2) __ Compensation (8} Total ($)
Charles E. Bayless.......c.ccorunneee. $61,528 $23,165 $12,070 $— $ 96,763
Gary ). Hessenauer ................... $60,750 $23,165 $12,070 — $ 95,985
Mark S. Juergensen ................... $63,492 $23,165 $12,070 — $ 98,727
Dennis R. Leibel.....oroininnnnen. $60,250 $23,165 $12,070 $— $ 95,485
Robert C. Perking........ccoevevemrnee $84,000 $23,165 $12,070 — 119,235

(1y The value reported above in the “Stock Awards™ column is the amount we recognized for stock awards during
fiscal 2007 for each director calculated in accordance with SFAS Na. 123(R). See Note 12 to the Notes to
Consotidated Financial Statements for a discussion of assumptions made in determining the grant date fair
value and compensation expense of our restricted stock awards.

(2) The value reported above in the Option Award columnn is the amount we recognized for stock options during
fiscal 2007 for each director calculated in accordance with SFAS No. 123(R). See Note 2 to the Notes to
Consolidated Financial Statements for a discussion of assumptions made in determining the stock option
expense.

Compensation Committee Interlocks and Insider Participation

In fiscal 2007, our compensation committee consisted of Gary J. Hessenauer, Mark S. Juergensen, Dennis
R. Leibel and Robert C. Perkins. No member of our compensation committee is currently, or has been at any time,
one of our officers or employees or an officer or employee of one of our subsidiaries, is or was a participant in a
“related party” transaction in fiscal 2007, or has served as a member of the board of directors or compensation
committee of any entity that has one or mare officers serving as a member of our board of directors ar compensation
committee.

Compensation Committee Report

The compensation committee, comprised of independent directors, reviewed and discussed the section of this
annital report on Form 10-K under Ttem 11. Executive Compensation, entitled “Compensation Discussion and
Analysis for Named Executive Officers™ with the Company’s management. Based on this review and discussion, the
compensation committee has recommended to the Beard of Directors that the Compensation Discussion and
Analysis as it appears on pages 49 to 73 herein be included in this annual report on Form 10-K and the proxy
statement filed on Schedule 14A relating to the Annual Meeting of Stockholders relating to fiscal 2007.

Commerce Energy Group, Inc. Compensation
Committee

Dennis R. Leibel, Chairman
Gary J. Hessenauer
Mark 8. Juergensen
Robert C. Perkins
Item 12.  Security Ownership of Certain Beneficial Owners and Management and Related Stockholder Matters.

The information with respect to each person specified is as supplied or confirmed by such person, based upon
statements filed with the SEC, or based upon our actual knowledge.
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Beneficial Ownership Table

The following table sets forth certain information about the beneficial ownership of our common stock as of
October 16, 2007 by:

+ each person known by us to own beneficially more than 5% of our outstanding common stock;
» each of our current directors;

» our chief executive officer and the other named executive officers listed in the Summary Compensation Table
in Part ILI, Item 11. Executive Compensation of this annual report on Form 10-K; and

* all of our current directors and executive officers as a group.

Beneficial ownership is determined in accordance with the rules of the SEC based upon voting or investment
power over the securities.

Shares and share percentages beneficially owned are based upon the number of shares of common stock
outstanding on October 16, 2007, together with options, warrants or other convertible securities that are exercisable
for such respective securities within 60 days of Octaber 16, 2007 for each stockholder. Under the rules of the SEC,
beneficial ownership includes shares over which the named stockholder exercises voting and/or investment power.
Shares of common stock subject to options, warrants or other convertible securitics that are currently exercisable or
will become exercisable within 60 days of October 16, 2007 are deemed outstanding for computing the respective
percentage ownership of the person holding the option, warrant or other convertible security, but are not deemed
outstanding for purposes of computing the respective percentage ownership of any other person. Unless otherwise
indicated in the footnotes below, we believe that the persons and entities named in the table have sole voting and
investment power with respect to all shares beneficially owned, subject to applicable community property laws. The
inclusion of shares in the table does not constitute an admission that the named stockholder is a direct or indirect
beneficial owner of the shares. The information with respect to each person is as supplied or confirmed by such
person, based upon statements filed with the SEC or based upon the actual knowledge of the Company.

Comumon Stock
Amount and Nature of

Beneficial Ownership

Number of
Shares Right to Percent of

Name — Owned  __ Acaujre(l) _ Class
Principal Stockholders:

Daniel ZefH(2) . ettt 3,195,916(3) — 10.5%

Ian B. Camter{d) ... eeecerceses et rvss s s e srssnsrsessramsssrssssesensanes 250,000 2,500,000 8.4%
Directors and Named Executive Officers:

Charles E. Bayless..........coooveeeeseiercneeeseacrnreressssssevereresssesnnsesen 132,000 120,000 *

SLEVEIL 8. BOES.ciiiiinirersesenisnsesnestsesssessesssssssnsntseses smvmsnerossesesstesssare 225,000 350,000 1.9%

Lawrence Clayton, JE(5) .o iisisirerennee s e seses s sernee 63,709 — ¥

NICK CHOML .ottt ettt e e oo eeemeen s 15,000 85,000 ¥

Gary J. HesSenauer. . ......oovemmninstinincres s ssssaninsssesssssessassnas 30,000 70,000 *

T Robert HIPPs.... ..o oo voeoceeeececsieintrme et ratesstie s noameemeneamsnnsnne — — *

Mark 8. JUETZEDSEI ...ceeviriienncinss s st srssra s e ssensesssssans 50,000 157,500 *

Dennis R, Leibel ... ssesanessssesens 30,000 20,000 *

Erik A. LOPEZ, SI. cocorevcrereerearevcc e rnasarsnsescseeeesaresssscsrrrsasscssans 50,000 — *

RODEI C. PeTKiNS ....ocvienreriemriereiersrsirninsssessrsinesesenssinssassssanssossessons 235,000 470,000 2.3%

Thomas L. UL ..o e ememeca e e sen s erenesnssssseenerens 40,000 100,000 *
All Directors and Execative Officers as a group (10 persons} ........... 870,709 1,372,500 6.7%
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*  Indicates beneficial ownership of less than 1% of the issued and outstanding class of securities.

{1} Represents shares of our common stock issuable upon exercise of stock options or upon conversion of other
convertible securities held by such persons that are exercisable within 60 days of October 16, 2007.

{2) Ownership of these shares was reported on a Form 4 filed on October 17, 2007 jointly by Mr. Zeff, Zeff
Holding Company LLC (“Zeff Holding™), Zeff Capital Partners, I, LLP (“Zeff Capital”), and Spectrum Galaxy
Fund, Ltd. {“Spectrum”™)}. Spectrum has sole voting and investment power with respect to 1,379,684 shares,
which powers are exercisable by Mr. Zeff as investment manager. Zeff Capital has sole voting and investment
power with respect to 1,816,232 shares, which powers are exercisable by Mr. Zeff as the sole manager of Zeff
Holding, which is the general partner of Zeff Capital. The mailing address of each Mr. Zeff, Zett Holding, Zeff
Capital and Spectrum is: 50 California 5t., Suite 1500, San Francisco, CA 94111,

(3} Represents holdings as of August 10, 2007 as disclosed in a Schedule 13DV/A filed with the SEC under the
Exchange Act. .

(4) The mailing address of such stockholder is: P.O. Box 538, 11040 Irvine Blvd., Tustin, California 92780.

(5) Does not include 30,000 shares of unvested restricted common stock that the Company has remitted to
Mr. Claytor for repurchase. The closing of the repurchase transaction is pending the resclution of the current
employment dispute between Mr. Clayton and the Company.

Securities Authorized for Issuance under Equity Compensation Plan

The Company has two equity compensation plans, the Commerce Energy Group, Inc. 2006 Stock Incentive Plan
and the Commonwealth 1999 Equity Incentive Plan, both of which have been approved by our stockholders. We do
not have any other equity compensation plans, with the exception of one-time grants of warrants or options made by
our Board of Dircctors from time to time.

The following table seis forth information regarding the number of shares of our common stock that may be
issued pursvant to our equity compensation plans or arrangements as of the end of fiscal 2007,

(a) (b) {c)
Number of Securities
Number of Securities Remaining Availabile for
to be Issued Upon Weighted-Average Future Issuance Under
Exercise of Exercise Price of Equity Compensation Plans
Outstanding Options, Qutstanding Options, {Excluding Securities
Plam Catego Warrants and Rights Warraats and Rights Reflected in Column{a)}
Equity compensation plans approved by
security holders ........coivomvmrcieconee i 4,382.8374(1) §2.25 988,334(2)
Equity compensation plans not approved by
security ROIAErs ......oeocvoevecrrivsnnsnesmnerenesenne 2,600,000(3) $2.45 e
TOtAL ..o e et aemeam e 6,982,874 $2.33 988,334

(1) Represents shares of common stock that may be issued pursuant to outstanding options granted under the
Commonwealth 1999 Equity Incentive Plan and the Commerce Energy Group, Inc. 2006 Stock Incentive Plan.

(2) Represents shares of common stock that may be issued pursuant to options available for future grant under the
Commonwealth 1999 Equity Incentive Plan and the Commerce Energy Group, Inc. 2006 Stock Incentive Plan.

(3) Represents shares of common stock that may be issued pursuant to options available for futurg grant under the
following individual plans: options to purchase 2,500,000 shares granted to Ian B. Carter, the Company’s
former Chairman and Chief Executive Officer; options to purchase 100,000 shares granted to Robert C.
Perkins, the Company’s Chairman. (Sce Note 14 Stock Options to the Notes to Consolidated Financial

Statements).
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Item 13. Certain Relationships and Related Transactions, and Director Independence.
Transactions with Related Persons, Promoters and Certain Control Persons.

In October 2007, we entered into a separation agreement and general release with Erik A. Lopez, Sr., our former
Semior Vice President and General Counsel and at the same time amended our employment agrecment with
Mr. Lopez. Please see the discussion under Item 11. Executive Compensation under the caption “Separation
Apreement with Mr. Lopez”; which is incorporated by reference into this section.

Indemnification Agreements

We have entered into indemnification agreements with each of our directors and executive officers, in addition to
the indemnification provided for in our amended and restated certificate of incorporation and amended and restated
bylaws. These indemnification agreements generally require us to indemnify each director and executive officer to
the fullest extent authorized, permitted or required by the provisions of our amended and restated certificate of
incorporation, our amended and restated bylaws and the Delaware General Corporation Law, as the same may be
amended from time to time; provided, however, that we generally do not have such indemnification obligations if
the director or executive officer initiates a proceeding against us. In addition, we generally have agreed to indemnify
our directors and executive officers against expenses, judgments and amounts paid in settlement actually and
reasonably incurred in connection with any threatened, pending or completed proceeding, subject to certain
limitations.

Review, Approval or Ratification of Transactions with Related Persons.

As provided by our Audit Committee charter, our Audit Committee must review and approve in advance any
related party transaction. In approving or rejecting a proposed related party transaction, our Audit Committee shall
consider the relevant facts and circumstances available and deemed relevant to the Audit Committee, including, but
not limited to the risks, costs and benefits to us, the terms of the transaction, the availability of other sources for
comparable services or products, if applicable, and the impact on a director’s independence. Our Audit Committee
shall approve only those related party transactions that, in light of known circumstances, are in, or are not
inconsistent with, our best interests, as our audit committee determines in the pood faith exercise of its discretion.
All of our directors, officers and emplovees are required to report to our audit committee any such related party
transaction for approval prior 10 its completion.

Director independence.

The Board of Directors has affirmatively determined that the following five members of the Board of Directors
are “independent” as that term is defined hy the American Stock Exchange Company Guide: Charles E. Bayless,
Gary J. Hessenaver, Mark S. Juergensen, Dennis R. Leibel and Robert C. Perkins. Mr. Steven 5. Boss, our Chief
Executive Officer, is our only non-independent director. The Board of Directors has established three standing
committees, an Audit Committee, a Compensation Committee and a Nominations and Corporate Governance
Committee. The Board also has formed a Strategic Opportunities Committee. All the members of each of the
aforementioned committees are “independent” under applicable rules of the SEC and the American Stock Exchange
Company Guide.

Item 14. Principal Accounting Fees and Services,

The following table sets forth the fees billed to us by our independent registered public accounting firms for each
of the last two fiscal years, respectively.

Fiscal Year
ANUIE FES.ciivirerieireesioiieiiisiesiersessessiensasns saaesasssiaas savas sasesanass aree seses sarsensntessnsensnsesassnnanes $463,000 $454,000
AUGIt-RElated FeeS ....ocee e ittieins st ressisae s sssas sersransssserersesssbesareasarastersnsanas smnsnsan 8,000 —
TAX FEES ..eiviverrarrierenrrrrmiaisssaraniossssssratessasss rerasrncesoersasmams s etas s s s batnesssos sasmmsnaneemanmnsn b ot eesasnn — —
AN DMNEE FEES 1.iviniiriiieiiei i i tes i e srsr e v ras 50 b4 s b b sk bR e s b e Ra bR e R s e 8 s nsmnrmena — —

$471,000 $454,000
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Audit Fees: This category includes the audit of our annual consolidated financial statements, the review of
financial statements included in our quarterly reports on Form 10-Q and services that are normally provided by the
independent registered public accounting firm in connection with statutory and regulatory filings or engagements for
those fiscal years.

Audit Related Fees: This category consists of assurance and related services that were reasonably related to the
performance of the audit or review of our €inancial statements and which are not reported above under “Audit Fees.”

Tax Fees. This category consists of professional services rendered for tax services, including tax compliance, tax
advice and tax planning.

Al Other Fees. This category consists of fees for other advisory services.

The Audit Commitiee of our Board of Directors has established a practice that requires the Committee and,
under certain limited circumstances, the Chairman of our Audit Committee, to pre-approve any audit or permitted
non-audit services to be provided to us by our independent registered public accounting firm, Hein & Associates
LLP, in advance of such services being provided to us.

Under the SEC rules, subject to certain de minimis criteria, pre-approval is required for all professional services
rendered by our independent registered public accounting firm. We are in compliance with these SEC rules,

PART IV
Item 15. Exhibits and Financial Statement Schedules.

(@)(1) Index to Consolidated Financial Starements.

Report of Hein & Associates LLP, independent registered public accounting firm for fiscal vears ended

July 31,2007 @nd 2008 ...........ooooerereeiee it e reree e iniassereassraarreseiasmasesasseseasasaseraresnenesassesassammarasan vmsns sesessnnssnns F-1
Report of Ernst & Young LLP, independent registered public accounting firm for the fiscal year ended

JULY 31, 2005 cc.oiiirceitemrisssasasssrssseese i ssnat sem s esaressassessonsssesases bab s b o s s esemers s E1 RS SR RRRSES S b nanetntamssneemms s bnn F-2
Consolidated statements of operations far the three years in the period ended July 31,2007 ........vvnvvcrmnns F-3
Consolidated balance sheets ai July 31, 2007 and 20086..........cccceerreermreeierasrmienserenismseressesssssoressonssissssosssmsasseserans F4
Conselidated statements of stackholders’ equity for the three years in the period ended July 31, 2007................ F-5
Consolidated statements of cash flows for the three vears in the period ended July 31, 2007..........ccnininiicienne F-6
Neotes to consolidated fINANCIAl STAICTNENTS. .c.civvirsrrrerrssmesiisssrsstssisssspracas ssssssrassararssrssesesenesnss s sms sessnssssmsasanssmise F-7

(aX2) Financial Statement Schedules

All schedules are omitted because they are not applicable or the required information is presented in the
consolidated financial statements or the notes thereto.

(b) Exhibits. The exhibits listed below are hereby filed with the SEC as part of this Annual Report on Form 10-
K. We will furnish a copy of any exhibit upon request, but a reasonable fee will be charged to cover our expense in
furnishing such exhibit.

Exhibit Description

3.1 Amended and Restated Certificate of Incorporation of Commerce Energy Group, Inc., previously filed
with the SEC on July 6, 2004 as Exhibit 3.3 to Commerce Energy Group, Inc.’s Registration Statement
on Form 8-A and incorporated herein by reference.

32 Certificate of Designation of Series A Junior Participating Preferred Stock of Commerce Energy Group,
Inc. dated July 1, 2004, previously filed with the SEC on July 6, 2004 as Exhibit 3.4 to Commerce
Energy Group, Inc.’s Registration Statement on Form 8-A and incorporated herein by reference.

3.3 Amended and Restated Bylaws of Commerce Energy Group, Inc., previously filed with the SEC on
July 6, 2004 as Exhibit 3.6 to0 Commerce Energy Group, Inc.’s Registration Statement on Form 8-A and
incorporated herein by reference,
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Exhibit
4.1

42

Description
Rights Agreement, dated as of July 1, 2004, entered into between Commerce Energy Group, Inc. and
Computershare Trust Company, as rights agent, previously filed with the SEC on July 6, 2004 as
Exhibit 10.1 to Commerce Energy Group, Inc.’s Registration Statement on Form 8-A and incorporated
herein by reference.

Form of Rights Certificate, previously filed with the SEC on July 6, 2004 as Exhibit 10.2 to Commerce
Energy Group, Inc.’s Registration Statement on Form 8-A and incorporated herein by reference.

Material Contracts Relating to Management Compensation Plans or Arrangements

10.1

10.2

10.5

10.6

10.7

10.8

10.9

10.10

10.11

10.12

Commonwealth Energy Corporation 1999 Equity Incentive Plan, previously filed with the SEC on
October 8, 2003 as Exhibit 4.1 to Commonwealth Energy Corporation’s Registration Stalement on
Form $-8 and incorporated herein by reference.

Form of Stock Option Agreement pursvant to Commonwealh Energy Corporation 1999 Equity
Incentive Plan, previously filed with the SEC on November 15, 2004 as Exhibit 10.9 to Commerce
Energy Group, Inc.’s Annual Report on Form 10-K and incorporated herein by reference.

Commerce Energy Group, Inc. 2006 Stock Incentive Plan, previously filed with the SEC on February 1,
2006 as Exhibit 99.2 10 Commerce Energy Group, Inc.’s Current Report on Form 8-K and incorparated
herein by reference.

Form of a Stock Option Award Agreement for U.S. Employees pursuant to the Commerce Energy
Group, Inc. 2006 Stock Incentive Plan, previously filed with the SEC on April 20, 2006 as Exhibit 4.10
to Commerce Energy Group, Inc.’s Registration Statement on Form S-8 (File No. 333-133442) and
incorporated herein by reference.

Form of a Non-Qualified Stock Option Agreement for Non-Employee Directors pursuam to the
Commerce Energy Group, Inc. 2006 Stock Incentive Plan, previously filed with the SEC on April 20,
2006 as Exhibit 4.11 to Commerce Energy Group, Inc.’s Registration Statement on Form S-8 (File
No. 333-133442) and incorporated herein by reference.

Form of a Restricted Share Award Apreement for U.S. Employees pursuant to the Commerce Energy
Group, Inc. 2006 Stock Incentive Plan, previously filed with the SEC on April 20, 2006 as Exhibit 4.12
to Commerce Energy Group, Inc.’s Registration Statement on Form 8-8 (File No. 333-133442) and
incorporated herein by reference.

Form of a Restricted Share Unit Award Agreement pursuant to the Commerce Energy Group, Inc, 2006
Stock Incentive Plan, previously filed with the SEC on April 20, 2006 as Exhibit 4,14 to Commerce
Energy Group, Inc.’s Registration Statement on Form S-8 (File No. 333-133442) and incorporated
herein by reference.

Form of a SAR Award Agreement pursuant to the Commerce Energy Group, Inc. 2006 Stock Incentive
Plan, previously filed with the SEC on April 20, 2006 as Exhibit4.15 to Commerce Energy Group,
Inc.’s Registration Statement on Form S-8 (File No. 333-133442) and incorporated herein by reference.
Form of Performance Unit and Performance Stock Award pursuani to the Commerce Energy Group,
Inc. 2006 Stock Incentive Plan, previously filed with the SEC on April 20, 2006 as Exhibit 4.16 to
Commerce Energy Group, Inc.’s Registration Statement on Form 8-8 (File No. 333-133442) and
incorporated herein by reference.

Form of Deferral Election Agreement for Deferred Share Units to the Commerce Energy Group, Inc.
pursuant to the Commerce Energy Group, Inc. 2006 Stock Incentive Plan, previcusly filed with the SEC
on April 20, 2006 as Exhibit 4.17 to Commerce Energy Group, Inc.’s Registration Statement on Form S-
8 (File No. 333-133442) and incorporated herein by reference.

Amended and Restated Form of Non-Qualified Stock Option Award Agreement (for Non-Employee
Directors) pursuant to the Commerce Energy Group, Inc. 2006 Stock Incentive Plan, previously filed
with the SEC on May 18, 2006 as Exhibit 92.2 to Commerce Energy Group, Inc.’s Current Report on
Form 8-K and incorporated herein by reference.

Form of Restricted Share Award Agreement (for Non-Employee Directors) pursuant to the Commerce
Energy Group, Inc. 2006 Stock Incentive Plan, previously filed with the SEC on April 20, 2006 as
Exhibit 4.13 to Commerce Energy Group, Inc.'s Registration Statement on Form $-8 (File No. 333-
133442) filed with the SEC on April 20, 2006 and incorporated herein by reference.
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Exhibit
10.13

10.14

10.15

10.16

10.17

10.18

10.19

10.20

10.21

10.22

10.23

10.24

10.25

10.26

10.27

Description
Form of Restricted Share Award Agreement (for Non-Employee Directors) pursuant to the Commerce
Energy Group, Inc. 2006 Stock Incentive Plan, Initial Grant, previously filed with the SEC on May 18,
2006 as Exhibit 99.4 to Commerce Energy Group, In¢.’s Current Report on Form 8-K and incorporated
herein by reference.

Commerce Energy Group, Inc. Amended and Restated 2005 Employee Stock Purchase Plan, previously
filed with the SEC on February 1, 2006 as Exhibit 99.1 to Commerce Energy Group, Inc.’s Current
Report on Form 8-K and incorporated herein by reference.

Form of Subscription Agreement for the Commerce Energy Group, Inc. Amended and Restated 2005
Employee Stock Purchase Plan, previously filed with the SEC on April 20, 2006 as Exhibit 4.7 to
Commerce Energy Group, Inc.’s Registration Statement on Form $-§ (File Wo. 333-133442) and
incorporated herein by reference.

Form of Notice of Withdrawal for the Commerce Energy Group, Inc. Amended and Restated 2005
Employee Stock Purchase Plan, previously filed with the SEC on April 20, 2006 as Exhibit 4.8 to
Commerce Energy Group, Inc.’s Registration Statement on Form $-83 (File No. 333-133442) and
incorporated herein by reference.

Commerce Energy Group, Inc. Bonus Program, effective January 25, 2007, previously filed with the
SEC on January 31, 2007 as Exhibit 99.1 to Commerce Energy Group, Inc.’s Current Report on Form 8-
K and incorporated herein by reference.

Commerce Energy Group, Inc. Bonus Program as amended by first amendment, effective March 27,
2007, previously filed with the SEC on June 14, 2007 as Exhibit 10.7 to Commerce Energy Group,
Inc.’s Quarterly Report on Form 10-Q and incorporated herein by reference.

Commerce Energy Group, Inc. Amended and Restated Non-Employee Director Compensation Policy,
effective January 27, 2006, previously filed with the SEC on February 1, 2006 as Exhibit99.3 to
Commerce Energy Group, Inc.’s Current Report on Form 8-K and incorporated hergin by reference.
Commerce Energy Group, Inc. Amended and Restated Non-Employee Director Compensation Policy,
effective May 12, 2006, previously filed with the SEC on May 18, 2006 as Exhibit 99.1 to Commerce
Energy Group, Inc.’s Current Report an Form 8-K and incorporated herein by reference.

Commerce Energy Group, Inc. Amended and Restaied Non-Employes Director Compensation Policy,
effective January 25, 2007, previously filed with the SEC on January 31, 2007 as Exhibit 99.6 to
Commerce Energy Group Ine.”s Current Report on Form 8-K and incorporated herein by reference.

Stock Option Agreement dated as of August 29, 2003 between Robert C. Perkins and Commonwealth
Energy Corporation, previously filed with the SEC on November 15, 2004 as Exhibit 10.13 to
Commerce Energy Group, Inc.’s Annual Report on Form 10-K and incorporated herein by reference.

Stock Option Agreement dated as of August 29, 2003 between Robert C. Perkins and Commonwealth
Energy Corporation, previously filed with the SEC on November 15, 2004 as Exhibit 10.14 to
Commerce Energy Group, Inc.’s Annual Report on Form 10-K and incorporated herein by reference.

Indemnification Agreement dated as of November 1, 2000 between Commonwealth Energy Corporation
and Ian B. Carter, with Schedule attached thereto of other substantially identical Indemmnification
Agreements, which differ only in the respects set forth in such Schedule, previously filed with the SEC
on November 13, 2004 as Exhibit 10.16 to Commerce Energy Group, Inc.’s Annual Report on Form 10-
K and incorporated herein by reference.

Indemnification Agreement dated as of July 1, 2004 between Commerce Energy Group, Inc. and lan
Carter, with Schedule attached thersto of other substantially identical Indemnification Agreements,
which differ only in the respects set forth in such Schedule, previously filed with the SEC on
November 15, 2004 as Exhibit 10.17 to Commerce Energy Group, In¢.'s Annual Report on Form 10-K
and incorporated herein by reference.

Confidential Seitlement Agreement and General Release dated as of April 21, 2005 by and among [an
B. Carter, Commerce Energy, Inc. and Commerce Energy Group, Inc., previously filed with the SEC on
April 22, 2005 as Exhibit 10.1 to Commerce Energy Group, Inc.’s Current Report on Form 8-K and
incorporated herein by reference.

Stock Option Agreement dated April 29, 2005 by and between lan B. Carter and Commerce Energy
Group, Inc., previously filed with the SEC on October 31, 2005 as Exhibit 10.33 to Commetce Energy
Group, Inc.’s Annual Report on Form 10-K and incorporated herein by reference.
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Exhibit
10.28

10.29

10.30

10.31

10.32

10.33

10.34

10.35

10.36

10.37

10.38

10,39

10.40

10.41

10.42

Description
Executive Employment Agreement dated April 1, 2004 between Commonwealth Energy Corporation,
Commerce Energy Group, Inc. and Peter Weigand, previously filed with the SEC on April 5, 2004 as
Exhibit 10.6 to Amendment No. 3 to Commerce Energy Group’s Registrant’s Statement on Form S-4
and incorporated herein by reference.
Amendment No. | to Executive Employment Agreement dated November 17, 2005, by and among
Commerce Energy Group, Inc., Commerce Energy, Inc. and Peter Weigand, previously filed with the
SEC on November 23, 2005 as Exhibit 99.4 to Commerce Energy Group, Inc.’s Current Report on
Form 8-K and incorporated herein by reference.
Settlement Agreement and General Release dated November 17, 2005 by and among Peter Weigand,
Commerce Energy Group, Inc. and Commerce Energy, Inc., previousty filed with the SEC on
November 23, 2005 as Exhibit 99.1 to Commerce Energy Group, Inc.’s Current Report on Form 8-K
and incorporated herein by reference.
Executive Employment Agreement dated April 1, 2004 between Commonwealth Energy Corporation,
Commerce Energy Group, Inc. and Richard I.. Boughrum, previously filed with the SEC on April 5,
2004 as Exhibit 10.7 to Amendment No. 3 to Commerce Energy Group’s Registrant’s Statement on
Form S-4 and incorporated herein by reference.
Amendment No. 1 to Executive Employment Agreement dated November 17, 2005, by and among
Commerce Energy Group, Inc., Commerce Energy, Inc. and Richard L. Boughrum, previously filed
with the SEC on November 23, 2005 as Exhibit 99.11 to Commerce Energy Group, Inc.’s Current
Report on Form 8-K and incorporated herein by reference.
Settlement Agreement and General Release dated November 17, 2005 by and among Richard L.
Boughrum, Commerce Energy Group, Inc. and Commerce Energy, Inc., previously filed with the SEC
on November 23, 2005 as Exhibit 99.8 to Commerce Energy Group, Inc.’s Current Report on Form 8-K
and incorporated herein by reference.
Employment Offer Letter Agreement beitween Commerce Energy Group, Inc. and Thomas Ulry dated
May 31, 2005, previously filed with the SEC on October 31, 2005 as Exhibit 10.30 to Commerce
Energy Group, Inc.’s Annual Report on Form 10-K and incorporated herein by reference
Letter from Thomas Ulry to Commerce Energy Group, Inc. dated October 28, 2005 regarding the
May 31, 2005 Employment Offer Letter Agreement, previously filed with the SEC on October 31, 2005
as Exhibit 10.31 toc Commerce Energy Group, Inc.’s Annual Report on Form 10-K and incorporated
herein by reference.
Settlement Agreement and General Release dated November 17, 2005, by and among Commerce
Energy Group, Inc., Commerce Energy, Inc. and Eric Alam, previously filed with the SEC on
November 23, 2005 as Exhibit 99.13 to Commerce Energy Group, Inc.’s Current Report on Form 8-K
and incorporated herein by reference.
Agreement and Release dated November 17, 2005, by and among, Commerce Energy Group, Inc.,
Commerce Energy, Inc., Paul, Hastings, Janofsky & Walker LLP, Eric Alam, Bruno Kvetinskas, Greg
Lander and Peter Weigand, previously filed with the SEC on November 23, 2005 as Exhibit 99.7 to
Commerce Energy Group, Inc.’s Current Report on Form 8-K and incorporated herein by reference.
Executive Employment Agreement dated August 1, 2005 between Commerce Energy Group, Inc. and
Steven S, Boss, previously filed with the SEC on August 2, 2005 as Exhibit 10.1 to Commerce Energy
Group, Inc.’s Current Report on Form 8-K and incorporated herein by reference.
Amendment No. 1 to Employment Agreement dated January 23, 2007 by and between Commerce
Energy Group, Inc. and Steven 5. Boss, previously filed with the SEC on Janvary 31, 2007 as
Exhibit 99.2 to Commerce Energy Group, Inc.’s Current Report on Form 8-K and incorporated herein
by reference
Stock Option Agreement dated August 1, 2005 between Commerce Energy Group, lnc. and Steven S.
Boss, previously filed with the SEC on August 2, 2005 as Exhibit 10.2 to Commerce Energy Group,
Inc.’s Current Report on Form 8-K and incorporated herein by reference.
Restricted Stock Agreement dated August 1, 2005 between Commerce Energy Group, Inc. and Steven
S. Boss, previously filed with the SEC on Aungust 2, 2005 as Exhibit 10.3 to Commerce Energy Group,
Inc.’s Current Report on Form 8-K and incorporated herein by reference.
Amendment No. 1 to Restricted Stock Agreement dated January 25, 2007 by and between Commerce
Energy Group, Inc. and Steven S. Boss, previously filed with the SEC on January 31, 2007 as
Exhibit 99.3 to Commerce Energy Group, Inc.’s Current Report on Form 8-K and incorperated herein
by reference
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Exhibit
10.43

10.44

{0.45

10.46

10.47

10.48

10.49

10.50

10.51

10.52

10.53

10.54

10.55

10.56

10.57

10.58

10.59

Description
Indemnification Agreement dated August 1, 2005 between Commerce Energy Group, Inc. and Steven S.
Boss, previously filed with the SEC on August 2, 2005 as Exhibit 10.4 to Commerce Energy Group,
Inc.’s Current Report on Form 8-K and incorporated herein by reference.
Employment Agreement dated December 1, 2005 between Lawrence Clayton, Jr. and Commerce
Energy Group, Inc., previously filed with the SEC on December 6, 2005 as Exhibit 99.1 to Commerce
Energy Group, Inc.’s Current Report on Form 8-K and incorporated herein by reference.
Amendment No. 1 to Employment Agreement dated November 30, 2006, by and between Commerce
Energy Group, Inc. and Lawrence Clayton, Jr., previously filed with the SEC on March 19, 2007 as
Exhibit 10.1 to Commerce Energy Group, Inc.’s Quarterly Report on Form 10-Q and incorporated
herein by reference.
Amendment No.2 to Employment Agreement dated January 235, 2007 by and between Commerce
Energy Group, Inc. and Lawrence Clayton, Jr., previously filed with the SEC on January 31, 2007 as
Exhibit 99.4 to Commerce Energy Group, Inc.’s Current Report on Form 8-K and incorporated herein
by reference.
Stock Option Agreement dated December 1, 2005 between Lawrence Clayton, Jr. and Commerce
Energy Group, Inc., previously filed with the SEC on December 6, 2005 as Exhibit 99.2 to Commerce
Energy Group, Inc.’s Current Report on Form 8-K and incorporated herein by reference.
Restricted Stock Agreement dated December 1, 2005 between Lawrence Clayton, Jr. and Commerce
Energy Group, Inc., previously filed with the SEC on December 6, 2005 as Exhibit 99.3 to Commerce
Energy Group, [nc.’s Current Report on Form 8-K and incorporated herein by reference.
Amendment No. 1 to Restricted Stock Agresment dated January 25, 2007 by and between Commerce
Energy Group, Inc. and Lawrence Clayton, Jr., previously filed with the SEC on January 31, 2007 as
Exhibit 99.5 to Commerce Energy Group, Inc.’s Current Report on Form 8-K and incorporated herein
by reference.
Indemnification Agreement dated December 1, 2005 between Lawrence Clayton, Jr. and Commerce
Energy Group, Inc., previously filed with the SEC on December 6, 2005 as Exhibit 99.4 to Commerce
Energy Group, Inc.’s Current Report on Form 8-K and incorporated herein by reference.
Settlement Agreement and General Release by and among Andrew V. Coppola, Commerce Energy, Inc.
and Commerce Energy Group, Inc., previously filed with the SEC on April 18, 2006 as Exhibit 99.1 to
Commerce Energy Group, In¢.’s Current Report on Form 8-K and incorporated herein by reference,
Employment Agreement dated March 26, 2007 between Commerce Energy Group, Inc. and Erik A.
Lopez, Sr., previously filed with the SEC on June 14, 2007 as Exhibit 10.3 to Commerce Energy Group,
Inc.’s Quarterly Report on Form 10-Q and incorporated herein by reference.
Amendment No. 1 to Employment Agreement dated October 5, 2007 by and between Commerce
Energy Group, Inc. and Erik A, Lopez, Sr.
Stock Option Award Agreement dated March 27, 2007 between Commerce Energy Group, Inc. and Erik
A. Lopez, Sr., previously filed with the SEC on June 14, 2007 as Exhibit 10.5 to Commerce Energy
Group, Inc.’s Quarterly Report on Form 10-Q and incorporated herein by reference.
Restricted Share Award Agreement dated March 27, 2007 between Commerce Energy Group, Inc. and
Erik A. Lopez, Sr., previously filed with the SEC on June 14, 2007 as Exhibit 10.5 to Commerce Energy
Group, Inc.”s Quarterly Report on Form 10-Q and incorporated herein by reference.
Indemnification Agreement dated March 26, 2007 between Commerce Engrgy Group, Inc. and Erik A.
Lopez, Sr., previously filed with the SEC on June 14, 2007 as Exhibit 10.4 to Commerce Energy Group,
Inc.’s Quarterly Report on Form 10-Q and incorporated herein by reference.
Separation Agreement and General Release dated Ocetober 5, 2007 by and between Commerce Energy
Group, Inc. and Erik A. Lopez, Sr.
Interim Executive Services Agreement by and between Commerce Energy Group, Inc. and Tatum, LLC
regarding J. Robert Hipps dated July 25, 2007, previously filed with the SEC on July 27, 2007 as
Exhibit 99.1 to Commerce Energy Group, Inc.’s Current Report on Form 8-K and incorporated herein
by reference
Indemnification Agreement between Commerce Encrgy Group, Inc. and J. Robert Hipps dated July 25,
2007, previously filed with the SEC on July 27, 2007 as Exhibit 99.2 to Commerce Energy Group, Inc.'s
Current Report on Form 8-K and incorporated herein by reference.
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Exhibit

Description

Other Material Contracts

10.60

10.61

10.62¢
10.63%

10.64%

10.65¢
10.66
10.67

10.68

10.69

10.70

10.71

10.72

10.73

10.74

Registration Rights Agreement by and among Commonwealth Energy Corporation and the holders of
Skipping Stone Inc. common stock dated March 29, 2004, previously filed with the SEC on April 5,
2004 as Exhibit 2.5 to Amendment No. 3 to Commerce Energy Group, Inc.’s Registration Statement on
Form S-4 and incorporated herein by reference.

Consent to Sublease and Sublease Agreement dated May 28, 2004 between E*Trade Consumer Finance
Corporation and Commonwealth Energy Corporation, previously filed with the SEC on November 15,
2004 as Exhibit 10.25 to Commerce Energy Group, Inc.’s Annual Report on Form 10-K and
incorporated herein by reference.

Agreement To Provide QSE and Marketing Services dated August 1, 2005 between Commerce Energy,
Inc. and Tenaska Power Services Co.

Security Agreement dated August 1, 2005 between Commerce Energy, Inc. and Tenaska Power Services
Co.

Blocked Account Control Agreement (with Lockbox Services) dated August 2005 by and among
Commerce Energy, Inc., Tenaska Power Services Co. and U.S. Bank National Association Depository
Bank.

Master Power Purchase and Sale Agreement dated August 1, 2005 between Commerce Energy, Inc. and
Tenaska Power Services Co.

Guaranty Agreement dated August 1, 2005 by Commerce Energy Graup, Inc. in favor of Tenaska Power
Services Co.

First Amendment to Security Agreement between Commerce Energy, Inc. and Tenaska Power Services
Co,, effective as of March 7, 2006.

Loan and Security Agreement by and among Commerce Energy, Inc,, as Borrower, and Commerce
Energy Group, Inc., as Guaraator, and Wachovia Capital Finance Corporation (Western), as Agent, and
the Lenders From Time to Time Party Thereto, as Lenders, dated June 8, 2006, previously filed with the
SEC on June 12, 2006 as Exhibit 99.1 to Commerce Energy Group, Inc.’s Current Report on Form 8-K
and incorporated herein by reference.

Guaranty dated June & 2006 by Commerce Energy Group, Inc., as Guarantor, to Wachovia Capital
Finance Corporation (Western), as Agent, previously filed with the SEC on June 12, 2006 as
Exhibit 99.2 to Commerce Energy Group, Inc.’s Current Report on Form 8-K and incorporated herein
by reference.

First Amendment to Loan and Security Agreement and Waiver dated September 20, 2006 among
Commerce Energy Group, Inc., Commerce Energy, Inc., Wachovia Capital Finance Corporation
(Western) and The CIT Group/Business Credit, Inc., previously filed with the SEC on September 26,
2006 as Exhibit 99.1 to Commerce Energy Group, Inc.’s Cutrent Report on Form 8-K and incorporated
herein by reference. _

Second Amendment to Loan and Security Agreement and Waiver dated October 26, 2006 among
Commerce Energy Group, Inc., Commerce Energy, Inc., Wachovia Capital Finance Corporation
(Western) and The CIT Group/Business Credit, Inc., previously filed with the SEC on October 30, 2006
as Exhibit 10.91 to Commerce Energy Group, Inc.’s Annual Report on Form 10-K and incorporated
herein by reference.

Third Amendment to Loan and Security Agrcement and Waiver dated March 15, 2007 among
Commerce Energy Group, Inc., Commerce Energy, Inc., Wachovia Capital Finance Corporation
(Western) and The CIT Group/Business Credit, Inc., previously filed with the SEC on March 19, 2007
as Exhibit 10.9 to Commerce Energy Group, inc.’s Quarterly Report on Form 10-Q for the Quarterly
Period Ended Januvary 31, 2007

Fourth Amendment to Loan and Security Agreement and Waiver dated June 26, 2007 among Commerce
Energy Group, Inc., Commerce Energy, Inc., Wachovia Capital Finance Corporation (Western) and The
CIT Group/Business Credit, Inc.

Fifth Amendment to Loan and Security Agreement and Waiver dated August 1, 2007 among Commerce
Energy Group, Inc., Commerce Energy, Inc., Wachovia Capital Finance Corporation (Western) and The
CIT Group/Business Credit, Inc., previously filed with the SEC on August 2, 2007 as Exhibit 99.1 to
Commerce Energy Group, Inc.’s Current Report on Form 8-K and incorporated herein by reference.
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Description
Letter Agreement, dated September 20, 2007, by and among Commerce Energy Group, Inc., Commerce
Energy, Inc., Wachovia Capital Finance Corporation (Western), as Agent and Lender and The CIT
Group/Business Credit, Inc., as Lender, previously filed with the SEC on September 25, 2007 as
Exhibit 99.1 to Commerce Energy Group, Inc.’s Current Report on Form 8-K and incorporated herein
by reference.
Second Amendment to Security Agreement between Commerce Energy, Inc. and Tenaska Power
Services Co., effactive as of June 22, 2006.
Asset Purchase Agreement dated September 20, 2006 between Houston Energy Services Company,
L.L.C. and Commerce Energy, Inc., previousiy filed with the SEC on September 26, 2006 as Exhibit 2.1
to Commerce Energy Group, Inc.’s Current Report on Form 8-K and incorporated herein by reference.
Transition Services Agreement dated September 20, 2006 among Commerce Energy, Inc. and Houston
Energy Services Company, L.L.C., previously filed with the SEC on September 26, 2006 as Exhihit 2.2
to Commerce Energy Group, Inc.’s Current Report on Form 8-K and incorporated herein by reference.
Guaranty Agreement dated September 20, 2006 among Commerce Energy, Inc., Thomas L. Goudie,
James Bujnoch, Jr., Gary Hollowell, Dustin Roach, Steve Loy and Arnold Perez, previously filed with
the SEC on September 26, 2006 as Exhibit 2.3 to Commerce Energy Group, Inc.’s Current Report on
Form 8-K and incorporated herein by reference.
Gas Supply Agreement dated September 20, 2006 by and among Pacific Summit Energy LLC and
Commerce Energy, Inc. and Houston Energy Services Company, LLC. )
Operating Agreement dated September 20, 2006 between Pacific Summit Energy LLC and Commerce
Energy, Inc.
Security Agreement dated September 20, 2006 between Pacific Summit Energy LLC and Commerce
Energy, Inc.
Blocked Account Control Agreement (with Lockbox Services) dated September 20, 2006 by and among
Commerce Energy, Inc., Pacific Summit Energy LLC and Wachovia Bank NA.
Base Coniract for Sale and Purchase of Natural Gas dated September 20, 2006 between Commerce
Energy, Inc. and Pacific Summit Energy LLC.
APX Settlement and Release of Claims Agreement dated as of January 5, 2007 by and among the
Settling Parties, including Commonwealth Energy Corporation (nvk/a Commerce Energy, Inc.),
previously filed with the SEC on March 19, 2007 as Exhibit 10.2 to Commerce Energy Group, Inc.’s
Quarterly Report on Form 10-Q and incorporated herein by reference.
First Amendment to Master Power Purchase and Sale Agreement between Commerce Energy, Inc. and
Tenaska Power Services, Co. dated May 25, 2007.
Settlement Agreement and Mumal Release dated June 11, 2007 among Commerce Energy Group, Inc.,
Commerce Energy, Inc., Peter Weigand and American Communications Network, Inc., previously filed
with the SEC on June 12, 2007 as Exhibit 99.1 to Commerce Energy Group, Inc.’s Current Report on
Form 8-K and incorporated herein by reference.
Commerce Energy Group, Inc. Code of Business Conduct and Ethics, previously filed with the SEC on
November 15, 2004 as Exhibit 14.1 to Commerce Energy Group, Inc.’s Annual Report on Form 10-K
for the year ended July 31, 2004 and incorporated herein by reference.
Subsidiaries of the Registrant.
Consent of Hein & Associates LLP, independent registered public accounting firm.
Consent of Ernst & Young, LLP, independent registered public accounting firm.
Principal Executive Officer Certification required by Rule 13a-14(a) under the Securities Exchange Act
of 1934,
Principal Financial Officer Certification required by Rule 13a-14(a) under the Securities Exchange Act
of 1934.
Principal Executive Officer Certification pursuant to 18 U.8.C. Section 1350, as adopted pursuant io
Section 906 of the Sarbanes-Oxley Act of 2002.
Principal Financial Officer Certification pursvant to 18 U.S.C. Section 1350, as adopted pursuant to
Section 906 of the Sarbanes-Oxley Act of 2002,

+ Confidential treatment has been requested with respect to certain provisions of this agreement. Omitted portions
have been filed separately with the SEC.
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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.

COMMERCE ENERGY GROUP, INC.

Date: October 29, 2007 By: /s/ STEVEN S. BOSS
Steven S. Boss
Chief Executive Qfficer

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.

Sigmature Title Date

/s/ STEVEN S, BOSS Chief Executive Officer and a Director October 29, 2007
Steven S. Boss (Principal Executive Officer)

fs/ J. ROBERT HIPPS Interim Chief Financial Officer October 29, 2007
I. Robert Hipps (Principal Financial Officer)

/sf KENNETH L. ROBINSON Corporate Controller October 29, 2007

Kenneth L. Robinson (Principal Accounting Officer)
/s/ CHARLES E. BAYLESS Director October 29, 2007

Charles E. Bayless

fs/ DENNIS R. LEIBEL Director October 29, 2007
Dennis R. Leibel

/s GARY J. HESSENAUER Director October 29, 2007
Gary J. Hessenauer

/s MARK S. JUERGENSEN Director October 29, 2007
Mark S. Juergensen

/s/ ERTC. P Director October 29, 2007
Robert C. Perkins
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REPORT OF INDEPENDENT REGISTERED PUBLIC ACCOUNTING FIRM
To the Board of Directors and Stockhotders of Commerce Energy Group, Inc.:

We have audited the accompanying consolidated balance sheets of Commerce Energy Group, Inc. as of July 31,
2007 and 2006 and the related consolidated statements of operations, stockholders® equity and cash flows for the
years then ended. These consolidated financial statements are the responsibility of the Company’s management. Qur
responsibility is to express an opinion on these consolidated financial statements based on our audits.

We conducted our audits in accordance with the standards of the Public Company Accounting Oversight Board
(United States). Those standards require that we plan and perform the audits to obtain reasonable assurance about
whether the consolidated financial statements are free of material misstatement. We were not engaged to perform an
audit of the Company’s internal control over financial reporting, Our audits included consideration of internal
control over financial reporting as a basis for designing audit procedures that are appropriate in the circumstances,
but not for the purpose of expressing an opinion on the effectiveness of the Company’s internal control over
financial reporting. Accordingly, we express no such opinion. An audit also includes examining, on a test basis,
evidence supporting the amounts and disclosures in the financial statements, assessing the accounting principles
used and significant estimates made by management, and evaluating the overall financial statement presentation. We
believe that our audits provide a reasonable basis for our opinion.

In our opinion, the consolidated financial statements referred to above present fairly, in all material respects, the
consolidated financial position of Commerce Energy Group, Inc. as of July 31, 2007 and 2006 and the consolidated
results of their operations and their cash flows for the years then ended, in conformity with U.S. generally accepted
accounting principles.

/s/ HEIN & ASSOCIATES LLP

Irvine, California
October 24, 2007



REPORT OF INDEPENDENT REGISTERED PUBLIC ACCOUNTING FIRM
To the Board of Directors and Stockholders of Commerce Energy Group, Inc.:

We have audited the accompanying consolidated statements of operations, stockholders’ equity and cash flows
of Commerce Energy Group, Inc. (formerly Commonwealth Energy Corporation) for the year ended July 31, 2005.
These financial statements are the responsibility of the Company’s management. Our responsibility is to express an
apinion on these financial statements based on our audit.

We conducted our audit in accordance with the standards of the Public Company Accounting Oversight Board
{United States). Those standards require that we plan and perform the audit to obtain reasanable assurance about
whether the financial statements are free of material misstatement. We were not engaged to perform an audit of the
Company’s internal control over financial reporting. Our audit inchuded consideration of internal control over
financial reporting as a basis for designing audit procedures that are appropriate in the circumstances, but not for the
purpose of expressing an opinion on the effectiveness of the Company’s internal control over financial reporting.
Accordingly, we eXpress no such opinion. An audit also includes examining, on a test basis, evidence supporting the
amounts and disclosures in the financial statements, assessing the accounting principles used and significant
gstimates made by mamagement, and ¢valuating the overall financial statement presentation. We believe that our
audit provides a reasonable basis for our opinion,

In our opinion, the financial statements of Commerce Energy Group, Inc. referred to above present fairly, in all
material respects, the consolidated results of its operations and its cash flows for the year ended July 31, 2005, in
conformity with U.S, generally accepted accounting principles.

/s/ ERNST & YOUNG LLP

Orange County, California
Cctober 25, 2005
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COMMERCE ENERGY GROUP, INC.
CONSOLIDATED STATEMENTS OF OPERATIONS

Fiscal Years Ended July 31,
2007 2006

2005
{In thousands, except per share amounts)

REVEIIE ... r1vasre e sercrererssrse et saist e sessens s sasnnre sanasesssasnasarsmssssaresessmas sasassmvmes 365,080 5247080 $253,853
APX SeteMENL .....ococeereecrecrcreen e rrecrecerecsnrenresemesansanes rereasssenserenserassesssrasnes 6,525 — —
INEELEVEIIE ... e e st e s e s rese s s s e et e e raessacenreemssranerarassranar 371,614 247,080 253,853
DHPECE @NETEY COBLS ....ovviieririrstsnieis e et s s s e e ara s 314,371 218,289 225,671
L (1T L0 0 (o) Lo TS 57,243 28,791 28,182
Selling and marketing eXpenses ............coereermiaereererrceemenisnassessassssrssasssns 10,642 5,231 4,081
General and administrative eXpenses ... 37,291 26,939 31,504
Income (loss) from OPETALIONS........cccveieeeecrmrrmrressisissrrsesmsss s sessresassmsssrnrens 9,310 (3,379) (7,403)
Other income and expenses:

Initial formation litigation eXpenses.............cocecceeeee e e — — (1,601)
Recovery of (provision for) impairment on investments..........ooeeeivinninenes — _— 2,000
ACN arbitration SCHICIICNT .. .vorvvvreriininrrrssiessssssminin s st ssems s sasansseses (3,500) — —
IIEETESE ITHCOIMIE «..cvceeeceee e eatseras s ren e amasares cvrmsseeesrarmtsasannrrosrararessassares 1,296 1,140 390
IIVEETESE EXPEIISE .covvrevrereseirieatieies e eeeetssesasss st st s baent b aamsaas he st v smab e st aaana e s (1,053) — —
Total other income and EXPENSES .....vviecacsaemerrerseeresisesrsmmmriesassassssesessssesssres (3,657) 1,140 1,289
Income {loss) before provision for iNCome tAXES ..ocvivceeirvr i ncnniinreinennins 5,653 {2,239) {6,114)
Provision for IMCOME (AXES ..o er e ermsr s s e s rsbsss e reet s esresrvaees 122 — —
Net INCOME (OS5} .oveereeeieierereesreasiacie s s s st sms s ssra s essesastesassosassesassrenrsnens § 5531 §% (2,239) § (5,114)
Income {loss) per common share:

Basic and diluted...........ccccereeeeciiiinrereniesesreresssssssssissesnsseseressares smsessresesanes § 018 § (©0O07) § (0.20)
Shares used in computing income (loss) per common share:

BaSIC ..o cecccet e e cmes oo smre s s a e s sine s st srea e e Re e s e et s eme s e e ais 29,906 30,419 30,946
DAIIEA. ... ceoeeeee ettt bt e e sere e et e bbb g s s e sn s e e 30,044 30,419 30,946

The accompanying notes are an integral part of these consolidated financial statements.
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COMMERCE ENERGY GROUP, INC.

CONSOLIDATED BALANCE SHEETS

July 31,
2007 2006
(In thousands, except per share amounts)
ASSETS

Cwrrent assets:

Cash and cash eqUIVAIBNTS......cvorieecceisecec e s seveseosss s e rensseresns st amrmsens $ 6,559 $22.941
Accounts receivable, Net.........covvi e e s e nen s 65,231 30,650
IHVEHEOTY 1erorireienesernssiensnasnistisnatint sosbasapatassns snsessanssss nssssaresnssssn sassmnen savarsnnansas 5,905 4,578
Prepaid expenses and other CLITENE .........cco e ecvcecr s irricracsnrerrese s rsressersnvasens 7,224 6,827

TOIAL CUITENE ASSETS cuereerrriieresrnerinsissnesisnrestessraassssessenstessansesarssesseenssesssntosares 84,919 64,996
ReSHCIEE CABH «...oereee et cacres e et bbb 10,457 17,117
DEPOBIES...ueererrrmererrsrereerrmrecscecsea s srersssssnrnareararresmsesas oo e ment sintsmssma s ses i i sans 1,906 2,506
Property and eqUIPMENt, NEL.......ov e s bt sssre s tases 8,662 5,866
GOOAWILL.....ooeree e crcr et e re e eae e an st ams s v st s smeana s e s nsasnmseans 4,247 4,801
Other ItaRZIbLe ASSELS .....o.coreerereiiereisinisere e sren e ee s seeras e emsas 6,385 3,790

TOUAL BSSELS ... eeoeeeeeeseescmmees s e eeremeseseesnesecosearasmmsemsneesessesemseraesemeeeeneemseenseces $116,576 $99,076

LIABILITIES AND STOCKHOLDERS® EQUITY

Current liabilities:

ACCOUDLS PAYADIE ......crecereneerecrcrernernrss e ecmrmrn s ervasesesrsenesecssensuseassensarninns $ 37,926 $ 26,876
Accrued HADILIES .....coocvervieeicet e rtrvers e tnressscanre s rsarssine s srarsnsnesessrsniaess 8,130 5,867
Total cirrent lIabilities .......occveeiiniccici i reriseres e res et esressesaressssnssasense 46,056 32,743

Commitments and coatingencies
Stockholders’ equity:

Conmunon stock — 150,000 shares authorized with $0.001 par value and
30,383 and 29,632 shares issued and outstanding in fiscal 2007 and 2008,

TESPECHVELY ..o vt e v rnn 60,599 58,849
Other comprehensive iNCOMe (JOSS) ..o (823) 2271
Retained EarniNES ...oceiveesimvmiesisismimimmsisnes e st s s 10,744 5,213

Total stoCkhOIdETS™ EQUILY «...cceeere e e enesaecmnesscran e sresr v erseesssrenranensene 70,520 66,333

Total liabilities and stockholders” equity.......ccoeeeeeeieeiicreninercrnereecereenn $116,576 $99.076

The accompanying notes are an integral part of these consolidated financial statements.
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COMMERCE ENERGY GROUP, INC.

CONSOLIDATED STATEMENTS OF STOCKHOLDERS’ EQUITY

Commerce Energy Group. Inc.

Common Stock Retained Cng:)l::ll'lensive
Shares Apount Earnings In¢ome Total
(In thousands)

Balance at July 31, 2004 ... 30,519 $£60,540 $13566 $ — $ 74,106
Exercise of stock Options..........ooeennncc e 102 54 — — 54
Repurchase of common Shares.........oovinememresressesenne (120) (251 — —_ (251)
I530aNCE OF SEOCK oo cirrecsr s rerae s et eenrens 5 10 — —-— 10
Amortization of unearned restricted stock — 256 — — 256
Issuance of stock in connection with ACN acquisition 930 2,000 — — 2,000
NEE 0SS ...t eeestcetstesenesceressmssremssmemenmss s s eanans — — (6,114) — {6,114)
Balance at July 31, 2005 ......cccovniimmnmmmnimiine. 31,436 62,609 7,452 - 70,061
Exercise of stock options........mminrcninn 221 il — — 1
Repurchase of common shares.......ccoovovnniiicsnnnns (1,469 (2,204) — — (2,204)
ISSUANCE OF SLOCK ..vvevivererreceivereers vt svesrarsresen s esmrssenavanas 10 — — — —
Repurchase of dissenter’s rights stock ... (55) (106) — — (106)
Issuance of restricted StOCK ......covvericenrnneerer e 435 — — — —
Cancellation of restricted sTOCK ccoiiiniininiiininieiiiin {16) — — — —
Amortization of unearned share based compensation .. — 386 — — 386
Amortization of unearned restricted stock ................... — 153 — — 153
Cancellation of stock in connection with ACN

ACGUHSIHION ....crescrcerreerenerrnsersrsesmsisssssssniennerasusrerassones (930) (2,000) — — (2,000)
Comprehensive inCome ... — — (2,239} 2,271 32
Balance at July 31, 2006 ... 29,632 58,849 5213 227 66,333
Exercise of stock OPHORS........c.ooreicivieneerermcrniceeeeeene 535 1,196 — — 1,196
Issuance of restricted StOCK ...vcvevvniminiecmiiicircisnianssiones 230 — — — —
Cancellation of vestricted StocK ......eevecinciivcnnisccnnnns (14) — — — —
Amortization of unearned share based compensation .. — 213 — — 213
Amortization of unearned restricted stock .......oceveeeeene — 341 — - 341
Comprehensive iCOME .........covrmierersisinsrsinens — — 5,531 (3,094) 2,437
Balance at July 31, 2007 ......ccomiminninnncirranrenenen 30,383 $60,599 510,744 § (823) § 70,520

The accompanying notes are an integral part of these consolidated financial statements.
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COMMERCE ENERGY GROUP, INC.

CONSOLIDATED STATEMENTS OF CASH FLOWS

Fiscal Years Ended Juby 31,
2007 2006 2005
{Tn thomsands)

Cash Flows From Operating Activities
Net INCOME (J058) ....erurererermrierereermesientsinissrerenstsss it arsi s ssisssissasbsssnsssastsareses § 5531  § (2,239) 5 (6,114)

Adjustments to reconcile net loss to net cash provided by {used in)
operating activities:

DIEPTECIALION .o e rccrerasrsrenrmre e seeesesssssesob e o emee kit s ats bbb am e e ermneme e e 1,736 856 1,216
AMOTEZALION ..ooveicr e e s st s et st s e e st nree e pesa b s s e b sat s e s rnnrmenass 1,656 1,140 888
Amortization of deferred loan COSES .......ccovvecierieicreicieererariscsressssconressnscesins 162 — —
Provision for doubtful ACCOUMLS .....c.ooveevee et 4,169 2,813 2,305
Stock-based compensation CHAEES......coviiiimm s s 554 539 256
Deferred inComMe tAX PIOVISION .......coovvrermmeremirsisierineresee st sosss e ssssssas s s sersasnns — —_ 74
Impairment of Summit Energy investments. ..........vvvveeecmiiinieinssorssenrnnnnece — —— 5
Loss on disposition of property and equipment. ... immmiiineenes — — 165
Changes in operating assets and liabilities:

ACCOUNLS TECEIVADEE, NEL.....ii et ris vt erea et s esresnreer e se s sans et pmssnnaes (38,750) (53,6200 1,096
Prepaid expenses and Other BSSEIS ........icerreinrcin i srs s (3,144) 8,402 695
ACCOUNES PAYADIR w.cveemeeeee et ettt st 11,051 1,251 (4,952)
Accrued liabilities and Gther. ..ot 985 (1,079) 805
Net cash provided by (used in) operating activities ..o, (16,050) 6,063 (3,561)
Cash Flows From Investing Activities

Purchase of property and equipment .......coevmvreinicmissinin e s (4,532) (4,714) (1,025)
Reimbursement from state on renewable energy asset.......ovinissnnncraenens — — 250
Purchase of intangible assets ... {4.453) (28) —
Sale of intangibles — customer CONtracts 501d.........vvmmi e 756 — —
Business acquisition, net of cash required.............cccvereimnininenen i — —  (14,525)
Sale of ShOrt-term MVESHMENES .......ccveveereerereresimresrsenressecerenrsere st sisssrassnsasesnas — — 43,312
Net cash provided by (used in} investing aCtivities .....ccovcrarrvcrcmiricsieiniieesnn (8,229) (4,742) 28,012
Cash Flows From Financing Activities

Repurchase of cOMIMON SI0CK. ... renieremmicniniiis s — (2,310) (251)
Sale of common Stk ... — — 10
Credit line COMMIMENT fE€.......rveceeeeeeee e ererer e e e et se e e srsesreneees 41 (530) —
Proceeds from eXercises Of SLOCK OPUONS. ... cvivcrenesinreresmsnsossssrscsrnrasamsesiens 1,196 11 54
Decrease (increase) in restricted cash ...ceevvececcie e 6,660 (8,895) (1,673)
Net cash provided by (used in) financing activities ...........cecceiieieniccncinnee 7,897 (11,724) (1,860)
Increase (decrease) in cash and cash equivalents ......covceniecieiensnccinnnrrecinne, {16,382) (10,403) 22,591
Cash and cash equivalents at beginning of Yar..........cccooeerececinneecenrnnnernnns 22,941 33,344 10,753
Cash and cash equivalents at end 0F YEar .........c..covenevererrenicecceermecsenecrnres $ 6559 § 22941 § 3334
Cash paid for:

LY 3 = YU $ . 891 $ — 5 S
ITICOTMIE BAKES - srervseresararnsntrsenrararnsenesssersessesmnpaseneasassesesesensamtsnessasassamnsnsarssnsases $ — % — % —

The accompanying notes are an integral part of these consolidated financial statements.
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COMMERCE ENERGY GROUP, INC.

NOTES TO CONSOLIDATED FINANCIAL STATEMENTS
{1n thousands, except per share and per kWh amounts)

1. Nature of Business

Commerce Energy Group, Inc. or Commerce is a diversified independent energy marketer of electricity and
natural gas. Commerce provides retail electricity and natural gas to its residential, commercial, industrial and
institutional customers, and provides consulting and information services to energy-related organizations.
Commerce is a holding company that operates through its wholly-owned operating subsidiaries: Commerce Energy
Inc. or Commerce Energy, and Skipping Stone Inc. or Skipping Stone. As used in these consolidated financial
statements, the term the “Company” refers to Commerce and its wholly-owned subsidiaries.

Commerce Energy provides electricity to its customers in the deregulated California, Pennsylvania, Michigan,
New Jersey, Maryland and Texas electricity markets. Commerce Energy is licensed by the Federal Energy
Regulatory Commission o FERC, as a power marketer. In addition to the states in which the Company currenily
aperates, Commerce Energy is also licensed, centified, or otherwise qualified by applicable state agencies to supply
retail electricity in Illinois, New York, Ohio and Virginia. Commerce Energy also provides natural gas to customers
in California, Florida, Georgia, Maryland, Nevada, Ohio, and Pennsylvania. Skipping Stone provides energy-related
consulting services and information to utilities, generators, pipelines, wholesale merchants and invesiment banks.

The Company’s commen stock trades on the American Stock Exchange under the symbol EGR.

2. Summary of Significant Accounting Policies
Basis of Consolidation

The Company’s consolidated financial statements include its two wholly-owned operating subsidiaries:
Commerce Energy and Skipping Stone. All material inter-company balances and transactions have been eliminated
in consolidation.

Use of Estimates and Assumptions

The preparation of consolidated financial statements in conformity with accounting principles generally accepted
in the United States of America requires management to make certain estimates and assumptions that affect the
reported amounts and timing of revenue and expenses, the reported amounts and classification of assets and
liabilittes, and the disclosure of contingent assets and liabilities. These estimates and assumptions are based on the
Company’s historical experience as well as management’s fiture expectations. As a result, actual results could
materially differ from management’s estimates and assumptions. The Company’s management believes that its most
critical estimates herein relate to independent system operator costs, transportation and delivery costs, allowance for
doubtful accounts, unbilled receivables, inventory valuation, customer acquisition costs, accounting for derivative
instruments and hedging activities, and loss contingencies.

Reclassifications

The Company has reclassified certain prior fiscal year amounts in the accompanying consolidated financial
statements to be consistent with the current fiscal year presentation,

Non-cash items

In the fiscal year ended July 31, 2005 (“fiscal 2005”), the Company issued $2,000 of its common stock
(930 shares) in connection with the acquisition of cerlain assets from ACN Ultility Services, Inc. This stock
transaction was reversed in the fiscal year ended July 31, 2006 (“fiscal 2006™) (see Note 3). Also in fiscal 2005, the
Company retired $4,562 of property and equipment and the related $4,398 of accumulated depreciation with a net
book value of $163.



COMMERCE ENERGY GROUP, INC.
NOTES TO CONSOLIDATED FINANCIAL STATEMENTS — (Continued)

Revenue and Cost Recognition
Energy sales are recognized as electricity and natural gas is delivered to the Company’s customers.

Direct energy costs, which are recognized concurrently with related energy sales, include the commodity cost of
purchased electrieity and natural gas, transportation and transmission costs associated with energy delivery, fees
incurred from various energy-related service providers and energy-related taxes that cannot be passed directly
through to the customer. Fecs and charges from the Independent System Operators or [SOs, and the Local
Distribution Companies or LDCs, are determined by the [SO or 1.DC based uvpon each day’s system-wide activities.
The Company estimates and accrues for these fees based on activity levels, preliminary settlements and other
available information. Final determination and settlement of these charges may take from one to three months and
they are adjusted when they become available. The Company’s customers’ billings may also include charges for the
transmission and distribution of the commodity for which the utility is ultimately responsible and separately
itemized taxes for which the customer is respensible. These amounts are excluded from the Company’s net revenue.
In Texas, the Company bills customers for transmission and distribution charges which Commerce is responsible for
both collecting from the customers, and remitting to the utilities. As a result, these transmission and distribution
charges are included in both revenue and direct energy costs.

The Company’s net revenue is comprised of the following;

Fiscal Years Faded July 31,

2007 2006 __ 2005

Retail electriCity 88le3.......ccvrerrerarermermrcc e crce e ntsscenrarssresessnsassnsassmrensens $237,526 $177,752 $188,316
EXCESS ENETEY 5ALES ...eecveecerreveesssissanss st sereessnsnrne sevansnsnasens 1,535 7,627 40,061
Total electricity 88188 .....ccvervmrnersscrarsisisersssirasssisresis s cremesecosressessrsasnesess 239,061 185,379 228,377
Retail natural gas SAI8S5 ..ot e 126,028 1,701 25,476
APX SEUIEIMEIIL... e evievarverieiisrrereisreessrreseasesesasinsesrarent svsnrssraracessmssssesensorassere 6,525 —_ —_—
INEL TEVEIUL. ....ccveivireiercrrressiesssmensrasserassssss sasmssmecssssessssnsessasmssesmssmssesmssnssrsnsars $371,614 $247,080 $253,853

Skipping Stone revenues, after inter-company eliminations, for the fiscal years ended July 31, 2007, 2006 and
2005 were $899, $1,462 and $1,927, respectively, representing less than 1% of total net revenue for each fiscal
period.

Sales commission expense payable based on customer billings is recognized in the same pericd as the related
revenue. Commission expense is recorded in selling and marketing expenscs.

Direct customer acquisition costs paid to third parties and directly related to specific new customers are deferrad
and amortized over the life of the initial customer contract, typically one year.

Major Customer and Suppliers

No individual customer accounted for ten percent or more of the Company’s consolidated net revenue in fiscal
2007, 2006 or 2005.

The Company utilizes a diversified selection of energy suppliers. In fiscal 2007, the Company had three
significant suppliers, one of which accounted for 25%, and two suppliers for 10% each, of direct energy cost. The
Company believes there are numerous other suppliers that could be substituted should these suppliers become
unavailable or non-competitive.
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Operating Expenses

Selling and marketing expenses consist principally of costs incurred for sales and marketing personnel,
commissions and customer acquisition costs paid to third parties and promotional and advertising activities.
Advertising costs are expensed as incurred and were 81,184, $479 and $26 for fiscal 2007, 2006 and 2005,
respectively.

General and administrative expenses consist principally of costs incurred for all other corporate personnel, rent,
utilities, telecommunications, insurance, legal fees, and other corporate cosis including provisions made for
uncollectible accounts receivable, the depreciation and amortization of both tangible and intangible assets, and
stock-based compensation (see below for details regarding stock-based compensation charges).

Earnings (Loss) Per Conimon Share

Income (loss) per common share — Basic has been computed by dividing net income (loss) available to common
stockholders, after any preferred stock dividends, by the weighted average number of common shares outstanding
during the fiscal year, Income (loss) per common share — Diluted has been computed by giving additional effect in
the denominator to the dilution that would have occurred under the treasury stock and if-converted methods, as
applicable, had outstanding stock options been exercised into additional common shares. For the fiscal years ended
2006 and 2005, assumed exercises or conversions have been excluded in computing the diluted loss per share since
there were net losses for those fiscal years and their inclusion would have been anti-dilutive.

Stock-Based Compensation

Effective in the first quarter of fiscal 2006, the Company adopted Statement of Financial Accounting Standards
No. 123 (revised 2004), Share-Buased Paymenis (“SFAS 123R”) which revises SFAS No. 123, Accounting for Stock-
Based Compensation and supersedes APB Opinion Na. 25, Accounting for Stock Issued to Employees. SFAS 123R
requires all share-based payments to employees, including grants of employee stock options and restricted stock, be
measured at fair value and expensed in the conselidated statement of operations aver the service period (generally
the vesting period}. The Company uses the Black-Scholes option valuation model to value stock options. As a result
of the adoption of SFAS 123R, using the modified prospective application, the Company is required to record
compensation expense for all awards granted after the date of adoption and for the unvested portion of previously
granted awards that remain outstanding at the datc of adoption. The Company rccognized a pre-tax (tax effect
minimal} charge associated with the expensing of stock options vested for fiscal 2007 of $213, which is included in
general and administrative expenses. As of July 31, 2007, there was $66 of total unrecognized compensation cost
related to the non-vested outstanding stock options, which is expected to be recognized over the period August 2007
through March 2010.

Pro forma information regarding earnings (loss) per share is required by SFAS No. 123 and has been determined
as if the Company had accounted for its employee stock options under the fair value method of SFAS No. 123 for
fiscal year 2005.

Stock-based awards have been velued using the Black-Scholes option pricing model. Among other things, the
Black-Schales model considers the expected volatility of the Company’s stock price, determined in accordance with
SFAS No. 123, in arriving at an option valuation. Estimates and other assumptions necessary to apply the Black-
Scholes model may differ significantly from assumptions used in calculating the value of options granted under the
minimum valu¢ method.

The fair value of options granted is estimated on the date of grant based on the weighted-average assumptions in
the table below. The assumption for the expected life is based on evaluations of historical and expected future
exercise behavior. The risk-fiee interest rate is based on the U.S. Treasury rates at the date of the grant with maturity
dates approximately equal to the expected life at the grant date. The historical stock volatility of the Company’s
common stock is used as the basis for the volatility assumption.
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—Fistal Years Euded Juiy 31,
2087 2006 2005

Weighted-average risk-free INterest Lale............covuiveininii s 4.8% 4.9% 5.0%
Average expected life In YEArS. ... e kR 49 6.0
Expected dividends. ... v n v srns e sarssensas None None None
VOBHIEY 1. oo v sttt st saa e s s sas s en s s e s as st vt 720% 772% 82.5%

If the fair values of the options granted during fiscal 2005 had been recognized as compensation expense on a
straight-line basis over the vesting period of the grant, stock-based compensation costs would have impacted our net
loss and loss per common share as follows:

Fiscal Year
Ended July 31,
2003

L LT T 0 i RO $6,114)
Add; Stock-based employee compensation expense included in net loss, net of related tax

BETECES ettt mrra s e e g cpe et oo e sar b ara Tt n e e Reraner 256
Deduct: Total stock-based compensation expense determined under fair value based

method for all awards, net of related tax effects ..o (2,977
Pro fOrma Dt JOSS ..ottt ce et eaems s et b srata e e e ee e saemeeme s earant et ennaatas $(8,835)
Loss per share:
Basic and diluted — 88 TEPOTIBA ..o caresrercmreee et eereceses e samsnsns e saesessasaseasesssraenns $ (0.20)
Basic and diluted —— pro fOIrmA. e s s aas $ (0.29)

Restricted Stock

in fiscal 2007, the company granted 230 shares of restricted stock to its employees and directors. These restricted
shares vest in accordance with the terms of various written agreements from September 25, 2007 to March 26, 2010,
The total compensation cost recognized in fiscal year 2007 for the stock-based compensation awards was $341. As
of July 31, 2067, the total unrecognized compensation cost relating to non-vested restricted stock was $471 and will
be recognized over the period of August 1, 2007 through March 26, 2010,

In fiscal 2004, pursuant to the terms of an employment agreement, the Company granted 150 shares of restricted
common stock to its then Chief Financial Officer, which were to vest equally over the first three anniversary dates of
employment, beginning April 1, 2005. The Company recorded $288 of deferred stock-based compensation as a
result of the restricted stock grant. Total compensation cost recognized in the fiscal vear 20035 for this stock-based
employee compensation award was $256. The fiscal 2005 expense reflects the acceleration of vesting under the
terms of his contract

Cash and Cash Equivalents

Cash equivalents consist primarily of investments in highly rated liquid instruments (typically large money
market mutuat funds). The Company maintaing its cash and cash equivalents with highly rated financial institutions,
thereby minimizing any associated credit risks.

Ligquidity

The Company's principal sources of liquidity to fund ongoing operations have been existing cash and cash
equivalents on hand, cash generated from operations and our credit facility which increases our borrowing capacity.
Based upon our level of operations and business conditions at July 31, 2007, management forecasts that these
sources will be sufficient to fund our expected capilal expenditures and to meet our working capital requirements
along with other cash ngeds through fiscal 2008. However, the Company would need to add to its capital resources
in fiscal 2008 if we expand our business, gither from intemal growth or acquisitions, if energy prices increase
materially, or if energy industry volatility and/or uncertainty creates additional credit requirements.
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Accowunts Receivable

The Company’s accounts receivable consist of billed and unbilled receivables from cusiomers. The Company’s
customers are billed monthly at various dates throughout the month. Unbilled receivables represent the amount of
electricity and natural gas delivered to customers as of the end of the period but not yet billed. Unbilled receivables
are estimated by the Company based on the number of units of electricity and natural gas delivered but not vet
billed, muitiplied by the current customer average sales price per unit.

Credit Risk and Allowance for Doubtful Accounts

The Company maintains an allowance for doubtful accounts, which represents management’s estimate of
probable losses inherent in the accounts receivable balance based on known troubled accounts, historical experience,
account aging and other currently available information (se¢ Noig 9).

The Company’s exposure to credit risk concentration is limited primarily to those local utilities that collect and
remit receivables on a daily basis, from the Company’s individually insignificant and geographically dispersed
customers. The Company regularly monitors the financial condition of each such local utility and currently believes
that its susceptibility to any individually significant write-offs as a result of concentrations of customer accounts
teceivable with those local utilities is remote,

Inventory

Inventory represents natural gas in storage and s stated at the lower of weighted average cost or market.

Deferred Income Taxes

Deferred income tax assets and liabilities are recognized for the expected future income tax benefits or
consequences, based on enacted laws, of temporary timing differences between tax and financial statement
reporting. During fiscal 2007, 2006 and 2005, the Company established valuation allowances to reserve its net
deferred tax assets, as management believes it is not certain that the Company will realize the tax benefits in the
foreseeable future. The provision for taxes in fiscal 2007 is based on the Alternative Minimum Tax on tax-based
income that statutorily cannot be offset by the Company’s tax carryforwards.

Comprenensive Income (Loss)

Statement of Financial Accounting Standards No. 130, “Reporting Comprehensive Income™ (“SFAS 130™)
gstablishes standards for reporting and displaying comprehensive income and its components in the Company’s
consolidated financial statements. Comprehensive income is defined in SFAS 130 as the change in equity (net
assets) of a business enterprise during a period from certain transactions and other events and circumstances and is
comprised of net income and other comprehensive income (loss).

The components of comprehensive income (loss} are as follows:

Fiscal Years Ended
Net INCOME (1085)...rvvernriarrerermrmerrerinnssremnrssessmersesossssssssssessssssssessssmasisssenseasses 5 5,531 $(2,239) 3(6,114)
Changes in fair value of cash flow hedges ... (3,094) 2271 0
Comprehensive iNCOME ... e en e e $§2437 § 32 3(6,114)

Accumulated other comprehensive income (loss) included in stockholders” equity totaled $(823), $2,271 and $0
at July 31, 2007, July 31, 2006 and July 31, 2005, respectively.

F-11



COMMERCE ENERGY GROUP, INC.
NOTES TO CONSOLIDATED FINANCIAL STATEMENTS — (Continued)

Resiricted Cash and Energy Deposits

Cash and cash equivalents, which the Company currently cannot access, are pledged as collateral for energy
purchase obligations or as required under the Company’s credit facility (see Note 4). The Company also has ¢nergy
deposits pledged as collateral with suppliers for certain purchase obligations. They are classified as current or long-
term depending on the duration and nature of the deposit requirement.

Properiy and Equipment

Property and equipment are recorded at cost. Maintenance and repairs which do not extend the useful life of the
related property or equipment are charged to operations as incurred. Depreciation of property and equipment has
been computed using the straight-line method over estimated economic useful lives of three to five years.

Certain software development and implementation costs to install third party software on significant projects for
internal use, consisting of direct internal labor costs and third-party system application development costs, are
capitalized. Once the application is placed in service these capitalized costs are amortized using the straight-line
method over estimated economic lives of five years.

Goedwill

Goodwill represents the excess of the acquisition cost over the net assets acquired. Skipping Stone was acquired
in fiscal 2004 and resulted in $587 of goodwill. The acquisition, in fiscal 2003, of certain assets of ACN Utilities,
Inc, or ACN, (see Note 3) resulted in the recording of $4,214 in goodwill, net of $2,000 in Commerce stock that was
not earned.

In accordance with SFAS No. 142, “Goodwill and Other Intangible Assets”, goodwill is no longer amortized but
is subject to periodic impairment testing. For the goodwill related to the Skipping Stone and ACN acquisitions, the
Company initially retained independent outside valuation specialists to value the initial intangible assets associated
with the acquisitions. The resulting goodwill was reevaluated each year at the acquisition’s annivetsary and it was
determined that no impairments have occurred.

In January 2007, the Company divested approximately 7,000 of its patural gas customers in Georgia and
New York markets resulting in reductions in goodwill of $554, and other intangibles of $201.

Goodwill activity is set forth below:

ocodwill
Balance at JUly 31, 2005 ...t e e e s e e et et ke r e e e ne e enend $ 6801
Return of ACN shares held in 85CTOW ..o et res (2,000)
Balance at JUly 31, 2006 ..ottt et e aa b r e 4,801
Sale of NAMITAl ZAS CUSIOINETS .......c.cvirrrareeeenseeeeerertsearereressaesrrarsessssoses et esmsaneresessssnsomonssesenessesssinass (554)
Balance at July 31, 2007 ... st e e e et m e e $ 4,247

Other Intangible Assets

Direct costs incurred in acquiring intangible assets have been capitalized. Intangible assets represent the
Company’s 1-800-Electric telephone number, rights to internet domain names, and certain assets acquired as part of
the Skipping Stone, ACN and HESCO acquisitions, including customer lists, software and other intangibles. Each
intangible asset is being or has been amortized over the shorter of its contractual or estimated economic useful life,
which collectively range from two years to indefinite lives in the case of operating licenses.
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Due to the divesture of natural gas customers as noted above in Goodwill, other intangibles were reduced by
$£201.

Aggregate amortization expense for these intangible assets was $1,656, 51,112 and $888 for fiscal 2007, 2006
and 2005, respectively. Other intangible assets are as follows:

Fiscal Year Ended July 31, 2007
Useful Life Gross Carrying Accumulated

{Years) Amounf Ameortization Net

CUSEOMIET LSS ..o vveeecreree s reensemceee st ssresms e cens e sanasssssmanns 3-15 § 6,340 $ 1,800 $ 4,540
SOLEWATE c.eevvieveirreenrenssissmsssmssessmaeemes s eeemtreba s g nemsemeeessoabass 2-5 1,810 1,435 375
LECENSEE ... vversrerrarsasnesiiessssssnosssssnnssrasesassessesenssraressnessssseer Indefinite 759 — 759
Other ItANEIDIES ....c.cocurveerrerrrerver i 1-20 1,828 1,117 711

$ 10,737 $4,352 $ 6,385

Fiscal Year Ended July 31, 2006
Useful Life Gross Cerrying Accumulated

{Yenrs) Amouot Ameortization Net

CUSOMET HILS .ot 3-15 $2,000 3 607 § 1,393
SOMIWALE ..vvevrsririssesesminssirsssrimsssssesssssassarer e s siosessnsrosass 2.5 1,810 1,214 396
LICRHSES .. cveeecvcrirreane it e st et e Indefinite 923 — 023
Other intangibles ... 1-20 1,828 950 378

$ 6,561 $2,771 $ 3,79

i ing July 31

11 S U O U U PE U OO $1,599
4L O U O 1,393
1 SO O VOO F U 1,317
{1 1 1 T U P OO PP OOt 314
2012 a0A BEYONA ..ooeveecireecneserree s ems s s s s s e Reded s REsbsa R SRSA PSEPA barpaRaratnennR A0S 1,003

$£5,626

Impairment of Long-Lived Assets

Management evaluates each of the Company’s long-lived assets for impairment by comparing the related
estimated future cash flows, on an undiscounted basis, to its net book value. If impairment is indicated, the net book
value is reduced to an amount equal to the estimated future cash flows, on an appropriately discounted basis.

Falr Value of Financial Instruments

The Company’s financial instruments consist primarily of cash and cash equivalents, accounts receivable and
accounts pavable. The camrying amounts of these financial instruments are reflected in the accompanying
consolidated balance sheets at cost, which is considered by management to approximate their fair values due 1o their
very short-term nature.

Segment Reporting
The Company’s chief operating decision-makers work together to allocate resources and assess the performance

of the Company’s business. These members of senior management currently manage the Company’s business,
assess its performance, and allocate its resources as the single operating segment of energy retailing. Skipping
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Stone’s revenue, net of inter-company ¢liminations, accounted for less than 1% of total net revenue during fiscal
2007 and 2006, and geographic information is not material.

Accounting for Derivatives Instruments and Hedging Activities

The Company’s activities expose it to a variety of market risks, principally from fluctuating commodity prices.
Management has established risk managemeni policies and procedures designed to reduce the potentially adverse
effects that the price volatility of these markets may have on its opetating results. The Company’s risk management
activities, including the use of derivative instruments such as forward physical delivery contracts and financial
swaps, options and futures contracts, are subject to the management, direction and control of an internal risk
oversight committee. The Company maintains commodity price risk management strategies that use these derivative
instruments, within approved risk tolerances, to minimize significant, unanticipated earnings fluctvations cansed by
commodity price volatility.

Supplying electricity and natural gas to retail customers requires the Company to match customers’ projected
demand with long-term and short-term commodity purchases. The Company purchases substantially all of its power
and natural gas utilizing forward physical delivery contracts. These physical delivery contracts are defined as
commodity derivative contracts under SFAS No. 133, “Accounting for Derivative Instruments and Hedging
Activities”. Using the exemption available for qualifying contracts under SFAS No. 133, the Company applies the
normal purchase and normal sale accounting treatment to its forward physical delivery contracts. Accordingly, the
Company records revenue generated from customer sales as energy is delivered to retail customers and the related
energy under the forward physical delivery contracts is recorded as direct energy costs as received from suppliers.

In January 2003, the Company sold two significant eiectricity forward physical delivery contracts {on a net cash
setthement basis) back to the original supplier in connection with a strategic realignment of its customer portfolio in
the Pennsylvania electricity market or PIM-ISO, which resulted in a gain of $7,200 in the sccond quarter of fiscal
2005. As a result of that sale, the normal purchase and normal sale exemption was not utilized for PIM-1SO for the
period of January 2005 through August 2006.

For forward or future contracts that do not meet the qualifving criteria for normal purchase, normal sale
accounting treatment, the Company elects cash flow hedge accounting, where appropriate. Under cash flow hedge
accounting, the fair value of the contract is recorded as a current or long-term derivative asset or liability.
Subsequent changes in the fair value of the derivative assets and liabilities are recorded on a net basis in
Accumulated other comprehensive income or OCI, and reflected as direct energy cost in the statement of operations
as the related energy is delivered.

The amounts recorded in Accumulated OCI at Tuly 31, 2007 and July 31, 2006 related to cash flow hedges are
summarized in the follewing table:

July 31, July 31,

2007 2006
T ETIE ASSEES oo e eiieeessreerenserarasaomnesaseeaansteatstssssssasarassnsersssnn smses stan smsensnsns ams e mtas smeemnn £ — $1,817
Current HADILLIES ...oove i e i s e ss s fanssaes . (67]) (362)
Deferred gains/{IOSSE5) ......cccooveiiieeieerermenr s s s sb e s b st e (152) 816
Hedge iNeffECtiVENESS....... i s s e — —
Accumulated other comprehensive INCOMEAI0SE) ... $(823) $2.271

Certain financial derivative instruments (such as swaps, options and futures), designated as fair-value hedges,
economic hedges or as speculative, do not qualify or meet the requirements for normal purchase, normal sale
accounting treatment or cash flow hedge accounting and are recorded currently in operating income or loss and as a
current ot long-term derivative asset or liability depending on their term. The subsequent changes in the fair value of
these contracts may result in operating income or loss volatility as the fair value of the changes are recorded on a net
basis in direct energy cost in the consolidated statements of operations for sach fiscal period. At July 31, 2007 and
2006, the impact of financial derivatives accounted for as mark-to-market resulted in expense of $260 and $1,700,

F-14



COMMERCE ENERGY GROUP, INC,
NOTES TO CONSOLIDATED FINANCIAL STATEMENTS — (Continued)

respectively, and resulted primarily from economic hedging refated to the Company’s natural gas portfolio. The
notional value of all derivatives accounted for as mark-to-market that was outstanding at Tuly 31, 2007 was $2,218.

As of July 31, 2007, the Company had no derivative assets included in Prepaid expenses and other, and $671 of
total derivative liabilities included in Accrued liabilities.

Recent Accounting Pronouncemenits

In February 2007, the FASB issued SFAS No. 159, “The Fair Value Option for Financial Assets and Financial
Liagbilities Including an Amendment of FASB Statement No. 115”. SFAS No. 159 permits entities to choose to
measure many financial instruments and certain other items at fair value that are not currently required to be
measured at fair value. This statement also establishes presentation and disclosure requirements designed to
facilitate comparisons between entities that choose different measurement attributes for similar types of assets and
liabilities. SFAS No. 159 is effective for fiscal years beginning after November 15, 2007. The Company is currently
evaluating the impact this statement may have on its financial statements.

In September 2006, the SEC staff published SAB No. 108, “Considering the Effects of Prior Year Misstatements
when Quantifying Misstatements in Current Year Financial Statements”. SAB 108 addresses quantifying the
financial statement effect of misstatements and considering the effects of prior year uncorrected errors on the
statements of operations as well as the balance sheets. SAB No. 108 does not change the requirements under
SAB No. 99 regarding qualitative considerations in assessing the materiality of missiatemenis. The Company
adopted SAB No. 108 during the fourth quarter of fiscal year 2007, and the adoption had no impact on its results of
operations or financial condition as of and for the fiscal year ended July 31, 2007.

In September 2006, the FASB issued SFAS No. 157, “Fair Falue Measurements”', which provides guidance for
using fair value to measure assets and liabilities. The pronouncement clarifies (1) the extent to which companies
measure assets and liabilities at fair value; (2) the information used to measure fair value; and (3) the effect that fair
valie measurements have on eamings. SFAS No. 157 will apply whenever another standard requires (or permits)
assets or liabilities to be measured at fair value. SFAS No. 157 is cifective for fiscal years beginning after
November 15, 2007. The Company is currently evaluating the impact this statement will have on its financial
statements,

In June 2006, the FASB issued FIN 48, “Accounting jor Uncertainty in Income Taxes”, an interpretation of
SFAS No. 109, “Accounting for Income Taxes”. The interpretation contains a two-step approach to recognizing and
measuring uncertain tax positions accounted for in accordance with SFAS No. 109. The provisions are effective for
the Company as of August 1, 2007. The Company is currently evaluating the impact this statement will have on its
financial statements.

3. Acquisitions

ACN Utility Services, Inc.

On February 9, 2005, the Company acquired certain assets of ACN Utility Services, Inc. or ACN, a subsidiary of
American Communications Network, Inc. (the “Parent™), and its retail electricity and natural gas sales business.
ACN sold retail electricity in Texas and Pennsylvania and seld retail natural gas in California, Georgia, Maryland,
New York, Ohio and Pennsylvania. The aggregate purchase price was $14,500 in cash and 930 shares of the
Company’s common stock, valued at $2,000. In addition, as part of the initial purchase price, the Company was
required to fund $2,542 of collateralized letters of credit on the closing date to guarantee our performance to various
third parties. The common stock payment was contingent upon meeting certain sales requirements during the year
following the acquisition date. These sales requirements were not met and the shares were cancelled in April 2006.
As a result, both goodwill and common stock were reduced by $2,000.

The assets acquired included approximately 80 natural gas-and-electricity residential and small commercial
customers, natural gas inventory associated with wtility and pipeline storage and transportation agreements and
natural gas and electricity supply, scheduling and capacity contracts, software and other infrastructure. No cash or
accounts receivables were acquired in the transaction, and none of ACN’s liabilities were assumed. The assets
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purchased and the operating results generated from the acquisition have been included in the Company’s operations
as of February 1, 2003, the effective date of the acquisition.

Immediately following the acquisition, the Company engaged the services of a professional appraiser to assist in
determining the value of separately identifiable intangible assets acquired in connection with the acquisition of
ACN. The following table presents the results of the valuafion:

Category of intangible assets:

Intangible assets subject to amortization;

CCUSTOIIIET LISE. v eeeeeeeee e eereseeeesseeansessese e aees e seems eneeas astesssonenatnsheana s antaRehanehEA R4 ea e nEoAL st e e enanmsnnrseasen 3 860
SO TIAE. ou..vcevereeecrerrirairssrestssestssbatsssnsseresaasnsstsassssssessmans ot et st s sas e s Seeases eseasene s neeernsseretratebteansrrEeras 750
TOMAL ..ottt ettt e e eee ek tas sttt b et ebese e s e ane s ve saeaE AR AR eR e Ana e rR AR e e e Rt e aee R AT ese b e nenbars e Rt e $1,610

Intangible asset not subject to amortization:
LACEIIEES ... eceerenreeres e rtessesesenesraseseasas sansssmsas sasusmasnsasaneseseesomesrmsescasen seens smems scen smraceaassrarasma ensensms sncssnnen ¥ 500

The intangible assets are included in “Other intangible assets” in the accompanying consolidated balance sheet at
July 31, 2006 and are being amortized over lives that range from three years to five years (for intangibles subject to
amortization) and indefinite for licenses.

The amount of goodwill created as a result of this transaction is sumtnarized as follows:

PULCHIASE PTIOR..-ruvvererrssnisessssasmsasersassnsassonessonseseretsnssscares st bassases s b s s as st n i s en e s $16,525
Amount assigned to the net assets aCQUIFEA ... e e 8,209
Amount assigned to intangible aSsets ...t 2,510
Goodwill created (excluding $408 of 8CQUISTLION COSES ). vvomrrireiriversieririsisner e renaesenes $ 5,806

Goodwill was reduced by $2,000 subsequent 1o the acquisition as discussed above (see Note 13).
Houston Energy Services Company, LLC

On September 20, 20046, the Company entered into an Asset Purchase Agreement with HESCO, a Texas limited
liability company, to acquire certain assets of HESCO, consisting of contracts with end-users of natural gas in
California, Florida, Nevada, Kentucky and Texas. The Company acquired the HESCO Assets for $4,300, of which
$4,100 was cash and $200 was the assumption of liabilities.

4. Credit Facility and Supply Agreements
Wachovia Capital Finance Corporation (Western)

In June 2006, Commerce and Commerce Energy entered into a Loan and Security Agreement, or the Credit
Facility, with Wachovia Capital Finance Corporation (Western}, or the Agent, for up to $50 million. The three-year
Credit Facility is secured by substantially all of the Company’s assets and provides for issuance of letters of credit
and for revolving credit loans, which we may use for working capital and general corporate purposes. The
availability of letters of credit and loans under the Credit Facility is limited by a calculated borrowing base
consisting of the majority of the Company’s cash on deposit with the Agent and the Company’s receivables and
natural gas inventories. As of July 31, 2007, letters of credit issued under the facility totaled $18.9 million, and there
were no outstanding borrowings. Fees for letters of credit issued range from 1.5¢ to L.75 percent per annum,
depending on the level of Excess Availability, as defined in the Credit Facility. We also pay an unused line fee equal
to 0.375 percent of the unutilized credit line. Generally, outstanding borrowings under the Credit Facility are priced
at a domestic bank rate plus 0.25 percent or LIBOR plus 2.75 percent.
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The Credit Facility contains covenants, subjeet to specific exceptions, restricting Commerce, the Company and
its subsidiaries from: (i) incurring additional indebtedness; (ii) granting certain liens; (iii) disposing of certain assets;
(iv) making certain restricted payments; (v)entering into certain other agreements; and (vi) making certain
investments. The Credit Facility also restricts our ability to pay cash dividends on our common stock; restricts
Commerce Energy from making cash dividends to the Company without the consent of the Agent and The CIT
Group/Business Credit, Inc., or, collectively, the Lenders; and limits the amount of our annual capital expenditures
to $3.5 million without the consent of the Lenders. We must aiso maintain a minimum of $10 million of Eligible
Cash Collateral, as defined in the Credit Facility, at all times.

From September 2006 through September 2007, the Company and Commerce Energy have entered into five
amendments and a modification to the Loan and Security Agreement with the Agent and Lenders, several of which
involved waivers of prior or existing instances of covenant non-compliance relating to the maintenance of Eligible
Cash Collateral, capital expenditures and notification requirements (First Amendment), maintenance and deferral of
prospective compliance, of minimum Fixed Charge Coverage Rates and maintenance of the minimum Excess
Availability Ratio (Second and Third Amendmesnts). In addition, pursuant to the First Amendment, the Agent and
Lender agreed to certain prospective waivers of covenants in the Credit Facility to enable Commerce Energy 10
consummate the HESCO acquisition of customers. In the Fourth Amendment, the amount allowable under the
Credit Facility’s capital expenditures covenant was increased to $6.0 million. In the Second, Third and Fifth
Amendment and in the Modification Agreement, each addressed reducing and/or restructuring the Excess
Availability covenant in the Credit Facility to accommodate Commerce Energy’s business. In the Modification
Agreement, the Agent and the Lenders also permitied Commerce Energy for a period from September 20, 2007 to
Octaber 5, 2007 to exceed its Gross Borrowing Base, as defined in such Agreement.

Tenaska Power Services Co.

In August 2005, the Company entered into a Security Agreement (with subsequent minor amendments), a
Blocked Account Control Agreement, An Agreement to Provide QSE and Marketing Services, and a Guaranty
Agreement with Tepaska Power Services Co. or Tenaska, whereby Tenaska and the Company entered into a
commetrcially standard lockbox agreement for Tenaska to supply the Company with the majority of its wholesale
electricity supply needs in Texas. Under the agreement, the Company’s Texas customers pay into the lockbox that is
used to pay Tenaska for the electricity supplies. Tenaska also extends credit to the Company to buy electricity
supplies and the Company in turn pledges funds in the lockbox, its related accounts receivables and customers
contracts as security. Tenaska also serves as the Company’s QSE, or Qualified Scheduling Agent, in Texas under a
related agreement. At July 31, 20067, Tenaska had extended approximately $22.0 million of credit to the Company
under this arrangement.

Pacific Summit Energy LLC.

In September 2006, the Company entered into Security Blocked Account Control, Gas Supply, and Operating
Agreements with Pacific Summit Energy LLC or Pacific Summit, whereby Pacific Summit and the Company
entered into a commercially standard lockbox agreement for Pacific Summit to supply the Company with all of its
natural gas for customers that the Company acquired with the HESCO acquisition. Under the agreement, these
customers remit into the lockbox used to pay Pacific Summit for natural gas supplies. Pacific Summit also extends
credit to the Company to buy natural gas supplies secured by funds in the lockbex, related accounts receivable and a
$3.5 million letter of credit. At July 31, 2007, Pacific Summit had extended approximately $12.0 million of credit to
the Company under this arrangement.

5. Market and Regulatory

The Company currently serves electricity and natural gas customers in 10 states, operating within the
jurisdictional territory of 22 different local wtilities. Although regulatory requirements are determined at the
individual state, and administered and monitored by the Public Utility Commission, or PUC, of each state, operating
rules and rate filings for each utility are unique. Accordingly, the Company generally treats each utility distribution
territory as a distinct market. Among other things, tariff filings by local distribution companies, or LDCs, for
changes in their allowed billing rate to customers in the markets in which the Company operates, significantly
impact the viability of the Company’s sales and marketing plans, and its overall operating and financial results.
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Electricity

Currently, the Company sells electricity in 12 LDC markets within the 6 states of California, Pennsylvania,
Michigan, Maryland, New Jersey and Texas.

On April 1, 1998, the Company began supplying customers in California with electricity as an Electric Service
Provider, or ESP, under Direct Access rules. On September 20, 2001, the California Public Utility Commission, or
CPUC, issued a ruling suspending the right of Direct Access. This suspension, although permitting the Company o
keep current direct access customers and to solicit direct access customers served by other ESPs, prohibiis the
Company from soliciting new non-DA customers indefinitely.

Currently, several importani issues are under review by the CPUC, including a Resource Adequacy Requirement
and a Renewable Portfolic Standard. Additional costs to serve customers in California are anticipated from these
proceedings. However, the CPUC decisions will determine the distribution of those costs across all load serving
entities and ultimately financial impact, if any, on the Company.

Proposition 80, an initiative on the November 8, 2005 California special election ballot, would have banned
electricity customers from buying their power from a supplicr other than the LDC, except for those already doing so.
This initiative was defeated by the state electorate.

The current rate cap in Michigan on residential customers will be lifted as of January 1, 2006. A primary
component of the rate increase is a shifling of rate responsibility away from commervial customers, whose rates are
likely to decrease in January in spite of much higher wholesale energy costs. This may have a negative impact on the
Company's ability to retain or acquire new commercial customers in the state.

In California, the FERC and other regulatory and judicial bodies continue to eéxamine the behavior of market
participants during the California Energy Crisis of 2000 and 2001 and to recalculate what market clearing prices
should have or might have been under alternative scenarios of behavior by market participants (see Note 15).

There are no current rate cases or filings in the other states that are anticipated to impact the Company’s financial
results.

Nawral Gas
Currently, the Company actively markets natural gas in 13 LDC markets within the 7 states of California,
Georgia, Maryland, Florida, Nevada, Ohio and Pennsylvania. Due to recent and significant increases in the price of

natural gas, a number of LDCs have filed or communicated expectations of filing for approval of rate increases to
their customers. These filings are not anticipated to adversely impact the Company’s financial results.

6. Iuterest Income and Expense
Interest income, net of interest expense, was $243, $1,140 and $890 in fiscal 2007, 2006 and 2005, respectively.

Interest expense was $1,053 in fiscal 2007, due primarily to the classification of a variety of fees, including letter of
credit costs as interest expense related to the Company’s new credit facility.

7. Income Taxes
The provision for income taxes consists of the following:

Fiscal Years Ended July 31,

20T 2006 2005
Current income taxes:
FRABLAL ...oeeoreeeeeet ettt et e et et e ee e e seree et asab e st emaba e satensanessnebsentemrenn 5101 f — $ 74
SUALE .eveerveierenrernersrsaresesesrns e mrastas s sessaaseessntsstessrentesseresrasasseransonessnnesnnerssararersesrer 21 — —
TOLAL ureieiimirereinmisssesmnissseasanissesasantsssrenransesosaniossacsinntassacornntosnten rabssnbasobabesnens 122 — 74
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Fiscal Years Ended July 31,
2007 2005 2008

Deferred income taxes:

FRUARTAL....ocveeiireresreraen et ereeseessrressbesea e esnsabeesemnssbraassss srbtshssnse bhsbtsasassnsassirassnseares — — (74)
o 721 (RO RUS S R SS T U T TP OU U POUSPTN — — —_
TOL ovveererevensseneseessesesessssoassesesssmsesssessesessasressasenresessesssesessasansesmsseseesesansnsesees — — (74)

Provision fOr INCOME LAXES ... ...vccrrrenretrirsesisrssssssisearessaisssarsresserassermsesnessmsannes $122 $ — § —

The current provision is a result of the application of Alternative Minimum Tax on that portion of our tax basis
income that statutorily cannot be offset by tax loss carryforwards.

A reconciliation of the federal statutory income tax rates to the Company’s effective income tax rates follows:

Fiscal Years Ended Juiy 31,

2007 2006 _ 2005
Federal statutory iNCOME 1AX TALE. ....c.cocrrure e neessenesesees e nesbias s p s bbb 350% (35.00% (35.00%
State income taxes, net of federal benefit ..o e 2.9 — —
Increase {(decrease) in valuation AllOWANCE ... iiiiiismnsiiemsn s (37.0) 306 383
PEITANEIIL HEITI ..o oeoictivereeencecetnees e ree s nare e srn s nrssr et b aies (9 — —
TaxX-eXeMPL IEETESE .0.veiviersrvsnssessnrneriirmsiessismssesssissreses sesessmrnsrsresssvensassssssasssns — 6.2 (3.6)
OMET ot ete ittt a vt rteste b st s eatstris sassbtseansa st ensa s ea b e res e b sasaereean s rnaennareres 2.2 (1.8) 0.3
Eff2CtiVe INCOME 18X TAEE......... ... oevereeeesseemseeeesssenesesessmeserssesesseeessmeseemmeeeesoeseseee 2.2% —% —%
Deferred income taxes were as follows:
July 31,
2007 2006

Deferred income tax assets:

SLOCK OPLIONS «.e.voven s ceree e et casesserasanstbnisess et s bt st reseasaon bbb as s s e bm e pe b e e sn b § 760 § 3586
Reserves and aCCTUAIS ... ceceieciee e e reoer e s reensrasvares ot b sa s bbe st ik e ermemaenenns 1,031 598
Net operating 1058 CarTyTOrwards. ... s s sss s senes 5,293 7.901
Allowance for doubtfil ACCOUNIS.....ccccce i s e e s s s 1,991 2,025
CAPIA] TOSIEE ... reersarreraeme e coereresemene st st rasaras seseerre sersesaseramas s ss s sare s et nseeememnsnmemensranan 730 730
TINTCAZEA LOSSES c.ueriereerisrsrereriesssesiassssessnsnsansassssasssesessmses savansssas aesesscsarass e s eenscensasensnasasaran 2,529 1,056
AT 2K GBI c.evveeccteeie e eccr e cre s e be e e e ne e rm e B R RS £SO E TSRS bR R B et s e e s 348 226

Total deferred INCOME 12X ASSELS..uievrrrerrirrerrrrrrcrrrreirnrenesrssrresvmsssrasaesessaraessecane evverensneinare 12,682 13,122
VAlUBLION ALOWANCE ...ovoe. v cveeerninerervesnissevesnerassesnrsernesasssneessssst srasses st sssassasireaussnenpensen 3647  (9,578)

Total deferred INCOME AKX ASSETS, N ..ccviieiiiiiireeieeeiiecmee s rnces s esirases et sera 1800 v a4 e bt e rasssnsesnsan 4,035 3,544
Deferred tax liabilities:

Depreciation and aMOTHZATOM. ....c.veresmrerimerererensrssrsrsmisressesmressesssiessssssssassmssssesssaesssnssasness (2,832} (2,017)
SHALE TICOINE BAXES ..eveivireeecesrsecseaseresiastesesessssesnssnsasesensensessssesesseentsesmsamsas omsamras eressensensaseses (738) (946)
AcqUIred MEANZIBLES...........ocreerermimrisinirssinii s s e ra s sssb s s st s ns s b anna e (465) (581)

Total deferred income tax Habilities ..o res e rree e s st e saeae s 4,035)  (3,544)
Net deferred INCOME TAX ASBEE.....ccceeeicrisecreriereesmre s s e sems s s e srsms smeoesms e emesmrms smeos s samesms st sranas b — 8 —

A valuation allowance decrease equal to the net deferred tax asset, has been provided as management believes it
is more likely than not that the Company will not realize the benefits of the remaining net deferred tax asset at
July 31, 2007. The effective decrease in the valuation allowance for the fiscal year 2007 was $931.
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At July 31, 2007 the Company had net operating loss carryforwards of approximately $9,660 and $12,762 for
federal and siate income tax purposes, respectively, that begin to expire in years 2018 and 2008, respectively. Of
these losses, $794 of the federal net operating loss carryforwards are subject to an annual limitation due to the
“change of ownership” provision of the Tax Reform Act of 1986. As a result of this annual limitation, a porticn of
these carryforwards may expire before uitimately becoming available te reduce future income tax liabilitics. The
Company has also incurred capital losses of $1,632 which are available to offset capital gains generated by the
Company. These losses begin to expire in 2009.

8. Income (Loss) Per Common Share

Income (loss) per common share has been computed as follows:

Fiscal Years Ended July 31,
__207 1006 2008

Numerator:

INEL INCOME [JO55).rieuermernrenertimsissssestsntnmmmmsrassssssaissnsssssmsasassssssssnsesasas s sssasessnss $ 5,531 ${2,239) §(6,114)
Net income (loss) — Basic and Diluted ... § 5,551 $(2,239) § (6,114)
Denominator:

Weighted-average outstanding common shares — Basic..........c.ccconerrennnn. 29906 30419 30,946

Weighted-average of all diluted stock options after repurchase....................... 138 — —

Weighted-average outstanding common shares — Diluted............ccoeeeernneene. 30,044 30419 30,946

For fiscal 2007, 2006 and 2005, there were 6,983, 7,744 and 8,872, respectively, of common shares attributable
to outstanding stock options were excluded from the calculation of diluted earnings per share because the effect of
their inclusion would have been anti-dilutive. For fiscal 2006 and 20035, assumed in-the-money stock option
exercises have been excluded in computing the diluted loss per share ag there was a net loss. Their inclusion would
reduce the loss per share and be anti-dilutive. If the assumed exercises had been used, fully diluted shares
outstanding for fiscal 2006 and 2005 would have been 30,594 and 31,299, respectively.

9, Accounts Reecivable, Net

Accounts receivable, net, is comprised of the following:

July 31,
2007 2006
Bl ..ot e ettt ea st s et s eeen e seae e sneme e ms et e er e n et arene e mn st et emeabatentesat e sanabans 544,693 §21,768
URBIEA. ....vvceereresiereseserisreresssiesesssssnsssnessesesss smsmsseacs esesssssssnsnsessmssmema et rsassnsassassrssnssssmsns 24,963 13,382
69,656 33,150
Less allowance for doubtful QCCOUNES. ..........cveiieieriereineie e crans s e s s sses e asses (4,425)  (4,500)
ACCOUNLS TECEIVADIE, MBL......cviruireerirrierensrraesssacssreresseressssesroresmsssasssaresasssnesesasssssasnsansanne £65,231 $30,650

The following schedules set forth the activity in the Company’s allowance for doubtful accounts for the reported
periods:

Fiscal Years Ended July 31,
2000 2006 2005

Balance, beginning of year ... $ 4500 $§ 5498 § 3,193
Provisions charged 1O OPETALIONS .. vvvurveveeereers e i sapa s 4,169 2,813 3,092
IVTHEE-0FTS . oeiteiete e emcm e e et eaa s se e sesms st ams s n e R e e bt asam b snaar ans (4244) (3,811 (787
Balance, end O YEar .....uvicimmcinirimsasienes s $ 4425 5 4500 $ 5498
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The Company has granted security interests in its Michigan, Texas and certain commercial and industrial
(primarily in Florida and California) accounts receivable as security for payment of energy purchases. All the
remaining accounts receivable are pledged under the Company’s $50 million credit facility (see Note 4).

10. Restricted Cash and Energy Deposits

The Company has cash and energy deposits related to outstanding lefters of credit or cash deposited as collateral
to secure performance under energy purchase contracts as follows:

zl)W.lul\( 31.2
Restricted cash investments pledged as collateral for letters of credit to secure the
purchase of energy and operating performance ... e $10,457 $17,117
Energy deposits pledged as collateral t¢ secure the purchase ol energy......ovvveeececrcnenecnnnn. 3472 3,852
‘Total restricted cash, cash equivalents and energy deposils ........cccoormvvverereinceccsincenine: $13,929 $20,969

The Company had $19,334 and $24,053 in outstanding letters of credit at July 31, 2007 and 2006, respectively,
(Note 4).

11. Investments

During fiscal 2005 the Company had three investments in early-stage, energy related entities incurring operaring
losses, which are expected to continue, at least in the near term: Encorp, Inc. or Encorp, Turbocor B.V. or Turbocor
and Power Efficiency Corporatior or PEC. At July 31, 2005, the Company sold its interest in Turbocor for $2,000
resulting in a gain of an cqual amount. Each remaining company has limited working capital and as a result,
continuing operations will be dependent upon their securing additional financing to meet their respective capital
needs until positive cash flow is achieved. The Company has no obligation and currently no intention to invest
additional funds into these companies. The investments in these campanies have been reduced to nominal amounts.

12. Property and Equipment, Net
Property and equipment, net, is comprised of the following:

July 31, 5
Information fechnology equipment, systems and SORWALe .......covioiciiiniriinineceeesecenenee $11,662 § 4,965
Office furnitire and SQUIPIIENL.........cc.oc e ivecienercre s s i nsssa s rseranerearsresnas 1,342 1,056
Renewable Nergy a8S€I8 .....cmievreiininmnn i s s s s b e e beb 249 249
Leasehold imMprovements.. ..o irseevniemressiiiissssisimssisisnmsssssssssinesmesms sesmes s veemsssssvsarassvansssssssneses 317 141
13,570 6,411

Less: accumulated depreciation.................... OO OOV (6,145}  (4417)
Property and qUIPIIET, NBL.........covciecerimsersrisssssesrassinssssssisisessrsssssssrssosmsssasssenssasarasasssrssserassn 7,425 1,994
Projects in progress (primarily technology systems and software} ...............c.coovvvreneee 1,237 3,872
TOLA] FIXEA ASSEI5 ..euvevereinrsreremc e eriraererasiasserssnssmsse e sesmssesererbs e b et s ek amtee e s abe sttt nmn s sanasansstnasaseers $ 8,662 § 5866

The Company’s retirement of the praperty and equipment was insignificant for fiscal 2007.
13. Acerued Liabilities

Current accrued liabilities are comprised of the following:

— Julv3l
2007 2006

ACCTULH JEZAL BXPENSEC ... evivriresrsiveeererenrensaraeseistssrsabrsssssessnsmsmssatsessmsatmas st sss st abase s sabasasasnsnass sasn $ 677 $1,035

Energy taxes Payable..........coomrceiiie e bbb 1,319 688

Accrued energy Telated fBS ... ..o b s 843 1,759

Accrued compensation related eXPenses ..o i bbb 2,455 663

Acerued aUdit FEES ...t b R s 405 543

OMRET . euvivvenrererereearirasesenssressesarsniassasrapabsss s omanssasas snanssasem s rasers oo ess s nr s esscasmsasnt st smsessasansnsense 2431 1,177

Total accrued HADIHEES .........vcvniviesveenriereenensnneresissisereres s iarsnressnrrsessas s sss e ssesens $8,130 $5,867

F-21



COMMERCE ENERGY GROUP, INC,
NOTES TO CONSOLIDATED FINANCIAL STATEMENTS — (Continued)

14. Stock Options
Stock options granted after December 1999 will expire in October 2007 through March 2017.

The Company’s 1999 Equity Incentive Plan or 1999 Plan, which was approved by the Company’s stockholders,
initially provided for the granting of up to 7,000 shares of Common Stock. In addition, the Company’s Board of
Directors has from time to time¢ made individual grants of warrants or options outside the 1999 Plan. In January
2006, the Company’s stockholders approved the 2006 Stock Incentive Plan or SIP, which provides for the issuance
of no more than 1,453 shares of Common Stock. In connection with the adoption of the SIP, the Company has
determined not 1o make any additional awards under the 1999 Plan. At July 31, 2007, the Company had stock
options, unexercised and outstanding, that were granted under the 1999 Plan of 4,238 shares, SIP of 145 shares and
2,600 shares outside the plan, respectively.

Stock option activity is set forth below:

Options Quistanding
Weighted-
Average
Weighted-  Fair Value of
Number of  Exercise Price Average Common
Shares per Share Exercise Price Stock

Balance at July 31, 2004 ..o 10,307 $0.05-%3.75 §$226
Options granted(1}........oooe et eeecms 850 192 -3.50 243 § 243
Options eXercised ... e, (102) 0.50-1.92 1.92
Options cancelled ...t (1,881) 1.92-2.50 2.18
OPtoNS EXPIEd ...ocrmiiieeirereerrre s e neseenins {302) 1.86 - 2.75 2.13
Balance at July 31, 2005.........ccereccvmeerere e veroe v cmemrnrens 8,872 P0.05-53.75 $2.24
OPHORS ZrANRA(2) ocerreoeeoeeeeee oo reeeeeeseen 570 1.17- 1.80 1.65 $ 1.65
Options eXercised ... ....cvcerreriererimeerrarerimeessevasssscsrareres (221) 0.05 0.05
Options forfeited...........ccoivnniiicinncnnciec e (50) 3.50 150
Options expired ........ooove e s (1,427 1.00-2.08 1.91
Balance at July 31, 2000......c.ccoeeeiiresiesnrnsnsesasarssssnrecsens 7,744 $i1.00-%3.75 $232
OPHONS ZIANEA(3) e eeeeeee oo ee s seeesreseen 45 256 256 $ 2.56
Options eXercised ......c.vivvreiiniercsrerieerirermmsesseressssenserenns (535) 1.86-2.75 224
Options cancelied ..........cociiiiceccninnsi e ersinesvenene (a7 1.68-3.75 2.59
Options eXpired ......co.oviivvevereiererresnec e e (100) 2.50 2.50
Balance at July 31, 2007......covceeeeercresnisinsnsssracosssenens 6,983 $1.00-3375 $2.33

(1) Options were granted with exercise prices greater than the fair value of the Common Stock at respective dates
of grant.

(2) 150 options were granted with exercise prices equal to, and 420 options were granted with exercise prices
greater than, the fair value of the Common Stock at respective dates of grant.

(3) Options were granied with exercise price equal to the fair value of the Common Stock at the date of grant.
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The weighted average characteristics of stock options outstanding as of July 31, 2007 were as follows:

Average
Number of Remaining Weighted
Shares Contractual  Shares Average
Range of Exercise Prices Ouestanding  Life (Years) Exercisable Exercise Price
BIOD-82.08..... e 2,635 6.2 2,535 $ 185
B2.50 - 82,50 v e et 2,700 24 2,700 2.50
256 - 83.75. 1,648 2.2 1,603 2.81
TOAL ..ot rea e sar s e st e 6,983 38 6,838 $ 233

During July 2005, the Company accelerated the vesting of 1,300 out-of-the-money options to reduce expected
future reported expense under FASB Statement No. 123R “Share-Based Payments™.

Stock Options Granted to the Company’s Former Chairman and Chisf Executive Officer

On April 21, 2005, the Company entered into a Confidential Settlement Agreement and General Release (the
“Settlement Agreement”) with director and former Chief Executive Officer, Ian B. Carter. The Settlement
Agreement provides for payments to Mr, Carter totaling $3,000. In addition, Mr, Carter retains an option t¢ purchase
2,500 shares of the Common Stock at $2.50 per share.

15. Commitments and Contingencies
Commitments

Employment Contract Commitments

In August 20035, the Company entered into an employment agreement with its Chief Executive Officer, Steven S.
Boss, which was amended in January 2007. Mr. Boss will receive an annualized base salary of $412, with an
incentive honus between 50% and 150% of base salary. Mr. Boss was granted an option to purchase 300 shares of
the Company’s common stock at an exercise price equal to $1.80 per share, with vesting as to 100 shares upon hire
and as to 100 shares on each of the first two anniversaries thereafter. Mr. Boss was also granted 200 shares of
restricted stock, which vest as to 50 shares on the first anniversary of hire and, as amended, as to 75 shares upon the
achievement of performance targets and upon the date of filing the Company’s annual report on Form 10-K for
fiscal years 2007 and 2008, respectively. The agreement provides that if Mr. Boss is terminated without cavse or if
he resigns for good reason, Mr. Boss will be entitled to severance equal to 12 months of his then current base salary
payable over a 12-month period, plus 12 months accelerated vesting of outstanding unvested stock options and
restricted stock. In the event of a change of control of the Company, Mr. Boss may resign for good reason, as
defined under the agreement, within 180 days after the change of control.

In December 2005, the Company entered into an employment agreement with its former Chief Financial Officer,
Lawrence Clayton, Jr., which was amended in January 2007, Mr. Clayton was to receive an annualized base salary
of $273, and be eligible to receive an incentive bonus if the Company reaches certain financial objectives.
Mr. Clayton was granted an option to purchase 120 shares of Common Stock at an exercise price equal to $1.80 per
share, with vesting as to 40 shares on cach of the first three anniversaries after the date of grant. Mr. Clayton was
also granted 45 shares of restricted stock, which vest as to 15 shares on first anniversary after the date of hire, and,
as amended, as to 15 shares upon achievement of performance targets and upon the date of filing the Company’s
annual report on Form 10-K for fiscal 2007 and 2008, respectively. The agreement provides that, if Mr. Clayvton is
terminated without cause or if he resigns for good reason, Mr. Clayton will be entitled to severance equal to
12 moniths of his then current base salary pavable over a 9-month period beginning on the six-month anniversary of
the termination date, plus 12 months accelerated vesting of outstanding unvested stock options and restricted stock.
In the event of a change of control of the Company, Mr. Clayton may resign for good reason, as defined under the
agreement, within 180 days after the change of control. Mr. Clayton was terminated in July 2007, and as a result his
unvested stock options were cancelled and we have remitted payment for the repurchase of 30,000 shares of
unvested restricted stock. The closing of the repurchase transaction is pending the resolution of the current
cmployment dispute between Mr. Clayton and the Company. The Company does not believe it has any further
financial obligations to Mr. Clayton.
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In May 2005, the Company entered into an employment letter agreement with Thomas L. Ulry, our Senior Vice
President of Sales and Marketing. The agreement provided for an annual base salary of $228 and a grant of options
to purchase 100 shares of our common stock at an exercise price of $3.50 per share, vesting equally over four years.
if the Company terminates Mr. Ulry without cause, he would be entitled to six months’ salary. On October 19, 2006
the Company increased Mr. Ulry’s annual base salary $25,000 effective October 1, 2006 and awarded Mr. Ulry a
$25,000 discretionary bonus.

In March 2007, the Company entered into an employment agreement with its former Senior Vice President and
General Counsel, Erik A, Lopez, Sr. Mr. Lopez was to receive an annualized base salary of $265, and be eligible to
participate in the Company’s bonus program beginning with fiscal 2007. Mr. Lopez was granted an option to
purchase 45 shares of Common Stock at an exercise price equal to $2.56 per share, with vesting as to 15 shares on
each of the first three anniversaries after the date of grant. Mr. Lopez was also granted 60 shares of restricted stock,
vesting as to 20 shares on each of the first three anmiversaries after the date of grant. The agreement provides that, if
Mr. Lopez is terminated without cause or if he resigns for good reason, Mr. Lopez will be entitled to severance equal
to 12 months of his then current base salary payable as to 50% of such amount six months afier the termination date
and the balance paid in equal monthly installments thereafter, plus 12 months accelerated vesting of outstanding
unvested stock options and restricted stock. In the event of a change of contrel of the Company, Mr. Lopez may
resign for good reason, as defined under the agreement, within 180 days after the change of control. Mr. Lopez
resigned from the Company effective October 5, 2007.

Purchase Commitments

As of September 20, 2007, the Company has entered into a series of supply contracts to purchase electricity and
natural gas covering approximately 78% of the customers® fixed-price load requirements for peak period electricity,
and 68% of fixed price namral gas requirements for fiscal 2008 based on the Company’s forecasts. As of July 31,
2007, the Company is committed to purchase fixed-price electricity and natural gas of $44,300 and $18,800,
respectively, during fiscal 2008,

Letters of Credit and Surety Bonds

The Company has, as of July 31, 2007, Letters of Credit totaling $19.3 million and surety bonds issued of
$7.8 million.

Operating Leases

The Company leases its facilitics as well as certain equipment under operating leases. Certain of these operating
leases are non-cancelable and contain rent escalation clauses relating to any increases to real property taxes and
maintenance costs. The Company incurred aggregate rent expense under operating leases of $1,185, §1,255 and
$1,191, in fiscal 2007, 2006 and 2003, respectively.

The future aggregate minimum lease payments under operating lease agreements in existence at July 31, 2007
are as follows:

Fiscal Year Endi 31
20 . oot ciria e ee i ee ettt as e re N £ e amt e smn e mt e imt s seere st seanr st sasrnre st e s nr smT T e eeann b easassn st ansnnnnas $1,289
2009 . st st bR e b b A S RS ame e SRR rA e nesea eaes et en evEe R eRL e sEsR sb bbb an b ennaseterearanes 445
2000 AN ATGE ....cocvivei vt es et et e et s e s s ae e eme s memae b e saras e smtenees satansem et nea et ee e et s e e bt babes 171
$1,905
Employee Benefit Plan

The Company has a 401(k) retirement plan in which substantially all full-time employees may participate. The
Company contributes $0.50 for each dollar of employee contribution up to a maximum employer contribution of 3%
of each participant’s annual salary. The maximum employer contribution of 3% corresponds to an employee
contribution of 6% of annual salary. Employer contributions totaled $260, $220 and $213 for the fiscal years ending
July 31, 2007, 2006 and 2005, respectively.
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Employee Stock Purchase Plan

In January 2006, the Board of Directors approved the Amended and Restated 2005 Employee Stock Purchase
Plan or ESPP. The Company implemented the ESPP in July 2006. The ESPP pravides for eligible employees to
purchase Common Stock through payroll deductions. The ESPP allows employees to elect to purchase Common
Stock each month in an amount not to exceed an annual rate of accrual of $25 per calendar year in fair value of
Common Stock at the lower of the first or [ast day’s closing price for each month’s offering period, less a discount
of 15%. There are other restrictions and limitations and the ESPP is intended to comply with Section 423 of the
Internal Revenue Code, which allows employees to buy Common Stock at a discount on a tax-favored basis. The
Company purchases the required shares of stock in the open market and records expense for the difference between
the amount contributed by the employees and its cost of the stock. For fiscal year 2007, 49 shares have been
purchased by employees under the ESPP.

2006 Stock Incentive Plan

At the 2005 annual meeting of our stockholders, the Company’s siockholders approved the 2006 Stock Incentive
Plan or the SIP. The SIP allows grants pursuant to a variety of awards, including options, share appreciation rights,
restricted shares, restricted share units, deferred share units and performance-based awards in the form of stock
appreciation rights, deferred shares and performance units. The SIP provides that no more than 1,453 shares of the
Company’s common stock may be issued pursuant to Awards under the SIP; 988 shares remain available under the
Plan at July 31, 2007, Awards under the SIP may be made to key emplovees and directors of the Company or any of
fis subsidiaries whose participation in the SIP is determined {0 be in the best interests of the Company by the
Compensation Committee of the Board of Directors (see Note 14).

Reguiatory Proceedings

The Company is an independent energy marketer of retail electric power and natural gas to residential,
commercial and industrial customers across numerous states. Market rules and regulations locally, regionally and
state to state change periodically. These changes will likely have an impact upon our business; some may be
material and others may not. Some changes may lead to new or enhanced business opportunities, some changes may
result in a negative impact to our business. As such, there is no way to impute an exact cffect through a cost benefit
analysis, because there are many variables.

The regulatory process does allow for some participation, and the Company engages in that participation,
however, such participation provides no assurance as to the outcome of such proceedings.

The Company is not currently under any enforcement action. However, the Company is a party te a number of
Federal Energy Regulatory Commission or FERC and California ISO proceedings related to the Califomia Energy
Crisis of 2000 and 2001. The FERC and other regulatory judicial bodies continue to examine the behavior of market
participants during that energy crisis and may recalculate what market clearing prices should have or might have
been under alternative scenarios of behavior by market participants. In the event the historical costs of market
operations were to be reallocated among market participants, the Company can not predict whether the results would
be favorable or unfavorable for the Company, nor can it predict the amount of any such adjustments.

Litigation
The current status of previously reported legal proceedings involving the Company is as follows:
ACN
On February 24, 2006, American Communications Network, or ACN, had delivered to the Company an
arbitration demand claim, alleging that Commerce Energy, Inc. was liable for significant actual, consequential and
punitive damages and restitution on a variety of causes of action including aaticipatory breach of contract, unjust

enrichment, tortuous interference with prospective economic advantage and prima facie tort with respect to alleged
future commissions arising after their termination of the Sales Agency Agreement e¢ffective February 9, 2006, ACN,
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Commerce Energy, Inc. and the Company entered into the Sales Agency Agreement in connection with the
Company’s purchase of certain assets of ACN and certain of its subsidiaries in February 2005, This claim was
delivered via mail to the Company but was not filed with the American Arbitration Association (“"AAA”).

On March 23, 2006, the Company filed a Demand for Arbiiration with the AAA in New York of this dispute
with ACN asserting claims for declaratory relief, material breach of contract and breach of the implied covenant of
good faith and fair dealing. This Demand for Arbitration seeks compensalory damages in an amount to be
determined at the arbitration. On May 4, 2006, ACN filed with the AAA in New York its Demand for Arbitration of
this dispute with Commerce Energy, Inc. In its Demand, ACN alleges claims against Commerce Energy, Inc. for
breach of contract and breach of implied duty of good faith and fair dealing, seeking damages and restitution in
amounts to be determined at the hearing,

On June 11, 2007, the Company, Commerce Energy, Peter Weigand, an individual, and ACN, entered into a
Secttiement Agreement and Mutual Release or the Seitlement Agreement. Pursuant to the Settlement Agreement,
Commerce and ACN mutually released all claims against one another, and Commerce made a cash payment of
$3.9 million to ACN. In addition, the Company, Commerce Energy and ACN have filed with the American
Arbitration Association a Stipulation to Dismiss All Claims with Prejudice relating to the pending arbitration
proceeding between the Company, Commerce Energy and ACN, Case Na. 13 198 Y (00688 06, Pursuant to the
Settlement Agreement, the Company and Commerce Energy have no future financial or other obligations to ACN,
other than customary covenants set forth in the Settlement Agreement.

California Refund Case

During 2000 and 2001, we bought, sold and scheduled power in the California wholesale energy markets through
the markets and services of APX, Inc. (“APX™). As a result of a complaint filed ai FERC by San Diego Gas and
Electric Co. in August 2000 and a line of subsequent FERC orders, we became involved in proceedings at FERC
related to sales and schedules in the California Power Exchange Corporation, or PX, and the California Independent
System Operator Corporation, or CAISQ, markets, Docket No. EL00-95; which we refer to as the California Refund
Case. A part of that proceeding related to APX's involvement in those markets.

On January 5, 2007, APX, we and certain other parties, whom we refer to as the Settling Parties, signed an APX
Settlement and Release of Claims Agreement, or the APX Settlement Agreement, and filed such agreement along
with a Joint Offer of Settlement and Motion for Expedited Consideration with FERC in the California Refund Case.
The APX Settlement Agreement, among other things, established a mechanism for allocating refunds owed to APX
and to resolve certain other matters and claims related to APX’s participation in the PX and CATISO centralized spot
markeis for wholesale electricity from May 1, 2000 through June 20, 2001. The APX Settlement Agreement became
effective on March 1, 2007,

Under the APX Settlement Agreement, several Seitling Parties are entitled to payments from APX, with
Commerce expected to receive up to approximately $6,500. We received $5,100 of the settlement payment in April
2007 and received the remaining $1,400 in August 2007. By entering into the APX Settlement Agreement, claims
against us by any party to the APX Settlement Agreement for refunds, disgorgement of profits or other monetary or
non-monetary remedies for APX-related claims shall be deemed resolved with prejudice and settled insofar as APX
remains a net payment recipient (as that term is defined in the APX Seitlement Agreement) in the proceeding at
FERC.

In addition, the APX Settlement Agreement resolves and terminates certain disputes pending before FERC and
the United States Court of Appeals for the Ninth Circuit relating to APX’s actions in the PX and CAISO centralized
spot markets for wholesale electricity, as well as disputes among participants in the APX market and the appropriate
allocation of monies due among the APX participants insofar as APX continues to be a net refund recipient (as that
term is defined in the APX Settlement Agreement) during the settlement period.

The Settlement Agreement is subject to possible court review. We could be required to return or redistribute
some or all of the funds received under the Settlement Agreement.
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Lawrence Clayton, Jr.

On August 5, 2007, we received a statement of claims against us, which also references certain of our officers
and directors, on behalf of Lawrence Clayton, Jr., the former Senior Vice President, Chief Financial Officer and
Secretary of the Company, in connection with Mr. Clayton’s termination on July 25, 2007. In his statement of
claims, Mr. Clayton dispules the basis for his termination. The principal relief sought by Mr. Clayton is a lump sum
payment of approximately $1.6 million. In accordance with the dispute resolution procedure set forth in his
employment agreement with the Company, a mediator has been selected for the resclution of this dispute and a
mediation session has been scheduled to be held in November 2007, In the ¢vent that the mediation is not successtul,
the parties have agteed to binding arbitration pursuant to the Employment Dispute Rules of Judicial Arbitration and
Mediation Services, Inc. We believe that no severance payments or other obligations were due to Mr. Clayton upon
his termination and the Company has not accrued for such payments or any other litigation-related amounts. We
intend to vigorously defend Mr. Clayton’s claims.

The Company currently, and from time to time may become, involved in litigation concerning claims arising out
of the operations in the normal course of business. The Company is currently not involved in any legal proceedings

including the above-referenced claims raised by Mr. Clayton, that are expected, individually or in the aggregate, to
have a material adverse effect on the Company’s results of operations or financial position.

16. Quarterly Financial Information (Unaudited)
The following is the Company’s quarterly financial information for fiscal 2007, 2006 and 2005.

Fiscal Year July 31 April W January 31 Oxtober 31

Year ended July 31, 2007:

NELTEVEDUE .. c..eccs e ss s sssms s anesans $ 371,614 $ 107,888 § 100,575 §$ 92644 § 70,507
Direct energy COSS cuvvirmencrnrissirarioreniniaserins 314,371 92,862 82,946 78,112 60,451
Gross profit ..., 57,243 15,026 17,629 14,532 10,036
NEt ICOME .1 acruneecrernincsensrermesnersssssararsssenes 5,531 1,065 1,543 2,539 384
Net income per common share:

BASIC o vereeeie i irisnerisnsssress s sensssnssesras 0.18 0.04 0.05 0.09 0.01
DHRItEd ... reren e rarsmrarr e 0.18 0.03 0.05 0.09 0.01
Year ended July 31, 2006:

NEt rEVENUE.. ..o $ 247,080 § 52303 § 57,755 0§ 72654 § 64,368
DHrect eNeTEY COSES .ovvrreremeimecee e e 218,289 43,626 49,643 65,892 56,128
Gross Profit......c.cococeenceeeccnineesessnsenr e 28,791 8.677 3,112 3,762 8.240
Net income (1o88).....cvveeercrerererercnrereenns (2,239 651 1,002 {4,112) 220
Net income (loss) per common share:

Basic and diluged..........cooevevreceerrrenrnieeenns (0.07) 0.02 0.03 {0.13) .01
Year ended July 31, 2005;

NEt FEVENUR......ccreveeercncrcecemc e emam e cmceeenas $ 253853 8 65831 § 68478 § 61,048 § 5849
Direct energy Costs ......ccvvveerrvrrarserrrecncacinas 223,671 60,930 60,767 52,639 51,335
Gross profit.........ecovevveeeeeeessesees e eeeesmenens 28,182 4,901 7,711 8,409 7,161
NEE 1055 1vveereceecc i {6,114) {2,405) {1,319) (2,342) (48)
Net loss per common share:

Basic and diluted..........cccooviniimrenrececcne (0.20) (0.08) (0.04) (0.08) {0.00)
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4.2

EXHIBIT INDEX

Description
Amended and Restated Certificate of Incorporation of Commerce Energy Group, Inc., previously filed
with the SEC on July 6, 2004 as Exhibit3.3 to Commerce Energy Group, Inc.’s Registration
Statement on Form 8-A and incorporated herein by reference.
Certificate of Designation of Series A Junior Participating Preferred Stock of Commerce Energy
Group, Inc. dated July 1, 2004, previously filed with the SEC on July 6, 2004 as Exhibit 3.4 to
Commerce Energy Group, Inc.’s Registration Statement on Form 8-A and incorporated herein by
reference.
Amended and Restated Bylaws of Commerce Energy Group, Inc., previously filed with the SEC on
July 6, 2004 as Exhibit 3.6 to Commerce Energy Group, Inc.’s Registration Statement on Form 8-A
and incorporated herein by reference.
Rights Agreement, dated as of July 1, 2004, entered into between Commerce Energy Group, Inc. and
Computershare Trust Company, as rights agent, previously filed with the SEC on July 6, 2004 as
Exhibit 10.1 to Commerce Energy Group, Inc.’s Registration Statement on Form 8-A and incorporated
herein by reference.
Form of Rights Cerificate, previously filed with the SEC on July 6, 2004 as Exhibit 10.2 to
Commerce Energy Group, Inc.’s Registration Statement on Form 8-A and incorporated herein by
reference.

Material Contracts Relating to Management Compensation Plans or Arrangements

[0.1

10.2

10.3

10.4

10.5

10.6

10.7

10.8

10.9

Commonwealth Eaergy Corporation 1999 Equity Incentive Plan, previously filed with the SEC on
October 8, 2003 as Exhibit4.1 to Commonwealth Energy Corporation’s Regisiration Statement on
Form $-8 and incorporated herein by reference.

Form of Stock Option Agreement pursuant to Commonwealth Energy Corporation 1999 Equity
Incentive Plan, previously filed with the SEC on November 15, 2004 as Exhibit 10.9 to Commerce
Energy Group, Inc.’s Annual Report on Form 10-K and incorporated herein by reference.

Commerce Energy Group, Inc. 2006 Stock Incentive Plan, previously filed with the SEC on
February 1, 2006 as Exhibit 99.2 to Commerce Energy Group, Inc.”s Current Report on Form 3-K and
incorporated herein by reference.

Form of a Stock Option Award Agreement for U.S. Employees pursuant to the Commerce Energy
Group, Inc. 2006 Stock Incentive Plan, previously filed with the SEC on April 20, 2006 as
Exhibit 4.10 to Commerce Energy Group, Inc.’s Registration Statement on Form $-8 (File No. 333-
133442) and incorporated herein by reference.

Form of a Non-Qualified Stock Option Agreement for Non-Employee Directors pursuant to the
Commerce Energy Group, Inc. 2006 Stock Incentive Plan, previously filed with the SEC on April 20,
2006 as Exhibit 4.11 t0o Commerce Energy Group, Inc.’s Registration Statement on Form S-8 (File
No. 333-133442} and incorporated herein by reference.

Form of a Restricted Share Award Agreement for U.S. Employees pursuant to the Commerce Energy
Group, Inc. 2006 Stock Incentive Plan, previously filed with the SEC on April 20, 2006 as
Exhibit 4.12 1o Commerce Energy Group, Inc.’s Registration Statement on Form 5-8 (File No. 333-
133442) and incorporated herein by reference.

Form of a Restricted Share Unit Award Agreement pursuant to the Commerce Energy Group, Inc.
2006 Stock Incentive Plan, previously filed with the SEC on April 20, 2006 as Exhibit 4.14 to
Commerce Energy Group, Inc.’s Registration Statement on Form S-8 (File No, 333-133442) and
incorporated herein by reference.

Form of a SAR Award Agreement pursuant to the Commerce Encrgy Group, Inc. 2006 Stock
Incentive Plan, previously filed with the SEC on April 20, 2006 as Exhibit 4.15 to Commerce Enerpy
Group, Inc.’s Registration Statement on Form S-8 (File No. 333-133442) and incorporated herein by
reference.

Form of Performance Unit and Performance Stock Award pursuant to the Commerce Energy Group,
Inc. 2006 Stock Incentive Plan, previously filed with the SEC on April 20, 2006 as Exhibit 4.16 to
Commerce Energy Group, Inc.’s Registration Staiement on Form $-8 (File No. 333-133442) and
incorporated herein by reference.
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10.20

10.21

10.22

10.23

10.24

Description
Form of Deferral Election Agreement for Deferred Share Units to the Commerce Fnergy Group, Inc.
pursuant to the Commerce Energy Group, Inc. 2006 Stock Incentive Plan, previously filed with the
SEC on April 20, 2006 as Exhibit 4.17 to Commerce Energy Group, Inc.’s Registration Statement on
Form S-8 (File No. 333-133442) and incorporated herein by reference,
Amended and Restated Form of Non-Qualified Stock Option Award Agreement (for Non-Employce
Dircctors) pursuant to the Commerce Energy Group, Inc. 2006 Stock Incentive Plan, previously fited
with the SEC on May 18, 2006 as Exhibit 99.2 to Commerce Energy Group, Inc.’s Current Report on
Form 8-K and incorporated herein by reference.
Form of Restricted Share Award Agreement (for Non-Employee Directors) pursuant to the Commerce
Energy Group, Inc. 2006 Stock Incentive Plan, previously filed with the SEC on April 20, 2006 as
Exhibit 4.13 to Commerce Energy Group, Inc.’s Registration Statement on Form S-8 (File No. 333-
133442) filed with the SEC on April 20, 2006 and incorporated herein by reference.
Form of Restricted Share Award Agreement (for Non-Employee Directors) pursuant to the Commerce
Energy Group, Inc. 2006 Stock Incentive Plan, Initial Grant, previously filed with the SEC on May 18,
2006 as Exhibit 9.4 to Commerce Energy Group, Inc.’s Current Report on Form 8-K and
incorporated herein by reference.
Commerce Energy Group, Inc. Amended and Restated 2005 Employee Stock Purchase Plan,
previously filed with the SEC on February 1, 2006 as Exhibit 99.1 to Commerce Energy Group, Inc.’s
Current Report on Form 8-K and incorporated herein by reference.
Form of Subscription Agreement for the Commerce Energy Group, Inc. Amended and Restated 2005
Employee Stock Purchase Plan, previously filed with the SEC on April 20, 2006 as Exhibit 4.7 to
Commerce Energy Group, Inc.’s Registration Statement on Form S-8 (File No. 333-133442) and
incorporated herein by reference.
Form of Notice of Withdrawal for the Commerce Energy Group, Inc. Amended and Restated 2005
Employee Stock Purchase Plan, previously filed with the SEC on April 20, 2006 as Exhibit 4.8 to
Commerce Energy Group, Inc.’s Registration Statement on Form S-8 (File No. 333-133442) and
incorporated hkerein by reference
Commerce Energy Group, Inc, Bonus Program, effective January 23, 2007, previously filed with the
SEC on January 31, 2007 as Exhibit 99.1 to Commerce Energy Group, Inc.’s Current Report on
Form 8-K and incorporated herein by reference.
Commerce Energy Group, Inc. Bonus Program as amended by first amendment, effective March 27,
2007, previously filed with the SEC on June 14, 2007 as Exhibit 10.7 to Commerce Energy Group,
Inc.’s Quarterly Report on Form 10-Q) and incorporated herein by reference.
Commerce Energy Group, Inc. Amended and Restated Non-Employee Director Compensation Policy,
effective January 27, 2006, previously filed with the SEC on February 1, 2006 as Exhibit99.3 to
Commerce Energy Group, Inc.’s Current Report on Form 8-K and incorporated herein by reference.
Commerce Energy Group, Inc. Amended and Restated Non-Employee Director Compensation Policy,
effective May 12, 2006, previously filed with the SEC on May 18, 2006 as Exhibit 99.1 to Commerce
Energy Group, In¢.’s Current Report on Form $-K and incorporated herein by reference,
Commerce Energy Group, Inc. Amended and Restated Non-Employee Director Compensation Policy,
effective January 25, 2007, previously filed with the SEC on January 31, 2007 as Exhibit 99.6 to
Commerce Energy Group Inc.’s Current Report on Form 8-K and incorporated herein by reference.
Stock Option Agreement dated as of August 29, 2003 between Robert C. Perkins and Commonwealth
Energy Corporation, previously filed with the SEC on November 15, 2004 as Exhibit 10.13 to
Commerce Energy Group, Inc.’s Annual Report on Form 10-K and incorporated herein by reference.
Stock Option Agreement dated as of August 29, 2003 between Robert C. Perkins and Commonwealth
Energy Corporation, previously filed with the SEC on November 15, 2004 as Exhibit 10.14 to
Commerce Energy Group, Inc.’s Annual Report on Form 10-K and incorporated herein by reference.
Indemnification Agreement dated as of November 1, 2000 between Coramonweaith Encrgy
Corporation and lan B. Carter, with Schedule attached thereto of other substantially identical
Indemnification Agreements, which differ only in the respects set forth in such Schedule, previously
filed with the SEC on November 15, 2004 as Exhibit 10.16 to Commerce Energy Group, Inc.”s Annual
Report on Form 10-K and incorporated herein by reference.
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10.29
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10.34

10.35
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Description
Indemnification Agreement dated as of July 1, 2004 between Commerce Energy Group, Inc. and [an
Carter, with Schedule attached thereto of other substantially identical Indemnification Agreements,
which differ only in the respects set forth in such Schedule, previously filed with the SEC on
November 15, 2004 as Exhibit 10.17 to Commerce Energy Group, Inc.’s Annual Report on Form 10-K
and incorporated herein by reference.
Confidential Settlement Agreement and General Release dated as of April 21, 2005 by and among [an
B. Carter, Commerce Energy, Inc. and Commerce Energy Group, Inc., previously filed with the SEC
on April 22, 2005 as Exhibit 10.1 to Commerce Energy Group, Inc.’s Current Report on Form 8-K and
incorporated herein by reference.
Swock Option Agreement dated April 29, 2005 by and between Ian B. Carter and Commerce Energy
Group, Inc,, previously filed with the SEC on October 31, 2005 as Exhibit 10.33 to Commerce Energy
Group, Inc.’s Annual Report on Form 10-K and incorporated herein by reference.
Executive Employment Apreement dated April 1, 2004 between Commonwealth Energy Corporation,
Commerce Energy Group, Inc. and Peter Weigand, previously filed with the SEC on April 5, 2004 as
Exhibit 10.6 to Amendment No. 3 to Commerce Energy Group’s Registrant’s Statement on Form S-4
and incorporated herein by reference.
Amerndment No. 1 to Executive Employment Agreement daied November 17, 2005, by and among
Commerce Energy Group, Inc., Commerce Energy, Inc. and Peter Weigand, previously filed with the
SEC on November 23, 2005 as Exhibit 99.4 to Commerce Energy Group, Inc.’s Current Report on
Form 8-K and incorporated herein by reference.
Settiement Apreement and General Release dated November 17, 2005 by and among Peter Weigand,
Commerce Energy Group, Inc. and Commerce Energy, Inc., previously filed with the SEC on
November 23, 2005 as Exhibit 99.1 to Commerce Energy Group, Inc.’s Current Report on Form 8-K
and incorporated herein by reference,
Executive Employment Agreement dated April 1, 2004 between Commonwealth Energy Corporation,
Commerce Energy Group, Inc. and Richard L. Boughrum, previously filed with the SEC on April 5,
2004 as Exhibit 10.7 to Amendment No. 3 to Commerce Energy Group’s Registrant’s Statement on
Form S-4 and incorporated herein by reference.
Amendment No. 1 to Executive Employment Agreement dated November 17, 2005, by and among
Commerce Energy Group, Inc., Commerce Energy, Inc. and Richard L. Boughrum, previously filed
with the SEC on November 23, 2005 as Exhibit 99.11 to Commerce Energy Group, In¢.’s Currem
Report on Form 8-K and incorporated herein by reference.
Settlement Agreement and General Release dated November 17, 2005 by and among Richard L.
Boughrum, Commerce Energy Group, Inc. and Commerce Energy, Inc., previously filed with the SEC
on November 23, 2005 as Exhibit 99.8 to Commerce Energy Group, Inc.’s Current Report on Form 8-
K and incorporated herein by reference.
Employment Offer Letter Agreement between Commerce Energy Group, Inc. and Thomas Ulry dated
May 31, 2005, previously filed with the SEC on October 31, 2005 as Exhibit 10.30 to Commerce
Energy Group, Inc.’s Annual Report on Form 10-K and incorporated herein by reference
Letter from Thomas Ulry to Commerce Energy Group, Inc. dated October 28, 2005 regarding the
May 31, 2005 Employment Offer Letter Agreement, previousiy filed with the SEC on October 31,
2005 as Exhibit 10.31 to Commerce Energy Group, Inc.’s Annual Report on Form 10-K and
incorporated herein by reference.
Settlement Agreement and General Release dated November 17, 2005, by and among Commerce
Energy Group, Inc., Commerce Energy, Inc. and Eric Alam, previcusly filed with the SEC on
November 23, 2005 as Exhibit 99.13 to Commerce Energy Group, Inc.’s Cutrent Report on Form §-K
and incorporated herein by reference.
Agreement and Release dated November 17, 2005, by and among, Commerce Energy Group, Inc.,
Commerce Energy, Inc., Paul, Hastings, Janofsky & Walker LLP, Eric Alam, Bruno Kvetinskas, Greg
Lander and Peter Weigand, previously filed with the SEC on November 23, 2005 as Exhibit 92.7 to
Commerce Energy Group, Inc.’s Current Report on Form 8-K and incorporated herein by reference.
Executive Employment Agreement dated August 1, 2005 between Commerce Energy Group, Inc. and
Steven S. Boss, previously filed with the SEC on August 2, 2005 as Exhibit 10.1 to Commerce Energy
Group, Inc.’s Current Report on Form 8-K and incorporated herein by reference.
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10.51
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Description
Amendment No. 1 to Employment Agreement dated January 25, 2007 by and between Commerce
Energy Group, Inc. and Steven S. Boss, previously filed with the SEC on January 31, 2007 as
Exhibit 99.2 to Commerce Energy Group, Inc.’s Current Report on Form 8-K and incorporated herein
by reference
Stock Option Agreement dated August 1, 2005 between Commerce Energy Group, Inc. and Sieven S.
Baoss, previously filed with the SEC on August 2, 2005 as Exhibit 10.2 to Commerce Energy Group,
Inc.’s Current Report on Form 8-K and incorporated herein by reference.
Restricted Stock Agreement dated August 1, 2005 between Commerce Energy Group, Inc. and Steven
S. Boss, previously filed with the SEC on August 2, 2005 as Exhibit 10.3 to Commerce Energy Group,
Inc.’s Current Report on Form 8-K and incorporated herein by reference.
Amendment No. 1 to Restricted Stock Agreement dated January 25, 2007 by and between Commerce
Energy Group, Inc. and Steven S. Boss, previously filed with the SEC on January 31, 2007 as
Exhibit 99.3 to Commerce Energy Group, Inc.’s Current Report on Form 8-K and incorporated herein
by reference
Indemnification Agreement dated August 1, 2005 between Commerce Energy Group, Inc. and Steven
S. Boss, previously filed with the SEC on August 2, 2005 as Exhibit 10.4 to Commerce Energy Group,
Inc.’s Current Report on Form 3-K and incorporated herein by reference.
Employment Agreement dated December 1, 2005 between Lawrence Clayton, Jr. and Commerce
Energy Group, Inc., previously filed with the SEC on December 6, 2005 as Exhibit 99.1 to Commerce
Energy Group, Ine.’s Current Report on Form 8-K and incorporated herein by reference,
Amendment No. 1 to Employment Agreement dated November 30, 2006, by and between Commerce
Energy Group, Inc. and Lawrence Clayton, Jr., previously filed with the SEC on March 19, 2007 as
Exhibit 10.1 to Commerce Energy Group, Inc.’s Quarterly Report on Form 10-Q and incorporated
herein by reference.
Amendment No. 2 to Employment Agreement dated January 25, 2007 by and between Commerce
Energy Group, Inc. and Lawrence Clayton, Jr., previcusly filed with the SEC on January 31, 2007 as
Exhibit 99.4 to Commerce Energy Group, Inc.’s Current Report an Form 8-K and incorporated herein
by reference.
Stock Option Agreement dated December 1, 2005 between Lawrence Clayton, Jr. and Commerce
Energy Group, Inc., previously filed with the SEC on December 6, 2005 as Exhibit 99.2 to Commerce
Energy Group, In¢.’s Current Report on Form 3-K and incorporated herein by reference.
Restricted Stock Agreement dated December L, 2005 between Lawrence Clayton, Jr. and Commerce
Energy Group, Inc., previously filed with the SEC on December 6, 2005 as Exhibit 99.3 to Commerce
Energy Group, Inc.’s Current Report on Form 8-K and incorporated herein by reference.
Amendment No. 1 to Restricted Stock Agreement dated January 25, 2007 by and between Commerce
Energy Group, Inc. and Lawrence Clayton, Jr., previously filed with the SEC on January 31, 2007 as
Exhibit 99.3 to Commerce Energy Group, Inc.’s Current Report on Form 8-K and incorporated herein
by reference.
Indemnification Agreement dated December 1, 2005 between Lawrence Clayton, Jr. and Commerce
Energy Group, Inc., previously filed with the SEC on December 6, 2005 as Exhibit 99.4 to Commerce
Energy Group, Inc.’s Current Report on Form 8-K and incorporated herein by reference.
Settlement Agreement and General Release by and among Andrew V. Coppola, Commerce Energy,
Inc. and Commerce Energy Group, Inc., previously filed with the SEC on April 18, 2006 as
Exhibit 99.1 to Commerce Energy Group, Inc.’s Current Report on Form 8-K and incorporated herein
by reference.
Employment Agreement dated March 26, 2007 between Commerce Energy Group, Inc. and Erik A.
Lopez, Sr., previousiy filed with the SEC on June 14, 2007 as Exhibit 10.3 to Commerce Energy
Group, Inc.’s Quarterly Report on Form 10-Q and incorporated herein by reference.
Amendment No. 1 to Employment Agreement dated October 5, 2007 by and between Commerce
Energy Group, Inc. and Erik A_ Lopez, Sr.
Stock Option Award Agreement dated March 27, 2007 between Commerce Energy Group, Inc. and
Erik A. Lopez, Sr., previously filed with the SEC on June 14, 2007 as Exhibit 10.5 to Commerce
Energy Group, Inc.’s Quarterly Report on Form 10-Q and incorporated herein by reference.



10.55
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10.57

10.58

10.59

Deseription
Restricted Sharc Award Agreement dated March 27, 2007 between Commerce Energy Group, Inc. and
Erik A. Lopez, Sr., previously filed with the SEC on June 14, 2007 as Exhibit 10.5 to Commerce
Energy Group, Inc.’s Quarterly Report on Form 10-0) and incotporated herein by reference.
Indemnification Agreement dated March 26, 2007 between Commerce Energy Group, Inc. and Erik A.
Lopez, Sr., previously fited with the SEC on June 14, 2007 as Exhibit 10.4 to Commerce Energy
Group, Inc.’s Quarterly Report on Form 10-Q and incorporated herein by reference.
Separation Agreement and General Release dated Cctober 5, 2007 by and between Commerce Energy
Group, Inc. and Erik A. Lopez, Sr.
Interim Executive Services Agreement by and between Commerce Energy Group, Inc. and Tatum,
LLC regarding 1. Robert Hipps dated July 25, 2007, previously filed with the SEC on July 27, 2007 as
Exhibit 99.1 to Commerce Energy Group, Inc.’s Current Report on Form 8-K and incorporated herein
by reference
Indemnification Agreement between Commerce Energy Group, Inc. and J. Robert Hipps dated
July 25, 2007, previously filed with the SEC on July 27, 2007 as Exhibit 99.2 to Commerce Energy
Group, Inc.’s Current Report on Form 8-K and incorporated herein by reference.
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Registration Rights Agreement by and among Commonwealth Energy Corporation and the holders of
Skipping Stone Inc. common stock dated March 29, 2004, previously filed with the SEC on April 5,
2004 as Exhibit 2.5 to Amendment No. 3 to Commerce Energy Group, Inc.’s Registration Statement
on Form $-4 and incorporated herein by reference. '

Consent to Sublease and Sublease Agreement dated May 28, 2004 between E*Trade Consumer
Finance Corporation and Commonwealth Encrgy Corporation, previously filed with the SEC on
November 15, 2004 as Exhibit 10.25 to Commerce Energy Group, In¢.’s Annual Report on Form 10-K
and incorporated herein by reference.

Agreement To Provide QSE and Marketing Services dated August 1, 2005 between Commerce
Energy, Inc, and Tenaska Power Services Co.

Security Agreement dated August 1, 2005 between Commerce Energy, Inc. and Tenaska Power
Services Co.

Blocked Account Control Agreement (with Lockbox Services) dated August 2005 by and among
Commerce Energy, Inc., Tenaska Power Services Co. and U.S. Bank National Association Depository
Bank.

Master Power Purchase and Sale Agreement dated August 1, 2005 between Commerce Energy, Inc.
and Tenaska Power Services Co.

Guaranty Agreement dated August 1, 2005 by Commerce Energy Group, Inc. in favor of Tenaska
Power Services Co,

First Amendment o Security Agreement between Commerce Energy, Inc. and Tenaska Power
Services Co., effective as of March 7, 2006.

Loan and Security Agreement by and among Commerce Energy, Inc., as Borrower, and Commerce
Energy Group, Inc., as Guarantor, and Wachovia Capital Finance Corporation (Western), as Agent,
and the Lenders From Time to Time Party Thereto, as Lenders, dated June 8, 2006, previously filed
with the SEC on June 12, 2006 as Exhibit 99.1 to Conimerce Energy Group, Inc.’s Current Report on
Form 8-K and incorporated herein by reference.

Guaranty dated June 8, 2006 by Commerce Energy Group, Inc., as Guarantor, to Wachovia Capital
Finance Corporation (Western), as Apent, previously filed with the SEC on June 12, 2006 as
Exhibit 99.2 to Commerce Energy Group, Inc.’s Current Report on Form 8-K and incorporated herein
by reference.

First Amendment to Loan and Security Agreement and Waiver dated September 20, 2006 among
Commerce Energy Group, Inc., Commerce Energy, Inc., Wachovia Capital Finance Corporation
(Western) and The CIT Group/Business Credit, Inc., previously filed with the SEC on September 26,
2006 as Exhibit99.1 to Commerce Energy Group, Inc.’s Current Report on Form §-K and
incorporated herein by reference.
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Second Amendment to Loan and Security Agreement and Waiver dated October 26, 2006 among
Commerce Energy Group, Inc., Commerce Energy, Inc., Wachovia Capital Finance Corporation
{Western) and The CIT Group/Business Credit, Inc., previousiy filed with the SEC on October 30,
2006 as Exhibit 10.91 to Commerce Energy Group, Inc.’s Annual Report on Form 10-K and
incorporated herein by reference.
Third Amendment to Loan and Security Agreement and Waiver dated March 15, 2007 among
Commerce Energy Group, Inc., Commerce Energy, Inc., Wachovia Capital Finance Corporation
{Western) and The CIT Group/Business Credit, Inc., previously filed with the SEC on March 19, 2007
as Exhibit 10.9 to Commerce Energy Group, Inc.’s Quarterly Report on Form 10-Q for the Quarterly
Period Ended January 31, 2007
Fourth Amendment to Loan and Security Agreement and Waiver dated June 26, 2007 among
Commerce Energy Group, Inc., Commerce Energy, Inc., Wachovia Capital Finance Corporation
(Western) and The CIT Group/Business Credit, Inc.
Fifth Amendment to Loan and Security Agreement and Waiver dated August 1, 2007 among
Commerce Energy Group, Inc., Commerce Energy, Inc., Wachovia Capital Finance Corporation
(Western) and The CIT Group/Business Credit, Inc., previously filed with the SEC on August 2, 2007
as Exhibit 99.1 to Commerce Energy Group, Inc.’s Current Report on Form 8-K and incorporated
herein by reference.
Letter Agreement, dated September 20, 2007, by and among Commerce Energy Group, Inc.,
Commerce Energy, Inc., Wachovia Capital Finance Corporation {Western), as Agent and Lender and
The CIT Group/Business Credit, [nc., as Lender, previously filed with the SEC on September 25, 2007
as Exhibit 99.1 to Commerce Energy Group, Inc.’s Current Report on Form 8-K and incorporated
herein by reference.
Second Amendment to Security Agreement between Commerce Energy, Inc. and Tenaska Power
Services Co., effective as of June 22, 2006.
Asset Purchase Agreement dated September 20, 2006 between Houston Energy Services Company,
L.L.C. and Commerce Energy, Inc., previously filed with the SEC on September 26, 2006 as
Exhibit 2.1 to Commerce Energy Group, Inc.’s Current Report on Form 8-K and incorporated herein
by reference.
Transition Services Agreement dated September 20, 2006 among Commerce Energy, Inc. and Houston
Energy Services Company, L.L.C., previously filed with the SEC on September 26, 2006 as
Exhibit 2.2 to Commerce Energy Group, Inc.’s Current Report on Form 8-K and incorpeorated herein
by reference.
Guaranty Agreement dated September 20, 2006 among Commerce Energy, Inc., Thomas L. Goudie,
James Bujnoch, Jr., Gary Hollowell, Dustin Roach, Steve Loy and Arnold Perez, previously filed with
the SEC on September 26, 2006 as Exhibit 2.3 to Commerce Energy Group, Inc.’s Current Report on
Form 8-K and incerporaled hergin by reference.
Gas Supply Agreement dated September 20, 2006 by and among Pacific Summit Energy LLC and
Commerce Energy, Inc. and Houston Energy Services Company, LLC.
Operating Agreement dated September 20, 2006 between Pacific Summit Energy LLC and Commerce
Energy, Inc.
Security Agreement dated September 20, 2006 between Pacific Summit Energy LLC and Commerce
Energy, Inc.
Blocked Account Control Agreement (with Lockbox Services) dated September 20, 2006 by and
among Commerce Energy, Inc., Pacific Summit Energy LLC and Wachovia Bank NA.
Base Contract for Sale and Purchase of Natural Gas dated September 20, 2006 between Commerce
Energy, Inc. and Pacific Summit Energy LLC.
APX Settlement and Release of Claims Agresment dated as of January 3, 2007 by and amoag the
Settling Parties, including Commonwealth Energy Corporation (n/k/a Commerce Energy, Inc.),
previously filed with the SEC on March 19, 2007 as Exhibit 10.2 to Commerce Energy Group, Inc.’s
Quarterly Report on Form 10-Q and incorporated herein by reference.
First Amendment to Master Power Purchase and Sale Agreement between Commerce Energy, Inc. and
Tenaska Power Services, Co. dated May 25, 2007.
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Settlement Agreement and Mutual Release dated June 11, 2007 among Commerce Energy Group, Inc.,
Commerce Energy, Inc., Peter Weigand and American Communications Network, Inc., previously
filed with the SEC on June 12, 2007 as Exhibit 99.1 to Commerce Energy Group, Inc.’s Current
Report on Form 8-K and incorporated herein by reference.

Commerce Energy Group, Inc. Code of Business Conduct and Ethics, previously filed with the SEC
on November 15, 2004 as Exhibit 14.1 to Commerce Energy Group, Inc.’s Annual Report on
Form 10-K for the year ended July 31, 2004 and incorporated herein by reference,

Subsidiaries of the Registrant.

Consent of Hein & Associates LLP, independent registered public accounting firm.,

Consent of Emst & Young, LLP, independent registered public accounting firm,

Principal Executive Officer Certification required by Rule 13a-14(a) under the Securities Exchange
Act of 1934 :

Principal Financial Officer Certification required by Rule 13a-14(a) under the Securities Exchange Act
of 1934,

Principal Executive Officer Certification pursuant to 18 U.8.C. Section 1350, as adopted pursuant to
Section 906 of the Sarbanes-Oxley Act of 2002,

Principal Financial Officer Certification pursuant to 18 U.S.C. Section 1350, as adopted pursuant to
Section 906 of the Sarbanes-Oxley Act of 2002.

1 Confidential treatment has been requested with respect to certain provisians of this agreement. Omitted portions
have been filed separately with the SEC.



Exhibit 31.1

CERTIFICATION PURSUANT TO 17CFR 240.13a-14(a)
PROMULGATED UNDER SECTION 302 OF THE SARBANES-OXLEY ACT OF 2002

I, Steven S. Boss, Chief Executive Officer of Commerce Energy Group, Inc., certify that:

1. 1 have reviewed this annual report on Form 10-K for the fiscal year ended July 31, 2007 of Commerce Energy
Group, Inc;

2. Based on my knowledge, this report does not contain any untrue statement of a material fact or omit to state a
material fact necessary to make the statements made, in light of the circumstances under which such statements
were made, not misleading with respect to the period covered by this report;

3. Based on my knowledge, the financial statements, and other financial information included in this report, fairly
present in all material respects the financial condition, results of operations and cash flows of the registrant as of,
and for, the periods presented in this report;

4, The registrant’s other ceriifying officers and I are responsible for establishing and maintaining disclosure controls
and procedures (as defined in Exchange Act Rules 13a-15(e} and [5d-15(e)) for the registrant and have:

a) Designed such disclosure conirols and procedures, or caused such disclosure controls and procedures to be
designed under our supervision, to ensure that material information relating to the registrant, including its
consolidated subsidiaries, is made known to us by others within those entities, particularly during the period

in which this report is being prepared;

¢) Evaluated the effectiveness of the registrant’s disclosure controls and procedures and presented in this report
our conclusiens about the effectiveness of the disclosure controls and procedures, as of the end of the period
covered by this report based on such evaluation; and

d) Disclosed in this report any change in the registrant’s internal control over financial reporting that occurred
during the registrant’s most recent fiscal quarter that has materially affected, or is reasonably likely to
materially affect the registrant’s internal control over financial reporting; and

5. The registrant’s other certifying officers and I have disclosed, based on our most recent evaluation of internal
control over financial reporting, to the registrant’s auditors and the audit committee of the registrant’s board of
directors (or persons performing the equivalent functions):

a} All significant deficiencies and material weaknesses in the design or operation of internal control over
financial reporting which are reasonably likely to adversely affect the registrant’s ability to record, process,
summarize and report financial information; and

b) Any fraud, whether or not material, that involves management or other employees who have a significant role
in the registrant’s internal conirol over financial reporting.

Date: October 29, 2007 By: /s/ Steven 5. Boss
Steven S. Boss
Chief Executive Officer
(Principal Executive Officer)




Exhibit 31.2

CERTIFICATION PURSUANT TO 17CFR 240.13a-14(a)
PROMULGATED UNDER SECTION 302 OF THE SARBANES-OXLEY ACT OF 2002

I, J. Robert Hipps, Interim Chief Financial Officer of Commerce Energy Group, Inc., certify that:

L.

I have reviewed this annual report on Form 10-K for the fiscal year ended July 31, 2007 of Commerce Energy
Group, Inc.;

. Based on my knowledge, this report does net contain any untrue statement of a material fact or omit to state a

material fact necessary to make the siatements made, in light of the circumstances under which such statements
were made, not misleading with respect to the period covered by this report;

. Based on my knowledge, the financial statements, and other financial information included in this report, fairly

present in all material respects the financial condition, results of operations and cash flows of the registrant as of,
and for, the periods presented in this report;

. The registrant’s other certifying officers and I are responsible for establishing and maintaining disclosure controls

and procedures (as defined in Exchange Act Rules 13a-15(e} and 15d-15(e)) for the registrant and have:

a) Designed such disclosure controls and procedures, or cansed such disclosure controls and procedures to be
designed under our supervision, to ensure that material information relating to the registrant, including its
consolidated subsidiaries, is made known to us by others within those entities, particularly during the period
in which this report is being prepared,;

¢} Evaluated the effectiveness of the registrant’s disclosure controls and procedures and presented in this report
our conclusions about the effectiveness of the disclosure controls and procedures, as of the end of the period
covered by this report based on such evaluation; and

d) Disclosed in this report any change in the registrant’s internal control over financial reporting that occurred
during the registrant’s most recent fiscal quarter that has materially affected, or is reasonably likely to
materially affect the registrant’s internal conirol over financial reporting; and

. The registrant’s other certifying officers and I have disclosed, based on our most recent evaluation of internal

control over financial reporting, to the registrant’s auditors and the audit committee of the registrant’s board of
directors (or persons performing the equivalent functions):

a) All significant deficiencies and material weaknesses in the design or operation of internal conirol over
financial reporting which are reasonably likely to adversely affect the registrant’s ability to record, process,
summarize and report financial information; and

b} Any fraud, whether or not material, that invelves management or other employees who have a significant role
in the registrant’s internal control over financial reporting.

Date: October 29, 2007 By: /s! J. Robert Hipps

J. Robert Hipps
Interim Chief Financial Officer
(Principal Financial Officer)



Exhibit 32.1

CERTIFICATION PURSUANT TO
18 U.S.C. SECTION 1350,
AS ADOPTED PURSUANT TO
SECTION %06 OF THE SARBANES-OXLEY ACT OF 2002

In connection with the Annual Report of Commerce Energy Group, Inc. (the “Company™) on Form 10-K for the
fiscal year ended July 31, 2007, as filed with the Securities and Exchange Commission on the date hereof (the
“Report™), Steven S. Boss, Chief Executive Officer of the Company, hereby certifies, pursuant to 13 U.S.C. 1350, as
adopted pursuant to 206 of the Sarbanes-Oxley Act of 20062, that;

1. The Report fully complies with the requirements of section 13(a) or 15(d) of the Securities Exchange Act of
1934; and

2. The information contained in the Report fairly presents, in all material respects, the financial condition and results
of operations of the Company.

Date: October 29, 2007 By: /s/ Steven S. Boss
Steven S. Boss
Chicf Exccutive Officer
{Principal Executive Officer)




Exhibit 32.2

CERTIFICATION PURSUANT TO
18 U.S.C. SECTION 1350,
AS ADOPTED PURSUANT TO
SECTION 906 OF THE SARBANES-OXLEY ACT OF 2002

In connection with the Annual Report of Commerce Energy Group, Inc. (the “Company™) on Form 10-K for the
fiscal year ended July 31, 2007, as filed with the Securities and Exchange Commission on the date hereof (the
“Report™), J. Robert Hipps, Interim Chief Financial Officer of the Company, hereby certifies, pursuant to 18 U.S.C.
1350, as adopted pursuant to 906 of the Sarbanes-Oxley Act of 2002, that:

1. The Report fully complies with the requirements of section 13(a) or 15(d) of the Sccurities Exchange Act of
1934; and

2. The information contained in the Report fairly presents, in all material respects, the financial condition and results
of operations of the Company.

Date: October 29, 2007 By: /s/ J. Robert Hipps
1. Robert Hipps

Interim Chief Financial Officer
(Principal Financial Officer)
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You should carefully consider the risk factors described below, as well as the other information included in this
Annual Report on Form 10-K prior to making a decision to invest in our securities. The risks and uncertainties
described below are not the only ones facing our company. Additional risks and uncertainties not presently known
or that we currently believe to be less significant may also adversely affect us. Unless the context requires otherwise,
references to the “Company,” “Commerce,” “we,” “us,” and “our” refer specifically to Commerce Energy Group,
Inc. and its subsidiaries.

SPECIAL NOTE REGARDING FORWARD-LOOKING STATEMENTS

On one or more occasions, we may make statements regarding our assumptions, projections, expectations, targets,
intentions or beliefs about future events. All statements other than statements of historical facts included in this
Annual Report on Form 10-K relating to ¢xpectation of future financial performance, continued growth, changes in
economic conditions or capital markets and changes in customer usage patterns and preferences, are forward-
looking statements.

Words or phrases such as “anticipates,” “believes,” “estimates,” “expects,” “intends,” “plans,” “predicts,”
“prajects,” “targets,” “will likely result,” “will continue,” “may,” “could” or similar expressions identify forward-
looking statements. Forward-tooking statements involve risks and uncertainties which could cause actual results or
outcomes to differ materially from those expressed. We caution that while we make such statements in good faith
and we believe such statements are based on reasonable assumptions, including without limitation, management’s
examination of historical operating trends, data contained in records and other data available from third parties, we
cannot assure vou that our expectations will be realized.

In addition to the factors and other matters discussed in Item 1A. Risk Factors in this Annual Report on Form 10-
K, some important factors that could cause actual results or outcomes for Commerce Energy Group, Inc. or our
subsidiaries to differ materially from those discussed in forward-looking statements include:

« regulatory changes in the states in which we operate that could adversely affect our operations;

+ fluctuations in the market price of energy resulting from seasonal weather and other factors that adversely
impact the cost of our energy supplies and could prevent us from competitively servicing the demand
requirements of our customers;

» changes in the restructuring of retail markets which could prevent us from selling electricity and natural gas on
a competitive basis;
« our dependence upon a limited number of third-party suppliers of electricity and natural gas;

» our dependence upon a limited number of local electric and nataral gas utilities to transmit and distribute the
electricity and natural gas we sell to our customers;

+ decisions by electricity and natural gas utilities not to raise their rates to reflect higher market cost of electricity
and natural gas, thereby adversely affecting our competitiveness;

» our ability to successfully integrate businesses we may acquire;
* our ability to successfully compete in new electricity and natural gas markets that we may enter;

* gur ability to obtain and retain credit necessary to support both current operations and future growth and
profitability; and

« our dependence upon independent system operators, regional transmission organizations, natural gas
transmission companies, and local disiribution companies to properly coordinate and manage their transmission
grids and distribution networks, and to accurately and timely calculate and allocate the cost of services to
market participants.

Any forward-looking statement speaks only as of the date on which such statement is made, and, except as
required by law, we undertake no obligation to update any forward-looking statement to reflect events or
circumstances after the date on which such statement is made or to reflect the occurrence of unanticipated events.
Wew factors emerge from time to time, and it is not possible for management to predict all such factors.



PART I

Item 1. Business
Overview

Commerce Energy Group, Inc., or Commerce, is an independent energy marketer of retail electric power and
natural gas supply to residential, commercial, industrial and institutional customers. We alse provide consulting,
technology and transaction data management services to energy-related businesses. Unless otherwise noted, as used
herein, the “Company,” “we,” “us,” and “our” means Commerce Energy Group, Inc. and its subsidiaries.

Commerce operates through its two wholly-owned subsidiaries, Commerce Energy, Inc. and Skipping Stone, Inc,
Commerce Energy, Inc., or Commerce Energy, formerly Commonwealth Energy Corporation doing business as
“electricAmerica”, is licensed by the Federal Energy Regulatory Commission, or FERC, and by state regulatory
agencies as an unregulated retail marketer of natural gas and electricity. As of July 31, 2006 we provided natural gas
and electricity to approximately 137,000 residential, commercial, industrial and institutional customers (n nine
states, Skipping Stone Inc., or Skipping Stone, provides energy-related consulting and technologies to utilities,
electricity generators, natural gas pipelines, wholesale energy merchants, energy technology providers and financial
institutions.

Commerce Energy Group’s predecessor, Commonwealth Energy Corporation, or Commonwealth, was formed in
California in August 1997. On July 6, 2004, Commonwealth reorganized into a helding company structure, whereby
Commonwealth became a wholly-owned subsidiary of Commerce.

Commerce was incorporated in the State of Delaware on December 18, 2003, Our executive offices are located at
600 Anton Boulevard, Suite 2000, Costa Mesa, California 92626 and our telephone number is (714) 259-2500. Our
fiscal year ends July 31.

Industry Background
Electricity

In order to increase competition and lower the price of electricity to consumers, beginning in 1992, the
U.S. electric utility industry began a process of deregulation, which primarily served to unbundle generation,
transmission, distribution and ancillary services into separate components of a utility’s service. As in other industries
that have been deregulated, competition in the ¢lectric service industry was intended to provide consumers with a
choice of multiple suppliers and expected to promote product differentiation, lower costs and enhanced services. To
obtain these benefits, customers in deregulated utility markets would be able to choose to switch their electric supply
service from their local wtility to an alternative supplier.

In 1996, some states, and some of the utilities within those states, proceeded to allow their end-use customers
direct access to marketers, enabling them to purchase their electricity commodity from an entity cther than the local
utility in a competitive retail market. These proceedings created new market participants known in California as
Electricity Service Providers, or ESPs, and in other states by this term or another simifar term, of which Commerce
Energy is one. Presently, approximately one-half of the states in the United States have either enacted enabling
legislation or issued regulatory orders to proceed with such retail direct access.

The electricity distribution infrastructure in place prior to deregulation remains larpely unchanged, with the
primary difference being that parties other than the local utility can utilize the delivery infrastructure by paying
usage fees. ESPs use this established electricity network for the delivery of energy to their customers.

Electricity is a real-time commadity and cannot be stored. As soon as it is produced, it must be simultaneously
delivered into the grid to meet the demand of end users. Most electricity grids and wholesale market clearing
activities are managed by third party entities known as an Independent System Operators, or 1SOs, or Regional
Transmission Organizations, or RTOs. The ISO or RTO is responsible for system reliability and ensures that
physical electricity transactions between market participants are managed in such a way as to assure that proper
eleciricity reserve margins are in place, grid capacity is maintained and supply and demand are in balance.



To maintain profitability, we must effectively manage or “shape™ our purchased electricity supply to the real-time
demand or “load” of our customers. These load shaping activities, required by the hourly variability in the electricity
usage patterns of our customers compared to the fixed hourly volume purchase from our suppliers, results in our
holding of long or short energy positions. A long position occurs when we have committed to purchase more
electricity than our customers need, and a short position occurs when our customers’ usage exceeds the amount of
electricity we have committed to purchase. In both situations, we utilize the wholesale electricity spot market and
ISO clearing markets to balance our long or short energy positions; selling supply when in a long position and
buying when in a short position. [t is not possible to be completely balanced on every delivery hour, therefore we
always have some exposure to price volatility in the wholesale market for electric power.

Purchases and sales in the wholesale market are regulated by FERC, and we report on a regular basis to the
U.S. Department of Energy. Weather, generation capacity, transmission, distribution and other market and
regulatory issues also are significant factors in determining our wholesale procurement and sales strategies in each
of the markets we serve.

FERC has deregulated the wholesale electricity market by allowing power marketers and utilities who do not
have market power to sell wholesale electric power at market rates (i.e., whatever rate the buyer and seller agree
upon), as opposed to requiring that prices be cost-based (i e., based on the supplier’s cost of the electricity).

FERC has further encouraged competition in the wholesale bulk power markets by promulgating open access
transmission rules in 1996, which have led to the increasing commoditization of electricity markets. FERC’s open
access transmission rules require transmission providers under its jurisdiction to ailow eligible customers access to
their transmission systems at cost-based rates. This has enabled purchasers of wholesale power to access a larger
number of potential suppliers, thereby enhancing competition.

FERC has continued to promote increased competition in RTOs which have ultimate control over the bulk
transmission system in a particular geographic area. Whalesale electricity or bulk power, once purchased and sold
almost exclusively between traditional utilities under bilateral arrangements, is now traded by many different market
participants on organized markets, including hourly, daily, and monthly spot markets, power exchanges and
financial markets, such as futures and options markets. Competitive markets now exist in many regions of the
country for energy, automatic generation control, spinning reserves, other categories of anciflary services and
capacity. Organizations such as the New York Mercantile Exchange, or NYMEX, and the Intercontinental
Exchange, or ICE, offer trading opportunities in electricity futures and options at various locations across the
country, The price of electricity is largely set by these competitive markets. Recently, the growth and evolution of
wholesale electricity markets has been accelerated with the formation of RTOs. These RTOs are developing
organized market structures for the purpose of providing more efficient and competitive wholesale marketplaces for
the benefit of consumers in the regions in which they operate.

Retail electric marketers procure power supplies for delivery to end-use customers from a variety of wholesale
power producers or merchant generation companies, either through term supply contracts or on a spot basis. In
addition, short-term daily or hourly supply requirements can be purchased or sold through the balancing markets
operated by the ISO or RTQ. The physical distribution of electricity to retail customers remains the responsibility of
the local utility, which collects fees for use of its systems. Some states also allow the utility to provide additional
services, such as reading meters, generating customer hills, collecting bills and taking requests for service changes
or problems, while in other statcs the utility is not allowed or chooses not to perform these services.

Natural Gas

The natural gas industry, government regulated since 1938, began a process of deregulation in the early 1980s
leading to a dynamic industry with a highly competitive market place and a commodity that is widely traded in the
daily and futures markets. The market price of natural gas is quoted at various locations or regional hubs around the
country. These regional hubs are usually priced as a differential to the Jargest centralized point for natural gas spot
and futures trading in the United States known as the Henry Hub, located in Louisiana, and used by the NYMEX as
the point of delivery for its natural gas futures contracts. There are over 70 major market hubs, or intersections of
various pipeline systems, where natural gas transactions occur. In addition, purchases and sales are made at



thousands of gas processing plants where gas enters the national grid, city gate interconnections where gas leaves
the national grid, and industrial and electric generator direct connections with large pipelines making up the national
grid. Thousands of contracts are bought and sold daily at the market centers. These market centers have various
degrees of liquidity in both the cash and forward markets. Prices may vary widely from hub to hub, reflecting
regional market conditions. Additional thousands of transaction occur at non-market hub interconnections and often
these transactions are based upon or priced relative to the major market hub or hubs in their vicinity.

Although transactional prices of natural gas are determined by market forces, the cost of transportation of natural
gas from the outlet of gathering systems and processing plants to the “city gate” imerconnection with local gas
distributors is performed by regulated pipelines which essentially act as common carriers. Any market participant
desiring transporiation services from such pipelines must be offered such services on an equal basis with other
market participants. Transportation from the city gate to the bumer tip, a common term for where a consumer uses
the gas, is performed by regulated local utilities. Unlike the interstate natural gas pipelines, that act as common
carriers, the local gas distribution companies are a mixture of common carrier, selective carrier, and non-carrier
systems. Only common carrier and some selective carrier systems can be accessed to serve retail residential and
commercial/industrial customers.

Retail natural gas providers for the most part procure natural gas supplies for delivery to end-use customers from
a variety of wholesale natural gas suppliers, mostly at a relevant market hub, either through term supply contracts or
on a spot basis. The physical distribution of natural gas to retail customers remains the responsibility of the local
natural gas utility, which collects a fee for the use of its pipelines distribution system.

Core Products and Services

Cur core business is the retail sale of electricity and natural gas to end-use customers. We also provide
professional consuiting and technology services to utilities, electricity generators, wholesale energy merchants,
financial institutions and energy technology companies.

Comunerce Energy, Inc.

We sell electricity and natural gas service to customers under month-to-month and/or longer-term service
contracts. The positive difference between the sales price of encrgy delivered to our customers and the related sum
of the cost of our energy supplies, transmission costs, distribution costs and ancillary services costs pravides us with
a pross profit margin. The electricity and natural gas we sell is generally metered and delivered to our customers by
the local utilities. The local utilities may also provide billing and collection services for many of our customers on
our behalf,

We buy electricity and natural gas in the wholesale market in time-specific, bulk or bleck quantities usually at
fixed prices. With respect to electricity markets, we balance the differences between the actual sales demand or
usage of our cusiomers and our bulk or block purchases by buying and selling any shortfall or ¢xcess in the spot
market. Independent System Operators, or ISOs, and Regional Transmission Organizations, or RTOs, perform real-
time load balancing for each of the electric grids in which we operate. Similarly, with respect to natural gas markets,
supply and demand balancing is performed by Commerce Energy in connection with agreements with the local
distribution company (LDC}) utilities or by the LDC themselves on behalf of Commerce Energy, for each of the
natural gas markets in which we operate. We are charged or credited by the 130s and LDCs for balancing of our
electricity and natural gas purchased and sold for our account.

Skipping Stone Inc.

Skipping Stone offers & number of related professional consulting services and technologies to energy companies,
such as utilities, electricity generators, natural gas pipelines, wholesale energy merchants, energy technology
providers and investment banks. Skipping Stone is focused on assisting clients with business process improvements,
market research, training, Sarbanes-Oxley process level implementations, systems design and selection, and
strategic and tactical planning for new market or merger activities. Additionally, the Company provides natural gas
pipeline information to market participants and government customers through Skipping Stone’s technology center
using its capdcitycenter.com service.


http://capacitycenter.com

Our Customers and Markets

As of July 31, 2006, we were delivering clectricity and natural gas supply to customers in nine states and twenty
LDC markets. We periodically review and evaluate the profitability of our operations in each of these markets and
the advantages of our market enirance in other potential LDC markets that are open for direct access sales to end-use
customers. The review of entrance in a new market arca includes exploring opportunities to acquire existing
portfolios of customers from current suppliers in targeted markets.

We operate in one reportable business segment, energy retailing, in one geographic area, the United States. Qur
customer base consists of residential, commercial, industrial, and institutional customers. Qur business is not
dependent upon any one customer or a few major customers and during fiscal 2006, no one customer accounted for
more than 10% of our net revenues. In addition to expansion of our core products and services into new deregulated
markets and targeted customer classes, we are working to broaden the scope of our ¢nergy-related products and
services to include energy efficiency offerings and additional outsourced services.

As of July 31, 2006, we served approximately 137,000 electricity and natural gas customers. Although a number
of our customers, particularly in our commercial and industrial sales segment, can have more than one account, we
determine and report our customer count with each customer defined as an individual customer account. We served
electricity customers in twelve LDC markets within six states: California, Pennsylvania, Michigan, Maryland, New
Jersey and Texas and natural gas customers in eight LDC markets within six states: Califonia, Georgia, Maryland,
MNew York, Ohio and Pennsylvania.

Sales of electricity and natural gas comprised 74% and 25%, respectively, of total net revenues during fiscal 2006
and 89% and 10%, respectively, during fiscal 2003. During fiscal 2004, net revenues were comprised 100% of sales
of electricity.

Skipping Stone is engaged by over 50 ¢lients under master agresments, with up to a dozen active engagements in
any given month, Clients include utilitics, wholesale energy merchants, natural gas pipeline companies, electricity
generators, energy producers and investment companies. Net revenue atiributable to Skipping Stone is
approximately 1% of total net revenues in fiscal 2005 and 2006.

Strategy

Commerce Energy’s future profitability depends on our ability to achieve sufficient customer scale in order to
create a profitable operating cost structure. To achieve this scale, we intend to substantially grow our customer base
in markets that offer adequate gross margins, shed customers which may no longer be served economically, evaluate
and align our market presence to achieve an optimum return on investments and seek out acquisition opportunities
that will advance our growth goals. Growth plans include:

* Substantially grow our customer base in ¢nergy markets that have rate structures, market rules, consumer
demographics, energy consumption patterns, access to favorable energy supply and risk management profiles
that allow us to economically serve the market.

* Establish a market position for the Commerce Energy brand that is differentiated from competitors, relevant to
customers and other key stakeholders and executable by the company.

» Within our mass market division, continve to develop a robust sales channel mix including outbound and
inbound telesales, online sales and earcllment, affinity alliances, direct mail, advertising, as well as various
indirect sales partnerships, including network marketing, door-te-door selicitations, independent agents and
online affiliates.

» Establish strategic supplicr relationships that will enable us to offer a broad range of innovative service plans,
pricing flexibility and competitive rates.



* Offer additional products and services to our customers designed to help consumers use ¢nergy more efficiently
and to otherwise bring better control to their energy costs.

* Pursue community aggregation programs that ¢nable us to enroll larger numbers of consumers more
economically than through traditional one-by-one marketing efforts.

* Continue to develop our Commercial & Industrial (C&I) division in its pursuit of small- and medium-size
commercial consumers, particularly those with multiple-location {multi-state) requirsments.

Sales and Marketing

Commerce Energy markets electricity and natural gas utilizing contract terms based either on monthly fixed or
variable rates. The majority of our fixed-rate contracts are for a duration of twelve to twenty-four months, with
occasional shorter-term offerings based on market conditions and customer preferences. Our monthly variable rate
contracts are cancellable after thirty days’ notice, allowing customer flexibility with respect to a longer term price or
supplier commitment. During the second half of fiscal 2006, approximately 95% of our new customer sales
contracts were under fixed-rate contract terms. As expected, following unprecedented increases in the wholesale
cost of energy and significant volatility of market prices during the second half of calendar 2005, customers were
more inclined to lock in certainty in the cost of their energy supplies. As the wholesale market price of energy
declines, we believe customers may increasingly move toward our monthly variable-rate contracts, thus allowing
them to take advantage of decreasing market prices.

A variety of approaches are utilized in acquiring customers, inciuding a professional sales force calling on C&I
end-users and various mass market sales channels in pursuit of residential and small businesses. Historically, a
majority of our customers have been acquired through ielesales and network marketing. More recently, door-to-door
sales have been added to the mix as well as targeted broadcast advertising, professional sales, affinity alliances and
on-line affiliates.

Service after the sale is a critical part of our suceess. During fiscal 2006, high levels of customer growth resulted
in hiring and training new staff members, as well as improving technology platforms to expedite the processing of
new customer accounts, ¢énsure timely and accurate billing and provide one-call resolution to customer inquires.

Our sales efforts are divided into two divisions: C&l, representing sales to medium-sized and larger commercial
accounts, and Mass Market, comprised of residential customers and small businesses.

Commercial & Industrial

C&I sales primarily involve structured, custom-rate coniracts developed specifically to meet the desires, needs
and usage pattern of an individual customer. A typical C&I customer possesses a high level of understanding of the
energy business and current market conditions, and individual customer sales involve higher energy usage and lower
per unit margins, as compared to the typical mass market customer. Competition for these types of customers is
robust, with several established competitors in each geographic market. Commerce Energy has established itself as a
preferred provider of customers with multi-location, multi-state requirements. Leveraging our information systems
and operational capabilities, we are able to attract and retain customers such as retail chains, hotel/motel chains,
food service chains and school districts, in addition to small- and medium-sized, single-location commercial
consumers. Although other indirect sales channels and sales agents are utilized, we make sales to this customer
segment largely through the establishment of direct customer relationship by our professional inside salespersons.

Mass Market

Sales to mass market customers are comprised of pre-defined service plans developed on the usage patterns of a
typical small business or residential consumer. Historically, telesales and network marketing were utilized almost
exclusively for the acquisition of customers in the mass market. In order to significantly increase our sales in this
customer segment, during the last half of fiscal 2006 we began utilizing a number of other sales channels for the
acquisition of mass market customers, including third-party door-to-door commission salespersons, affinity
alliances, on-line affiliates and targeted print and broadcast advertising.



Energy Supply

We do not own electricity peneration assets or natural gas producing properties. All of the electricity and natural
gas we sell to our customers is purchased in the wholesale market from third-party suppliers in time-specific block
quantities under short-term and long-term contracts, usually at fixed prices. Although we have open lines of credit
with suppliers, contractual purchase terms with suppliers often require additional collateral to support our energy
purchases. We utilize our available cash and letters of credit issued under our bank credit facility to meet any
collateral requirements of our energy suppliers.

With respect to electricity markets, we balance the differences between the actual sales demand or usage of our
customers and our bulk or block purchases by buying and selling any shortfall or excess in the spot market.
Independent System Operators, or [SOs, and Regional Transmission Organizations, or RTOs, perform real-time load
balancing for each of the electric grids in which we operate. Similarly, with respect to natural gas markets, supply
and demand balancing is performed by Commerce Energy in connection with agreements with the local distribution
company (LDC) utilities or by the LDC themselves on behalf of Commerce Energy, for each of the natural gas
markets in which we operate. We are charged or credited by the ISOs and LDCs for balancing of our electricity and
natural gas purchased and sold for our account and we are subject to costs or fees charged by the 1SOs or LDCs for
these electricity and natural gas balancing activities related to our account.

Wholesale electricity and natural gas are readily available from various third party suppliers in our markets,
except for the state of Michigan, where all of our electricity is purchased from one supplier. In fiscal 2006, two
electricity suppliers (including the Michigan supplier) each accounted for 11% of our direct energy costs. Based
upon current information from our suppliers, we do not anticipate any shortage of supply. However, in the event of a
supply shortage, there can be no assurance that we would be able to timely secure an alternative supply of electricity
or natural gas at prices comparable to our cuzrent contracts, and the failure to replace a supplier in a timely manner
at comparable prices could materially harm out operations.

We employ risk management policies and procedures to control and monitor the risks associated with volatile -
commodity markets and to assure a balanced energy sales and supply portfolio within defined risk tolerances.

Competition
Commerce Energy, Inc.

In markets that are open to competitive choice of retail energy suppliers, there are generally three types of
competitors; the incumbent utilities, utility-affiliated retail marketers and small to mid-size independent retail energy
companies. Competition is based primarily on price, product offerings and customer service.

The competitive landscape differs in each utility service area, and within each targeted customer segment. For
residential and small commercial customers in most service territories, the primary competitive challenges come
from the incumbent utility and affiliated utility marketing companies. For the medium-sized commercial customer,
competitive challenges come from the utility and its affiliated marketing company, as well as other independents.
However, this segment is still the least targeted segment among our competition due to the difficulty in balancing
cost of acquisition and margin objectives. The large commercial, institutional and industrial segments are very
competitive in most markets with nearly all customers having already switched away from the utility to an alternate
provider. National affiliated utility marketers, energy producers and other independent retail energy companies often
compeie for customers in this segment.

The incumbent regulaled utilities ang the nationally-branded utility affiliates typically benefit from the economies
of scale derived from the strength of a substantial asset-based balance sheets, and vertically integrated business
models that combine production, transmission and distribution assets. For incumbent utilities these advantages are
often offset by the lack of flexibility to offer multiple product choices to their customers, while the nationally-
branded affiliates often struggle withk long-term focus and cultural adaptation to a non-regulated market
environment.



Increasing our market share depends on our ability to convince customers to switch to our service. The local
utilities have the advantage of long-standing reiationships with their customers and they have longer operating
histories, greater financial and other resources and greater name recognition in their markets than we do. In addition,
local utilities have been subject to many years of regulatory oversight and thus have a significant amount of
experience regarding the policy preferences of their regulators, as well as a critical economic interest in the outcome
of proceedings concerning their revenues and terms and conditions of service. Local utilities may seek to decrease
their tariff retail rates to limit or to preclude the opportunities for competitive energy suppliers and otherwise seek to
establish rates, terms and conditions to the disadvantage of competitive energy suppliers. There is an emerging trend
among some local utilities to exit the merchant function and actively encourage customers to leave their energy
supply service. This is sometimes encouraged by the framework for deregulation within which the Jocal utility
operaies. Recently, there have been several customer auctions held in which the local utility assigns iis customers to
winning retail marketer bidders. We have had historical success in the customer-auction process and plan to pursue
more of these opportunities as they become available.

Among the retail marketers and wholesale merchants, competition is most intense for the larger volume
commercial and industrial accounts. Qur primary target customer segments are small to medium commercial
customers. We expect that the combination of our existing residential customer base and our continued growth will
enhance our ability to successfully compete for larger commercial and institutional customers.

Most customers who switch away from the local utility do so for economic benefit. Once switched, customer
retention is based on continuing competitive pricing, reliability of supply and customer service,

Some of our competitors, including local wtilities, have formed alliances and joint ventures in order to compete in
the restructured retail electricity and natural gas industries. Many customers of these local utilities may decide to
stay with their long-time energy provider if they have been satisfied with their service in the past. Therefore it may
be difficult for us to compete against local utilities and their affiliates.

We also may face competition from other nationally-branded providers of consumer products and services. Some
of these competitors or potential competitors may be larger and better capitalized than we are.

Skipping Stone Inc,

We face competition in selling consulting and outsourced services from a large variety of companies. These
competitors may be engaged in the energy business, as we are, or may be national and international management
and information technology firms.

Seasonality

Our sales volumes and revenues are subject to fluctuations during the year due primarily to the impact of seasonal
weather factors on customer energy demand and the related market prices of electricity and natural gas. Electricity
sales volumes are historically higher in the summer months for cooling purposes, followed by the winter months for
heating and lighting purposes. Natural gas sales volumes are higher in the winter heating season, with the lowest
demand occurring during the summer.

Governmental Regulation

[n states that have adopted deregulation, state Public Utility Commissions, or PUCs, have authority to license and
tegulate certain activities of electric and natural gas retailers. Commerce Energy is subject to regulation by the PUC
in each state in which we sell electricity and natural gas. As of July 31, 2006, we were licensed by the applicable
PUCs in nine states, These licenses permit ws ta seil electricity and natural gas to commercial, industrial,
institutional and residential customers. The requirements for licensing and the level of regulation vary from state (o
state.

We consider each utility service territory within which we operate to be a distinct market due to the unique
characteristics of each. A discussion of regulations for our market service areas follows:



Stare Regulations

Wholesale market rules are expected to change over the next several years as Regional Transmission
Organizations, or RTOs, continue in their efforts through a variety of FERC-filed rules and procedures to relieve
congested transmission systems, encourage expansion of transmission networks and attempt to enhance competition
in the bulk power markets. These changes will likely impact our retail electricity business in several RTOs in which
we operate, specifically: PJM Interconnection, Electric Reliability Council of Texas and the California Independent
System Operator. These proposed changes could increase ransmission charges in the form of congestion pricing to
relieve congestion at certain delivery or interconnection points on a transmission system (nodal pricing and related
measures) and through higher transmission capacity charges permitted by FERC 0 stimulate more investment in
new transmission lines and facilities. While these changes will likely increase transmission charges, at least in the
short run, they may lead to a more efficient and expanded transmission system within these RTOs that can
accommodate more transactions, and help the Company to access more customers at the wholesale and retail level.
There is no way to impute an exact effect through a cost/benefit analysis because there are many variables, and
RTOs may be permitted different ways to achieve the same objective of enhancing competition in the bulk power,
wholesale markets.

Electricity

California. The 1996 California Assembly Bill 1890 codified the restructuring of the California electric industry
and provided for the right of Direct Access. Direct Access allowed electricity customers to buy their power from a
supplicr other than the electric distribution utilities beginning January t, 1998. On April 1, 1998, the Company
began supplying custamers in California with electricity as an Electric Service Provider. On September 20, 2001, the
California PUC issued a ruling suspending electricity Direct Access. This ruling permits ESP’s to keep their current
customers and to solicit direct access customers served by other ESPs; however it prohibits us from signing up new
non-direct access customers in California for an undetermined period of time.

Under legislative mandate, the California PUC is implementing the state’s Resource Adequacy Requirement, or
RAR. In September 20035, California Assembly Bill 380, covering electrical restructuring and resource adequacy
was passed into law. This bill requires the California PUC, in consultation with the ISO, to establish RARs for all
Load-Serving Entities, or LSEs. The bill requires each LSE to secure generating capacity adequate to meet its load
requirements, including but not limited to, peak demand and planning and operating reserves, deliverable to
locations and at times as may be necessary to provide reliable electric service, The California PUC issued its Final
Decision on system RARs on October 27, 2005. The Final Decision requires LSEs, including Envestor-Owned
Electric Utilities, or I0Us, Electric Service Providers or ESPs, and Community Choice Aggregators or CCAs, to
have capacity to serve their retail customers’ forecasted loads and a 15-17% reserve margin beginning in June 2006.
On June 29, 2006, the California PUC issued its decision on local RARs, for which requirements are established
annually wnder CPUC allocation principles. The California PUC adopted a penalty of $40 per kW-year on the
amount an LSE is deficient in meeting the annual requirements, in addition to backstop procurement costs. As an
LSE, Commerce Energy is subject to the RARs and its provisions, including penalties for non-compliance. The
ability of Commerce Energy to recover costs associated with RAR from its customers will be subject to market
pricing and competitive forces.

On September 26, 2006, California Senate Bill 107 was signed into law. The bill amends the existing law
concerning renewable portfolio standards for LSEs in the state. The bill accelerates the procurement targets such that
20% of retail sales are procured from eligible renewable energy resources no later than December 31, 2010, The
former law required 20% by 2017. Rules to implement California’s Renewable Portfolio Standards or RPS and the
rules by which ESPs must comply with RPS, are being developed and are not fully known to Commerce Energy. As
such, the associated costs to Commerce Energy are not known,

Pennsylvgnia. In 1996, the Electricity Generation Customer Choice and Competition Act was passed. The law
allowed eleciric consumers to choose among competitive power suppliers beginning with one-third of the State’s
consumers by January 1999, two-thirds by January 2000, and all consumers by January 200i. Commerce Energy
began serving customers in Pennsylvania in 1999.



Current utility default rates are capped until 2010 as a result of the restructuring related to the Electric Choice
Law. As power prices rise significantly, it has become clear that the utility price cap is not realistic or representative
of true market power costs. Squeezed between a capped utility rate, high wholesale electricity costs and the high
cost of servicing customers in Pennsylvania duc to the market rules and market structure, many companies,
including Commerce Energy, have reduced the number of customers they serve in the state.

There are no cuttent rate cases or filings at the Pennsylvania PUC which would impact the Company’s financial
results.

Michigan. The Michigan state legislature passed two acts, the Customer Choice Act and Electricity Reliability
Act, signed into law on June 3, 2000. Open Access, or Choice, became available to all consumers of Michigan
electric distribution utilities, beginning January 1, 2002, We began marketing in Michigan’s Detroit Edison service
territory in September 2002.

On February 4, 2003, the Detroit Edison filed an application to unbundle and realign its eleciric rates. The
application proposed the unbundling of Detroit Edison’s existing rate classes into their cost components atiributable
to the generation, includinbg transmission. and distribution functions and the phasing out of rate class imbalances
relative to cost of service. Deiroit Edison explained that its application would allow the utility to unbundle its
residential, commercial, and industrial retail electric rate schedules into their separate components based on 2004
fully allocated embedded costs.

On December 22, 2005, the Michigan Public Utilities Commission, or the MPSC, approved Detroit Edison’s
filing. The MPSC directed that distribution charges for choice and bundled customers shoukd be brought into parity
through aligning their rates, effective February 2006. This order resulted in a rate reduction for bundled commercial
and industrial customers. This order had a major impact on Choice customers because the MPSC allowed the utility
to shift costs earlier associated with energy charges to the distribution portion of the customer bill. As a result,
Choice customers saw an increase in their distribution charges, which ultimately resulted in a “total bill” increase,

New efficient meter rules and a removal of Detroit Edison’s Stranded Cost charge in combination with a higher
Power Cost Recovery Surcharge is closing the gap between the uiility’s rate and the rate offered by suppliers,
however, competition has been effectively halted in Michigan due to the design of Detroit Edison’s rate.

Maryland. 1n 1999, the Maryland General Assembly passed the Electric Choice and Competition Act. Part of this
Act required that all customers receive a rate reduction, followed by a rate freeze. The rate reduction of 6.5% for
Baltimore Gas and Electric (BGE) customers was based on the last BGE rate case which was in 1993, The rate
freeze in the BGE service territory expired on July 1, 2006. The market price obtained through the Standard Offer
Service competitive auction process in the BGE service territory increased 72%. This increase paved the way for the
Company to start offering products 1o all classes of customers at rates that are market based and highly competitive
to BGE’s Standard Offer Service rate. Commerce Encrgy was licensed by the Maryland Public Service Commission
on July 7, 2004,

n an attempt to mitigate the impact of the BGE rate increase, the Maryland General Assembly in special session
in June, 2006 passed Senate Bill One which among other things limited the BGE rate increase to 15% for the period
July 1, 2006 through May 31, 2007; however that limit was imposed as a credit to the utility’s transportation fees
and in no way affected the commodity price increase.

New Jersey. Deregulation activities began in New Jersey in November 1999 when the Board of Public Utilities,
or BPU, approved the implementation plan. The Company began marketing in New Jersey in the Public Service
Electric and Gas service tetritory in December 2003.

Since 2002, the four New Jersey Electric Distribution Companies, including Public Service Gas & Electric
Company, or PSE&G, have procured electric supply io serve their Basic Generation Service, or BGS, customers
through a statewide auction process held each year in February. BGS customers are customers who are not served by
a third party supplier or competitive retailer. The utility uses a relling procurement structure, whereby each year
one-third of the load is procured for a threg-year period. A portion of the load that was bid on three years ago will
come up for re-bidding in 2007. Commerce Energy anticipates that this will cause the auction rate to increase and
create a BGS rate that is closer to the current market price.
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Texas. Texas deregulation began in 1999. Beginning in January 2002, Texas electricity consumers could choose
their Retail Electricity Provider, or REP. Commerce Energy began serving electric customers in the TXU Electric
Delivery and CenterPoint service territories of the Electric Reliability Council of Texas, or ERCOT. On May 16,
2005, we expanded further into the Texas service territories of American Electric Power, or AEP, and Texas New
Mexico Power, or TNMP. ERCOT is currently examining the manner in which it expects to shift its current
operation of the wholesale transmission distribution system from a zonal to a nodal marketplace. We expect the
nodal market design will impact the purchasing of our wholesale power by changing the delivery locations of our
whaolesale supply.

Credit risks may increase for retail electric providers selling to residential customers. Under existing law,
Commerce Energy and other retail electric providers can only use electric bill payment history to deny service
beginning on the later of January 1, 2007 or the date that price to beat is no longer in effect in the residential
customer’s geographic area. However, a common database providing electric bill payment history is not available
for retail electric providers. Until the database is voluntarily created, or mandated by policy, Commerce Energy will
continue to rely on PUCT Customer Protection Rules to manage credit risk. Those rules give Commerce Energy the
right to request a deposit or advanced payment.

Wholesale costs associated with scheduling and balancing energy on the ERCOT grid may increase for market
participants, such as Commerce Energy. Specifically, cost responsibility and allocation for Replacement Reserve
Service (RPRS), an ancillary service for ERCOT grid operations, is under ERCOT’s policy review. Until resalved,
the RPRS Charge is being temporarily “uplifted” to all market participants on a lond-ratio share basis. The ability of
Commerce Energy to recover these charges from its retail customers is subject 1o market pricing and competitive
pricing.

Natural Gas

Beginning with the Natural Gas Policy Act of 1978, the U.5. Congress initiated a process that ended federal
conirol over the price of natural gas at the wellhead. This ultimately set in motion a series of public policy changes
by the FERC and state utility commissions that have resulted in consumer choice programs for all natural gas users
in certain states.

We serve natural gas customers in eight utility gas market areas in the following six states:

California. We currently serve residential and small commercial customers in the Southern California Gas and
Pacific Gas & Electric gas markets. We are the only core aggregation transportation provider to residential
customers in these market areas. There are no current rate cases or filings pending before the California PUC that
are anticipated to impact our financial results.

Georgia. In 1997, the Georgia General Assembly passed the Georgia Natural Gas Competition and
Deregulation Act, or the Georgia Gas Act. The Georgia Gas Act reorganized the Georgia retail natural gas market
and allowed natural gas marketers to serve retail consumers, The Georgia Public Service Commission, or the GA
PSC, has implemenied & comprehensive unbundling program in the state. Over 80 percent of the state’s
residential gas consumers are serviced by certified gas marketers. The ability to disconnect customers for non-
payment of inveices is severely constrained by system design and buman resource limitations in this market. This
may affect the Company’s ability to limit losses within this market.

Maryland In 1997, natural gas choice was brought to Maryland consumers. We provide gas service to
residential and small commercial customers in the Baltimore Gas & Electric market area. There are other gas
marketers that serve these types of customers, In July, 2005 the Maryland Pubiic Service Commission adopted
enhanced customer protection rules which were applied to the retail energy market. The approval of these rules
will not impact financial results as the Company is currently compliant.

New York In 1996, New York began offering natural gas choice progtams. We currently serve residential and
small commercial customers in the KeySpan Energy Delivery gas market. There are other pas marketers that serve
these types of customers. In the fall of 2004, the New York Public Service Commission issued a policy statement
requiring all utilities to submit a plan outlining their program to enhance the Choice program in the market place
resulting in an increased competitive environment. Currently several of the utilities are implementing their plans. We
expect that these activities will improve our ability to market in New York to new gas customers.
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Ohio. In 1997, natural gas choice programs began in Ohio. We provide gas service to residential and small
commercial customers in the Dominion East Chio, or DEQ, and Columbia Gas of Ohio service areas.

DEQ’s plan to exit the merchant function in Ohic was approved earlier this year, The plan was divided into
two sections, Phase I and Phase [1. [n Phase [ supptiers and marketers bid for supply only. In Phase 1L, suppliers
and marketers will bid to serve any bundled customers remaining with DEOQ. On August 29, 2006, DEO
conducied an auction for pricing of its natural gas wholesale supply for the time period October 2006 through
August 2008.

The auction participants bid on a retail price adjustiment that will be added on a monthly basis to the monthly
NYMEX settlement price. The sum of these will become the Standard Offer Service, or S0S, price that will
replace the current Gas Cost Recovery, or GCR, rate. The GCR rate has traditionally been calculated on a
monthly basis using imbalances from prior months. The new SOS rate will more closely reflect true market costs.

Pennsylvania. In 1997, the natural gas supply service in Pennsylvania was fully opened to competition for ail
customer classes. The Natural Gas Choice and Competition Act specified that after five years (July 2004) the
PUC was to initiate processes to evaluate the competitiveness of natural gas supply services in the state and report
its findings to the General Assembly. As a result, the Pennsylvania PUC released a report on its findings earlier
this year. It was discovered that the State at this time could be more supportive of competition by changing some
of the rules and taxes currently imposed on suppliers. A report regarding their findings is expected to be released
later this year.

Federal Regulations
Federal Energy Regulatory Commission

We also are subject to regulation by various other federal, state and local governmental agencies. Our electric
purchases and sales are subject to the jurisdiction of the Federal Energy Regulatory Commission, or FERC, under
the Federal Power Act. We make sales of electricity pursuant to a Power Marketer certificate issued by FERC.
While not generally regulating the rates or terms or conditions of electricity sales, FERC has the authority to
institute proceedings to identify transactions involving rates that are not just and reasonable due to market
manipulation and to reverse or unwind such transactions to ensure just and reasonable rates.

The Federal Energy Pollcy Act of 20065

On August 8, 2005, the Energy Policy Act of 2005, or EPA 2005, was signed into law. The scope of EPA 2005
is broad, addressing fossil, nuclear and renewable energy, energy efficiency and tax credits and incentives, across
a range of energy producing and consuming sectors. Certain changes mandated by EPA 2005 may have a direct
or indirect effect on our business. In particular, provisions intended to enhance the reliability of electric
transmission and delivery systems, further the transparency of electricity and natural gas markets, encourage the
construction of new electric transmission infrastructure, and facilitate the importation of namral gas should
increase the efficiency of the competitive wholesale natural gas and electricity markets in which we participate.
Furthermore, effective February 8, 2006, EPA 2005 replaces the Public Utility Holding Company Act of 1935, or
PUHCA 1935, with the Public Utility Holding Company Act of 2005, or PUHCA 2005. PUHCA 2005 involves
much less extensive regulation than PUHCA 19335, but does include provisions involving FERC access to books
and records of public ufility holding companies and their affiliates, as well as certain oversight over affiliate
transactions. In accordance with EPA 2005, FERC has finalized rules (RM(35-32-000) to address certain issues
related to implementation of PUHCA 2005, including implementing the Federal access to books and records.

[n the past, through a series of no action letters, the U.S. Securities and Exchange Commission, or the SEC, has
concluded that electric and gas marketers who did not own or operate electric generation, transmission or
distribution facilities or gas retail distribution facilities were not public-utility companies, and their parent companies
were not public-utility holding companies, under PUHCA 1935. In its final rule, FERC confirmed that such eleciric
and gas marketers are not public-utility companies under PUHCA 2005, and that their parent companies are not
holding companies under PUHCA 2005 (provided such parent companies do not own other entities that would be
considered public-utility companies), so they would not be subject to the provisions of the new law.
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Intellectual Property

Intellectual property asseis include cur proprietary software and service products, our registered trademarks
(electricAmerica®, Green Smart®, 1-800-Electric®, electric.com®™ and Utilihost, Inc.®), our 1-800-Electric telephone
number and rights to our internet domain names (electric.com, commerceenergy.com and electricAmerica.com). We
believe that each of our intellectual property assets offers us strategic advantages in our operations.

Our strategy for protection of our trademarks is to routinely file U.S. federal and foreign trademark applications
for the various word names and logos used to market our services to licensees and the general public. The duration
of the 1).S. and foreign registered trademarks can typically be maintained indefinitely, provided proper fees are paid
and trademarks are continually used or licensed by us.

Employees

As of July 31, 2006, we emplayed 176 full-time employees, including 36 in administration, 37 in marketing and
sales, and 103 in operations, Our employees are not covered by a collective bargaining agreement or presently
represenited by a labor union. We have not experienced any work stoppages and consider our employee relations to
be good.

Available Information

Our Internet Address is www.commerceenergy.com. There we make available, free of charge, our annual report
on Form 10-K, quatterly reports on Form 10-Q, current reports on Form 8-K, and any amendments to those reports,
as soon as reasonably practicable after we electronically file such material with or furnish it to the SEC. Our SEC
reports can be accessed through the investor relations section of our web site. The information found on our web site
is not part of this or any other report we file or furnish to the SEC.

Item 1A, Risk Factors,

If competitive restructuring of the retail energy market is delayed or does noi result in viable competitive market
rales, our business will be adversely affected.

The Federal Energy Regulatory Commission, or FERC, has maintained a strong commitment to the deregulation
of wholesale electricity markets. The new provisions of EPA 2005 should serve to further enhance the reliability of
the electric transmission grid which our electric marketing operations depend on for delivery of power to our
customers. This movement at the federal level has in part helped spur deregulation measures in the states at the retail
level. Twenty-three states and the District of Columbia have either enacted enabling legislation or issued a
regulatory order to implement retail access. In 18 of these states, retail access is either currently available to some or
all customers, or will soon be available. However, in many of these markets the market rules adopted have not
resulted in energy service providers being able to compete successfully with the local utilities and customer
switching rates have been low. Our business model depends on other favorable markets opening under viable
competitive rules in & timely manner. In any particular market, there are a number of rules that will ultimately
determine the attractiveness of any market. Markets that we enter may have both favorable and unfavorable rules. If
the trend towards competitive restructuring of retail energy markets does not continue or is delayed or reversed, our
business prospects and financial condition could be materially adversely impaired.

Retail energy market restructuring has been and will continue to be a complicated regulatory process, with
competing interests advanced not only by relevant state and federal utility regulators, but also by state legislators,
federal legislators, local utilities, consumer advocacy groups and other market participants. As a result, the extent to
which there are legitimate competitive opportunities for alternative energy suppliers in a given jurisdiction may vary
widely and we cannot be assured that regulatory structures will offer us competitive opportunities to sell energy to
censumers on a profitable basis. The regulatory process could be negatively impacted by a number of factors,
including interruptions of service and significant or rapid price increases. The legislative and regulatory processes in
some states take prolonged periods of time. In a number of jurisdictions, it may be many years from the date
legislation is enacted until the retail markets are truly open for competition.
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Other aspects of EPA 2005, such as the repeal of PUHCA 1935 and replacing it with PUHCA 2005, also may
impact our business to the extent FERC does not continug the SEC’s precedent of not regulating electric and gas
marketers under PUHCA. A proposed rulemaking implementing PUHCA 2003 is currently pending before FERC. If
marketers and their parent companies and affiliates are to be regulated under PUHCA 2003, FERC may have access
to their books and records and has aversight of their affiliate transactions. Various parties participating in FERC
rulemaking have urged FERC not to regulate marketers and other entities that do not own or operate gas or electric
facilities.

In addition, atthough most retail energy market restructuring has been conducied at the state and local levels, hills
have been proposed in Congress in the past that would preempt state law concerning the restructuring of the retail
energy markets. Although none of these initiatives has been successful, we cannot assure stockholders that federal
legislation will not be passed in the future that could materially adversely affect our business.

We face many uncertainties that may cause substantial operating losses and we cannot assure stockholders rhat
we can achieve and maintain profliability.

We intend to increase our operating expenses to develop and expand our business, including brand development,
marketing and other promotional activities and the continued development of our billing, customer care and power
procurement infrastructure. Our ability to operate profitably will depend on, among other things:

« our ability to attract and to retain a critical mass of customers at a reasonable cost;
» our ability to continue to develop and maintain internal corporate organization and systems;
« the continued competitive restructuring of retaii energy markets with viable competitive market rules;

* our ability to effectively manage our encrgy procurement and shaping requirements, and 1o sell our energy at a
sufficient prefit margin; and

« our ability to obtain and retain necessary credit necessary to support future growth and profitability.
We may have difficutty obtaining n sufficient number of customers.

We anticipate that we will incur significant costs as we enter new markets and pursue customers by utilizing a
variety of marketing methods. In order for us to recover these expenses, we must attract and retain a large number of
customers to our service.

We may experience difficuity attracting customers because many customers may be reluctant to switch to a new
supplier for commodities as critical to their well-being as eleciricity and natural gas. A major focus of our marketing
efforts will be to convince customers that we are a reliable provider with sufficient resources to meet our
commitmems. If our marketing strategy is not successful, our business, results of operations and financial condition
could be materially adversely affected.

We depend upon internally developed, and, in the future will rely on vendor-developed, systems and processes lo
provide several critical functions for our business, and the loss of these functions could materiolly adversely
impact our business.

We have developed our own systems and processes to operate our back-office functions, including customer
enrollment, metering, forecasting, settlement and billing. We are currently in the process of replacing a number of
our internally developed legacy sofiware systems with vendor-developed systems. Problems that arise with the
performance of such back-office functions could result in increased expenditures, delays in the launch of our
commercial operations into new markets, or unfavorable customer experiences that could materially adversely affect
our business strategy. Any interruption of these services could also be disruptive to our business. As we transition
from our own systems to new vendor-developed systems, we may incur duplicative expenses for a period of time
and we may experience installation and integration issues with the new systems or delays in the implementation of
the new systems. If we experience some or all of these new system implementation risks, we may not be able to
establish a sufficient operating history for Sarbanes-Oxley 404 attestation requirements, which we expect we must
meet by no later than fiscal year ending July 31, 2007.
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Substantial fluctnations In electricity and natural gas prices or the cost of transmitting and distributing
electricity and natural gas could have a material adverse affect on us.

To provide electricity and natural gas to our customers, we must, from time to time, purchase the energy
commodity in the short-term or spot wholesale cnergy markets, which can be highly volatile. In particular, the
wholesale electricity market can experience large price fluctvations during peak load periods. Furthermore, to the
exient that we enter into contracts with customers that require us to provide electricity and natural gas at a fixed
price over an extended period of time, and to the extent that we have not purchased all the commodity to cover those
commitments, we may incur losses caused by rising wholesale prices. Periods of rising prices may reduce our ability
to compete with local utilities because their regulated rates may not immediately increase to reflect these increased
costs. Energy Service Providers like us take on the risk of purchasing power for an uncertain load and if the load
does not materialize as forecast, it leaves us in a long position that would be resold into the wholesale electricity and
natural gas market. Sales of this surplus electricity could be and often are at prices below our cost. Long positions of
natural gas must be stored in inventory and are subject to the lower of cost or market valuations that can produce
losses. Conversely, if unanticipated toad appears that may result in an insufficient supply of electricity or natural
gas, we would need to purchase the additional supply. These purchases could be and often are at prices that are
higher than our sales price to our customers. Either situation could create losses for us if we are exposed to the price
volatility of the wholesale spot markets. Any of these contingencies could substantially increase our costs of
operation. Such factors could have a material adverse effect on our financial condition.

We are dependent on local utilities for distribution of electricity and natural gas to our customers over their
distribution networks. If these local utilities are unable to properly operate their distribution networks, or if the
operation of their distribution networks is interrupted for periods of time, we could be unable to deliver electricity or
natural gas to our customers during those interruptions, This would result in lost revenue to us, which could
adversely impact the results of our operations.

The terms of our credit facility may restrict our financial and operational flexibilizy.

The terms of our asset-based credit facility restrict, among other things. our ability to incur additional
indebtedness, pay dividends or make certain other restricted payments, consummate certain asset sales, enter into
certain transactions with affiliates, merge or consolidate with other persons or sell, assign, transfer, lease, converge
ot otherwise dispose of all or substantially all of our assets. Further, we and our subsidiary, Commerce Energy, are
required to maintain specified financial ratios and satisfy certain financial condition tests. Our ability and Commerce
Energy’s ability to meet those financial ratios and tests can be affected by events bevond our ability and control,
respectively, and there can be no assurance that we will meet those tests. Substantially all of our assets and our
operating subsidiaries’ assets are pledged as security under our asset-based credit facility.

If the wholesale price of electricity decreases, we may be required to post letters of credit for margin to secure
our obligations under our long term energy confracts.

If the market price of wholesale electricity decreases below the price of the electricity we purchase under long-
term contracts, the power supplier may require us to post margin in the form of a letter of credit, or other collateral,
to protect themselves against our potential default on the contract. If we are required to post such security, it could
adversely affect our liquidity.

Some suppliers of electricity have been experiencing deterlorating credit quality.
We continue to monitor the credit quality of our energy suppliers to attempt to reduce the impact of any potential
counterparty default. As of July 31, 2006, the majority of our counterparties are rated investment grade or above by

the major rating agencies. These ratings are subject to change at any time with no advance warning. A deterioration
in the credit quality of our energy suppliers could have an adverse impact on our sources of electricity purchases.
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We are required to rely on utilities with whom we compete to perform some functions for our customers.

Under the regulatory structures adopled in most jurisdictions, we are required to enter inte agreements with local
utilities for use of the local distribution systems, and for the creation and operation of functional interfaces necessary
for us to serve our customers. Any delay in these negotiations or our inability to enter into reasonable agreements
with those utilities could delay or negatively impact our ability to serve customers in those jurisdictions. This could
have a material negative impact on our business, results of aperations and financial condition.

We are dependent on local utilities for maintenance of the infrastructure through which electricity and natural gas
is delivered to our customers. We are limited in our ability to control the level of service the wtilities provide to our
customers. Any infrastructure failure that interrupts or impairs delivery of electricity or natural gas to our customers
could have a negative effect on the satisfaction of our customers with our service, which could have a material
adverse effect on our business. Regulations in many markets require that the services of reading our customers’
energy meters and the billing and collection process be retained by the local utility. The local utility’s systems and
procedures may limit or slow down our ability to add customers.

We are required o rely on uiilities with whom we compete to provide us accurate and timely data.

In some states, we are required to rely on the local utility to provide us with our customers’ energy usage data and
to pay us for our customers’ usage based on what the local utility collects from our customers. We may be limited in
our ability or unable to confirm the accuracy of the information provided by the local utility. In addition, we are
unable to control when we receive customer payments from the local utility. If we do not receive payments from the
local utility on a timely basis, our working capital may be impaired. In the event we do not receive timely or
accurate usage data, our ability to generate timely and accurate bills to our customers will be adversely affected
which, in turn, will impact the ability of our customers to pay bills in a timely manner.

We are subject to federal and state regulations in our electriclly and natural gos marketing business and the
rules and regulations of regional Independent System Operators, or ISOs, in our electricity business.

The rules under which we operate are imposed upon us by federal and state regulators, the regional ISOs and
interstate pipelines. The rules are subject to change, challenge and revision, including revision after the fact.

In California, the FERC [FERC Dockets No. EL032-71-001 and EL 000-95-000] and other regulatory and judicial
bodies continue to examine the behavior of market participants during the California Energy Crisis of 2000 and
2001, and to recalculate what market ctearing prices should have or might have been under alternative scenarios of
behavior by market participants. [n the event the historical costs of market operations were to be reallocated among
market participants, we cannot predict whether the results would be favorable or unfavorable for us nor can we
predict the amount of such adjustments. The payment or receipt of adjustments, if any, will likely be conducted
between FERC, the California ISO and our contracted scheduling coordinator for the period in question, Automated
Power Exchange, or APX. APX served as the direct interface with the now defunct California Power Exchange for
the sale and purchase of some volumes of power by the Company during 2000 and 2001.

[n Pennsylvania, beginning in December 2004, the ISO established a Seams Elimination Charge Adjustment, or
SECA, to compensate transmission owners for the change in the Regional Through and Qut Rates which eliminated
some transmission charges and revenues from the ISO system operations. The impact on us, if any, is uncertain at
this time. Compensatory payments to transmission owners are likely, but the recovery mechanism from customers,
utilities or other load serving entities, such as us, is uncertain. We cannot predict the amount of these adjustments, if
any, at this time.

In some markets, we are required to bear credit risk and billing responsibility for our customers,

In some markets, we are responsible for the billing and collection functions for our customers. In these markets,
we may be limited in our ability to terminate service to customers who are delinquent in payment. Even if we
terminate service 10 customers who fail to pay their utility bill in a timely manner, we may remain liable to our
suppliers of electricity or natural gas for the cost of the electricity or natural gas and to the local utilities for services
related to the transmission and distribution of electricity or natural gas te those customers. The failure of our
customers to pay their bills in a timely manner or our failure to maintain adequate billing and collection programs
could materially adversely affect our business.
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Our revennes and resulis of operations are subject fo market risks that are beyond our control,

We sell electricity and natural gas that we purchase from third-party power supply companies and natural gas
suppliers to our retail customers on a contractual or monthly basis. We are not guaranteed any rate of return through
regulated rates, and our revenues and results of operations are likely to depend, in large part, upon prevailing market
prices for electricity and natural gas in our regional markets. These market prices may fluctuate substantially over
relatively short periods of time. These factors could have an adverse imapact on our revenues and results of
operations.

Volatility in market prices for electricity and natural gas results from multiple factors, including:

« weather canditions, including hydrological conditions such as precipitation, snow pack and siream flow;

= seasonality;

+ unexpected changes in customer usage;

* transmission or transportation constraints or inefficiencies;

+ planned and unplanned plant or transmission line outages;

+ demand for electricity;

+ natural gas, crude oil and refined products, and coal supply availability to generators from whom we purchase
eleciricity, natural disasters, wars, embargoes and other catasirophic events; and

+ federal, state and foreign energy and environmental regulation and legislation.

We may experience difficulty in successfully identifying, integrating and managing the risks related to
businesses or assefs that we may acquire and in realizing the anticipated economic benefits related thereto.

We do not have a great deal of experience acquiring companies or large blocks of assets, and the companies and
assets we have acquired have been small. We have evaluated, and expect to continue to evaluate, a wide array of
potential strategic transactions. From time to time, we may engape in discussions regarding potential acquisitions.
Any of these transactions could be material to our financial condition and results of operations. In addition, the
process of integrating an acquired company, business or group of asseis may create unforeseen operating difficulties
and expenditures and risk. The areas where we may face risks include:

*» The need to implement or remediate controls, procedures and policies appropriate for a public company at
companies that prior to the acquisition lacked these controls, procedures and policies;

+ Diversion of management time and focus from operating our business to acquisition integration challenges;
+ Cuitural challenges associated with integrating employees from the acquired company into our organization;
* Retaining employees working in the businesses or group of assets we acquire;

* The need to integrate the accounting, management information, human resource and other administrative
systems of an acquired business or assets to permit effective management;

* The possibility of increased customer attrition with respect to the asset we acquired; and

» The need to secure adequate supplies of electricity and natural gas to service the demands of the acquired
business or assets.
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Also, the anticipated benefit of many of our acquisitions may not materialize. Future acquisitions or dispositions
could result in potentially dilutive issuances of our equity securities, the incurrence of additional debt, contingent
liabilities or amortization ¢xpenses, or write-offs of goodwill, any of which could harm our financial condition.
Future acquisitions may require us to obtain additional equity or debt financing, which may not be available on
favorable terms or at all,

If we fail to maintain an effective sysiem of internal controis, we may not be able to accurately report our
Jinancial results or prevent fraud. As a result, current and potential stockholders could lose confidence in our
Sinancial reporting, which would harm our basiness and the irading price of our stock,

We purchase substantially all of our powser and natural gas under forward physical delivery contracts, which are
defined as commodity derivative contracts under SFAS No. 133. We also utilize other financial derivatives,
primarily swaps, options and futures, to hedge our price risks. Accordingly, proper accounting for these contracts is
very important to our overall ability to report timely and accurate financial results.

We have devoted significant resotrces to remediate and improve our internal controls. Although we believe that
these efforts have strengthened our intemal controls and addressed the concerns that gave rise to reportable
conditions and material weaknesses in fiscal 2004 and 2005, we are continuing to work to improve our imernal
controls, particularly in the area of energy accounting. We cannot be certain that these measures will ensure that we
implement and maintain adequate controls over cur financial processes and reporting in the future. Any failure to
implement required new or improved controls, or difficulties encountered in their implementation, could harm our
operating results or cause us to fail to meet our reporting obligations. Inferior intermal controls could also cause
investors to lose confidence in our reported financial information, which could have a negative effect on the trading
price of our stock.

Investor confidence and share vaiue may be adversely impacied if our independent registered public
accountanis are unable to provide us with the attestation of the adequacy of our internal controls over finencial
reporting, as required by Section 404 of the Sarbanes-Oxley Act of 2002.

As directed by Section 404 of the Sarbanes-Oxley Act of 2002, the Securities and Exchange Commission adopted
rules requiring public companies to include a report of management on our internal controls over financial reporting
in our Annual Reports on Form 10-K that contains an assessment by management of the effectiveness of our internal
controls over financial reporting. In addition, our independent registered public accountants must attest 1o and report
on management’s assessment of the effectiveness of our internal controls over financial reporting. This requirement
may first apply to our Annual Report on Form 10-K for the fiscal year ending July 31, 2007. How companies should
be implementing these new requirements, including internal control reforms, if any, to comply with Section 404°s
requirements, and how independent registered public accountants will apply these new requirements and test
companies’ internal controls, are subject (0 uncertainty, Although we are diligently and vigorously reviewing our
internal controls over financial reporting in order to ensure compliance with the new Section 404 requirements, if
our independent registered public accountants are not satisfied with our internal controls over financial reporting or
the level at which these controls are documented, designed, operated or reviewed, or if the independent registered
public accountanis interpret the requirements, rules or regulations differently than we do, then they may decline to
attest to management’s assessment or may issue a report that is qualified. This could result in an adverse reaction in
the financial marketplace due to a loss of investor confidence in the reliability of our financial statements, which
uitimately could negatively impact the market price of our shares.

Item 1B. Unresoived Staff Comments.

Not Applicable.
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Item 1C. Executive Officers of the Registrant.
Information About Our Executive Officers

The following table sets forth information regarding our executive officers, including their respective business
experience during the last five years and age as of October 16, 2006. Executive officers are elected by, and serve at
the pleasure of, the Board of Directors. There are no arrangemenis or understandings pursuant 1o which any of the
persons listed below was selected as an executive officer.

Name and Position Azt Rrincipa) Qccupation and Other Information
Steven 8. BOSS.......cccarreirnieierneecns e enrmeennene 60 Mr. Boss was appointed to the Board of Directors in
Chief Executive Officer and Director July 2005 and appointed Chief Executive Officer of

Commerce Energy Group, Inc. in Augnst 2005. Since
August 2005, Mr. Boss also has served as a director and
President of Commerce Energy, Inc., a director and Chief
Executive Officer of Skipping Stone Inc. Each of
Commerce Energy, Inc., Skipping Stone In¢. and
Utilihost, Imc. are wholly-owned subsidiaries of
Commerce Energy Group, Inc. From 2003 to August
2005, Mr.Boss was an attorney in private practice
specializing in the representation of energy companies and
commercial energy users. From 2000 to 2003, Mr. Boss
served as president of Energy Buyers Network, LLC, an
energy consulting firm that provided regulatory
representation and structured direct access energy
transactions for commercial energy users. From 1999 to
2000, he served as president of both Sierra Pacific Energy
Company and Nevada Power Services, non-regulated
energy services operating subsidiaries of Sierra Pacific
Resources. Prior 1o that, Mr. Boss served in various legal
and senior management positions in a number of energy
companies and practiced law in private practice. From
1984 to 1992, Mr. Boss served as president and chief
executive officer of Sunrise Emergy Services, Inc., an
independent natural gas merketing company with shares
listed on the American and Lowdon Stock Exchanges.
Mr. Boss received a Bachelor of Science in Aerospace
Engineering from the University of Texas and a Juris
Doctor from the University of Southern California. He has
been a member of the State Bar of California since 1974,

Lawrence Clayton, IT. ......ccccovrernenernensnsasninnas 353 Mr. Clayton was appointed Interim Chief Financial
Senior Vice President, Officer and Secretary of Commerce Energy Group, Inc. in
Chief Financial Officer and Secretary August 2005 and in December 2005 was appointed Chief

Financial Officer and Secretary of the Corporation. Since
January 2006, Mr. Clayton has served as a director and
Chief Financial Officer, Treasurer and Secretary of
Commerce Energy, Inc. and a sdirector, Chief Financial
Officer, Treasurer and Secretary of Skipping Stone Inc.
From March 2004 to August 2005, Mr. Clayton was a
principal of The Practice Advisory Group, a private
management consulting organization. From 2003 to March
2004, he served as a private consultant for energy clients.
From 2000 to 2002 Mr. Clayton served as Chief Financial
Officer of EOTT Energy, a publicly-traded independent
gatherer and marketer of crude oil. From 1994 to 2000,
Mr. Clayton was the Chief Financial Officer of Aquila
Energy, an energy merchant subsidiary of UtiliCorp
United, Inc., whose capital stock traded on the New York
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Name and Position

Thomas L. UIY .....cooveerermrmnicissssninisssemsnsnneernns
Senior Vice President,
Sales and Marketing

B Nick CIoll .o
Vice President, Chief Risk Officer

Item 2. Properties.

Principal Occupation and Other Information
Stock Exchange. Mr. Clayton is a graduate of Rice

University, where he earned both an M.A. in Accounting
and a B.A. in Managerial Studies and Economics.

Mr. Ulsy joined the Commerce Energy Group, Inc. in
February 2005 as Senior Vice President, Sales and
Operations and currently serves as Senior Vice President,
Sales and Marketing. From October 2003 until he joined
Commerce Energy Group, Mr. Ulry served as Gilobal Vice
President and Chief Operating Officer of ACN Energy, a
division of ACN, Inc. that was acquired by us in February
2005. From November 2001 to July 2043, Mr. Ulry served
as Senior Vice President for Nicor Energy, L.L.C.
Mr. Ulry served as President and Chief Operating Officer
of Energy.com Corporation from 1997 through October
2001. Mr. Ulry has also held positions with Access Energy
Corporation, Unicorp Energy, Inc. and UtiliCorp Energy
Services/Broad Street Oil& Gas, Mr. Ulry holds an
Associate degree in Information Technology from
Columbus Para-Professional Institute.

Mr. Cioll was appointed Vice President, Chief Risk
Officer of Commerce Energy Group, Inc. in October 2006.
Mr. Cioll has served as Vice President, Risk Management
for Commerce Energy Inc., since July 2004. From April
2002 to 2004, Mr. Cicll served as Director of Risk
Management at TXU Corporation, a company that
engages in electricity generation, residential and business
retail electricity sales, and wholesale power and natural
gas market activities. From November 2001 1o 2002,
Mr. Cioll served as Internal Business Consultant at TXU
Corporation. From 1999 (o 2001, Mr. Cioll served as
Senior Vice President and Chief Strategy Officer of
RateXChange Corporation, an e¢-commerce online
exchange for communications bandwidth. Mr. Cioll
received his Bachelor of Science degree in Economics
from Louisiana State University, and his Masters in
Business Administration with a finance option from the
University of Mew Orleans.

We sublease approximately 39,000 square feet of office space in Costa Mesa, California, which houses our
principal executive offices and administrative and operations space. This lease expires in September 2009. We also
lease approximately 11,000 square feet of office space in Irving, Texas, for our new Texas office, which we
occupied at the end of October 2006. This replaces the approximately 9,000 square feet we previously leased on a
month-to-month basis in Farmington Hills, Michigan. Qur new Texas lease expires in January 2010. We also lease
office space in Boston, Massachusetts and Houston, Texas. The Boston officc consists of approximately
3,200 square feet under a lease that expires in June 2010, and the Houston office consists of approximately
5,000 square feet under a lease that expires in September 2009,

We believe that cur current facilities are sufficient for the operation of our business, and we believe that suitable
additional space in various local markets is available to accommodate any needs that may arise.
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Item 3. Legal Proceedings.

On February 24, 2006, American Communications Network, Inc., or ACN, delivered to us an arbitration demand
claim, alleging that Commerce was liable for significant actual, consequential and punitive damages and restitution
on a variety of causes of action including anticipatory breach of contract, unjust enrichment, tortuous interference
with prospective economic advantage and prima facie tort with respect to alleged future commissions arising after
their termination of the Sales Agency Agreement effective February 9, 2006. ACN, Commerce and the Company
entered into the Sales Agency Agreement in connection with the Company’s purchase of certain assets of ACN and
certain of its subsidiaries in February 2005. This claim was delivered via mail to the Company but was not filed with
the American Arbitration Association, or the AAA,

On March 23, 2006, Commerce Energy filed a Demand for Arbitration with the AAA in New York of this
dispute, asserting claims for declaratory relief, material breach of contract and breach of the implied covenant of
good faith and fair dealing. Our Demand for Arbitration secks compensatory damages in an amount to be
determined at the arbitration. On May 4, 2006, ACN filed with the AAA in New York its Demand for Arbitration of
this dispute with the Commerce Energy. In its Demand, ACN alleges claims against Commerce Energy for breach of
contract and breach of implied duty of good faith and fair dealing, seeking damages and restitution in amounts to be
determined at the hearing. The parties are currently in the process of selecting an Arbitration panel to hear this
dispute. The parties also have agreed to mediate the merits of this dispute in addition to continuing the arbitration
process. Although the Company cannot predict the ultimate outcome of this matter, it intends to pursug these claims
vigorously in arbitration and currenily believes that no loss accrual is warranted related to this matter.

The Company currently is, and from time to time may become, involved in litigation concerning claims arising
out of the Company’s operations in the normal course of business. While the Company cannot predict the ultimate
outcome of its pending matters or how they will affect the Company’s resulis of operations or financial position, the

Company’s management currently does not expect any of the legal proceedings to which the Company is currently a
party to have a material adverse effect on its results of operations or financial position.

Item 4. Submission of Matters to a Vote of Security Holders.
No matters were submitted to security holders in the fourth quarter of fiscal 2006,
PART II

Item 5. Market for Registrant’s Common Equity, Related Stockhkolder Matters ard Issuer Purchases of Eguity
Securities.

Market Information

On July 8, 2004, our common stock began trading on the American Stock Exchange under the symbol “EGR.”
The following table sets forth, the high and low sales price per share of common stock for the periods indicated, as
reported on the American Stock Exchange:

Fiscal Year Ending July 31, 2005 _High _Low
FIPSE QUAKTEE coovvvvsveririisincnmseerermirssssontsssrinsssens s resras ssesaessasresasnsaessosess seessasstasanssnsssonsensesssnssessasas $ 2008 120
SECON QQUAITET...c..o.eeecrrrriiarasrncrisar o re et varrs s st sn e s e ernas sasasrasar s sasas et seseabaan L et obe e R snranssacnssabaran $ 2108 075
THITA CQUATLET ........ccv et et veca e e re i e sn st s s rere s st st rasnsasnsmsberesEsbasse st asvanearbtstinans $ 3458 1.91
FOUPTH QUATTET ....c..vcvevirimniveeieeeeie e te s terere et esenstas st tr s snsss e srssmsms s et ems e sm et sesms ot e semtnsasmsranease $ 2218 133
Eiscal Year Ending Julv 31, 2006 —lligh _Llow
FATSE QUIAITET ..ot en st e e ssmsee e o saeb e s ebassm s e et sansbesaaressaneasnsen s sems s asnsenresasns $ 1805 1.32
SBCOME QUATIET . ..coceee ettt e res s casaa s s semee et ee s e s bt e r et s ssssebnsanen % 1638 120
TRITA QUATTET c..ooveivieees et tces e e s s s eeras sie s st b e s e an st emba e e s e aE e R b e R themmamen st eemm e vamenrens rme e $ 1518 0.82
FOUIR QUANEL........cooeeececeneenncscs e centcassese s s s e s e sss seresemsas et s se et eas s sesememetstmsssmsaaenasern $ 1625 1.05
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As of October 16, 2006, the high and low sales price per share on the American Stock Exchange for our common
stock was $1.39 and $1.33, respectively.

Holders
As of October 16, 2006, there were 1,813 holders of record of our Common Stock.
Dividend Policy

We have not declared or paid a cash dividend on our common stock, and we do not anticipate paying any cash
dividend for the foresecable future. We presently intend to retain earnings to grow our customer base, finance future
operations, and capital investments.

Our asset-based credit facility restricts gur ability to pay cash dividends on our common stock and restricts our
principal operating subsidiary, Commerce Energy’s, ability to pay dividends to us without the lenders® consent. See
“Credit Facility” within Management’s Discussion and Analysis of Firancial Condition and Results of Operations in
PartII, tem 7 of this Annual Report on Form 10-K and Note 4 to the Notes to the Consolidated Financial
Statements.

Equity Compensation Plan Information

Information concerning securities authorized for issvance under our equity compensation plans is set forth in
Park 111, Ttem 12 of this Annual Report on Form 10-K under the caption. “Securities Authorized for Issuance under
Equity Compensation Plans,” and that information is incorporated herein by reference.

Recent Sales of Unregistered Securities

On October 8, 2005 and March 16, 2006, we issued 1,000 and 221,000 shares, respectively, of our common stock
to John Juliar, a former employee, and received $50 and $11,050 in cash consideration, pursuant to the exercise of a
stock option. There were no underwriting discounts or commissions involved in the sale. The exercise price of the
option was $0.05 per share. The shares of our common stock were issued pursuant to Section 4(2) of the Securities
Act as a transaction not involving a public offering.
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Ttem 6. Selected Financial Data.

The selected financial data in the following table sets forth {a) balance sheet data as of July 31, 2006 and 2005,
and statement of operations data for the fiscal years ended July 31, 2006, 2005 and 2004 derived from our audited
consolidated financial statements, which were audited by Ernst & Young LLP, independent registered public
accounting firm, for the fiscal years ended July 31, 2005 and 2004, and audited by Hein & Associates LLP,
independent registered public accounting firm, for the fiscal year ended July 31, 2006, which are included elsewhere
in this filing, and (b) batance sheet data as of July 31, 2004, 2003 and 2002, and statements of operations data for the
fiscal years ended July 31, 2003 and 2002, derived from our audited consolidated financial statements, which were
audited by Ernst & Young LLP, independent registered public accounting firm, which are not included in this filing,
The information below should be read in conjunction with “Management’s Discussion and Analysis of Financial
Condition and Results of Operation” in Part I, Item 7 of this Annual Report on Form 10-K and our consolidated
financial statements and the related notes thereto set forth below.

Fiseal Year Ended July 31,
2004

___ 2006 2003 2002
(Amounts in thonsands exeept per share information)

Consolidated Siatement of Operations Data:
NELLEVENUE ....ccoovererrecerrecreresarresessssnrissssssmnsasreses $ 247,080 § 253,853 § 210,623 § 165,526 § 117,768
DT e v RN 2i8.289 225.671 191.180 128.179 87,340
GOS8 PTOM. o ecee et e 28,791 28,182 19,443 37,347 30,428
Operating eXpenses ..., 32,170 35,585 33,313 22,732 20.247
Income (loss) from Operations..........coveecereeeineeces (3,379) (7,403)  (13,870) 14,6135 10,181
Initial formation litigation expenses.......ccvverieraeee — {1,601) (1,562) {4,415) (1,671)
Recovery of (provision for) impairment on

INVESINENLS. ...c.eeerseercrseeessmrarsmsas e emesarersmerarsssarserans — 2,000 (7,135) — —
Loss on termination of Summit.......cmeecmeiinnn. — — (1,904) — —_
L0s3 on equity Investments ............coccevenvvnreinnns — — — (567) (160)
Minarity interest share of loss ... — — 1,185 187 —

' EOMETESt iMCOME, MEE ........eooeeeceeeeeveseresssssns e 1.140 890 549 715 939
Income {loss} before provision for (benefit from)

INCOME TAXES........crveereraeerereransessnrsranesersnssssonarsiness (2,239) 6,114y (22,737 10,535 9,289
Provision for (benefit from) income taxes............. — — (1.017) 5,113 4,125
Net income (LOS5) .c.oveveevererenenererrscrresnesesnrssecsrrrnns $ (22398 (6,114) 8 (2172008 5422 § 5,164
Earnings (foss) per common share

BASIC .1oveeeeveereerieeesvennreseeserenseenresmsnascs s eenensn $ (0oONns 0208 0IH S 019 §$ 0.19

DItEd .ovoeeeee et s cn e eness e £ 003 @208 (07D § 018 § 0.16
Weighted-average shares outstanding: :

BaSIC ..cervrrcensenersemresrs s rsmene s seren e e st nsasns 30,419 30,946 28,338 27,424 27,482

DIIEd .ooecee e ese e 34419 30,946 28338 30,236 31,536

As of July 31,
2006 2005 2004 2603 2002
(Amounts in theusands)

Consclidated Balance Sheet Data:
Working capital..........ccoevenn eeereirit e rara st e eranenerssararsnns $ 32253 % 36,7719 % 58,1055 56411 § 358,841
TOtA] ASSELS ..vruriarmevreremecseeeeseeeeniesms e ecn e snrmsme snre e $ 99076 $ 102,632 § 110,823 § 125870 § 101,229
Stockholders’ eqUitY.....cococvvcererreree e $ 663338 70,061 % 74,106 § 93,017 § 87,952
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Item 7. Management’s Discussion and Analysis of Financial Condition and Resulls of Operation,

We are an independent marketer of electricity and natural gas to end-user customers. As of July 31, 2006, we
provided retail electricity and natural gas to residential, commercial, indusirial and institutional customers in nine
states. Our principal operating subsidiary, Commerce Energy, Inc., is licensed by the Federal Energy Repulatory
Commission, or FERC, and by state regulatory agencies as an unregulated retail marketer of natural gas and
electricity.

We were founded in 1997 as a retail electricity marketer in California. As of July 31, 2006, we delivered
eleciricity to approximately 80,000 customers in California, Pennsylvania, Michigan, Maryland, New Jersey and
Texas; and natural gas to approximately 57,000 customers in California, Georgia, Maryland, New York, Ohio and
Pennsylvania. As a result of an acquisition of certain commercial and industrial natural gas customer contracts of
Houston Energy Services Co., or HESCQ, subsequent to July 31, 2006, we currently serve retail electricity and
natural gas customers in twelve states.

The electricity and natural gas we sell to our customers is purchased from third-party suppliers under both short-
term and long-term contracts. We do not own electricity generation facilitics, natural gas producing properties or
pipelines. The electricity and natural gas we sell is generally metered and delivered to our customers by the local
utilities. The local utilities also provide bitling and collection services for many of our customers on our behalf.
Additionally, to facilitate load shaping and demand balancing for our customers, we buy and sell surplus electricity
and natural gas from and to other market participants when necessary. We utilize third-party facilities for the storage
of our natural gas.

The growth of our retail business depends upon a number of factors, including the degree of deregulation in each
state, our ability to acquire new customers and retain existing customers and our ability to acquire energy for our
customers at competitive prices and on favorable credit terms.

ACN Energy Transaction

On February 9, 2005, we acquired certain assets of ACN Utility Services, Inc., or ACNU, a subsidiary of
American Communications Network, Inc., or ACN, and its retail electricity retail electricity business in Texas and
Pennsylvania and its retail natural gas business in California, Georgia, Marytand, New York, Ohio and
Pennsylvania. The aggregate purchase price was $14.5 million in cash and 930,233 shares of our common stock,
valued at $2.0 million. The common stock payment was contingent upon meeting certain sales requirements during
the year following the acquisition date. These sales requirements were not met and the shares were cancelled in
April 2006. As a result, both goodwill and common stock were reduced by $2.0 million. We refer to this acquisition
as the ACN Energy Transaction and the assets acquired as the ACN Energy Assets.

ACN Energy Assets included approximately 80,000 residential and small commercial customers, natural gas
inventory associated with utility and pipeline storage and transportation agreements and nataral gas and electricity
supply, scheduling and capacity contracts, software and other infrastructure. No cash or accounts receivables were
acquired in the transaction and none of ACNU’s legal liabilities were assumed. The ACN Energy Assets purchased
and the operating results generated from the ACN Energy Transaction have been included in our operations as of
February 1, 2005, the effective date of the acquisition. Additionally, we hired certain employees of ACNU and
entered into a Sales Agency Agreement with ACN which allowed us to utilize ACN’s network of independent sales
representatives for the retail sale of energy. The Sales Agency Agreement was terminated by ACN effective

February 9, 2006.

With the termination of the Sales Agency Agreement, ACN's network of sales representatives no longer offered
our electricity and natural pas products afier February 2006. Termination of the Sales Agency Agreement has not
materially affected our relationships with existing customers acquired in the ACN Energy Transaction or
subsequently acquired through ACN's network of sales representatives under the Sales Agency Agreement, but
there is no assurance that we can continue to maintain the relationship with these customers,
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HESCO Customer Acquisition

On September 20, 2006, we entered into an Assct Purchase Agreement with HESCO to acquire certain assets
consisting of contracts with end-use customers in California, Florida, Nevada, Kentucky and Texas consusing
approximately 12 billion cubic feet of natural gas annually. The effective date of the acquisition was September 1,
2006.

We acquired the HESCO assets for approximately $4.1 million in cash. In order to facilitate our integration of the
assets into our operations, we entered into a Transition Services Agreement with HESCO whereby it will provide to
us certain services, primarily counterparty credit and natural gas scheduling for a period ranging from 90 to 120 days
after closing. To secure these services and to guaranty certain of our obligations under the Transition Services
Agreement, we posted a $1.5 million letter of credit in favor of HESCO.

Market and Regulatory

As of July 31, 2006, we served electricity and gas customers in nine states, operating within the jurisdictional
territory of twenty different local utilities. Among other things, tariff filings by local distribution companies, or
LDCs, for changes in their allowed billing rate to their customers in the markets in which we operate, significantly
impact the viability of our sales and marketing plans and our overall operating and financial resulis. Although
regulatory requirements are determined at the individual state, and administered and monitored by the Public Utility
Commission, or PUC, of each state, operating rules and rate filings for each utility are unique. Accordingly, we
generally treat each utility distribution territory as a distinct market.

Electriciy

As of July 31, 2006, we marketed electricity in twelve LDC markets within the six states of California,
Pennsylvania, Michigan, Maryland, New Jersey and Texas.

On April 1, 1998, we began supplying customers in California with electricity as an Eleciric Service Provider, or
ESP. On September 20, 2001, the California Public Utility Commission, or CPUC, issued a ruling suspending the right
of Direct Access, which allowed electricity customers to buy their power from a supplicr other than the electric utilities.
This suspension, although permitting us to keep current direct access customers and to solicit direct access customers
served by other ESPs, prohibits us from soliciting new non- direct access customers for an indefinite period of time.

Currently, several important issues are under review by the CPUC, including a Resource Adequacy Requirement
and a Renewable Portfolio Standard. Additional costs to serve customers in California are anticipated from these
proceedings, however, the CPUC decisions will determine the distribution of costs across all load serving entities.
We cannot currenfly estimate the impact that these issues and anticipated additional costs may have on our future
financial results.

There are no current rate cases or filings in the states of Pennsylvania, Michigan, Maryland, New Jersey or Texas
that are anticipated to impact our financial results.

Natural Gas

As of July 31, 2006, we marketed namral gas in eight LDC markzts within the six states of California, Georgia,
Maryland, New York, Ohio and Pennsylvania. Due to significant increases in the price of natural gas, a number of
LDCs have filed or communicated expectations of filing for approval of rate increases to their customers. Although the
impact of these filings cannot currently be estimated, they are not anticipated to adversely impact our financial results,

We provide natural gas service to residential and small commercial customers in the Dominion East Ohio, or
DEO, and the Columbia Gas of Ohio service areas. In December 2004, DEQ notified the Public Utilities
Commission of Ohio, or PUCOQ, of its desire to exit the commodity market. Its stated goal is to become a
distribution-only company by the end of December 2006. Nearly 60% of DEQ’s customers currently participate in
Customer Choice whereby they are already receiving the commodity portion of the service from a provider other
than DEO. In April 2005, DEO filed with the PUCO to embark upon its plan. The ultimate outcome of this filing is
unknown; however, it is not anticipated to adversely impact our financial results.
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We provide matural gas service to residential and small commercial consumers in the Philadelphia Electric
Company service arca in Pennsylvania. In May 2004, the Pennsylvania Public Utility Commission, or PUC,
undertook an evaluation of the competitiveness of natural gas supply services in the state. If the PUC determines the
market is not sufficiently competitive, further actions will be considered. The potential impact of this evaluation to
our opetations is unknown at this time.

Results of Operations

The following table summarizes the results of our operations for fiscal 2006, 2005 and 2004 (dollars in
thousands):

Fiscal Year Ended July 31,

2806 2095 2004
Diollars % Revegue Dollars % Revenue Daollars % Revenue

Retail electricity sales........ccoocvnrcenenenn. $ 176,290 1% § 186,389 73% $ 203,979 97%
Natural gas sales......ccoeececcrreceimrscecnnenns 61,701 25% 25,476 10% — —
Excess energy sales ......cconeminnrmrernesesnenns 7,627 3% 40,061 16% 5,595 3%
OMHET vt eenerarereeneesnrnnesenennisserareenirsssaserns 1462 _1% ___ 1927 1% 1.049 —
NELTEVENUL ..ocveenecemnirien st cerrnnae e 247,080 100% 253,853 100% 210,623 100%
Direct energy CostS ..o emeocecmcmreeeee 218289 _B9% 225,671 _89% 191.180 _91%
Gross profit.........cccoeeeeeinsneeeeieecen s 28,79 11% 28,182 11% 19,443 9%
Selling and marketing €Xpenses.....verwns 5,231 2% 4,081 1% 4,063 2%
General and administrative expenses ...... 26,939 11% 31,504 13% 23,857 12%
Reorganization and initial public listing

EXPENSES wovurrriimerssnsarsressrsssssessesasvasnsenseses — — — = 3,393 _ 2%
Loss from operations...........ccccovvinvennenn, § (3379 _(2)% % (F403) _(3° 3§ (13870) (%

Fiseal Year Ended July 31, 2006 Compared to Fiscal Year Ended July 31, 2005

Operating results for the year ended July 31, 2006 reflect a loss from operations of $3.4 million compared to a
loss of $7.4 million for the year ended July 31, 2005. The principal reasons for the decrease in the loss from
operations was a $0.6 million increase in gross profit and a $3.5 million decrease in total operating expenses,
comprised of selling, marketing, and gencral and administrative e¢xpenses. Qur net loss for fiscal 2006 was
$2.2 million, compared to a net loss of $6.1 million in fiscal 2005, reflecting the reduction in the loss from
operations.

Gross profit for fiscal 2006 was $28.8 million, a 2% increase compared to gross profit of $28.2 million in fiscal
2003. Gross profit for fiscal 2005 included a gain of $7.2 million from the sale of electricity supply contracts in
Pennsylvania. Gross profit from electricity sales for fiscal 2006 were down slightly from fiscal 2005, as the impact
of higher gross margins on lower electricity sales volumes in our Pennsylvania and Michigan markets were less than
the prior year gain. The lower gross profit from electricity was offset by a $1.3 million increase in gross profit from
natural gas operations, reflecting a full year of operations in 2006 as compared to six months in 2003. This increase
was offset by lower gross profit on sales in our eleciricity markets due primarily to customer atirition and related
lower sales volume in our Pennsylvania and Michigan markets.
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Net revenue
The following table summarizes net revenues for fiscal 2006 and 2005 (dollars in thousands):

Fiseal Year Ended July 31,
2006 2005
Dollars __ % Revenue Dollars % Revenune

Retail Electricity Sates:

L) 111" w11 O UUSUO £ 67,114 27% 3 64,186 25%
Pennsylvania/™New JErsey ... 63,220 26% 76,063 30%
IMHCHEZAN Leoeeeiecer e imee s ettt emems sreesnmaer et nent 21,070 8% 36,754 15%
All Other States, principally TEXBS ....cuiveermeerssiisissssissinsesses 2488 _10% 9386 _ 3%
Total Retail Electricity Sales.........covcieeereenesnvncernoseccrceenas 176,290 _71% 186,380 _73%
Natural Gas Sales:

CAlIFOTTIIA o.vceeeeereeeee v e e e e e b s re s s reee e e e e an 22,375 9% 7,902 3%
OBHO......cee ettt e s et ess e e eane s et e e b e st et et e sasnnsnamanas 24,855 10% 10,782 4%
LT T - I OO 3,853 4% 4,314 2%
All Other SEAIES ....eceeeerervrrerevr e rerarieaneree s sresavassarasaresaeresnarces 5618 2% 2478 1%
Total Natural Gas Sales.........cceceeoeimeeievrnirsreescesee e ccssessonass 61,701 _25% 25476 _10%
Excess Energy Sales.. .. ens s sesmesemsssens 7,627 3% 40,061 16%
OHBEE ... ereereeeeescrererreresassrrereborssus st venssnsasssenersntritebsnsbsstsosnnsnons 1462 _ 1% 1,927 _ 1%
INEE REVEIUE ..o oreeiereeraresrnesacorsasssessirmssnsestorensasesseranesasasmsnsacass 247080 100% $ 253853 100%

Net revenues for fiscal 2006 were $247.1 million, a 3% or $6.8 million decrease from fiscal 2005. The decrease
in net revenue was primarily attributable to:

{1)a $32.4 million decrease in excess energy sales reflecting the impact of shorter-term forward supply
commitments resulting from significant increases in the volatility and price of wholesale electricity and the
conversion of many retail customers to month-to-month variable priced sales contracts. Additionally, excess
energy sales during fiscal 2005 included $9.3 million realized on the January 2005 sale of Pennsylvania
electricity supply contracts back to the ariginal supplier;

(2)a $10.1 million decrease in retail electricity sales due to the impact of customer attrition and related lower
sales volumes in the in Permsylvania/New Jersey and Michigan markets, partly offset by increased sales volumes
in Texas in fiscal 2006 due to a full year of operations and customer growih; and

(3) a $36.2 million increase in natural gas sales due to a full year of operations as compared to six months of
operations in fiscal 2003,

Retail electricity sales for fiscal 2006 were $176.3 million, a 5% decrease from fiscal 2005 reflecting a 33%
decline in electric sales volumes partly offset by higher retail sales prices. In fiscal 2006, we sold
1,767 million kWh, at an average retail price per kWh of $0.099, as compared to 2,631 million kWh sold at an
average retail price per kWh of $0.071 in fiscal 2005. California sales volumes decreased to 759 million kWh
{average sales price per kWh of $0.088) in fiscal 2006 as compared to 819 million kWh (average price per kWh of
$0.078) in fiscal 2005 due principally to normal customer attrition. Pennsylvania and New Jersey’s combined sales
volumes in fiscal 2006 decreased 50% to 565 million kWh (average price per kWh of $0.112) as compared to
1,137 million kWh (average price of $0.067) in fiscal 2005. Sales velumes in Michigan in fiscal 2006 decreased
58% to 253 million kWh (average price per kWh of $0.083) as compared to 603 million kWh (average price per
kWh of $0.061} in fiscal 2005. Sales volumes declines in both our Pennsylvania/New Jersey and Michigan markets
reflect impact of high customer atirition resulting from unfavorable competitive and regulatory changes leading to
the return of customers to the incumbent utility. Texas sales volumes in fiscal 2006 increased to 190 million kWh
(average sales price per kWh of $0.131) as compared to 72 million kWh in fiscal 2005 (average price per kWh of
$0.130) reflecting the full year impact of the customers acquired in February 2005 and the impact of sales,
marketing and customer acquisition initiatives in this market during the second half of fiscal 2006.
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Natural gas sales for fiscal 2006 were $61.7 million, an increase of $36.2 million, or 142%, compared to 2005,
reflecting a full year of thes¢ operations compared to only six months during fiscal 2005. During fiscal 2006, we
sold approximately 5.1 million dekatherms, or DTH, at an average price of $12.00 per DTH as compared to
2.5 million dekatherms at an average price of $10.26 per DTH in fiscal 2005.

We had approximately 80,000 retail electricity customers at both July 31, 2006, and 2005 and approximately
57,000 and 60,000 natural gas customers at July 31, 2006 and July 31, 2005, respectively.

Dirzct energy costs

Direct energy costs, which are recognized concurrentiy with related energy sales, include the commodity cost of
natural gas and electricity, electricity transmission costs from the ISOs, transportation costs from LDCs and
pipelines, other fees and costs incurred from various energy-related service providers and energy-related taxes that
cannot be passed directly through o the customer.

Direct energy costs for fiscal 2006 totaled $218.3 million, 2 decrease of $7.4 million or 3% from fiscal 2003, and
was comprised of $162.5 million for electricity and $55.8 million for natural gas. Electricity cost decreased 21%
from fiscal 2005 due primarily to a8 33% decline in retail sales volumes and lower excess energy purchased. The
average cost of electricity increased to $0.087 per kWh for fiscal 2006 as compared to $0.065 per kWh for fiscal
2005. The decrease in the total cost of electricity during fiscal 2006 was largely offset by a 170% increase in the cost
of natural gas, reflecting a 107% increase in retail sales volumes due to a full year of operations in fiscal 2006 as
compared to six months of operations in fiscal 2005 and an increase in the cost of natural gas supplies for fiscal
2006 to $10.85 per DTH compared to $8.42 per DTH for fiscal 2005.

COperating expenses

Selling and marketing expenses were $5.2 million for fiscal 2006, an increase of $1.1 million from $4.1 million
for fiscal 2005, reflecting the impact of higher advertising, marketing, customer acquisition and telemarketing
expenses. These higher costs due to increased customer acquisition initiatives were partly offset by lower payroll
costs.

General and administrative expenses were $26.9 million for fiscal 2006, a decrease of $4.6 million, from
£31.5 million for fiscal 20035. A decrease of $4.5 million in severance costs related to former executive officers and
lower legal and bad debt expenses were partly offset by increased expenses related to a full year of operations of the
ACN Energy Assets in fiscal 2006 as compared to six months of operations in fiscal 2005.

Other expenses

In July 2005, we sold our entire stock holdings in Turbocor for $2.0 million in cash resulting in recovery of
previous provision for impairment as we then had no basis in Turbocor. There were no such transactions in fiscal
2006. Additionally, in fiscal 2005, we incurred $1.6 million of initial formation litigation costs related to
Commonwealth Energy Corporation’s (our predecessor Company) formation. Initial formation litigation expenses
include legal and litigation costs assoctated with the initial capital raising. There were no such expenses in fiscal
2006.

Interest income, net
Our interest income, net was $1.1 million for fiscal 2006, an increase of $0.2 million from $0.9 million in fiscal

2005. The increase in interest income was primarily due to higher market yields realized on investments offset in
part by lower investable balances.
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Benefit from Income Taxes

We reflected no benefit for income taxes for fiscal 2006 as a valuation aliowance equal to the net deferred fax
assets has been provided due to the uncertainty of future realization of the remaining net deferred tax asset at both

July 31, 2006 and 2003,
Year Ended July 31, 2005 Compared 1o Year Ended July 31, 2004

Operating results for the year ended July 31, 2005 reflect a loss from operations of $7.4 million compared to a
loss of $13.9 million for the year ended July 31, 2004. The principal reasons for the decrease in the loss from
operations were a $8.7 million increase in gross profit and a $3.4 million reduction in reorganization and initial
public listing expenses, partly offset by a $6.0 million increase in general and administrative expenses. Higher
general and administrative expenses were due primarily to added overhead resulting from the addition of natural gas
and electric customers in six new markets as a result of the ACN Energy Transaction and higher severance cost
related to former executive officers.

Gross profit for fiscal 2005 increased to $28.2 million, a 45% increase compared to gross profit of $19.4 million
in fiscal 2004, Higher gross profit reflects $7.3 million from the six months of contribution from the ACN Energy
Assets and a second quarter gain of $7.2 million from repositioning of the customer portfolio and the sale of
electricity supply contracts in Pennsylvania. These gains were partly reduced by lower gross profit on sales in our
traditional electricity markets in California, Michigan and Pennsylvania.

Our net loss for fiscal 2005 was $6.1 million, compared to a net loss of $21.7 million in fiscal 2004. In addition to
the above reasons, in fiscal 2005 we recorded a gain of $2.0 million on the sale of our Turbacor investment
compared to losses in 2004 of $7.1 million for impairment of investments previously held by Summit and
$1.9 million for termination of our equity ownership in Summit.

Net revenue
The following table summarizes net revenues for fiscal 2005 and 2004 (dollars in thousands):

Fiscal Year Ended July 31,
2005 2004
Dollars % Revenme _ Dollars % Revenue

Retail Electricity Sales:

California ...t B 04,186 25% § 78,733 37%
Pennsylvania/New JETSey . ... imireimnssecemcsissnessmisssrsssiniasrreses 76,063 30% 83,941 40%
MICHIZAD ....cucueeeeracrerereniecsenssnreerececmsisissnearmmmrsonsreisassssarerssssenss 36,754 15% 41,303 20%
All Other States, principally TeXas ..........coovivimimnininsenrnanenns 9386 _ 3% _— =
Total Retail Electricity Sales... ..o meveaerneiereereesrcenrrccrecens 186,38¢ _73% _ 203979 _97%
Natural Gas Sales:

CANFOIMEA «.ceceeeee e ceterer s teessre e st essas sarnasesanrsseasensermssesennes 7,902 3% — —
ORi0u1rveeeeieieeieinsiarassaencraressasasssrsssrersaressasnaseresessas sarensmscscas s osass 10,782 4% — —
GEOTGIA ...cv.cvevrvrrvareresomsmecmcrantratas st m et s ssseem e roms st bar 4,314 2% — —
Al OhEr SEAES covemeeecececee et eene et rasae e eenar e 2478 __ 1% e
Total Natural Gas Sales..........ococereersieinnierenrersseeentiessessesineronens 25476 _10% e
Excess Electricity Sales ... s 40,061 16% 5,595 3%
OBBEE oot seieireseesressarasant e smsas s st raras et ssparas pr e mesensmsesenens 1927 _ 1% 1.9 —
INEL REVETIUE. ovcueireercerersisiivesesmsssssesenmsesosnssarassmssesasassaessssrsseanes § 253853 100% § 21062 100%

Net revenues for fiscal 2005 were $253.9 million, a 21% increase compared to net revenues of $210.6 million in
fiscal 2004, The increase in net revenue was primarily attributable to the addition of the ACN Energy Assets and
higher wholesale market prices for electricity. These net revenue increases were partly offset by the impact of lower
sales volumes in our traditional electricity markets in California, Pernsylvania and Michigan,
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Retail electricity sales for fiscal 2005 were $186.4 million, a 9% decrease from fiscal 2004. In fiscal 2005, we
sold 2,631 million kWh, at an average retail price per kWh of $0.071, as compared to 2,977 million kWh sold at an
average retail price per kWh of $0.068 in fiscal 2004. California sales were 819 million kWh at an average price
per kWh of 30.078 in fiscal 2005, as compared te 993 million kWh scld at an average price per kWh of $0.077 in
fiscal 2004. Pennsylvania and Mew Jersey sales were 1,137 million kWh at an average price per kWh of $0.067 in
fiscal 2003, as compared to 1,275 million kWh at an average price of $0.066 in fiscal 2004. Sales in Michigan
decreased to 603 million KkWh at an average price per kWh of $0.661 in fiscal 2603, as compared to 709 miltion
kWh at an average price per kWh of $0.058 in fiscal 2004. Sales volumes in Pennsylvania declined reflecting the
return, beginning in April 2005, of certain residential and small commercial customers to the incumbent utility based
upan competitive factors, Similarly, lower sales volumes in Michigan reflects the impact of regulatory changes
causing nearly ail of Michigan’s large industrial customers to return to the incumbent utility during the year. Sales in
Texas, resulting from the acquisition of the ACN Energy Assets, were $9.4 million in fiscal 2005.

We acquired our natural gas business in six markets in February 2005. in fiscal 2005, natural gas sales were
$25.5 million. We sold approximately 2.5 million dekatherms, or DTH, in fiscal 2005 at an average price of

$10.26 per DTH.

Excess energy sales increased to $40.1 million in fiscal 2005 compared fo $5.6 million in fiscal 2004 reflecting
higher demand and supply balancing activities in our California and Pennsylvania markets resulting primarily from
increased volatility in the market price of electricity. Additionally, excess energy sales include $9.3 million realized
on the sale of Pennsylvania electricity supply contracts back to the original supplier.

We had approximately 80,000 retail electricity customers at July 31, 2005 compared to 102,600 at July 31, 2004.
This 22% reduction in our retail electricity customers largely reflects the competitive imbalance that occurs when
we increase our sales price to our customers hecanse of higher wholesale electricity supply and transmission costs to
us, while at the same time the incumbent utilities faced with the same higher costs have not made corresponding
price increases due to a lack of market responsive ratemaking and a lagging regulatory approval process. The
majority of the decline in our retail electricity customers occurred in our Pennsylvania market. Beginning in April
2005, we returned approximately 21,000 residential and small commercial customers to the incumbent utility in the
Pennsylvania market because we could no longer offer competitive service. In addition, the decline in our customer
base is partly attributed to our focus to increase our commercial and industrial base. We had approximately 60,000
natural gas customers at July 31, 2005,

Direct energy costs

Direct energy costs, which are recognized concuirently with related energy sales, include the commodity cost of
natural gas and electricity, electricity transmission costs from the ISOs, transportation costs from LDCs and
pipelines, other fees and costs incurred from various energy-related service providers and energy-related taxes that
cannot be passed directly through to the customer.

Direct energy costs for fiscal 2005 totaled $204.8 million and $20.9 million for electricity and natural gas,
respectively. Eleciricity cost increased 8% from fiscal 2004 due primarily to the addition of $11.1 million of supply
cost for the electric customers acquired in the ACN Energy Transaction. Higher direct energy costs for electricity
due to increases in average cost to $0.065 per kWh for fiscal 2005, as compared to $0.062 per kWh for fiscal 2004,
were offset by lower kWh purchases in fiscal 2005 compared to fiscal 2004. Direct energy costs for natural gas for
fiscal 2005 averaged $8.42 per DTH.

Operating expenses
Selling and marketing expenses were $4.1 million for fiscal 2005, the same as for fiscal 2004, Lower selling and

marketing expenses for fiscal 2005 resulting from reductions in the cost of our internal customer acquisition efforts
were offset by the additional sales and marketing costs related to the ACN Energy Transaction.
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General and administrative expenses were $31.5 million for fiscal 20035, an increase of $5.6 million, from
$25.9 million for fiscal 2004. The increase in fiscal 2005 reflects $5.3 million of added costs related to the acquired
operations resuiting from the acquisition of assets in the ACN Energy Transaction and $2.6 million in increased
severance costs related to the settlement of the employment contracts of the former executive officers. These higher
costs were partly otfset by a decrease of $2.0 million in costs related to termination of our ownership of Summit and
investment in PEC during fiscal 2004,

Reorganization and initiad public listing expenses

We incurred costs of $3.4 million in fiscal 2004 related to our reorganization into a Delaware holding company
structure and the initial public listing of our commaon stock on the American Stock Exchange. We incurred no such
expenses in fiscal 2003,

Recovery of (provision for) impairment on investments

We have investments in two energy technology companies: Encorp Inc., or Encorp, a developer of sofiware and
hardware for energy and facility management, and Power Efficiency Corporation, or PEC, a manufacturer of
induction motor efficiency products to reduce energy consumption. These two investments and our investment in
Turbocor B.V., or Turbocor, sold in Tuly 2005, were previously held by Summit Energy Ventures, LLC, or Summit,
which we formed in July 2001.

in fiscal 2004, we consolidated Summit and its majority interest in PEC into our financial results. Effective in
May 2004, our equity interest and contractual relationship with Summit were terminated and we acquired direct
ownership in the three companies previously held by Summit. As a result of terminating our relationship with
Summit, we no longer consolidated Summit and PEC. Our ownership interest in PEC was 15% and 14% as of
July 31, 2003 and 2006, respectively. As of July 31, 2005 and 2006, we held a 1.9% interest in Encorp.

In fiscal 2004, we recorded a provision of $7.1 million for impairment on investments previously held by
Summit. Such provision included $4.1 million related to our remaining investinent in Turbocor and resulted in no
investment basis in Turbocor as July 31, 2004, On July 29, 2005, we sold our ownership interest in Turbocor for
$2.0 million.

nitial formation litigation expenses

In fiscal 2005, we incurred $1.6 million of initial formation litigation costs related to Commonwealth Energy
Corporation’s formation, the same amount as fiscal 2004. Initial formation litigation expenses include legal and
litigation costs associated with the initial capital raising.

Loss on termination of Summit
In fiscal 2004, we recorded a loss on the termination of our interest in Summit of $1.9 million. The loss included
contractually owed management fees and iransaction costs of $1.6 million and a reduction of our ownership interest

from 75.9% to 39.9% in PEC to reflect seitlement and the termination of our interest in Summit. We incurred no
such expenses in fiscal 2005.

Minority interest share of loss
Minority interest share of loss represents that portion of PEC’s post-consolidation losses that were allocated to the
non-Summit investors based on their aggregate minority ownetship interest in PEC. For fiscal 2004, the minority
interest share of loss was $1.2 million. We incurred no such losses in fiscal 2005,

Interest income, net

Cur interest income, net was $0.9 million for fiscal 2005, an increase of $0.4 million from $0.5 million in fiscal
2004. The increase in interest income was primarily due to higher market yields realized on short-term investments.
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Income before Provisions Jor Income Taxes

The loss before provision for income taxes was 36.1 million for fiscal 2005, a decrease of $16.6 million,
compared to a loss of $22.7 million for fiscal 2004.

The Company currently has no provision for income taxes for fiscal 2005 compared to a benefit from income
taxes of $1.0 million for fiscal 2004. QOur effective income tax rate was 0.0% for fiscal 2005, compared to an
effective income tax benefit rate of 4.5% for fiscal 2004. The fiscal 2005 decrease in our effective income tax rate
was atiributable to an increase in the valuation allowance equal to the net deferred tax asset due to the uncertainty of
future realization of the remaining net deferred tax as of July 31, 2005.

Liquidity and Capital Resources

Qur principal sources of liquidity to fund ongoing operations have been existing cash and cash equivalents on
hand and cash generated by operations. In June 2006, we entered into a three-year credit facility with a lender to
increase operational liquidity and cash availability. Based upon our current plans, level of operations and business
conditions, we believe these sources will be sufficient to fund expected capital expenditures and to meet our
working capital requirements along with other cash needs over the next twelve months. Cash provided by operating
activities for fiscal 2006 was $6.1 million, compared to cash used in operations of $3.6 million in the prior year. For
fiscal 2006, cash provided by operating activitics was comprised primarily of an increase of $8.4 million in prepaid
expenses and other assets offset by a decrease of $2.8 million in accounts receivabies, net of the provision for
doubtful accounts.

Cash used in investing activities was $4.7 million in fiscal 2006, as compared to $28.0 million provided by
investing activities in fiscal 2005. The cash used in investing activities in fiscal 2006 was primarily for the upgrades
in our key customer billing, risk management and customer contact platforms. The cash provided in fiscal 2005
reflects the benefit from a $43.3 million decrease in short-term investiments partly offset by $14.5 million of cash
used for the purchase of assets in the ACN Energy Transaction.

Cash used in financing activities during fiscal 2006 was $11.7 million, as compared to cash used in financing
activities of $1.9 million during fiscal 2005. In fiscal 2066, restricted cash increased by $8.9 million which was
primarily due to requirements of our new credit facility.

Credit terms from our suppliers often require us io post collateral against our energy purchases and against our
mark-to-market exposure with certain of our suppliers. As of July 31, 2006, we had $17.1 million in restricted cash
in connection with a $10 million requirement of our new credit facility and to secure a $6 million letter of credit to
the state of Pennsylvania that was satisfied with an unsecured bond in fiscal 2005. We also have $2.5 million in
deposits pledged as collateral to our energy suppliers in connection with energy purchase agreements.

As of July 31, 2006, cash and cash equivalents decreased to $22.9 million compared with $33.3 million at
Tuly 31, 2005, This decrease of $10.4 million was partly offset by increases of $2.1 million at July 31, 2006 m
restricted cash, cash equivalents and deposits. Resiricted cash and cash equivalents at July 31, 2006 was
$17.1 million, compared ta $8.2 million at July 31, 2005, while cash deposits totaled $2.5 million at July 31, 20086,
compared to $11.3 million at July 31, 2005, These changes reflect the impact of changing banks and energy supplier
credit requirements, implementation of the recent $50¢ million credit facility, described below, wherein we are
choosing to rely more on letters of credit rather than cash deposits as collateral.

Credit Facility

On June 8, 2006, we entered into a Loan and Security Agreement, or credit facility, with Wachovia Capital
Finance Corpaoration {Western), or Agent, for up to $50 million. The three-vear credit facility provides for issuance
of letters of credit and for revolving credit loans which we may use for working capital and general corporate
purposes and is secured by substantially all of our assets. The availability of letters of credit and loans under the
credit facility is limited by a calculated borrowing base consisting of the majority of our cash, receivables and
natural gas inventories. As of July 31, 2006, the Agent and The CIT Group/Business Credit, Inc., or the Lenders,
had issued $17.6 million in letters of ¢redit in our favor, and there were no outstanding berrewings. Fees for letters
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of credit issued are 1.75 percent per annum, if Excess Availability, as defined in the credit facility, is less than
$25 million, and 1.50 percent, if greater. We also pay an unused line fee equal to 0.375 percent of the unutilized
credit line. Generally, outstanding borrowings under the credit facility are priced at a domestic bank rate plus
0.25 percent or LIBOR. plus 2.75 percent.

The credit facility contains covenants, subject to specific exceptions, restricting Commerce Energy, the Company
and their subsidiaries to: (a) incur additional indebtedness; (b) grant certain liens; {c) dispose of certain assets;
(d) make certain restricted payments; (e} enter into certain other agreements; and (f) make certain investments. The
credit facility also restricts our ability to pay cash dividends on our common stock; restricts Commerce Energy from
making a cash dividend to us without the Lenders’ consent and limits the amount of our annual capital expenditures
to $3.5 million without the consent of the Lenders. We must also maintain a minimum of $10 miliion of Eligible
Cash Collateral, as defined in the credit facility, at all times.

On September 20, 2006, the Company entered into an amendment of the credit facility, or the First Amendment,
through which the Lenders waived prior or existing instances of non-compliance by Commerce Energy with
covenants contained in the credit facility relating to maintenance of a Fixed Charge Coverage Ratio, as defined in
the credit facility, maintenance of Eligible Cash Collateral, capital expenditures and the notification to the Lenders
of the grant of certain lichs to a natural gas supplier. Through the First Amendment, the Lenders also agreed to
certain prospective waivers of covenants in the credit facility to enable Commerce Energy to consummate the
HESCO Acquisition in compliance with the credit facility, including the requirement that all of our assets be
pledged under the credit facility, the prohibition against us agreeing to guaraniee any other party’s abligations, the
need for us to maintain certain levels of Excess Availability and Eligible Cash Collateral as of the date of the
HESCO Acquisition and the requirement that Commerce Energy provide at least 30 days prior written notice of the
HESCO Acquisition.

On October 26, 2006, the Company entered into a second amendment of the credit facility, or the Second
Amendment, through which the Lenders waived prior or existing instances of non-compliance by Commerce Energy
with covenants contained in the credit facility relating to the maintenance of a minimum Fixed Charge Coverage
Ratio and a minimum amount of Excess Availability. The Lenders also agreed in the Second Amendment to
{a) defer prospective compliance with the Fixed Charge Coverage Ratio covenant and (b) reduce the minimum
amount of Excess Availability that Commerce Energy will be required to maintain for a period of time in the future.

Planned capital expenditures

Qur planned capital expenditures for fiscal 2007 are approximately $4.0 million and are comprised of carryover
expenditures related to key upgrades of our risk management, customer billing and customer load forecasting
systems that began in fiscal 2006, and other information systems and hardware upgrades related to improved
customer order entry and increased customer service. These expenditures are expected to be pro rata throughout the
year and funded out of working capital.

Off-Balance sheet arrangements

We have no off-balance sheet arrangements and have no transactions involving unconsolidated, limited purpose
entities.

Contractual obligations

As of July 31, 2006, we had commitments of $51.5 million for energy purchase, transportation and capacity
contracts. These contracts are with various suppliers and extend through December 2007.

Our most significant operating lease pertains to our corporate office facilities. All of our other operating leases
pertain to various equipment, technology, and secondary office facilities. Certain of these operating leases are non-
cancelable and contain clauses that pass through increases in building operating expenses. We incurred aggrepate
rent expense under operating leases of $0.93 million, $1.2 million and $0.93 million during fiscal 2006, 2005 and
2004, respectively.
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The following table shows our contractual commitments for energy purchase anﬂ operating leases as of July 31,
2006 (dollars in thousands):

Payments Due’ b[ Period

Less Than More Than
Contractual Obligations Totsl lYear _1J¥ears _FSWears _ 5Years
Energy purchases ......c.ocvmenieeccceceeseveeces $ 51,509 $ 49366 $ 2,143 $ — $ —
Operating [eases .......covcevecernrcreanerenirersrenn. 2,226 1.088 1.138 — —
TOAL....oovvvevevevssssesssssssmessenessseesssesssserssenssens § 53735 § 50454 § 3281 $ — § —

Additionally, as of July 31, 2006, $17.6 million of letters of credit has been 1ssued to energy suppliers and others
pursuant to the terms of cur credit facility.

Seasonal Influences

Demand for electricity and natural gas are continually influenced by both seasonal and abnmormal weather
patterns. To the extent that one or more of our markets experiences a period of unexpected weather, we may be
required to either procure additional energy to service our customers or to sell surplus energy in the open market.
Generally, unexpectedly high or lower than normal energy demand from our customers increases the relative cost of
our energy supplies. ‘

Critical Accounting Policies and Estimates

The following discussion and analysis of our financial condition and operating results are based on our
consolidated financial statements, The preparation of this Annual Report on Form 10-K requires us to make
estimates and assumptions that affect the reported amounts of assets and liabilities, disclosure of contingent assets
and liabilities at the date of our financial statements, and the reported amount of revenue and expenses during the
reporting period. Actual results may differ from those estimates and assumptions. In preparing our financial
siatements and accounting for the underlying transactions and balances, we apply our accounting policies as
disclosed in our notes to the consolidated financial statements. The accounting policies discussed below are those
that we consider to be critical to an understanding of our financial statements because their application places the
most significant demands on our ability to judge the effect of inherently uncertain matters on our financial results.
For all of these policies, we caution that future events rarely develop exactly as forecast, and the best estimates
routinely require adjustment,

* Accounting for Derivative Instruments and Hedging Activities — We purchase substantially all of our power
and natural gas under forward physical delivery contracts for supply to our retail customers. These forward
physical delivery contracts arg defined as commodity derivative contracts under Statement of Financial
Accounting Standard, or SFAS No. 133, “Accounting for Derivative Instruments and Hedging Activities™.
Using the exemption available for qualifying contracts under SFAS No. 133, we apply the normal purchase and
normal sale accounting treatment to a majority of our forward physical delivery contracts. Accordingly, we
record revenue generated from customer sales as encrgy is delivered to our retail customers and the related
energy cost under our forward physical delivery contracts is recorded as direct energy costs when received from
our suppliers. We use financial derivative instruments (such as swaps, options and futures) as an ¢ffective way
of assisting in managing our price risk in energy supply procurement. For forward or future contracts that do not
meet the qualifying criteria for normal purchase, normal sale accounting treatment, we elect cash flow hedge
accounting, where appropriate.

We also utilize other financial derivatives, primarily swaps, options and futures to hedge our commodity price
risks. Certain derivative instruments, which are designated as economic hedges or as speculative, do not qualify
for hedge accounting treatment and require current period mark to market accounting in accordance with
SFAS No. 133, with fair market value being used to determine the related income or expense that is recorded
each quarter in the statement of operations. As a result, the changes in fair value of derivatives that do not meet
the requirements of normal purchase and normal sale accounting treatment or cash flow hedge accounting are
recorded in operating income (loss) and as a current or long-term derivative asset or liability. The subsequent
changes in the fair value of these contracts could result in operating income (loss) volatility as the fair value of
the changes are recorded on a net basis in direct energy costs in our consolidated statement of operations for
each period.
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As a result of a sale on January 28, 2005 of two significant electricity forward physical delivery contracts (on a
net cash settlement basis) back to the original supplier, the normal purchase and normal sale exemption under
SFAS No. 133 was no lenger available for our Pennsylvania market (PIM-ISO). Accordingly, for the period from
February, 2005 through July, 2006, we designated forward physical delivery comtracts entered into for our
Pennsylvania electricity market (PTM-1S0) and certain other forward fixed price purchases and financial derivatives
as cash flow hedges, whereby market to market accounting gains or losses are deferred and reported as a component
of Other Comprehensive Income (Loss) until the time of physical delivery and the fair value of the coniracts is
recorded as a current or long-term derivative asset or liability. Subsequent changes in the fair value of the derivative
assets and liabilities are recorded on a net basis in Other Comprehensive Income (Loss) and subsequently
reclassified as direct energy cost in our consolidated statement of operations as the power is delivered. To the extent
that the hedges are not effective, the ineffective portion of the changes in fair market value is recorded currently in
direct energy costs,

»  Utility and independent system operator — Included in direct energy costs, along with the cost of energy that
we purchase, are scheduling costs, Independent System Operator, or ISO, fees, interstate pipeline costs and
utility service charges. The actual charges and certain energy costs are not finalized until subsequent
settlement processes are performed for all distribution system participants. Prior to the completion of
settlements (which may take from one to several months), we estimate these costs based on historical trends
and preliminary settlement information. The historical trends and preliminary information may differ from
actual information resulting in the need to adjust previous estimates.

«  Allowance for doubtful accourts — We maintain allowances for doubtful accounts for estimated losses
resulting from non-payment of customer billings. If the financial conditions of certain of our customers were
to deteriorate, resulting in an impairment of their ability to make payments, additional allowances may be
required.

+  Net revenue and unbilled receivables — Our customers are billed monthly at various dates throughout the
month. Unbilled receivables represent the estimaied sale amount tor power delivered to a customer at the end
of a reporting period, but not vet billed. Unbilled receivables from sales ar¢ estimated based upon the amount
of power delivered, but not vet billed, multiplied by the estimated sales price per unit.

» Inventory — Iuventory consist of patural gas in storage as required by state regulators and contracted
obligations under customer choice programs. Inventory is stated at the lower of ¢ost or market.

+  Customer Acquisition Cost — Direct Customer acquisition ¢osts paid to third parties and directly related to
specific new customers are deferred and amortized over the life of the initial customer contract, typically one
year.

* Legal matters — From time to time, we may be involved in litigation matters. We regularly evaluate our
exposure to threatened or pending litigation and other business contingencies and accrue for estimated losses
on such matters in accordance with SFAS No. 5, “Accounting for Contingencics.” As additional information
about current or future litigation or other contingencies becomes available, management will assess whether
such information warrants the recording of additional expense relating to our contingencies. Such additional
expense could potentially have a material adverse impact on our results of operations and financial position.

Recent Accounting Standards

SFAS 154, Accounting Changes and Error Corrections, a replacement of APB 20 and FASB Statement No. 3
{SFAS 154), applies to all voluntary changes in accounting principles and to changes required by an accounting
pronouncement in instances where the pronouncement does not include specific transition provisions. APB 20
previously required that most voluntary changes in accounting principle be recognized by including in net income of
the period of the change the cumulative effect of changing to the new accounting principle. SFAS 154 requires
retrospective application to prior periods’ financial statements of changes in accounting principle, unless it is
impracticable to do so. This statement is effective for accounting changes and corrections of errors made in fiscal
years beginning after December 15, 2005. No such changes have been made by us in fiscal 2006.
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In February 2006, the FASB issued SFAS 153, an amendment of FASB Statements No. 133 (SFAS 133),
Accounting for Derivative Instruments and Hedging Activities, and No. 140 (SFAS 140), Accounting for Transfers
and Servicing of Financial Assets and Extinguishments of Liabilities. SFAS 155 amends SFAS 133 to allow
financial instruments that have embedded derivatives to be accounted for as a whole, if the holder elects to account
for the whole instrument on a fair value basis, and provides additional guidance on the applicability of SFAS 133
and SFAS 140 to certain financial instruments and subordinated concentrations of credit risk. SFAS 155 is effective
for all hybrid financial instruments acquired or issued by the company on or after January 1, 2007. We are currently
evaluating the impact SFAS 155 will have on its consolidated financial statements, but does not expect that the
impact wilt be material

In September 2005, EITF Issue No. 04-13, Accaunting for Purchases and Sales of Inventory with the Same
Counterparty. This consensus concludes that an entity is required to ireat sales and purchases of inventory between
the entity and the same counterparty as one transaction for purposes of applying APB Opinion No. 29, Accounting
for Nonmonetary Transactions, as amended, when the transactions are entered into in contemplation of each other.
In addition, non-monetary exchanges whereby an entity transfers finished goods inventory in exchange for receipt of
raw materials or work-in-process inventory within the same line of business will be recognized at fair value if
certain conditions pertaining to fair value determination are met. The consensuses will be applied to new
arrangements entered into, or modifications or renewals of existing arrangements, in the first interim or annual
reporting period beginning after March 15, 2006.

Item 7A. Quantitative and Qualitative Disclosures about Marke! Risk.

Qur activities expose us to a variety of market risks principally from the change in and volatility of commodity
prices. We have established risk management policies and procedures designed to manage these risks with a strong
focus on the retail nature of our business and to reduce the potentially adverse effects these risks may have on our
operating results, Our Board of Directors and the Audit Commitice of the Board oversee the risk management
program, including the approval of risk management policies and procedures. This program is predicated on a strong
risk management focus combined with the establishment of an effective system of internal controls. We have a Risk
Oversight Committee, or ROC, that is responsible for establishing risk management policies, reviewing procedures
for the identification, assessment, measurement and management of risks, and the monitoring and reporting of risk
exposures. The ROC is comprised of all key members of senior management and is chaired by the Vice President,
Risk Management.

Commodity Risk Management

Commodity price and volume risk arise from the potential for changes in the price of, and transpertation costs for,
eleciricity and natural gas, the volatility of commaodity prices, and customer usage fluctuations due to changes in
weather and/or customer usage patterns. A number of factors associated with the structure and operation of the
energy markets significantly influence the level and volatility of prices for energy commodities. These factors
include seasonal daily and hourly changes in demand, extreme peak demands due to weather conditions, available
supply resources, transportation availability and reliability within and between geographic regions, procedures used
to maintain the integrity of the physical electricity system during extreme conditions, and changes in the nature and
extent of federal and state regulations. These factors can affect energy commodity and derivative prices in different
ways and to different degrees.

Supplying electricity and natural gas to our retail customers requires us to match the projected demand of our
customers with contractual purchase commitments from our suppliers at fixed or indexed prices. We primarily use
forward physical energy purchases and derivative instruments to minimize significant, unanticipated eamings
fluctuations caused by commodity price volatility. Derivative instruments are used to limit the unfavorable effect
that price increases will have on electricity and natural gas purchases, effectively fixing the future purchase price of
electricity or natural gas for the applicable forecasted usage and protecting the Company from significant price
volatility. Derivative instruments measured at fair market value are recorded on the balance sheet as an asset or
liabitity. Changes in fair market value are recognized currently in earnings unless the instrument has met specific
hedge accounting criteria. Subsequent changes in the fair value of the derivative assets and liabilities designated as a
cash flow hedge are recorded on a net basis in Other Comprehensive Income (Loss) and subsequently reclassified as
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direct energy cost in the statement of operations as the energy is delivered. While some of the contracts we use to
manage tisk represent commodities or instruments for which prices are available from external sources, cther
commodities and certain contracts are not actively iraded and are valued using other pricing sources and modeling
techniques to determine expected future market prices, contract quantities, or both. We use our best estimates to
determine the fair value of commodity and derivative contracts we hold and sell. These estimates consider various
factors including closing exchange and over-the-counter price quotations, time value, volatility factors and credit
exposure. We do not engage in trading activities in the wholesale energy market other than to manage our direct
energy cost in an attempt to improve the profit margin associated with the requirements of our retail customers.

With most clectricity and natural gas customers, we have the ability to change prices with short notice; and,
therefore, the impact on gross profits from increases in energy prices is not material for these customers. However,
sharp and sustained price increases could result in customer attrition without corresponding price increases by local
utilities and other competitors. Approximately 22% of our electricity customers and 28% of our natural gas
customers arc subject to multi-month fixed priced unhedged contracts and, accordingly a $10 per megawatt hour
increase in the cost of purchased power and a $1.00 per mmbtu increase in the cost of purchased natural gas could
result in an estimated $860,000 decrease in gross profit for power, and an estimated $540,000 decrease in gross
profit for natural gas, respectively, for fiscal 2007.

Credit Risk

Our primary credit risks are exposure to our retail customers for default on their contractual obligations. Given
the high credit quality of the majority of our energy suppliers, credit risk resulting from failure of our suppliers to
deliver or perform on their contracted energy commitments is not considered significant.

The retail credit default or nonpayment risk is managed through established credit policies which actively require
screening of customer credit prior to contracting with a customer, potentially requiring deposits from customers and
actively discontinuing business with customers that do not pay as contractually obligated. Retail credit quality is
dependent con the economy and the ability of our customers to manage through unfavorable economic cycles and
other market changes. If the business environment were to be negatively affected by changes in economic or other
market conditions, our retail credit risk may be adversely impacted.

Counterparty credit risks result primarily from credit extended to us for our purchases of energy from our
suppliers. Favorable credit terms from our suppliers make it easier to procure wholesale energy to service our
customers; however, adverse market conditions or poor financial performance by us may result in a reduction or
elimination of available unsecured counterparty credit lines. Additionally, we have significant amounts of energy
comumitments to our contracted term customers that we have hedged forward, often for several months. A significant
decrease in energy prices could adversely impact our cash collateral requirements.

Interest Rate Risk

Since we had no short or long-term debt outstanding at July 31, 2006, our only exposure to interest rate risks is
limited to our investment of excess cash balances in interest-bearing instruments. We generally invest cash
equivalents in short-term credit instruments consisting primarily of high credit quality, short-term money market
funds and insured, re-marketable government agency securities with interest rate reset maturities of 90 days or less.
We do not expect any material loss from our investments and we believe that our potential interest rate exposure is
not material. As our practice has been, and currenily continues to be, to only invest in high-quality debt instruments
with maturities or remarketing dates of 90 days or less, we currently are not materially susceptible to interest rate
risks.

Itern 8. Firnancial Statements and Supplementary Data.

The financial statement information, including the reports of the independent registered public accounting firms,
required by this Ttem 8 is set forth on pages F-1 to F-33 of this Annual Report on Form 10-K and is hereby
incorporated into this Item 8 by reference. The Quarterly Financial Information required by this Item 8 is set forth
on page F-33 (Note 18 to the Notes to Consolidated Financial Statements) of this Annual Report on Form 10-K and
is hereby incorporated into this Item 2 by reference.
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Item 9. Changes in and Disagreemenis with Accountants on Accounting and Financial Disclosure.
None.
Item %A. Controls and Procedures
Evaluation of Disclosire Controls and Procedures.

Our Chief Executive Officer and Chief Financial Officer have concluded, based on their evaluations of the end of
the period covered by this report, that our disclosure controls and procedures (as defined in Rule 13a-15(e) or 15d-
15(e) under the Securities Exchange Act of 1934, as amended) are effective to ensure that all information required to
be disclosed by us in the reports filed or submitted by us under the Securities Exchange Act is recorded, processed,
summarized and reported within the time periods specified in the SEC’s rules and forms and include controls and
procedures designed to ensure that information required to be disclosed by us in such reports is accumulated and
communicated to our management, including the Chief Executive Officer and the Chief Financial Officer, as
appropriate, ta allow timely decisions regarding required disclosure.

Changes in Internal Controls.

In connection with the above-referenced evaluation, no change in our internal control over financial reporting
occurred during the fourth quarter of fiscal 2006 that has materially affected, or is reasonably likely to materially
affect, our internal control over financial reporting.

Item 9B. Other Information.
Amendment to Credit Facility

On QOctober 26, 2006, Commerce Energy, Wachovia Capital Finance Corporation (Western), as agent, for the
lenders, or the Lenders, and The CIT Group/Business Credit, Inc., as co-Lender, entered into a Second Amendment
to Loan and Security Agreement and Waiver, or the Second Amendment, amending the Loan and Security
Agreement, or the credit facility, dated June 8, 2006 among Commerce Energy and Wachovia Capital Finance
Corporation (Western), as agent, which was first amended on September 20, 2006. Through the Second
Amendment, the Lenders waived prior or existing instances of non-compliance by Commerce Energy with
covenants contained in the credit facility relating to the maintenance of a minimum Fixed Charge Coverage Ratio
and 8 minimum amount of Excess Availability, as such terms are defined in the credit facility. The Lenders also
agreed in the Second Amendment to (a)defer prospective compliance with the Fixed Charge Coverage Ratio
covenant and (b) reduce the minimum amount of Excess Availability that Commerce Energy will be required to
maintain for a period of time in the future.

The foregoing summary of the Second Amendment is not complete and is qualified in its entirety by reference to
the actual Second Amendment, which is attached hereto as Exhibit 10.91 and incorporated herein by reference.
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PART 11
Item 10. Directors and Executive Officers of the Registrant.
Information About Our Directors

Our Certificate of Incorporation and Bylaws provide for a “classified” Board of Directors. The number of
authorized directors is currently seven. At present, there are two Class I directors, whose terms expire at the annual
meeting of stockholders to be held after the completion of fiscal 2007; two Class II directors, whose terms expire at
the Company’s annual meeting of stockholders to be held afier the completion of fiscal 2008; and two Class 11
directors, whose terms expire at the upcoming annual meeting of stockholders to be held after the completion of
fiscal 2006. The following table sets forth information regarding our directors, including their ages as of October 13,
2006, and business experience during the past five years. Each of our directors has served continuously as one of our
directors since the date indicated in his biography below.

Namg aud Position Age Principal Occupation 2ad Other Information
Class 1 Directors
Steven 8. BOSS....coccvvermieeeerecerennenns 60  Mr. Boss was appointed to the Boatd of Directors on July 22, 2005 and

appointed Chief Executive Officer of Commerce Energy Group, Inc. in
August 2005. Since August 2005, Mr. Boss has also served as a
director and President of Commerce Energy, Inc., and as & director and
the Chief Executive Officer of Skipping Stone Inc. From 2003 to
August 2005, Mr. Boss was an attorney in private practice specializing
in the representation of energy companies and commercial energy
users. From 2000 to 2003, Mr. Boss served as president of Energy
Buyers Network, LLC, an energy consulting firm that provided
regulatory rtepresentation and structured direct access energy
transactions for commercial energy users. From 1999 to 2000, he
served as president of both Siema Pacific Energy Company and Nevada
Power Services, non-regulated energy services operating subsidiaries of
Sierra Pacific Resources. Prior to that, Mr. Boss served in various legal
and senior management positions in a number of energy companies and
practiced law in private practice. From 1934 to 1992, Mr. Boss served
as president and chief executive officer of Sunrise Energy Services,
Inc., an independent natural gas marketing company with shares listed
on the American and London Stock Exchanges. Mr. Boss received a
Bachelor of Science in Aerospace Engineering from the University of
Texas and a Juris Doctor from the University of Southern California.
He has been 2 member of the State Bar of California since 1974,

Gary J. Hessenauer............ccconueeeuns 51  Mr. Hessenauer has served as a director of Commerce Energy Group,
Inc. since August 29, 2005. Mr. Hessenauer is a member of the
Compensation Committee and serves as the Chair of the Strategic
Opportunities Committee of the Board. Since 2003, Mr. Hessenauver
has been an investor and advisor to early stage companies. From 2002
to 2003, Mr. Hessenaver served as President and Chief Executive
Officer of Sixth Dimension, an energy technology company that
developed solutions for real-time monitoring and control of dispersed
energy assets. From 2000 to 2001, he served as Senior Vice President
of Sempra Energy Solutions, a retail energy services provider that also
provided non-regulated energy marketing and trading services. Sempra
Energy Solutions was a subsidiary of Sempra Energy, a large
distributor of natural gas and electricity that is listed on the New York
Stock Exchange. Prior to that, he served in management positions with
a number of public and private companies. These positions included
Vice President, Marketing and Sales for the retail energy services
subsidiary of Edison International from 1996 to 1997 and Corporate
Area General Manager of multiple business unit development
operations for the General Electric Company from 1988 to 1994 and
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Name and Pasition

Class II Directors
Mark S. Juergensen .........oveereneeranne

Charles E. Bayless........cccccvvvvreeeees

Class HI Directors

Dennis R. Leibel

63

Principal Occupation and Oiber Information
Regional Sales Manager for General Electric Company’s Electrical

Distribution and Control business unit from 1984 to 1987,
Mr. Hessenauer holds a Bachelor of Science Degree in Mechanical
Engineering from the United States Naval Academy and completed
Stanford University’s executive business program.

Mr. Juergensen has served as a director of Commerce Energy Group,
Inc. since December 2003, Mr. Juergensen is a member of the Audit,
Compensation, and Strategic Opportunities Committees of the Board
and is the Chair of the Nominating and Corporate Govemance
Committee. He also has served as a director of Commerce Energy, Inc.
from May 2003 to August 2005 and as a director of Skipping Stone Inc.
and Utilihost, Inc. from August 2005 to January 2006, Mr. Juergensen
has served as Vice President of Sales and Marketing for Predict Power,
an energy solution software company he co-founded, since May 2000,
Mr. Juergensen also is a director of Sterling Energy International, Inc.,
a privale management service company in the power generation
industry, and an investor and advisor to various early-stage technology
and energy companies. From February 1995 to June 2000, he served in
multiple leadership positions, including as a Commercial Manager, for
Solar Turbines, Caterpillar’s gas turbine division. From February 1992
to February 1995, he served as Director of Management Services for
Sterling Energy Intermational, a power generation management
consulting firm he co-founded. Mr. Juergensen received a Bachelor of
Science degree in Electrical Engineering from the University of
Southern California.

Mr, Bayless has served as a director of Commerce Energy Group, Inc.
since July 2004. Mr, Bayless is a member of the Audit and Nominating
and Corporate Governance Committees of the Board. Mr. Bayless has
been the President of the West Virginia University Institute of
Technology since April 2005, Mr. Bayless held the position of Chief
Executive Officer and President of Illinova and Illinois Power from
July 1998 until September 1999 and served as Chairman of lllinova and
Illinois Power from August 1998 until his retirement in December
1999. Priar to that, he was Chairman, President and Chief Executive
Officer of Tucson Electric Power. Mr. Bayless served as a Director of
linova and I[llinois Power from 1998 until the closing of the merger
with Dynegy Inc. in February 2000, and served as a director of Dynegy
Inc. from February 2000 until May 2006. Mr. Bayless received his
Bachelor of Science degree in Electrical Engineering from West
Virginia Institute of Technology. He earned a Master of Science degree
in Electrical Engineering with a focus in Power Engineering, and in
1972 received his law degree, both from West Virginia University.
Mr. Bayless also holds an MBA degree from the Graduate School of
Business Administration at the University of Michigan.

Mr, Leibel has served as a director of Commerce Energy Group, Inc.
since December 2005. Mr. Leibel is a member of the Audit and
Strategic Opportunities Committees of the Board and is the Chair of the
Compensation Committee. Mr. Leibel served as a founding partner of
Esquire Associates LLC, a financial consuliing business since 1998.
Mr. Leibel is also a private investor and a retired financial and legal
executive. Mr. Leibel has served on the board of directors of Microsemi
Corporation since May 2002 and as its Chairman since July 2004,
Mr. Leibel has served on the board of directors of DPAC Corporation
since February 2006 and chairs their audit committee. Mr. Leibel holds
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Name and Position Age Priucipal Occupation and Other Information
a Bachelor of Science degree in accounting from Brooklyn College, a
Juris Doctor degree from Brooklyn Law School and an LL.M. degree in
taxation from Boston University School of Law.

Roberi C_ Perkins .............ccccorerereenes 67 Mr. Perkins has been the Chairman of the Board of Directors of

Commerce Energy Group, Inc. since May 2005. Mr. Perkins has served
as a director of Commerce Energy Group, Inc. since December 2003
and was a director of Commonwealth Energy Corporation from 1999 ta
January 2006, Mr. Perkins is a member of the Compensation,
Nominating and Corporate Governance and Strategic Opportunities
Committees of the Board and is the Chair of the Audit Committee,
Mr. Perkins has served as Chairman and Chief Executive Officer of
Hospital Management Services, a provider of financial and
management consulting services to hospitals and similar institutions
since June 1969. Mr. Perkins received his Bachelor of Science degree
in accounting from Bob Jones University.

There are no arrangements or other understandings pursuant to which any of the persons listed in the table above
was selected as a director or nominee.

Information with Respect to Qur Executive Officers

Information regarding our executive officers is included in Item LC of Part I of this Annual Report on Form 10-K
under the caption “Executive Officers of the Registrant,” and is hereby incorporated herein by reference.

Section 16(a) Beneficial Ownership Reporting Compliance

Section 16(a) of the Exchange Act requires our directors and executive officers, and persons who beneficially
own more than 10% of a registered class of our equity securities to file with the SEC initial reports of ownership and
reports of changes in ownership of our common stock and other equity securities. Officers, directors and beneficial
owners of more than 10% of our common stock are required by SEC regulations to furnish us with copies of all
Section 16(a) forms they file.

To owr knowledge, based solely on review of the copies of such reports furnished to us and written
representations that no other reports were required during fiscal 2006, and except as disclosed in the following
paragraph, our officers, directors and beneficial owners of more than 16% of our common stock complied with all
Section 16(a) filing requirements during fiscal 2006.

The following person made a late filing of a report under Section 16(a) of the Exchange Act that related to a
transaction that occurred during fiscal 2006: Lawrence Clayton, Jr., our Chief Financial Officer, filed a late Form 4
in connection with the purchase of our common stock in December 2005,

Code of Ethics

We have adopted a Code of Business Conduct and Ethics that applies to all of our directors, officers and
emplayees including our principal executive officer, principal financial officer and principal accounting officer and
all of our other officers and employees. In the event that we make any amendment to, or grant any waiver of, a
provision of the Code of Business Conduct and Ethics that applies to our principal executive officer, principal
financial officer or principal accounting officer, we intend to disclose such amendment or waiver by including such
information as an exhibit in future filings.

Audit Committee and Audit Committee Financial Expert

Charles E. Bayless, Mark S. Juergensen, Dennis R. Leibel and Robert C. Perkins are the members of our Audit
Committee. Our Board of Directors has determined that each member of the Audit Committee is “independent”™ as
defined under the rules of the SEC and the American Stock Exchange. Furthermore, the Board of Directors has
determined that Mr. Perkins, the Chairman of the Audit Committee, is an “audit committee financial expert™ as
defined under the rules of the SEC.
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Item 11. Executive Compensation.
Compensation of Executive Officers

We are required by the SEC to disclose compensation paid by us during the last three fiscal years to {a) any
person who served as our principal executive officer during fiscal 2006; (b) our four most highly compensated
execuiive officers, other than the principal executive officer, whe were serving as executive officers af the end of
fiscal 2006; and (c) up to two additional individuals for whom such disclosure would have been provided under
clause (b) above but for the fact that the individual was not serving as an executive officer at the end of fiscal 2006;
provided, however, that no disclosure need be provided for any executive officer, other than the principal executive
officer, whose total annual salary and bonus does not exceed $100,000. Accordingly, we are disclosing information
regarding compensation paid by us during the last three fiscal years to (a) Steven S. Boss, our Chief Executive
Officer; (b) Thomas L. Ulry, our Senior Vice President, Sales and Marketing, and Lawrence Clayton, Jr., our Chief
Financial Officer, the two most highly-compensated executive officers, other than the chief executive officer, who
were serving as executive officers at the end of fiscal 2006 and whose salary and bonus exceeded $100,000;
{c) Peter Weigand, our former President, who served as the Company’s chief executive officer in fiscal 2006; and
(d} Richard L. Boughrum, our former Chief Financial Officer, for whom disclosure would be required as one of our
most highly-compensated executive officers, but for the fact that he was not serving as an executive officer of the
Company at the end of fiscal 2006, All of these officers are referred to in this Annual Report as the “Named
Executive Officers.”

Summary Compensation Table

The following table sets forth for each of the past three fiscal years, atl compensation received for services
rendered in all capacities by the Named Executive Officers.

Long Term Compensation
Awanily

—Lavous
Securities
Annual Compensation Restricted Underlying
Fiscal Other Annual Steck Optians/ LTIP Al Other
Name apd Princigal Position Year Salary Begus Cympensation{6} Awprdis) SARs Pavouts = G
Steven 8. Boss(1)...ccoouirinens 2006 § 405001 — — $ 300,000(7) 300,000 — —
Chief Executive Officer 2005 - — — — —_ — —
2004 —_ — — — — — —_
Lawrence Clayton, fr.(2)....... 2006 § 176960 — — $ 72000(7) 120,000 —
Chief Financial Qfficer 2003 -—_ — — — — — —
2004 - — — — — —
Thomas L. Ulry(3) ..ccoereernne 2006 § 22747 — — $ 45,600(7) 100,000 —_
Sr. VP, Sales & 2005 § 83462 — - — — — —
Marketing 2004 —_ - — — — —
Peter T. Weigand(4).............. 2006 $ 127,732 — — — — — ¥ 3566,667(9)
Former President 2005 § 400000 — — — 600,000 —_ —_
2004 $ 130,789 — — — — — —
Richard L. Boughrum(3)....... 2006 $§ 121,215 — — — — — % 499.874(9)
Former Chief Financial 2005 § 350,000 — — — —_ — —_
Officer Senior Vice : 2004 § 114423 — — $ 288000(8) 500,000 — —
President and Secretary

(1)  Mr. Boss was appointed Chief Executive Officer of the Company on August 1, 2005,

(2)  Mr. Clayton was appointed interim Chief Financial Ofticer and Secretary of the Company on August 4, 2005
and became the Chief Financial Officer and Secretary of the Company effective December 1, 2005,

(3}  Mr. Ulry was appointed Senior Vice President, Sales and Operations on March 1, 2005.

(4)  Mr. Weigand joined the Company on April 1, 2004 and served as the Company’s President until October &,
2005,

(5}  Mr. Boughrum joined the Company on April 1, 2004 and served as the Company’s Senior Vice President
and Chief Financial Officer until October 8, 2005.
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(6)
)

(3

®

The aggregate amount of perquisites and other benefits paid did not exceed the lesser of $50,000 or 10% of
the total annual salary and bonus of the Named Executive Officer for the periods covered.

The Restricted Stock Awards value was calculated using the closing market price on the date of the award.
Mr. Boss was issued 200,000 shares of restricted stock valued at $1.50 per share, Mr. Clayton was issued
45,000 shares of restricted stock valued at $1.60 per share and Mr, Ulry was issued 40,000 of restricted stock
valued at $1.14 per share.

Represents the value on the date of grant of 150,000 shares of restricted stock awarded to Mr. Boughrum,
based upon an estimated valuation of $1.92 per share of common stock as of the date the restricted stock was
awarded. There was no market value for our common stock prior to our public listing on the AMEX in July
2004, This valuation was made by our Board of Directors for accounting and financial reporting purposes
and does not reflect actual transactions. In October 2003, as a result of the termination of Mr. Boughrum’s
employment, without cause, all 150,000 shares of restricted stock became fully vested.

Represent severance payments made to Mr. Weigand and Mr. Boughrum pursuant to settlement agreements
dated November 17, 2003.
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Stock Options
Stock Oprtion Grants
The following table shows stock option grants to the Named Executive Officers during fiscal 2006.

Option/SAR Grants in Last Fiscal Year

Potential
Realizable Yalue at
Assumed Annual
Rates of Stock Price
Appreciation
Individual Grants for Option Term(4)
{n) (b} (e) () {¢) 4] ®
Percentage
of Total
Number of Options/SARs
Securities Granted to
Underlying Employces Exercisc
Options/SARs in Fiscal or Base
Granted Year Price Expiration
Name [#N1) (%) (5/Sh)(3) Date 5%i(3) 10%4(5)
Steven 8. Boss....ccvoccivivinmie e 300,000 62.5% $ 180 BAD1/2015 § 156,090 § 426248
Lawrence Clayton, Jr. ...c.cocorerieiinne 120,000 37.5% $ 168 12/01/2015 § 81,654 § 243,749
Thomas L. URY ... — — — — - _
Peter T. Weigand........ceevvrmrisisssssnnas — — — - - —

Richard L. Boughrum.............cccvveeven — — — — — —

(1}  Options were granted on August 1, 2005 to Mr. Boss pursuant to an Employment Agreement dated August 1,
2005 between Mr. Boss and the Company. Mr. Boss’s options have an exercise price equal to $1.80 per share,
with vesting as to 100,000 shares upon hire and as to 100,000 shares on each of the first two anniversaries
thereafier. Options were granted on December 1, 2005 to Mr, Clayton pursuant to an Employment Agreement
dated December 1, 2005 between Mr. Clayton and the Company. Mr. Clayton’s options have an exercise
price equal to $1.68 per share, with vesting in equal amounts on each of ihe first three anniversaries of the
date of the grant. Mr. Boss’s and Mr. Clayton’s options expire on or prior to the ten year anniversary of the
date of grant.

(2}  Based on an aggregate of 420,000 options granted to all emplayees during fiscal 2006.

(3)  All options were granted at an exercise price equal to the cash value of the Company’s common stock on the
date of grant, determined by dividing (a) the sum of the Company’s cash, restricted cash and deposits by
{b) the number of shares of commen stock outstanding, in each case as reported in the Company’s most
recent Annual Report on Form 10-K or Quarterly Report on Form 10-Q filed with the Securities and
Exchange Commission, a price higher than the fair market value on the date of grant.

(4) The Company is required by the SEC to use 5% and 10% assumed annualized rate of appreciation over the
ten year option term. This does not represent the Company’s estimate or projection of the future common
stack price. If the common stock does not appreciate, the Named Executive Officers will receive no benefit
from the options.
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Option Exercises/Fiscal Year End Value.

The following table shows stock option exercises by the Named Executive Officers during fiscal 2006 and the
value of unexercised stock options held by the Named Executive Officers during fiscal 2006.

Aggregated Option/SAR Exercises in Last Fiscal Year
and FY-End Option/SAR Values

Value of Unexercised

In-the-Money
Number of Securitles Options/SARs at Fiscal
Shares Acquired  Value Underlying Unexercised Year-End
om Exercise Reslized Options/SARs at 3)
Name ) 3] _Exercisagble _Unexercisable _ Exercisable _Usexercisable
Steven 8. BosS.....covreeeeeeeninne — F — 200,000 — P — —
Lawrence Clayton, Ir. .............. — — 120,000 — — —
Thomas L. Ulry ..o ceeeeeecnnn — — 10,000 — — —_
Peter Weigand.........cccccvnvinniens — — — _— —

Richard L. Boughrum............... — — — - —
Employment Agreements

Steven S. Boss. On August 1, 2005, Commerce entered into an employment agreement with Steven 8. Boss as
our Chief Executive Officer. Pursuant to the employment agreement, the Company also entered into a stock option
agreement, a restricted stock agreement and an indemnification agreement with Mr. Boss.

Under the employment agreement, Mr. Boss will receive base salary of $412.000 per vear, and is eligible for
consideration for an incentive bonus in fiscal 2006 calculated between 50% and 150% of base salary based upon
achievement of objectives established by the Compensation Committee. For fiscal 2007 and each fiscal year
thereafier, Mr. Boss will participate in an incentive bonus program to b established by the Company as part of a
comprehensive incentive bonus plan. Mr. Boss was granted an option to purchase 300,000 shares of our common
stock at an exercise price equal to $1.80 per share, with vesting as to 100,000 shares upon hire and as to
100,000 shares on each of the first two anniversaries thercafter. Mr. Boss was also granted 200,000 shares of
resiricted stock, which vest 50,000 shares on the first anniversary of hire and 50,000 shares upon the achievement of
performance targets for fiscal years 2006, 2007 and 2008, respectively. The employment agreement has no specific
term and is subject to termination by either the Company or Mr. Boss without cause upon 60 days written notice.

The employment agreement provides that if Mr. Boss is terminated without cause or if he resigns for good reason,
Mr. Boss will be entitled to severance equal to 12 months of his then-current base salary payable over a 12-month
period, plus 12 months accelerated vesting of outstanding unvested stock options and restricted stock. In the event of
a change of control of the Company, Mr. Boss may resign for good reason, as defined in the agreement, within
180 days after the change of control.

Under the employment agreement, Mr. Boss agreed not to solicit the Company’s employees, customers, clients or
suppliers during the term of his employment and for a period of one year after any period in which severance
paymenits are received, and not to compete with the Company during the term of his employment and any period in
which severance payments are received. Finally, in accordance with the employment agreement, we agreed to
indemnify Mt. Boss pursuant to our standard form of indemnification agreement.

Lawrence Clayton, Jr. On August 1, 2005, the Company entered into a consulting agreement with Lawrence
Clayton, Jr., whom the Company appointed as interim Chief Financial Officer and Secretary on August 4, 2005, The
consulting agreement provided that Mr. Clayton serve as an independent contractor and provide finance, accounting
and financial oversight services to the Company. Under the consulting agreement, Mr. Clayton was paid $200 per
hour (with a maximum of $1,500 per day and $7,500 per week).
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On December 1, 2005, we entered into an employment agreement with Mr. Clayton as the Company’s Chief
Financial Officer. Under the terms of the employment agreement, Mr. Clayton will receive an annual base salary of
$275,000 and will be ¢ligible to receive an incentive bonus for the fiscal 2006 if the Company reaches financial
objectives determined by the Board. For fiscal 2007 and each fiscal year thereafter, Mr. Clayton will participate in
an incentive bonus program to be established by the Company as part of a comprehensive executive incentive bonus
plan. In addition, on December 1, 2005 (a) pursuant to the terms of the employment agreement and the stock option
agreement, we granted o Mr. Clayton an option to purchase 120,000 shares of our commeon stock, which option will
vest in equal amounts on each of the first three anniversaries of the date of the grant; and (b) pursuant to the terms of
the employment agreement and the restricted stock agreement, we issued to Mr. Clayten 45,000 shares of restricted
common stock of the Company, subject to a Company repurchase right which will lapse as to one third of the
restricted shares on the first anmiversary of the date of issuance and as to one third of the restricted shares on each of
the next two fiscal years based upon the achievement of performance targets. The employment agreement has no
specific term and is subject to termination by either the Company or Mr. Clayton without cause upon 60 days
written notice.

The employment agreement provides that if Mr. Clayton’s employment is terminated by the Company without
cause for good reason, as defined in the agreement, Mr. Clayton will be entitled to severance, as long as Mr. Clayton
does not accept other employment, equal to 12 months base salary, payable in six equal installments commencing on
the first business day after six months from the date of the termination, or the severance period, plus reimbursement
of the cost of continuation coverage under COBRA for 12 months and 12 months accelerated vesting of outstanding
options and restricted stock. In the event of a change of control of the Company, as defined in the employment
agreement, Mr. Clayton may resign for good reason within 180 days after the change of control.

Under the employment agreement, Mr, Clayton agreed not to solicit customers or employces of the Company
during his employment with the Company and for a period of one year after the end of the Severance Period. The
employment agreement further provides that Mr. Clayton will not accept employment with, or otherwise engage in,
any business that competes with the Company during his employment or any period during which he is receiving
severance payments from the Company. Finally, in accordance with the employment agreement, we indemnified
Mr. Clayton pursuant to the Company’s standard form of indemnification agreement.

Thomas L. Ulry. On February 28, 2005, we entered into an at-will employment letter agreement with Thomas
Ulry, our Senior Vice President, Sales and Marketing. The agreement provided for an annual base salary of
$190,000, subject to adjustment hased upon the results of a independent compensation study commissioned by the
Compensation Committee, an annual discretionary bonus, as detenmined by the Compensation Committee, a grant of
options to purchase 100,000 shares of our common stock at an exercise price of $3.50 per share, vesting equally
over four years, a relocation bonus of $100,000 and reimbursement of actual relocation ¢xpenses not to exceed
$40,000. The agreement also provided for other standard employee benefits including medical, dental and insurance
benefits and the right to participate in our 401(k) Plan. Finally, the agreement provided for a severance benefit of
one year's annual base salary if we terminated Mr. Ulry without cause, as defined in the agreement, prior to
March 2, 2006, On May 31, 2005, we entered into 2 second at-will employment letter agreement with Mr. Ulry
which superseded the February 28, 2005 letter agreement. Pursuant to the May 31, 2005 agreement, Mr. Ulry’s
annual base salary was increased to $225,000, the $100,000 relocation bonus was deleted and the severance benefit
was amended to state that if we terminated Mr. Ulry without cause, as defined in the agreement, during the first year
afler May 31, 2005, Mr. Ulry would be entitled to one year’s annual base salary, and if we terminated him without
cause at any time thereafter, an amount equal to his monihly salary for up to six months or until ke finds other
employment, whichever is first to occur. All other terms set forth in the February 28, 2005 at-will employment letter
agreement remained the same. On October 19, 2006, the Compensation Committee increased Mr. Ulry’s annual base
salary from $225,000 to $250,000, effective October 1, 2006 and awarded him a $25,000 discretionary bonus.

Peter T. Weigand We entered imo an employment agreement with Peter Weigand on April 1, 2004. The
agreement provided for an initial three year term with automatic extensions for successive one year periods, unless
superseded by a notice of termination. Under his employment agreement, Mr. Weigand was entitled to a base salary
of $400,000. Mr. Weigand also was eligible to participate in our bonus program at the discretion of the Board on the
same basis and terms as are applicable to other senior executives. Pursuant to his employment agreement, we
granted to Mr. Weigand an option to purchase 600,000 shares of our common stock at an exercise price of $1.92 per
share, expiring on March 11, 2014 with 150,000 options vested immediately, 150,000 options vesting on each of
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March 29, 2005, 2006 and 2007 and immediate vesting upon termination of Mr. Weigand's employment without
cause, for good reason, as defined in his employment agreement, or following a change of control not approved by
the Board, provided that in each case Mr. Weigand was required to agree not to engage in certain prohibited
competitive activities for six months following the termination of employment.

On August 4, 2005, our Board of Directors decided to terminate without cause the employment of Mr. Weigand.
In accordance with the terms of his employment agreement, the termination of Mr. Weigand’s employment became
effective on October 8, 2005. On October 8, 2005, Mr. Weigand entered into an Agreement Not to Engage in
Prohibited Activities, under which he agreed not to directly or indirectly engage as an owner, employee, consultant
or agent of any retail commodity marketing entity or entity that markets energy efficient products or back office
services for a period of six months following his termination. Pursuant to the terms of his employment agreement,
entering into the Agreement Not to Engage in Prohibited Activities entitled Mr. Weigand to receive severance
payments equal to his base salary, $400,000 annually, for the remaining term of his employment agreement (i.e.,
until April 1, 2007). On November 17, 2005, the Company entered into a Settlement Agreement and General
Release with Mr. Weigand. The Settlement Agreement with Mr. Weigand provides for the Company to make a
settlement payment to Mr. Weigand on April 10, 2006 in the amount of $566,666.67 in cash, less customary payroll
deductions required by law. [n addition, Mr. Weigand apreed to seil to the Company 994,479 shares of common
stock of the Company held by him for a price $1.50 per share, or $1,491,718.50, in the aggregate, payable in several
installments. In connection with the sale of his shares of commeon stock, all 600,000 options to purchase shares of
the Company’s common stock were cancelled. The Settlement Apgreement entitled Mr. Weigand to receive
12 months of COBRA coverage.

Richard L. Boughrum. We entered into an employment agreement with Richard Boughrum on April 1, 2004. The
agreement provided for an initial three vear term with automatic ¢xtensions for successive onc-year periods, unless
superseded by a notice of termination. Under his employment agreement, Mr. Boughrum was entitled to a base
salary of $350,000. Mr. Boughrum also was ¢ligible to participate in our bonus program at the discretion of the
Board on the same basis and terms as to other senior executives. Mr. Boughrum had the right to purchase up to
150,000 shares of our common stock for a purchase price of $1.92 per share at any time until 10 days after
consummation of the reorganization. Mr. Boughrum exercised this option on April 2, 2004. We also granted to
Mr. Boughrum an option to purchase 500,000 shares of common stock at an exercised price of $1.92 per share
expiring in March 2014, with 125,000 vested immediately, 125,000 options vesting on each of March 29, 2005,
2006 and 2007. We aiso granted Mr. Boughrum a restricted stock award of 150,000 shares of common stock, which
were subject to repurchase vy the Company at $0.001 per share upon termination of Mr. Boughrum’s employment.

On August 4, 2003, our Board of Directors decided to terminate without cause the employment of Mr. Boughrum.
In accordance with the terms of his employment agreement, the termination of Mr. Boughrum's employment
became effective on October 8, 2005. On October 8, 2005, Mr. Boughrum entered into an Agreement Not to Engage
in Prohibited Activities, under which he agreed not to direcily or indirectly engage as an owner, employee,
consultant or agent of any retail commodity marketing entity or entity that markets energy efficient products or back
office services for a period of six months following his termination. Pursuant to the terms of his employment
agreement, entering into the Agreement Not to Engage in Prohibited Activities entitled Mr. Boughrum to receive
severance payments equal to his base salary, $330,000 annuaily, for the remaining term of his employment
agreement {i.e., until April 1, 2007). In addition, all 150,000 shares of Mr. Boughrum’s restricted stock immediately
vested. On November 17, 2005, the Company entered into a Settlement Agreement and General Release with
Mr. Boughrum. The Settlement Agreement with Mr. Boughrum provided for the Company to make a settlement
payment to Mr. Boughrum on April 10, 2006 in the amount of $495,833 in cash less customary payroll deductions
required by law. In addition, Mr. Boughrum agreed to sell the Company 300,000 shares of common stock of the
Company held by Mr. Boughrum for a price of $1.00 per share or $450,000, in the aggregate payable in several
installments. In connection with the sale of his shares of common stock, all 500,000 options to purchase shares of
the Company’s common stock were cancelled. The Settlement Agreement entitled Mr. Boughrum to recover
12 months of COBRA coverage.
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