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General and administrative expenses were $31.5 million for fiscal 2005, an increase of $3.6 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 resulting 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 offset 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 initial 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 coramon stock on the American Stock Exchange. We incurred no such
expenses in fiscal 2005.

Recovery of [provision for) impairment on investments

We have investments in two energy technology companies: Encorp Inc., or Encorp, a developer of software
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 July 2005, were previously held by Snmmit 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, 2005 and 20086, 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 investment 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.

Initial formation litigation expenses

In fiscal 2003, 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
incladed contractually cwed management fees and transaction costs of $1.6 million and a reduction of our
ownership interest from 75.9% to 39.9% in PEC to reflect settlement ane 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 thai were allocated to
the non-Summit investors based on their aggregate minority ownership 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

Our 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 for Income Taxes

The loss before provision for income taxes was $6.1 million for fiscal 2003, 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. Qur 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 aftributable 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, 2003.

Liquidity and Capital Resources

Our 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
activitics 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 activities 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 receivables, 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 investments 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.% million during fiscal 2005. In fiscal 2006, 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 to 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 decrsased 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 in
restricted cash, cash equivalents and deposirs. Restricted cash and cash equivalents at July 31, 2006 was
$17.1 million, compared to $8.2 million at July 31, 2005, while cash deposits totaled $2.5 million at July 31,
2006, 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 Cotporation (Western), or Agent, for up to $50 million. The three-year 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 credit in our favor, and there were no outstanding borrowings. Fees for letters of
credit issued are 1.735 percent per annum, if Excess Availability, as defined in the credit facility, is less than
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$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 ta 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 million 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 liens 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 consummare
the HESCOQ 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 guarantee any other party’s obligations, 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

Our 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.
Contraciual 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.

QOur most significant operating lease pertains to our corporate office facilities. All of our ather 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 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 and operating leases as of July 31,
2006 (dollars in thousands):

Payments Due by Period

Less Than More Than
Contracinal Obligations Total 1 Year 1.3 Years  3-5 Years 5 Years
Energy purchases .................. $51,509 349,366 $2,143 $— —
Operating leases ................... 2,226 1,088 L1338 = =
Total............. ... ... ... $53,735  $50,454  $3,381 $— 5—

Additionally, as of July 31, 2006, $17.6 million of letters of credit has been issued to energy suppliers and
others pursuant to the terms of our credit facility.

Seasonal Influences

Demand for electricity and natural gas are continually influenced by both seasonal and abnormal weather
patterns. To the extent that one ar moare 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
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 ability to judge the effect of inherently uncertain matters on our financial resulis.
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 cur 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 futare
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 utitize 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 10 determine the related income or
expense that is recorded each guarter in the statement of operations. As a resvlt, 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
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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 atesult 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 longer available for our Pennsylvania market (PJM-ISO). Accordingly, for the period from
February, 2005 through July, 2006, we designated forward physical delivery contracts entered into for our
Pennsylvania electricity market (PJM-1SO) and certain other forward fixed price purchases and financial deriv-
atives 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
contracts is recorded as a corrent or long-term derivative asset or liability. Subsequent changes in the fair value of
the derivative assets and Hiabilities 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 operaior — Included in direct energy costs, along with the cost of energy
that we purchase, are scheduling costs, Independent Systemn Operator, or ISO, fees, interstate pipeline costs
and utility service charges. The actual charges and certain energy cosis 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 informaiion, 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.

* 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 4 customer at the end
of a reporting period, but not yet billed. Unbilled receivables from sales are estimated based upon the amount
of power delivered, but not yet billed, multiplied by the estimated sales price per unit.

» Inventory — Inventory consist 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.

Custamer Acquisition Cost — Direct Cusiomer 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 maiters — 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
Oh 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 additional expense relating to our contingencies. Such additional
expense could potentiatly have a material adverse impact on our results of operations and financial position.

Recent Accounting Siandards

SFAS 154, Accounting Changes and Error Corrections, a replacement of APB 20 and FASB Statement No. 3
(SFAS 154), applies io 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
previovsly required that most voluatary 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

35




impracticable to do so. This statement is effective for accounting changes and corrections of errors made in fiscal
years beginning afier December 15, 2005, No such changes have been made by us in fiscal 2006.

In Febmuary 2006, the FASB issued SFAS 153, an amendment of FASE 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 clects 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 finaneial 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 will be material '

In September 2005, EITF Issue No. 04-13, Accounting for Purchases and Sales of Inventory with the Same
Counterparty. This consensus concludes that an entity is required to treat 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 entersd 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 valuc if
certain conditions pertaining to fair value determination ate met. The consensuses will be applied o new
arrangements entered into, or modifications or renewals of existing arrangements, in the first interim or annual
repotting period beginning after March 15, 2006.

Item 7A. Quantitative and Qualitative Disclosures about Market Risk,

Our 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 ¢stablishment 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 ail 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 transportation costs
for, electricity and natural gas, the volatility of commodity 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
t0 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 nse
forward physical energy purchases and derivative instrumenis to minimize significant, unanticipated earnings
fluctuations caused by commeodity 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 forecasied usage and protecting the Company from significant price
vaolatility, Derivative instruments measured at fair market value are recorded on the balance sheet as an asset or
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liability. Changes in fair market value are recognized currently in earnings unless the instrxment has met specific
hedge accounting criteria. Subsequent changes in the fair value of the derivative assets and liabilities designated as a
c¢ash 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 some of the contracts we use to
manage risk represent commodities or instruments for which prices are available from external sources, ather
commodities and certain contracts are net actively traded and are valued using other pricing sources and modeling
techniques to deternine expected future market prices, contract quantities, or both. We use our best estimates to
determine the fair valve of commodity and derivative contracts we hold and sell. These estimmates consider various
factors including closing exchange and over-the-counier 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 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 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 $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 primaty credit risks are exposure 1o 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 defawlt 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 cbligated. Retail
credit quality is dependent on the economy and the ability of our customers to manage through unfavorable
econoniic cycles and other market changes. If the business environment were ta be negatively affected by changes
in economic or other market conditions, our tetail 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 smounts of encrgy
commitments to our coniracted term customers that we have hedged forward, often for several months. A
significant decrease in enetgy prices conld adversely impact our cash collateral requirernents.

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
limired to owr investment of excess cash balances in interest-bearing instruments. We generally invest cash
equivalents in short-term credit instruments consisting primarily of high credit quatity, 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 currently are not materially susceptible to interest rate
risks.

Item 8. Financial Siatements and Supplementary Data.

The financial statement information, inchuding the reports of the independent registered public accounting
firms, required by this Item 8 is set forth on pages F-1 to F-32 of this Annual Report on Form 10-K and is hereby
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incorporated into this ltem 8 by reference. The Quarterly Financial Information required by this Item 8 is set forth
on page F-32 (Note 18 to the Notes to Consolidated Financial Statements) of this Annual Report on Form 10-K and
is hereby incorporated into this Item 8 by reference.

Item 9. Changes in and Disagreements with Acceuntants on Accounting and Financiel Disclosure.

None.

Item QA. Controls and Procedures
Evaluation of Disclosure 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, sammarized and reported within the time periods specified in the SEC’s rules and forms and include
controls and procedures designed to ensure that information reqguired (0 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 2006 that has materially affected, or is reasonably likely to materially
affect, our internal control over financial reporting.

1tem 9B. Other Information.
Amendment to Credit Facility

On October 26, 2006, Commerce Energy, Wachovia Capital Finance Corporation (Wesiern), as agent, for the
lenders, ar the Lenders, and The CIT Group/Business Credit, Inc., as co-Lender, entered into a Second Amendment
- 10 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 Amend-
ment, 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, 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 amcunt of Excess Availability thai 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 artached hereto as Exhibit 10.91 and incorporated herein by reference.

PART ITI

Item 10. Directors and Executive Qfficers of the Registrant.
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 terins expire at the annual
meeting of stockholders to be held after the completion of fiscal 2007; two Class 1I directors, whose terms expire at
the Company’s annual meeting of stockholders to be held after the completion of fiscal 2008; and two Class HE
directors, whose terms expire at the upcoming annual meeting of stackholders to be held after the completion of
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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.

Name and Position Age Principal Occupation and Other Information
Class I Directors
Stever S, Boss ... ... ..., 60 Mr. Boss was appointed to the Board of Directors on July 22,

2005 and appointed Chief Executive Officer of Commerce
Energy Group, Inc. in Angust 2005. Since August 2005,

Mr. Boss has also served as a director and President of
Cemmerce Energy, Inc., and as a 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 representation
and structured direct access energy transactions for
commercial energy users. From 1999 io 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. Pricr 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 1984 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
Acrospace 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,

Gary J. Hessenauer ... ............. 51 Mz Hessenavner 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, 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. 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 mapagement 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 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 compieted Stanford University’s executive
business program.
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Name and Posltion
Class IT Directors

Mark S. Juergensen . . ... ...........

Charles E. Bayless
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Principal Occupation and Other Information

Mr. Juergensen has served as a director of Commerce Epergy
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 Governance Committee. He
also has served as a director of Commerce Energy, Inc. from
May 2003 1o August 2005 and as a ditector 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 sclution software
company he co-founded, since May 2000. Mr. Juergensen
also is a director of Sterling Energy International, Inc., a
private management service company in the power generation
industry, and an investor and advisor to various early-stage
technology and energy companies. From February 1995 1o
June 2(K)0, he served in muitiple leadership positions,
including as a Commercial Manager, for Solar Turbines,
Caterpillar’s gas turbine division. From February 1992 to
February 1993, 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 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
Commiittees 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 lllinois Power from July
1998 until September 1999 and served as Chairman of
Illinova and Illinois Power from August 1998 untl 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
Illinois 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
eamed 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.
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Narne and Position Age Principal Occupation and Othier Infonmation -

Class HIT Directors

Dennis R. Leibel . ................. 62 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 consulting 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 andit commiitee. Mr. Leibel holds 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 Boeston University School of Law.

Robert C. Perkins . ................ 67 Mr. Perkins has been the Chairman of the Board of Directors
of Commerce Energy Group, Inc. since May 2003,
Mr. Perkins has served as a director of Commerce Energy
Group, Inc. since December 2003 and was a director of
Commonwezlth Energy Corporation 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.

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 Regisirant.” 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 our 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 10% of our comunon stock complied with ail
Section 16a)} 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 2003.
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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 sych
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.

Ttem 11, Executive Compensaiton.
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
executive officers, other than the principal executive officer, who were serving as executive officers at 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 honus does not exceed $100,000. Accordingly, we are disclosing information
regarding compensation paid by us during the last three fiscal years to {a) Steven 3. 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-
compensatad 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.”
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Summary Compensation Table

The following table sets forth for each of the past three fiscal years, all compensation received for services
rendered in all capacities by the Named Executive Officers.

Long Term Compensation
Awards Payouts
Annual Compensation Restricted mﬁ;ﬁg
Fiscal Other Annual Stock Options/ LTIF All Other
Name and Principal Position Year Salary Bonns Compensation() Award(s) SARs Payouts  Compeusation
Steven S. Boss(1) . . ... ... .. 2000 $405,001 — — $300,000(7) 300,000 — —
Chief Executive Officer 2005 — — — — 50,0000 2 — 3 1,889(10)
2004 — — — —_ — — —
Lawrence Clayton, Jr{2) ... .. 2006 $176,960 — —_ $ 72,000(7) 120,000 —
Chief Financial Officer 2005 — — —_ — — — —_
2004 — — — -—_ —_ —
Thomas L. Uley(3y ... ... ... 2006 $227476  $25,000 — $ 45.600(7) - — —_
Sr VB Sales & 2005 % 83,462 — — —_ 100,000 - —_
Marketing 2004 — — — — — _— —
Peter T. Weigand(4) .. ...... 2006 $127752 — — — — — $566,667(11)
Former President 2005 $400.000 — — —_ 600,000 — —
. 2004 $130,769 — — — _
Richani L. Boughrum(5} ... .. 2006 $i21.215 — — — — — $499.874(11)
Former Chief Financial 2005 $350,000 — —_ _— — —_ —
Officer. Senior Vice 2004 $114,423 —_ — $288,00008) 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 inierim Chief Financial Officer 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, 20035,

(4) Mr. Weigand joined the Company on April 1, 2004 and served as the Company’s President until October 8,
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.

(6) 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.

(7) 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 issned 40,000 of restricted stock
valued at $1.14 per share.

(B) Represents the value on the date of grant of 150,000 shares of restricted stock awarded to Mr. Boughrom,
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 onr 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. Inn October 2005, as a result of the termination of Mr. Boughruim’s
employment, without cause, all 150,000 shares of restricted stock became fully vested.

(9) Prior to being appointed the Chief Executive Officer of the Company on Angust 1, 20035, Mr. Boss served as a
non-employee director of the Company. In connection with his appointiment as a director on July 22, 2005,
Mr. Boss was granted an option to purchase 50,000 shares of common stock pursuant to the non-employee
directors’ compensation paolicy in effect at the time.
(10) Represents cdmpensation paid to Mr. Boss as a non-employee director.

(11) Represent severance payments made to Mr. Weigand and Mr. Boughmm pursvant to settlement agreements
dated November 17, 2005,
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Stock Options
Stock Option Grants
The following table shows stock option grants (o the Named Executive Officers during fiscal 2006.

Option/SAR Grants in Last Fiscal Year

Potential
Realizable Value at
Assumed Annual
Rates of Stock Price
Appreciation
Individual Grants for Optien Term{4)
ia) (b} () {d} {e} n ()
Percentage
of Total
Number of Options/SARs
Securitles Granted to
Underlying Employees Exercise
Options’SARs In Fiscal or Base
Granted Year Price Expirstion
Nemse 1D (%)2) (8/Shy(3) Date 5% (%) 10% ($)
,?' gStevcn SBoss .............. 300,000 62.5% $1.80 8/01/2015  $156,090  $426,248
Lawrence Clayton, Ir. .. ... .. .. 120,000 37.5% $1.68 12/01/2015  $ 81,654  $243,749

Thomas L. Ubry. .. ........... — — — — — —
Peter T. Weigand. ............ — — _— —_ — —
Richard L. Boughrum .. ....... — — — —_ — _

(1) Options were granted on Angust 1, 2005 to Mr. Boss pursuvant o an Employment Agreement dated August 1,
2005 between Mr. Boss and the Company. Mr. Boss’s oplions 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
thereafter. Options were granted on December 1, 2005 to Mr. Clayton pursuant to an Employment Agreement
dated December 1, 2003 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 the 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 employees during fiscal 2006.

(3) All options were granted at an exercise price equal to the cash value of the Company’s commeon 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 ¢ach case as reported in the Company’s most recent Annual
Report on Form 10-K or Quarterly Report on Form 10-( 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 aption term. This does not represent the Company’s estimate or projection of the future common stock

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.

Agpregated Option/SAR Exercises in Last Fiscal Year

and FY-End Option/SAR Values
Value of Unexercised
In-the-Money
Number oflfecnriﬂu Options/SARs al Fiscal
Underlying Unexercised Year-End
Swrfonirad e pnane 5
Name (i) [} Exereisable Unexerclsable Exercisable Unexercisable
Steven 8. Boss. . ............. — $— 250,000 140,000 $— —
Lawrence Clayton, It. ......... — — 40,000 %0,000 — —
Thomas L. Uley .. ... ..., — — 100,000 — — —

Peter Weigand .. ............. — — — — —
Richard L. Boughrum . ........ —_— — — — —

Employment Agreements

Steven 8. Bess.  On August 1, 2005, Commerce entered into an employment agreement with Steven 8. Boss
as our Chief Executive Officer. Pursuant ta the employment agreement, the Company also entered into a stock
option agreement, a restricted stock agreement and an indemnification agreement with Mt. Boss.

Under the employment agreement, Mr. Boss will receive base salary of $412,000 per year, and is eligible for
conzsideration for an incentive bonus in fiscal 2006 calculated between 50% and 150% of base salary based upon
achievement of objectives established by the Compensation Committes. For fiscal 2007 and each fiscal year
thereafter, Mr. Boss will participate in an incentive bonus program to be established by the Company as part of a
comprehensive incentive bonws plan. Mr. Boss was granted an option to purchase 300,000 shares of our commen
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 thereafter. Mr. Boss was also granted 200,000 shares of
restricted stock, which vest 50,000 shares on the first anniversary of hire and 50,000 shares upon the achievernent 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 optiens 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 employecs, customers, clients
or suppliers during the term of his employment and for a period of ane year after any period in which severance
paymenis are received, and not to compete with the Company during the term of his employment and any peried in
which severance payments are received. Finally, in accordance with the employment agreementi, we agreed (o
indemnify Mr. 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 Angust4, 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).

On December 1, 20035, 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 eligible to receive an incentive bonus for the fiscal 2006 if the Company reaches financial
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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 honus
plan. In addition, on December 1, 2005 (a) pursuant to the terms of the employment agreement and the stock option
agreement, we granted to Mr. Clayton an option to purchase 120,000 shares of our common stock, which opticn 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. Clayton 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 anniversary 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. Mr. Clayton also is entitled to
reimbursement of aciual relocation expenses not to exceed $100,000. 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 or if he resigns for good reason, as defined in the agreement, Mr. Clayton will be entitled (o 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 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 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 indemmification agreement.

Thomas L. Ulry.  OnFebmuary 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 based upon the results of a independent compensation study commissioned by the
Compensation Committee, an annual discretionary honus, as determined 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 expenses 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 a 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
after 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 monthly salary for up to six months or until he finds other
employment, whichever is first to accur. All other terms set forth in the February 28, 2005 at-will employment letter
agreement remained the same. On Qetober 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 into 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
samée basis and terms as are applicable to other senior executives. Pursvant 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
ghare, expiring on March 11, 2014 with 150,000 options vested immediately, 150,000 options vesting on each of
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
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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 Augost 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, 2003, On October 8, 2005, Mr. Weigand entered into an Agreement
Not 1o 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
0 receive severance payments cqual 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 cntered 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, replacing the severance payments which otherwise would be
made under his employment agreement. [n addition, Mr. Weigand agreed to sell 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 common stock, all 600,600 options to purchase
shares of the Company’s common stock were cancelled. The Settlement Agreement entitled Mr. Weigand to receive
12 months of COBRA coverage. Also see Part IT1, Iiem 13, Certain Relationships and Related Transactions, herein,
for a description of the sale by Mr. Weigand of his remaining 120,000 shares of common stock of the Company.

Richard L. Boughrum. 'We entered into an employment agreement with Richard Boughrum on April 1, 2004,
The agreement provided for an initial three year term with automatic extensions for successive one-year perieds,
unless superseded by a notice of termination. Under his employment agreement, Mr. Boughrum was entitled to a
base salary of $35(,000. Mr. Boughrum also was eligible to participate in cur 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
consumimation of the reorganization. Mr. Boughrum exercised this option on April 2, 2004. We also granted to
Mr. Boughrum an optien 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 cach of March 29, 2005,
2006 and 2007. We also granted Mr. Boughrum a restricted stock award of 150,000 shares of common stock, which
were subject to repurchase by the Company at $0.001 per share upon terminaiion of Mr. Boughrum's employment.

On Avgust 4, 2005, 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, 2003, On October 8, 2005, Mr. Boughrum 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 ot 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 scverance payments equal to his base salary, $350,000 annually, 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, replacing the severance payments which otherwise would be made under his
employment agreement. 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 $1.50 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 Seitlement Agreement entitled Mr. Boughrum to
recover 12 months of COBRA coverage.
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Compensation Committee Interlocks and Insider Participation

Executive compensation is determined by a Compensation Comimittee appointed by our Board of Directors.
During fiscal 2006, the Compensation Committee was comprised of Gary J. Hessenauer, Mark S. Juergensen,
Denrnis R. Leibel and Robert C. Perkins. None of the Compensation Committee members is or has been an officer or
employee of Commerce Energy or any of its subsidiaries. None of our executive officers serves as member of the
Board of Directors or compensation committee of any entity that has one or more executive officers who serve on
our Board of Directers or our Compensation Committee.

Compensation of Dirvectors

Directors who also are our employees are not paid any fees or remuneration, as such, for their service on the
Board of Directors or on any Board committee. In May 2006, our Board adopted the following directors’
compensation policy with respect 1o the Company’s non-employee directors, These policies were adopted by
the Board, and may be changed from time-to-time by the Board.

Cash Compensation. Each non-employee 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 atiends telephonically. The non-executive Chairman of the Board also receives a supplemental
quarterly retainer of $4,000. Directors who served on Board committees (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 Comunittee 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. In addition, each
non-crployee director is entitled to receive reimbursement for reasonable travel expenses in accordance with the
Company’s travel expense policy with respect to each Board or Board committee meeting that such non-employee
director attends in person if the director resides 25 miles or more from the site of the meeting.

Equity-Based Awards. Following the initial appointment or election of each non-employee director to the
Board, he or she will be (a) issued 10,000 restricted shares of commeon stock pursuant to the Commerce Energy
Group, Inc, 2006 Stock Incentive Plan, or the SIP, or any successor plan, and such shares will 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 i’ the Board member’s service is terminated, and (b) granted an option to purchase
20,000 shares of common stock pursuant to the SIP or any successor plan.

In addition, on or following the date of each annual meeting of stockholders at which directors are elected, each
non-employee direcior who is either re-elected as a non-employee director or who continues in office as an
incurnbent non-employee director, will be (a) issued 10,000 shares of restricted common stock pursnant to the SIP
or any successor plan and such shares will vest in full on January 1 of the next succeeding calendar year after the
date of issuance with any unvested shares being forfeited to the Company if the Board member’s service is
terminated, and (b} granted an option (o purchase 20,000 shares of common stock pursuant to the SIP or any
successor plan.

Any options granted to non-employee directors under this policy have the following terms and conditions:
(a) the options are subject to all terms and conditions of the SIP or any successor plan; (b} the options vest quarterly
at a rate of one quarter {*4) of the amount of the grant on each three-maonth anniversary of the date of grant, with any
unvested options being forfeited if the Board member’s service is terminated; (¢} the options have a term of 6 years
from the date of grant; (d) any vested options may be exercised during the time the Board member is serving as a
director or after he or she ceases to be a director prior to the expiration of the term of the option; and (e) the exercise
price per share is 100% of the fair market value of the Company’s common stock on the date of grant.

On May 12, 2006, the Board acting pursuant to the foregoing policies granted nangualified stock options and
issued shares of restricted common stock under the SIP to Charles E. Bayless, Gary I. Hessenauer, Mark 8.
Juergensen, Dennis R. Leibel and Robert C. Perkins, each a non-employee director of the Company. Each non-
employee director was issued 10,000 shares of restricted common stock pursuant to the SIP, which will vest in full
on January 1, 2007; and granted an option to purchase 20,000 shares of common stock pursuant to the SIP at an
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exercise price per share of $1.17 per share, equal to 100% of the fair market value of the common stock an the date
of grant.

On Augpst 29, 2005, pursuant to a Board Compensation policy in effect at that time, the Board granted to Gary
J. Hessenauer an option to purchase 50,000 shares of common stock pursuant to the Commonwealth 1999 Equity
Incentive Plan following his initial appointment to the Board. The exercise price per share was $1.80, equal the cash
value of a share of our common stock on the date, a price in excess of the fair market value on ihe date of grant. The
option vests quarterly at the rate of 12,500 shares on each three month anniversary of the date of grant. The option
has a term of ten years, from the date of grant.

Ttem 12. Security Owrership 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 Securities and Exchange Commission, or based upon our actual knowledge.

Beneficial Ownership Table

The following table sets forth certain information about the beneficial ownership of our common stock as of
October 16, 2006 by:

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

* our chicf executive officer and the other officers named in the Summary Compensation Table set forth under
the caption “Compensation of Executive Officers” {we refer to these officers as the “Named Executive
Officers™); 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, 2006, together with options, warrants or other convertible securities that are exercisable
for such respective securities within 60 days of October 16, 2006 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 securities that are currently exercisable or
will become exercisable within 60 days of October 16, 2006 are deemed outstanding for computing the respective
percentage ownership of the person holding the option, warrami or other convertible security, but are not deemed
ouistanding 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 actial knowledge of the Company.

49




Common Stock

Amount and Natnre of
Beneficial Qvwnership
Mumber of

Shares Right to Percent of
Name Owned Acquire(l) Class
Principal Stockbolders:
Daniel Zeff(2). . .. ... e 2,958,071(3) — 100%
Tan B. Carter{d) . ....... ..o tnt e 250,000 2,500,000 8.4%
Directors and Named Executive Officers:
Steven 8. Boss ... .. e 225,000 250,000 1.3%
Lawrence Claytom, JL . .. .vuvnniieiienennnnnenns 80,359 40,000 *
Thomas L. Ulry. . .« oo ve i it ce i e e en 40,000 100,000 *
Robert C.Perking . .......uiii e it 213,000 460,000 2.2%
Richard L. Boughrum .. ... ......................... — — *
Gary J. Hessenaner ... ..........cvuurvienenuninn s 10,000 60,000 *
Mark 8. Juergensen. .. ... ... .t 30,000 147,500 *
Dennis R. Leibel. .. .. ... . o i 10,000 10,000 o
Peter Weigand. . .......... ... .. it — — *
Charles E. Bayless .. .......covtviininiinnnnnnn.n.. 112,000 110,000 *
All Directors and Executive Officers as a group (8 persons) ... 722,359 1,177,500 6.2%

* 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, 2006.

(2) Daniel Zeff includes: Zeff Holding Company LLC, Zeff Capital Partners, LLP, and Zeff Capital Offshore Fund.
The mailing address of such stockholder is c/o: Zeff Holding Company, LLC, 50 California St., Suite 1500,
San Francisco, CA 94111,

(3) Represents hotdings as of June 14, 2006 as disclosed in a Schedule 13G/A filed with the SEC under the
Exchange Act.

(4) The mailing address of such stockholder is: P.O. Box 538, 1100 Irvine Blvd., Tustin, California 92780.

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 Directors from time to time,
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The following table sets forth information regarding the number of shares of our common stock that may be
issued pursuant to our equity compensation plans or arrangements as of the end of fiscal 2006.
@) (L] (<)

Number of Securities
Number of Securities Remaining Available For
to be Issned Upon Weighted-Average Future Issnance Under
Exercise of Exercise Price of Equity Compensation Plans
Omitstanding Options,  Qutstanding Options, (Excluding Securities
Plan Category Warrants and Rights ~ Warrants and Rights Reflected in Column (a))
Equity compensation plans apptoved by
security holders. . ............ ... 4,923,666(1) $2.25 1,353,334(2}
Equity compensation plans not approved
by security holders ............ ... 2,820,000(3) $2.43 —
Total ......... ... . .. ., 7,743, 666 $2.32 1,353,334

(1) Represents shares of common stock thai may be issued pursuant to cuistanding 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 future 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; options to purchase 120,000 shares granted to Vivian Anderson, a former direcior of
the Company; and options te purchase 100,000 shares granted to Brad Gates, a former director of the Company
(See Note 135. Stock Options to the Notes to Consolidated Financial Statements).

Item 13. Certain Relationships and Related Transactions.

On April 1, 2004, the Company acquired Skipping Stone, an energy consulting and technology firm. Skipping
Stone was a privaiely-held company that was principally owned by Peter T. Weigand, our formier President and
former director of the Company. In connection with the acquisition of Skipping Stone, each of the former holders of
Skipping Stone common stock, including Mr. Weigand and Eric G. Alam, agreed to place 20% of the Common-
wealth shares issued to him in the merger in an escrow for a period of six months. The stockholder escrow shares
were subject to forfeiture, at $1.92 per share, based upon a “true up™ calculation, defined in the merger agreement.
As aresult of the holding company reorganization in July 2004, the Commonwealth shares in escrow became a right
to receive the same amount of shares of common stock of the Company. Commonwealth’s name has been changed
to Commerce Energy.

On November 17, 2005, the Company, its wholly-owned subsidiary, Commerce Energy, counsel to the
Company and Commerce Energy, Eric G. Alam, Bruno Kvetinskas, Greg Lander and Peter Weigand entered into an
Agrecment and Release dated November 17, 2005 regarding an aggregate 322,215 shares of the Company's
comrmon stock being held in an escrow account relating to the acquisition of Skipping Stone by the Company in
Apri]l 2004. As a result of the settlement, all such shares of common stock were distributed to Mr. Alam (34,985),
Mr. Kvetinskas (33,295), Mr. Lander (36,199) and Mr. Weigand (217,736). Messrs. Alam, Kvetinskas, Lander and
Weigand all were shareholders of Skipping Stone prior (o the acquisition. Messrs. Lander and Kvetinskas are
currently employees of a subsidiary of the Company. Mr. Alam was an executive officer of the Company and
Commerce Energy; he resigned effective December 1, 2005.

On November 17, 2005, the Company, Commerce Energy and Eric G. Alam, Senior Vice President of Sales
and Marketing of the Company, entered into a Settlement Agreement and General Release Agreement which
became effective on November 25, 2005. Pursuant to the Settlement Agreement and General Release, Mr. Alam
voluntarily tendered his resignation as an executive officer and an employee of the Company and Commerce
Energy, effective December 1, 2005, and the Company, Commerce Energy and Mr. Alam agreed to mutual general
releases of all claims that the parties may have against each other. Mr. Alam agreed to sell to the Company all
174,926 shares of the Company’s common stock held by him for $1.50 per share (an aggregate price of $262,389)
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payable by the Company one-halt on November 28, 20005 and the other half {without interest) on the first business
day 90 days after the first payment was made. In connection with the purchase of his stock, all of Mr. Alam’s
133,333 options to purchase shares of the Company’s common stock were cancelled.

In connection with his sale of shares of the Company’s common stock to the Company pursuant to the terms of
the Settlement Agreement and General Release by and among Peter Weigand, our former President, the Company
and Commerce Energy, Inc., dated November 17, 2005 (the “Settlement Agreement”™), Mr. Weigand sold his
remaining 120,000 shares of common stock in separate transactions to two of the Company’s independent directors,
Mr. Charles E. Bayless (100,000 shares) and Mr. Mark S. Juergensen {20,000 shares) at $1.50 per share, the same
price per share that the Company purchased shares from Mr. Weigand pursuant to the Settlement Agreement.
Messrs. Bayless and Juergensen paid Mr. Weigand for the shares in ong lump sum on November 28, 2005, the first
business day after the effective date, as defined in the Settlement Agreement. The transactions to purchase the
shares of the Company s common stock held by Mr. Weigand by Messrs. Bayless and Juergensen were approved by
the disinterested members of the Board of Directors and were consummated at the same time as the purchase of
Mr. Weigand’s shares by the Company. A more detailed summary of the Settlement Agreement is set forth herein in
Part I, Item 11. Executive Compensation, under the caption “Employment Agreements.”

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
2006 2005
Audit Fees ... i e $454,000 $583,920
Andit-Related Fees ..o v it i e e e e — 197,304
B = — - 46,685

ALl Other Fees .. ... . i e — —
$454,000 $827,909

Audit Fees: This catepory includes the audit of our annuval 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 r¢lated to
the performance of the audit or review of our financial statements and which are not reported above nnder “Audit
Fees”

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

All Other Fees. 'This category congists of fees for other advisory services,

The Audit Committee 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 professicnal
services rendered by our independent registered public accounting firm. We are in compliance with these SEC rules.
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PART 1V

Item 15. Exhibits and Financial Statement Schedules.

(a)(1) fndex to Consolidated Financial Statements:

Report of Hein & Associates LLP, independent registered public accounting firm for fiscal year ending

July 31, 2000, . e e F-1
Report of Emst & Young LLP, independent registered public accounting firm for the fiscal years ending

July 31, 2005 and 2004 . . .. L. e F-2
Consolidated statements of operations for the three years in the period ended July 31,2006 .......... F-3
Consolidated balance sheets at July 31,2005 and 2006, .. .. ... ... ..t e E-4
Consolidated statements of stockholders’ equity for the three years in the period ended July 31,2006 ... F-5
Consolidated statements of cash flows for the three years in the period ended July 31,2006 .......... E-6
Notes to consolidated financial SEEIMENLS . . ... oottt ittt e it et 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 lisied below are hereby filed with the U.S. Securities and Exchange Commission
{the “Commission™) as part of this Annual Report on Form 10-K. We will furnish a copy of any exhibit upan request,
but a reasonable fee will be charged to cover our expense in furnishing such exhibit.

Exhibit Description

21 Agreement and Plan of Reorganization, by and among American Energy Group, Inc., CEC Acquisition
Corp. and Commonwealth Encrgy Corporation, previously filed with the Commission on July 6, 2004 as
Exhibit 2.1 to Commerce Energy Group, Inc.’s Registration Statement on Form 8-A and incorporated
herein by reference.

2.2 Agreement and Plan of Merger dated March 29, 2004 by and among Commonwealth Energy Corporation,
Skipping Stone Acquisition Corporation, Skipping Stone Inc. and the holders of Skipping Stone Inc.
common siock previously filed with the Commission on April 5, 2004 as Exhibit 2.2 to Amendment No. 3
to Commerce Energy Group, Inc.’s Registration Statement on Form $-4 and incorporated herein by
reference,

23 Asset Purchase Agreement dated as of February 9, 2005 by and among Commonwealth Energy
Corporation, ACN Utility Services, Inc., ACN Energy, Inc., ACN Power, Inc. and, as to certain
sections thereof only, Commerce Energy Group, Inc. and American Communications Network, Inc.,
previously filed with the Commission on February 10, 2005 as Exhibit 2.1 to Commerce Energy Group,
Inc.’s Current Report on Form 8-K filed and incorporated herein by reference,

2.4 Transition Services Agreement dated as of February 9, 2005 by and between American Communications
Network, Inc. and Commonwealth Energy Corporation, previously filed with the Commission on
February 10, 2005 as Exhibit 2,2 to Commerce Energy Group, Inc.’s Current Report on Form 3-K and
incorporated herein by reference.

2.5 Sales Agency Agreement dated as of February 9, 2005 by and among Commonwealth Energy Corporation,
Commerce Energy Group, Inc. and American Communications Network, Inc., previously filed with the
Commission on February 10, 2005 as Exhibit 2.3 to Commerce Energy Group, Inc.’s Current Report on
Form 8-K and incorporated herein by reference.

26 Escrow Agreement dated as of February 9, 2005 by and among Commonwealth Energy Corporation, ACN
THility Services, Inc., ACN Energy, Inc., ACN Power, Inc., Commerce Energy Group, Inc., American
Communications Network, Inc. and Computershare Trust Company, Inc., previously filed with the
Commission on February 10, 2005 as Exhibit 2.4 to Commerce Energy Group, Inc.’s Current Report
on Form 8-K and incorporated hercin by reference.

3.1 Amended and Restated Certificate of Incorporation of Commerce Energy Group, Inc., previously filed
with the Commission 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.
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Exhibit
32

33

4.1

42

Description

Certificate of Designation of Series A Junior Participating Preferred Stock of Commerce Energy Group,
Inc. dated July 1, 2004, previously filed with the Commission 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 Commission
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 Commission 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 Commission on July 6, 2004 as Exhibit 10.2 to

Commerce Energy Group, Inc’s Regisiration Statement on Form 8-A and incorporated herein by
reference.

Material Contracts Relating to Management Compensation Plans or Arrangements

10.1

1.2

10.3

10.4

10.5

10.6

10.7

10.8

109

10,10

Employment Agreement dated January 1, 2000, between Commonwealth Energy Corporation and Ian B.
Carter, as modified by an Addendum to Employment Agreement dated as of November 1, 2000, previously
filed with the Commission on August 9, 2001 as Exhibit 10.12 to Commonwealth Energy Corporation’s
Registration Statement on Form 10 and incorporated herein by reference.

Consent and Waiver Agreement dated March 12, 2004 between Commonwealth Energy Corporation and
Ian B. Carter, previously filed with the Commission on March 16, 2004 as Exhibit 10.1 to Commonwealth
Energy Corporation’s Quarterly Report on Form 10-Q for the period ended fanuary 31, 2004 and
incorporated herein by reference.

Second Amendment to Employment Agreement dated March 16, 2004 between Commonwealth Energy
Corporation and Ian B. Carter, previously filed with the Commission on March 16, 2004 as Exhibit 10.2 to
Commonwealth Energy Corporation’s Quarterly Report on Form 10-(Q for the period ended January 31,
2004 and incorporated herein by reference.

Employment Agreement dated November 1, 2000, between Commonwealth Energy Corporation and John
A. Barthrop, previously filed with the Commission on November 14, 2001 as Exhibit 10.15 to Amendment
No. 1 to Commonwealth Energy Corporation’s Registration Statement on Form 10/A and incorporated
berein by reference.

Amendment to Employment Agreement dated March 31, 2004 between Commonwealth Energy
Corporation and John A. Barthrop, previously filed with the Commission on April 5, 2004 as
Exhibit 10.5 to Amendment No. 3 to Commerce Energy Group’s Registration Statement on Form 5-4
and incorporated herein by reference.

Executive Employment Agreement dated April 1, 2004 between Commonwealth Energy Corporation,
Commerce Energy Group, Inc. and Peter Weigand, previously filed with the Commission on April 5, 2004
as Exhibit 10.6 to Amendment No. 3 to Commerce Energy Group’s Registrant’s Statement on Form 5-4
and incorporated herein by reference,

Exzecutive Employment Agreement dated April 1, 2004 between Commonwealth Energy Corporation,
Commerce Energy Group, Inc, and Richard L. Boughrum, previously filed with the Commission on
April 5, 2004 as Exhibit 10.7 to Amendment No. 3 to Commerce Energy Group’s Registrant’s Statement
on Form 8-4 and incorporated herein by reference.

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

Form of Stock Option Agreement pursuant to Commonwealth Energy Corporation 1999 Equity Incentive
Plan, previously filed with the Commission 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.

Confidential Severance Agreement and General Release between Richard L. Paulsen and Commonwealth
Energy Corporation, previously filed with the Commission on June 14, 2004 as Exhibit 10.1 to
Commonwealth Energy Corporation’s Quarterly Report on Form 10-Q for the quarterly period ended
April 30, 2004 and incorpoerated herein by reference.
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Exhibit
10.11

10.12

10.13

10,14

10.15

10.16

10.17

10.18

10.19

10.20

10.21

10.22

10.23

10.24

Description

Confidential Severance Agreement and General Release dated as of February 21, 2004 between James L.
Oliver and Commonwealth Energy Corporation, previously filed with the Commission on March 16, 2004
as Exhibit 10.3 to Commonwealth Energy Corporation’s Quarterly Report on Form 10-Q for the quarterly
period ended January 31, 2004 and incorporated herein by reference.

Settlement Agreement and Release dated as of August 29, 2003 between Robert C. Perkins and
Commonwealth Energy Corporation, previously filed with the Commission on November 15, 2004 as
Exhibit 10.12 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, previousty filed with the Commission on November 15, 2004 as Exhibit 10.13 to
Commerce Encrgy Group, Inc.’s Annval 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 Commission 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.

Stock Option Agreement dated as of July 8, 1999 between Jan B. Carter and Commonwealth Energy
Corporation, previously filed with the Commission on November 15, 2004 as Exhibit 10.15 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 [an B. Carter, with Schedule atiached thereto of other substantially identical Indemnification
Agreements, which differ only in the respects set forth in such Schedule, previously filed with the
Commission 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.

Indemnification Agreement dated as of July 1, 2004 between Commerce Energy Group, Inc. and Ian
Carter, with Schedule atiached thereto of other substantially ideatical Indemnification Agreements, which
differ only in the respects set forth in such Schedule, previously filed with the Commission on
November 15, 2004 as Exhibii 10.17 to Commerce Energy Group, Inc.'s Annual Report on Form 10-K
and incorporaied herein by reference.

Confidential Settlement Agreement and General Release dated as of April 21, 2005 by and among lan B.
Carter, Commerce Energy, Inc. and Commerce Energy Group, Inc., previously filed with the Comimission
on April 22, 20035 as Exhibit 10.1 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 Encrgy Group, Inc. and
Steven S. Boss, previously filed with the Commission 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.

Stock Option Agreement dated August 1, 2005 between Commerce Energy Group, Inc. and Steven S.
Boss, previously filed with the Commission 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 Commission 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.

Indemnification Agreement dated August 1, 2005 between Commerce Energy Group, Inc. and Steven S.
Boss, previously filed with the Commission on Aungust 2, 2005 as Exhibit 10.4 to Commerce Energy
Group, Inc.’s Cuarrent Report on Form 8-K and incorporated herein by reference.

Agreement for Consulting Services dated as of August 1, 2003 between Commerce Energy Group, Inc. and
Lawrence Clayton, Ir., previously filed with the Commission on August 5, 2005 as Exhibit 10.1 to
Commerce Energy Group, Inc.’s Current Report filed on Form 8-K and incorporated herein by reference.
Extension of Agreement for Consulting Services between Commerce Energy Group, Inc. and Lawrence
Clayton, Ir. dated as of September 29, 2005, previously filed with the Commission on September 30, 2005
as BExhihit 10.1 to Commerce Energy Group, Inc.’s Current Report on Form 8-K and incorporated herein by
reference.
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Exhibit
10.25

10.26

10,27

10.28

10.29

10.30

10.31

10.32

10.33

10.34

10.35

10.36

10.37

10.38

10.39

Description
Agreement Not to Engage in Prohibited Activities dated as of October 8, 2005 by and among Peter
Weigand, Commerce Energy, Inc. and Commerce Energy Group, Inc., previously filed with the
Commission on October 13, 2005 as Exhibit 10.1 to Commerce Energy Group, Inc.’s Current Report
on Form 8-K and incorporated herein by reference.

Non-Employee Director Compensation Policy, previously filed with the Commission on December 8,
2004 as Exhibit 10.2 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
Tiled with the Commission on February 1, 2006 as Exhibit 99.1 to Comimerce Energy Group, Inc.’s Current
Report on Form 8-K and incorporated herein by reference.

Summary of Commerce Energy Group, Inc. Management Bonus Program for 2003, previously filed with
the Commission on March 1, 2005 as Exhibit 10.1 to Commerce Energy Group, Inc.’s Current Report on
Form 8-K and incorporated herein by reference.

Employment Offer Leiter Agreement between Commerce Energy Group, Inc. and Thomas Ulry dated
February 28, 2003, previously filed with the Commission on March 7, 2005 as Exhibit 99.1 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 Commission 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,
2003 Employment Offer Letter Agreement, previously filed with the Commission on October 31, 2005 as
Exhibit 10.31 to Commerce Energy Group, Inc.’s Annual Report an Form 10-K and incorporated herein by
reference.

Confidential Settlement Agreement and General Release dated as of April 21, 2005 by and among Tan B,
Carter, Commerce Energy, Inc. and Commerce Energy Group, Inc., previously filed with the Commission
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, 2003 by and between Ian B, Carter and Commerce Energy Group,
Inc., previously filed with the Commission 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.

Agreement Not to Engage in Prohibited Activities dated as of October 8, 2005 by and among Richard L.
Boughrum, Commerce Energy, Inc. and Commerce Energy Group, Inc., previously filed with the
Commission on October 13, 2005 as Exhibit 10.2 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., previously filed with the Commission 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.

Promissory Note dated November 17, 2005 by and between Commerce Energy Group, Inc. and Peter
Weigand, previously filed with the Commission on November 23, 2005 as Exhibit 99.2 to Commerce
Energy Group, Inc.’s Current Report on Form 8-K and incorporated herein by reference.

Voting and Standstill Agreement dated November 17, 2005, by and between Commerce Energy Group,
Inc. and Peter Weigand, previously filed with the Commission on November 23, 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 Executive Employment Agreement dated November 17, 2005, by and among
Commerce Energy Group, Inc., Commerce Energy, Inc. and Peter Weigand, previously filed with the
Commission 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.

Amendment No. 1 to Agreement Not to Engage in Prohibited Activities dated November 17, 2005 by and
among Commerce Energy Group, Inc., Commerce Energy, Inc. and Peter Weigand, previously filed with
the Commission on November 23, 2005 as Exhibit 99.5 to Commerce Energy Group, Inc.’s Current Report
on Form 8-K and incorporated herein by reference.
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Exhibit
10.40

10.41

10.42

1043

10.44

10.45

10.46

10.47

10.48

10,49

10.50

10.51

10.52

10.53

Description

Amendment No. 1 to Agreement Not to Compete dated November 17, 2005 by and among Commerce

‘Energy Group, Inc., Commerce Energy, Inc. and Peter Weigand, previously filed with the Comimnission on

November 23, 2005 as Exhibit 99.6 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 Commission 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.

Setilement Agreement and General Release dated Movember 17, 2005 by and among Richard L.
Boughrum, Commerce Energy Group, Inc. and Commerce Energy, Inc., previously filed with the
Commission 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.

Promissory Note dated November 17, 2005 by and between Commerce Energy Group, Inc. and Richard L.
Boughrum, previously filed with the Commission on November 23, 2005 as Exhibit 99.9 to Commerce
Energy Group, Inc.’s Current Report on Form 8-K and incorpoerated herein by reference.

Voting and Standstill Agreement dated November 17, 2005, by and between Commerce Energy Group,
Inc, and Richard L. Boughrum, previously filed with the Commission on November 23, 2005 as
Exhibit 99.10 to Commerce Energy Group, Inc.'s Current Report on Form 8-K 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 Commission 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.

Amendment No. 1 to Agreement Not to Engage in Prohibited Activities dated November 17, 2065 by and
among Commerce Energy Group, Inc., Commerce Energy, Inc. and Richard L. Boughrum, previously filed
with the Commission on November 23, 2005 as Exhibit 99.12 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 Commerce Energy
Group, Inc., Commerce Energy, Inc. and Eric Alam, previously filed with the Commission on
Navember 23, 2005 as Exhibit 99.13 to Cominerce Energy Group, Inc.’s Current Report on Form 8-K
and incorporated herein by reference. ‘

Settlement Agreement and General Release dated December 23, 2004 by and among Commerce Energy
Group, Inc., Commonwealth Energy Corporation, Ian Carter, Robert Perkins, Brad Gates, Joseph P. Saline,
Patricia E. Saline and Joseph Ogundiji, previously filed with the Commission on December 27, 2004 as
Exhibit 10.1 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 Commission on December 6, 2005 as Exhibit $9.1 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 Commission 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 Commission on December 6, 2005 as Exhibit 99.3 to
Commerce Energy Group, Inc.’s Current Report on Form §-K and incorporated herein by reference.
Indemnification Agreement dated December 1, 2005 between Lawrence Clayton, Jr. and Commerce
Encrgy Group, Inc., previously filed with the Commission 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 Commission 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.
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10.55

10.56

10.57

10.58

10.59

10.60

10.61

10.62

10.63

10.64

10.65

10.66

10.67

Pescription

Commerce Energy Group, Inc. Non-Employee Director Compensation Policy, previously filed with the
Commission on December 8, 2004 as Exhibit 10.2 to Commerce Energy Group, lnc.’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 January 27, 2006, previously filed with the Commission on February 1, 2006 as Exhibit 99.3 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 Direcior Compensation Policy,
effective March 10, 2006, previously filed with the Commission on March 16, 2006 as Exhibit 99.1 to
Commerce Energy Group, Inc.’s Quarterly Report on Form 10-Q for the period ending Janvary 31, 2006
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 Commission on May 18, 2006 as Exhibit 99.1 to
Commerce Energy Group, Inc.’s Current Report on Form 8-K and incorperated 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 Commission on April 20, 2006 as Exhibit 4.7 to
Commerce Energy Group, Inc.’s Registration Staiement 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 Commission on April 20, 2006 as Exhibit 4.8 to
Commerce Energy Group, Inc.’s Registration Statement on Form 5-8 (File No. 333-133442) and
incorporated herein by reference.

Commerce Energy Group, Inc. 2006 Stock Incentive Plan, previously filed with the Commission on
February 1, 2006 as Exhibit 99.2 to Commerce Energy Group, Inc.’s Current Report on Form 8-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 Commission on April 20, 2006 as Exhibit 4.10 to
Commerce Energy Group, Inc.’s Registration Statement on Form 5-8 (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 Commission on April 20, 2006 as
Exhibit 4.11 io 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. Emplayees pursuant to the Commerce Energy
Group, Inc. 2006 Stock Incentive Plan, previously filed with the Commission on April 20, 2006 as
Exhibit 4.12 to Commerce Energy Group, Inc.’s Registration Statement on Form S-8 (File No. 333-1334432)
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 Commission 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 Commission on April 20, 2006 as Exhibit 4.15 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 pursuant to the Commerce Energy Group, Inc,
2006 Stock Incentive Plan, previously filed with the Commission on April 20, 2006 as Exhibit 4.16 to
Commerce Energy Group, Inc.'s Registration Statement on Form S-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, previously filed with the
Commission on April 20, 2006 as Exhibit 4.17 to Commerce Energy Group, Inc.’s Registration Statement
on Form 8-% (File Mo. 333-133447) and incorporated herein by refesence.
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Exhibit
10.68

10.69

10.70

Description

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 Commission 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 Commission 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 Commission 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 Commission on
May 18, 2006 as Exhibit 99.4 to Commerce Energy Group, Inc.’s Cument Report on Form 8-K and
incorporated herein by reference.

Other Material Contracts

10.71

10.72

10.73

10.74

10.75

10.76

10.77

10.78

10.79

Retention Escrow Agreement by and among Commonwealth Energy Corporation, Skipping Stone Inc.,
Peter Weigand, Greg Lander, Eric Alam and Bruno Kvetinskas, previously filed with the Cormmission on
April 5, 2004 as Exhibit 2.4 to Amendment No. 3 to Commerce Energy Group, Inc’s Registration
Statement on Form S4 and incorporated herein by reference.

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 Commission on April 5,
2004 as Exhibit 2.5 to Amendment No. 3 to Commerce Energy Group, Inc.'s Reglstratmn Statement on
Form 8-4 and incorporated herein by reference.

Agreement Not To Compete by and among Commonwealth Energy Corporation, Commerce Energy
Group, Inc. and Peter Weigand dated April 1, 2004, previously filed with the Commission on April 5, 2004
as Exhibit 2.6 1o Amendment No. 3 Commerce Energy Group, Inc.’s Registration Statement on Form S-4
and incorporated herein by reference.

Limited Liability Company Agreement of Summit Energy Ventures, LLC, as amended by the First
Amendment to the Limited Liability Company Agreement of Summit Energy Ventures, LLC, dated
August 2001, previously filed with the Commission on November 14, 2001 as Exhibit 10.6 to Amendment
No. 1 to Commonwealth Energy Carporation’s Repistration Statement on Form 10/A and incorporated
herein by reference. ‘

Second Amendment to the Limited Liability Company Agreement of Summit Energy Ventures, LLC,
previously filed with the Commission on April 3, 2002 as Exhibit 13.19 to Amendment No. 2 to
Commonwealth Energy Corporation’s Registration Statement on Form 10/A 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 Commission 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.

Restructuring and Termination of Membership Agreement dated as of April 30, 2004 by and among
Summit Energy Ventures, LLC, Commonwealth Energy Corporation, Steven Strasser and Northwest
Power Management, Inc., previously filed with the Commission on June 14, 2004 as Exhibit 10.5 to
Commonwealth Energy Corporation’s Quarterly Report on Form 10-Q for the quarterly period ended
April 30, 2004 and incorporated hersin by reference.

Confirmation of Transaction between Commonwealth Energy Corporation and DTE Energy Trading, Inc.
dated July 25, 2002, previously filed with the Commission on March 17, 2004 as Exhibit 10.23 w0
Amendment No. 1 to Commonwealth Energy Corporation’s Form 10-¥ for the year ended July 31, 2002
and incorporated herein by reference.

Exelon Generation Company, |.L.C Confirmation Agreement dated July 22, 2003, previously filed with the
Commission on March 17, 2004, as Exhibit 10.20 to Amendment No. 1 1o Commonwealth Energy
Corporation’s Form 10-K/A for the year ended July 31, 2003 and incorporated herein by reference.
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10.85

10.86

10.87

10.88

1¢.89

10.90

10.91

14.1

21.1
23.1

D tion

Exelon Generation Company, LLC Confinnation Agreement dated July 22, 2003, previously filed with the
Commission on March 17, 2004 as Exhibit 10.21 to Amendment No. 1 to Commonwealth Energy
Corporation’s Form 10-K/A for the year ended July 31, 2003 and incorporated herein by reference.

Confirmation of Transaction between Commonwealth Energy Corporation and DTE Trading, Inc. dated
March 24, 2003, previously filed with the Commissicn on March 17, 2004 as Exhibit 10.22 to Amendiment
No. 1 to Commonwealth Energy Corporation’s Form 10-K/A for the year ended July 31, 2003 and
incorporated herein by reference.

Confirmation of Transaction between Commonwealth Energy Corporation and DTE Trading, Inc. dated
July 24, 2003, previously filed with the Commission on March 17, 2004 as Exhibit 10.23 to Amendment
No. 1 to Commonwealth Energy Corporation’s Form 10-K/A for the year ended July 31, 2003 and
incorporated herein by reference.

Revised Secunity Agreement dated October 27, 2004 by and between Commonwealth Energy Corporation
and DTE Epergy Trading, previously filed with the Commission on November 135, 2004 as Exhibit 10.32to
Commerce Energy Group, Inc.’s Annual Report on Form 10-K and incorporated herein by reference.

Revised Operating Agreement dated October 27, 2004 between DTE Energy Trading, Inc. and
Commonwealth Energy Corporation, previously filed with the Commission on November 15, 2004 as
Exhibit 10.33 to Commerce Energy Group, Tne.’s Annual Report on Form 10-K and incorporated herein by
reference.

Loan and Security Agreement by and among Commerce Energy, Inc., as Barrower, 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 Jone 8, 2006, previously filed with the
Commission 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 8, 2006 by Commerce Energy Group, Inc., as Guarantor, to Wachovia Capital Finance
Corporation (Western), as Agent, previously filed with the Commission on June 12, 2006 as Exhibit 99.2 10
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 Commission on
September 26, 2006 as Exhibit 99.1 to Commerce Energy Group, Inc.’s Current Report on Form 8-K
and incorporaied herein by reference.

Asset Purchase Agreement dated September 2{}, 2006 between Houston Energy Services Company, L.L.C.
and Commerce Energy, Inc., previously filed with the Commission 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 Septenmiber 20, 2006 among Commerce Energy, Inc. and Houston
Encrgy Services Company, L.L.C., previously filed with the Commission on September 26, 2006 as
Exhibit 2.2 to Commerce Energy Group, Inc.’s Carrent Report on Form 8-K and incorporated herein by
reference.

Guaranty Agreement dated September 20, 2006 among Commerce Energy, Inc., Thoinas L. Goudie, James
Bujnoch, Ir., Gary Hollowell, Dustin Ropach, Steve Loy and Arnold Perez, previously filed with the
Commission 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.

Second Amendment to Loan and Security Agreement and Waiver dated October 26, 2006 among
Comumerce Energy Group, Inc., Commerce Energy, Inc.,, Wachovia Capital Finance Corporation
(Western) and The CIT Group/Business Credit, Inc., previcusly filed with the Commission 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.

Commerce Energy Group, Inc. Code of Business Conduct and Ethics, previously filed with the
Commission 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.
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232
311

312

321

322

Description
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 Centification required by Rule 13a-14(a) under the Securities Exchange Act of
1934,

Principal Executive Officer Centification pursuant to 18 U.5.C. Section 1350, as adopted pursuant to
Section 906 of the Sarbanes-Oxley Act of 2002.

Principal Financial Officer Certification pursnant to 18 U.5.C. Section 1350, as adopted pursuant to
Section 906 of the Sarbanes-Oxley Act of 2002.
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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 anthorized.

COMMERCE ENERGY GROUP, INC.

By: fsf STEVEN S. BOSS

Steven 3, Boss
Chief Executive QOfficer

Dhate: December 12, 2006

Pursuant to the requirements of the Securities Exchange Act of 1934, this report has been signed below by the
following persons on behalf of the registrant and in the capacities and on the dates indicated.

Signature Title Date
/s/ STEVEN 8, BOSS Chief Executive Officer and a Director December 12, 2006
. Steven S. Boss {Principal Executive Officer)
fs/f LAWRENCE CLAYTON, JR. Chief Financial Officer {Principal December 12, 2006
Lawrence Clayton, Jr. Financial Officer)
/s/ KENNETH L. ROBINSON Corporate Controller (Principal December 12, 2006
Kenneth L. Robinson Accounting Officer)
fs/ CHARLES E. BAYLESS Director December 12, 2006
Charles E. Bayless
/s/ DENNIS R. LEIBEL Director December 12, 2006
! Dennis R. Leibel
/s/ GARY J. HESSENAUER Director December 12, 2006

Gary 1. Hessenaver

s/ MARK 5. JUERGENSEN Director December 12, 2006
Mark S. Juergensen

/s/ ROBERT C. PERKINS Chairman of the Board and a Director December 12, 2006
Robert C. Perkins
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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 balance sheet of Commerce Energy Group, Inc. as of July 31,
20006, and the related consolidated statements of operations, stockholders’ equity and cash flows for the year ended
July 31, 2006. These consolidated financial statements are the responsibility of the Company’s management. Gur
responsibility is to express an opinion on these consolidated 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 reasonable 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 included consideration of internal control over
financial reporting as a basis for designing andit procedures that are appropriate in the circumstances, but not for the
purpose of expressing an opinion on the effectiveness of the Campany’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
audit provides a reasonable basis for our opinion.

In our opinion, the consolidated financial statements referred to above present fairly, in alt material respects,
the consolidated financial pasition of Commerce Energy Group, Inc. as of July 31, 2006, and the consolidated
results of their operations and their cash flows for the year ended July 31, 2006, in conformity with U.S. generally
accepted accounting principles.

/s/ HEIN & ASSOCIATES LLP

Irvine, California
QOctober 27, 2006

E-1




REPORT OF ERNST & YOUNG LLP
INDEPENDENT REGISTERED PUBLIC ACCOUNTING FIRM

To the Board of Directors and Stockholders of Commerce Energy Group, Inc.:

We have andited the accompanying consolidated balance sheet of Commerce Energy Group, Inc. (formerly
Commonwealth Energy Corporation) as of July 31, 2005, and the related consolidated statements of operations,
stockholders’ equity and cash flows for each of the two years in the period ended July 31, 2005. These financial
statements are the tesponsibility of the Company’s management. Our responsibility is to express an opinion on these
financial statements based on our audits.

We conducted our audits in accordance with the standards of the Public Company Accounting Oversight Board
(United States). Those standards require that we plan and perform the audit to obtain reasonable assurance about
whether the financial statements are frec of material misstatement. We were not engaged to perform an audit of the
Company’s internal control over financial reporting. Our audit 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 repotting.
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 financial statements referred to above present fairly, in all material respects, the
consolidated financial position of Commerce Energy Group, Inc. at July 31, 2005, and the consolidaied results
of its operations and its cash flows for each of the two years in the period ended July 31, 2003, in conformity with
U.S. generally accepted accounting principles.

f3/ ERNST & YOUNG LLP

Orange County, California
October 25, 2005
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COMMERCE ENERGY GROUP, INC.
CONSOLIDATED STATEMENTS OF OPERATIONS

Fiscal Years Ended July 31,
2006 2005 2004
{In thousands, except per share amounis)

I R - $247,080 $253,853  $210,623
Direct energy costs. . .. ... ... e it 218,289 225,671 191,180
Gross profit . . . ... . e e 28,791 28,182 19,443
Selling and marketing eXpenses. . ... .. . vi e iennrnee i iianeans 5,231 4,081 4,063
General and administrative eXpenses . .. .. ... .vevai i iaa 26,939 31,504 25,857
Reorganization and initial public listing cxpenses ........ .00 vunnn, — — 3,393
Loss from operations . ......... ... .. it i (3,379) {7.403) (13,870)
Other income and expenses:

Initial formation litigation eXpenses . . .. ... ccouveer e vrnancan — (1,601) {1,562)

Recovery of (provision for) impairment on investments .. ........_. — 2,000 (7,135)

Loss on termination of Summt . .. ........ ... . i — —_ {1,904)

Minority interest share of foss . .. .. ... ... ... .o, — — 1,185

Interest INCOME, NBL. . . ..ottt it ittt tsanaeeeeeaannns 1,140 890 549
Total other income and eXPenses. . ... . ..ottt et innnneesnns 1,140 1,289 (8,867)
Loss before benefit fromincome taxes .. ........................ (2,239) 6114y  (22,737)
Benefit from inCOME 1a%€8 . ... ..ot ittt e e e e — — _(1,017)
L= e $ (2239) % (6,114) $(21,720)
Loss per common share:

Basicanddiluted ...... .. ... . ... .. .. ... i $ 007 § 0200 § (0.77)
Shares used in computing loss per common share:

Basicanddiluted .......... ... i e 30419 30,946 28,338

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,
2006 2005
(In thousands, except per
share amounts)
ASSETS

Current assets:
Cash and cash equivalents . ... ... . i itnenrn it iinannan e $22941 § 33,244
Accounts receivable, Net. ...ttt i i e e e 30,650 27,843
10731 P 4,578 4,561
Prepaid expenses and othercurrent . . ... ... ... ... ... il 6,827 3,542
Total CUITent ASBeE8. . . o it a it et e e e ae e 64,996 69,290
Restricted €ash . ... .0 i i i e e e i 17,117 8,222
L T 2,506 11,347
Property and equipment, IEt. . . ... ... ... .. i e e i et 5,866 2,007
GOOAWILL. . o . o e e e, 4,801 6,801
Other IMtangible A85EtS . . . . .. oot e e e e e e e e 3,790 4,065
Total BS5LS . . . vt et §99,076  $102,632

Current liabilities:

ACCOUNES PAYADIE . - o o it ittt c s et i et e i e $26,876  $ 25,625
Accrued Habilities . ... ..ottt e e e e e e e 5,867 6,946
Total current liabilities . .. ... .. ... . o i i 32,743 32,571
Commitments and cONNZENCIES . . . .. .. v 'ttt ittt ineeiinee e ananenaanesns — —

Stockholders’ equity:
Common stock — 150,000 shares anthorized with $0.001 par valve and 29,632 and

31,436 shares issued and outstanding in fiscal 2006 and 2005, respectively . ... ... . 58,849 62,609
Other comPrehensive INCOME . . ... .. .. it i e s e s e e enan e 2,271 —
Retained Cammings . .. .ottt it e et et i e e 5,213 7,452

Total stockholders” equily . . .. . .. ..o e e 66,333 70,061
Total liabilities and stockholders” equity . ........ .0 it iinin i nnennes $00,076 $102,632

The accompanying notes are an integral part of these consolidated financial statements.
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Balance at July 31, 2003
Exercise of stock options
Issuance of stock in connection
with Skipping Stonc
acquisition
Tssuance of stock ...........
Compensation charge related to
settlement of disputes. . .. _ ..
Repurchase of dissenter’s rights
sioek .. ... i e
Issuance of restricted stock. . . . .
Amortization of unearned
restricted stock
Cumnlative unpaid dividends on
convertible preferred stock . . .
Payment of dividends on
preferred stock
Conversion of preferred stock
into common stock
Conversion of Commonwealth
Energy Corporation common
stock into Commerce Energy
Group, Inc. common stock . .
Netloss. .................

Balance at July 31, 2004
Exercise of stack options . . . . . .
Repurchase of common shares . .
Issuance of stock
Amortization of unearned

restricted stack

Isswance of stock in connection
with ACN acquisition. ... ...
Netloss, ...........oo-...

Balance at July 31, 2005
Exercise of stock opiions
Repurchase of common shares . .
Issnance of stock
Repurchase of dissenier’s rights

stack

Cancellation of restricted stock . .
Amaortization of Unearned share
based compensation . . . ... ..
Amortization of Unearned
restricted stock
Cancellation of stock in
connection with ACN
acquisition
Comprehensive income

Balance at July 31, 2006

COMMERCE ENERGY GROUP, INC.
CONSOLIDATED STATEMENTS OF STOCKHOLDERS’ EQUITY

Commonwealth Energy Corporation

smgi{ﬂerand Commerce Energy Group, Inc.
Commonwealth Converiible Commerce Other
Common Stock Preferred Stock  Common Stock Retained Comprehensive
Shares Amount Shares Amount Shares Amount Earnings Income Total
(In thousands)
27,645 § 56,853 961 § 855 — % — $35309 5 — % 93.017
102 27 — — — — — —_ 27
1.614 3,100 — — — —_ —_ — 3,100
219 344 40 10 — — — — 354
- 636 — — — — — —_ 636
604) (1,159) _ —_ —_ —_— —_ — (1,159)
150 288 — —_ _ (288) — — _—
-— — — — —_ 32 — — 32
—_ — — 23 —_ — 2» — —_
— — —  a8’n — — — — (181)
1,393 707 (1,001) (707 — — — — _
. (30,519 (60,796) — — 30,519 60,796 —_ — —
— — — —_ — — (21,7209 — (21,720}
— —_ — — 30,519 60340 13,566 — 74,106
— — — — i02 54 — —_ 54
- — - — g (25D — — (1)
— — —_ — 5 10 — — 10
— — — — — 256 — — 256
— — — — 930 2,000 — — 2,000
—_ — —_ — — — (6,114) — (6,114)
— — — — 31436 62,609 7452 — 70,061
—_ -— — — 221 11 — — 11
— — —_ — (1,469 (2,204} — — (2,204)
— — _— — 10 _ — _ _
— —_ —_ —_ (55) (106) — —_ (106)
— - = — 435 — — — —
— e O - — —
— —_ —_ —_ — 386 — —_ 386
— —_ — — — 153 — — 153
— — — — {930) (2,000) — —_— (2,000)
— — — — — — (2,239 2,271 32
— $ — — § — 290632 $58,849 § 5213 $2.271 $ 66,333

The accompanying notes are an integral part of these consolidated financial statements,
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COMMERCE ENERGY GROUPT, INC.
CONSOLIDATED STATEMENTS OF CASH FLOWS

Fiscal Years Ended July 31,
2006 2005 2004
{In thousends)

Cash Flows From Operating Activities
Net Joss o e e e $ (2,239 5 (6,114) $(21,720)

Adjustments to reconcile net 10ss to net cash provided by (ased in)
operating activities:

Depreciation. .. ... ... ... i 856 1,216 1,531
AMOTIZAION .« . oty i i ety iatena et aae e e ananeeaanans 1,140 R88 419
Provision for doubtful accounts, . ... ..cvver i i e 2,813 2,305 2,217
Stock-based compensation charge . .. ..., ... ... ... ... ... 539 256 663
Deferred income tax provision .. ............ .. iiioiiaie e — 74 2,698
Impairment of Summit Energy investments . . ... ... oiinaei i — 5 9,569
Termination of Summit BRETEY . . . . ..o\ v vt eeeee e e — — 1,904
Minority interest share of loss of consolidated entity .. ............... — — 140
Loss on disposition of property and equipment . . ................... — 165 —
Changes in operating assets and liabilities:

Accounts receivable, Det . . . .ottt e e e (5,620) 1,096 4,985

Prepaid expenses and other assets ... .. ... ... ciieiiiiin . 8,402 695 (5.681)

Accounts payable . ... ... .. i e i 1,251 (4,952) 4,659

Accred liabilities and other ... .. 0ot i i i e e {1,079) 805 (1,076)
Net cash provided by (used in) operating activities . ... ... ... ... ... 6,063 (3.561) 313
Cash Flows From Investing Activities
Purchase of property and equipment ... ... .o iir e e 4.714) (1,025) (1,079)
Reimbursement from state on rencwable energy asset ................ —_ 250 —
Purchase of intangible assets. . . ....... ... .. i i i s (28) — —
Business acquisition, net of cash required .. ... ... ................. — (14,525) {43
(Purchase) and sale of short-term investments . .......... e e eas — 43,312 (10,033) .
Net cash provided by (used in) investing activities. .. ................ (4.742) 28,012 - (1L,159)
Cash Flows From Financing Activities
Repurchase of common stock . .. ........... ... ... s (2,310) (251) (1,159)
Saleof common StOCK .. ... o0 iiit i i e e, — 10 288
Credit line COMMItMENE FE8. . « < v v vt ve ettt e ieeeiecnnns {530) e
Dividends paid on convertible preferred stock . .. ................... — — (181)
Reflection of other convertible preferred stock. ... .................. — — 10
Proceeds from exercises of stock options. ... ........ ... .. 11 54 27
Decrease (increase) inrestricted cash . ....... ... ... L. (8,895) {1,673) 14,968
Net cash provided by (used in) financing activities . ................. (11,724) (1,860) 13,953
Increase (decrease) in cash and cash equivalents . ................... (10.403) 22,591 - 3,111
Cash and cash equivalents at beginning of year ..................... 33,344 - 10,753 7,642
Cash and cash equivalents atend of year. ... ... oo i i it naans $22941  $33,344 $10,753
Cash paid for:

1T (- $ — 3 — 3 4

INCOTRE BAXES . . .\ vev e et ettt intnee e maneieeeeinnnnnns $ — § — $ 3404

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
{In thonsands, except per share and per kWh amounts)

1. Nature of Business

Commerce Energy Group, Inc. (“Commerce Energy” or “Commerce”™) is a diversified independent energy
marketer of electricity and natural gas. Commerce Energy provides retail electricity and natural gas to its
residential, commercial, industrial and institutional customers, and provides consulting and technology services
to energy-related organizations. Commerce Energy is a holding company that operates through its wholly-owned
operating subsidiaries: Commerce Energy Inc. (formerly Commonwealth Energy Corporation) and Skipping Stone
Inc. (“Skipping Stone™). As used in this Report, the term the “Company™ refers to Commerce Energy Group and its
wholly-owned subsidiaries. :

Commerce Energy provides electricity to its customers in the varionsly deregulated California, Pennsylvania,
Michigan, New Jersey, Maryland and Texas electricity markets. Commerce is licensed by the Federal Energy
Regulatory Commission, (“FERC") as a power marketer. In addition to the states in which the company currently
operates, the Company is also licensed to supply retail electricity by applicable state agencies in New York, Ohio
and Virginia. The Company also provides natural gas to customers in California, Georgia, Maryland, New York,
Ohio, and Pennsylvania. Skipping Stone provides energy-related consulting services and technologies to utilities,
generators, pipelines, wholesale merchants and investment banks.

Commerce Energy Group’s predecessor, Commonwezlth Energy Corporation (“Commonwealth™), was
formed in California in August 1997. On July 6, 2004, Commonwealth reorganized into a holding company
structure, whereby Commonwealth became a wholly-owned subsidiary of Commerce Energy and the stockholders
of Commonwealth became stockholders of Commerce. As a result of the reorganization, each share of Common-
wealth commeon stock was exchanged for one share of Commerce common stock, and Commonwealth stock aptions
became Commerce stock options. Immediately prior to consummation of the reorganization, Commonwealth
transferred ownership of its subsidiaries to Commerce Energy. As a result of the transfer, these entities became
subsidiaries of Commerce Energy. After the reorganization, on July 8, 2004, the Company’s common stock began
trading on the American Stock Exchange under the symbol EGR.

2, Summary of Significant Accounting Policies
Basis of Consoiidation

The Company’s consolidated financial statements include its two wholly-owned operating subsidiaries:
Commerce Energy, Inc. and Skipping Stone Inc. All material inter-company balances and transactions have been
eliminated in consolidation.

In fiscal 2004, the Company’s consolidated financial statements included the accounts of its controlled
investment in Summit Energy Ventures, LLC (“Summit”), and its majority ownership in Power Efficiency
Corporation ("PEC™). In April 2004, the Company terminated its relationship with Summit (with all asseis
distributed to its members), and its investment in PEC decreased to 39.9% and subsequently, io 14% and 15% at
July 31, 2006 and 20035, respectively. Subsequently neither entity was consolidated {see Note 11).

Use of Estimates and Assumptions

The preparation of consolidated financial statements in conformity with accounting principles generally
accepted in the United States of America requites 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 liabilities, and the disclosure of contingent assets and liabilities. These estimaies and assumptions are based on
the Company’s historical experience as well as management’s future 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 cosis, transporiation and delivery costs,
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COMMERCE ENERGY GROUP, INC.
NOTES TO CONSOLIDATED FINANCIAL STATEMENTS — (Continued)

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 reciassified certain prior fiscal year antounts in the accompanying conselidated financial
statements to be consistent with the current fiscal years presentation. The reclassifications included $43,300 and
$33,200 in insured liquid debt instruments with interest reset dates of less than three months from cash and cash
equivalents to short term investments for the years ended July 31, 2004 and 2003, respectively, with a resulting
impact on the accompanying Consolidated Statemenis of Cash Flows for the two years ended July 31, 2004 and
2005. These investments were reclassified due to their nominally long term maturities of typically 20 to 30 years.
They have been reflected as current investrnents, however, due to their highly liquid nature, their reset feature that
tracks current market interest rates, and very low default rates. These securities were quickly and easily liquidated at
carrying value with no gain or loss in principal in the third fiscal quarter of fiscal 2003, and the proceeds reinvested
in highly rated commercial paper and diversified, short term money market funds. Subsequently, the Company has
not held any such investments.

Non-cash items

In fiscal 2004, the Company recerded a non-cash provision for impairment of $7,135 and a non-cash loss on
termination of Summit of $257. In the third quarter of fiscal 2004, the Company acquired Skipping Stone, Inc. for
$3,100 of the Company’s common stock. In the fourth quarter of fiscal 2004, the Company issued 65 shares of
common stock and 40 shares of convertible preferred stock in a non-cash settlement, and, in connection with the
reorganizagion, all outstanding Commonwealth Energy Corporation Series A convertible preferred stock, other
convertible preferred stock and common stock was converted one-to-one into the Company’s common stock in a
non-cash transaction,

In fiscal 2005, the Company issued $2,000 of its common stock (930 shares) in connection with the acquisition
of certain assets from ACN Utility Services, Inc. This stock transaction was reversed in 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.

Revenue and Cost Recognition
Energy sales are recognized when the electricity and natural gas are delivered to the Company’s customers.

Direct energy costs, which are recognized concurrently with related energy sales, include the commodity cost
of purchased electricity and natural pas, 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. Fees and charges from the Independent System Operators (“ISOs”) and the Eocal
Distribution Companies (“LDCs") are determined by the ISQ or LDC based upon 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 commedity for which the utility is ultimately responsible and separately
itemnized taxes for which the customer is responsible. These amounts are excluded from the Company’s net revenne.
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COMMERCE ENERGY GROUP, INC.
NOTES TO CONSOLIDATED FINANCIAL STATEMENTS — (Continned)

The Company’s net revenue is comprised of the following:
Fiscal Years Ended July 31,

2006 2005 204
Retail electricity sales . ....... . iiiinnnnninerennns $177,752 $188,316  $205.028
Excess energy Sales .. ... ..o v i ir i nanneiaiaa 7,627 40,061 3,595
Total electricity sales .. .. ...... ... .00 185,379 228377 210,623
Retail natural gassales. . ... ... ... ..ciinneneninnnnn 61,701 25476 —
NELIEVEMUE . . .. oot ittt esrrannr e nrenn $247.080  $253.853  $210,623

Skipping Stone revenues, after inter-company eliminations, for the fiscal years ended July 31, 2006, 2005 and
2004 were $1,462, $1,927 and $803, respectively, tepresenting less than 1% of total net revenue for each fiscal
period.

Sales commission expense payvable based on customer billings is recognized in the same period as revenue
generated by such billings. Commission expense is recorded in selling and marketing expenses.

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.

Major Customer and Suppliers

No individual customer accounted for ten percent or more of the Company’s consolidated net revenue in fiscal
2006, 2005 or 2004,

The Company utilizes a diversified selection of energy suppliers. In fiscal 2006, two suppliers each accounted
for 11% of direct energy cost.

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 $479, $26 and $326 for fiscal 2006, 2005 and 2004,
respectively.

General and administrative expenses consist principalty of costs incurred for all other corporate personnel,
rent, utilities, telecommunications, insurance, legal fees, and other corporate costs 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).

In fiscal 2004, the Company decided to classify certain expenses related to the reorganization of the Company
into a Delaware holding company structure and initial public listing of Commerce's common stock on the American
Stock Exchange (“reorganization and initial public listing expenses”) in a separately identified category within the
gelling, general and administrative expense category. The Company has also classified certain non-operating
litigation expenses related to capital-raising initiatives during the initial formation of the Company (“initial
formation expenses”) in a separately identified category within other income and expenses.

Earnings (Loss) Per Common Share

Loss per common share — Basic has been computed by dividing net loss available to common stockholders,
after any preferred stock dividends, by the weighted average number of common shares outstanding during the
fiscal year, 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
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COMMERCE ENERGY GROUP, INC,
NOTES TO CONSOLIDATED FINANCIAL STATEMENTS — (Continued)

outstanding stock options, stock purchase warrants and convertible debt been exercised or converted into additional
common shares. For the fiscal years ended 2006, 2005 and 2004, assumed exercises or conversions have been
excluded in computing the diluted loss per share since there were net losses for the fiscal years and their inclusion
would be anti-dilutive.

Stock-Based Compensation

Effective in the first quarter of fiscal 2006, the Company adopted Statement of Financial Accouniing Standards
No. 123 (revised 2004), Share-Based Paymenis (“SFAS 123R™) which revises SFAS No. 123, Accounting for Stock-
Based Compensation and supersedes APB Opinion No. 25, Accounting for Stack Issued ta Employees. SFAS 123R
requircs all share-based payments to employees, including grants of employee stock options and restricted stock, be
measured at fair value and expensed in the consolidated statement of operations over the service period (penerally
the vesting period). The Company uses the Black-Scholes option valuation model to value stock options. As aresult
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 date of adoption. The Company recognized a pre-tax (tax effect
minimal) charge associated with the expensing of stock options vesied for the fiscal year ending July 31, 2006 of
$386, which is included in general and adminisirative expenses. As of July 31, 2006, there was $281 of total
unrecognized compensation cost related to the non-vested outstanding stock options, which is expected to be
recognized over the period August 1, 2006 through December 1, 2008.

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 and 2004.

The Company did not have an active market for its common stock until July 8, 2004, on which date the
Company’s common stock was listed on the American Stock Exchange under the symbol “EGR.” As a result, the
value of the Company’s stock-based awards granted to employees and outside directors in fiscal 2004 was estimated
using the minimum value method, which does not consider stock price volatility. Stock-based awards granted in
fiscal 2006 and 2005 have been valued using the Black-Scholes option pricing model. Among other things, the
Black-Scholes 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 value method. The estimated fair value for stock options granted during fiscal 2006, 2005 and 2004 was
an average of $1.65, $2.43 and $1.92, respectively.

The fair value of options granted is estimated on the date of grant using the Black-Scholes option pricing model
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-free interest rate is based on the US
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.

Fiseal Years Ended July 31,

) 2006 2005 2004
Weighted-average risk-frec interest rate ... ........ ... .. .ciueunn. .. 49% 50% 49%
Averageexpected lifeinyears . ... ... ... ... .. .. ... ieaeel. ... 4.9 6.0 6.0
Expected dividends . .. ... .. ... e None None None
Volatility . . ... e i T12% 82.5% —




COMMERCE ENERGY GROUP, INC.
NOTES TO CONSOLIDATED FINANCIAL STATEMENTS — (Continued)
H the fair values of the options granted during fiscal years 2005 and 2004 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 Years Ended

J“IY a,
2005 2004

Netloss as Teported . . ... .ttt i i et e e e et $(6,114)  $(21,720)
Add: Stock-based employee compensation expense included in net loss, net of

related tax effects . .. ... .. ... .. e 256 636
Deduct: Total stock-based compensation expense determined under fair value

based method for all awards, net of related tax effects . . .. ... .......... (2,977 (1,222)
Pro forma net 1088 . ... .. ... . e e $(8.835) $(22,306)
Loss per share:

Basicand diluted —asreported .. ... . ... ..o $ 0200 $ 070

Basic and dilited —proforma ... .. ... . ... . . .. i $ (029 § 079

Cash and Cash Equivalents

Cash equivalents consist primarily of investments in highly rated liquid debt instruments with maturities of
three months or less. The Company maintains its cash and cash equivalents with highly rated financial institutions,
thereby minimizing any associated credit risks.

Accounts 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 yet
billed, multiplied by the current customer average sales price per unit.

Credit Risk and Allowance fer Doubtful Accounts

The Company maintains an allowance for doubtful accounts, which represents management’s best estimate of
probable losses inherent in the accounts receivable balance. Management determines the allowance based on known
troubled accounts, historical experience, account aging and other currently available evidence (see Note 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 within the states of California, Pennsylvania, Michigan, Maryland and New Jersey. 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 receivable with those local
utilities is remote.

Inventory

Inventory represents natural gas in storage and is stated at the lower of weighted average cost or market.
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COMMERCE ENERGY GROUP, INC,
NOTES TO CONSOLIDATED FINANCIAL STATEMENTS — (Continued)

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
reperting. During fiscal year 2004, 2005 and 2006, the Company ¢stablished valuation allowances to reserve its net
deferred tax assets, less possible tax refunds, because management believes it is not certain that the Company will
realize the tax benefits in the foreseeable future,

Restricted Cash and Energy Deposits

Cash and cash equivalents which the Company currently cannot access, as they are pledged as collateral for
energy purchase obligations or to secure letters of credit for a variety of purposes, are reported as restricted. The
Company also has energy deposits pledged as collateral for these purchase obligations. They are classified as
current or long-term depending on the duration and nature of the deposit requirement.

Property and Equipment

Property and equipment are recorded at cost. Maintenance and repairs which do not extend the uscful 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. These capitalized costs, once the application is placed in service, are amortized using the straight-line
method over estimated economic lives of three to five years,

Goodwill

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 2005 of certain assets of ACN
Utilities, Inc. (“ACN"} {see Mote 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 retained independent ontside valuation specialists to value the initial intangible assets associated with
the acquisitions. The resulting goodwill was reevaluated at the acquisition anniversary’s year end and it was
determined that no impairments have occurred. Goodwill related to PEC in fiscal 2004 was assessed for impairment
on a quarterly basis, with the resulting reductions charged to expense.

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, a covenant not to compete and
certain assets acquired as part of the Skipping Stone and ACN acquisitions, including customer list, software and
other intangibles. Each intangible asset is being or has been amortized gver the shorter of its contractual of
estimated economic useful life, which collectively range from two years to indefinite lives, in the case of operating
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licenses. Aggregate amortization expense for these intangible assets was $1,112, $888 and $376 for fiscal 2006,
2005 and 2004, respectively. Other intangible assets are as follows:

Fiscal Years Ended July 31, 2006
Usefuol Life Gross Carrying Accumulated

(Years) Amount Amortization Nel
Customer lists. .. ..ottt ce e eennes 3-15 $2,000 $ 607 $1,393
Software ... ... ... ... ... .. .. i, 2-5 1,810 1,214 596
LACEMSES + v ot v e e e ee st s et e Indefinite 923 — 923
Other intangibles. , .. ................... 1-20 1,828 950 878
$6,561 52,771 53,790

Fiscal Years Ended July 31, 2005
Useful Life  Gross Carrying  Accumulated

{Years) Amount Amortization Net
Customer Hsts. . . ..., ... . 0.0 uiirunnnn. 3-15 $2,000 $ 244 $1,756
Software........ ... ... ... .. . ... .. 2-5 1,810 640 1,170
Licenses .. oo e Indefinite 900 — 900
Other intangibles. . . .................... 1-20 1,914 775 1,139
$6,624 $1,639 54,965

The future aggregate amortization expense for intangibles is as follows:

Fiscal Year Ending July 31,

2007 i e e e e e ¥ 754
1 301
2 L e e e e m e e 280
2000 L e e e e e e e 204
2001 and BEYOMA . . . . . .\t e e e 1,128

$2,867

Impairment of Long-Lived Asseis

Management evaluates ¢ach 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 ta an amount equal to the estimated future cash flows, on an appropriately discounted basis.

Fair Value of Financial Instrumenis

The Company’s financial instruments consist primarily of cash and cash equivalents, accounts receivable and
accounts payable. The carrying amounts of these financial instruments are reflected in the accompanying
consolidated balance sheets at cost considered by management to approximate their fair values due to their very
short-term nature.

Segment Reporting

The Company’s chief operating decision makers work together to allocate resources and assess the perfor-
mance 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.
Although the Company acquired Skipping Stone in fiscal 2004, Skipping Stone revenue, net of inter-company
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eliminations, accounted for less than 1% of total net revenve during fiscal 2006 and 2005, and geographlc
information is not material.

Accounting for Derivatives Instruments and Hedging Activifies

The Company’s activities expose it to a variety of market risks, principally from commodity prices.
Management has established risk management policies and procedures designed to reduce the potentially adverse
effects that the price volatility of these markets may have on its operating 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 folerances, to minimize significant, unanticipated earnings floctuations
caused by commodity price volatility.

Supplying electricity and natural gas to retail customers requires the Company 1o match customers’ projected
demand with long-term and short-term commodity purchases. The Company purchases substantially all of its power
and natvral 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 when received from
suppliers.

In January 2005, the Company sold two significant electricity forward physical delivery contracis {on a net
cash scttlement basis) back to the original supplier in connection with a strategic realignment of its customer
portfolio in the Pennsylvania electricity market (PJM-ISO), which resulted in a gain of $7,200 in the second guarter
of fiscal 2005. As a result of that sale, the normal purchase and norimal sale exemption was not wtilized for the
Pennsylvania market (PJM-ISO) for the period of January, 2005 through August, 2006.

For forward contracts that do not meet the qualifying 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 Other Comprehensive Income
(Loss) and subsequendy reclassified as direct energy cost in the statement of operations as the energy is delivered.

As of July 31, 2006, the fair market value of contracts designated as a cash flow hedge totaled $1,454 gain, of
which $1,816 gain is included in “Energy and other prepaid expenses and current assets” and $362 loss is included
in “Accrued Liabilities™ on the Consolidated Balance Sheets. Other Comprehensive Income of $2,271 includes the
net gain noted above and a gain of $817 due to designated cash flow hedges. Cash flow hedge amounts reported in
Other Comprehensive Income (Loss) will be recognized in earnings as the related forecasted transactions are settled
or become probable of not oceurring. The Company expects all the gains currently recorded in OCl to be recognized
in earnings during the next 12 months. There was no cash flow hedge ineffectiveness related to positions held at the
end of the period.

Certain financial derivative instruments (such as swaps, optiens and fotures), designated as ecoromic 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 in operating income (loss) and as a current or long-term derivative
asset or liability. The subsequent changes in the fair value of these conftracts may result in operating income (loss)
volatility as the fair value of the changes are recorded on a net basis in direct energy cost in the consolidated
statement of operations for each fiscal periad. As of July 31, 2006, the mark to market value of economic hedges,
utilized primarily to hedge the Company’s cost of natural gas, was a loss of 51,700, The mark-to-market loss
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includes the impact of open natural gas contracts which were entered into in December 2005 and accounted for as
mark-to-market as a result of ineffective hedging of underlying price exposure. The notional value of these
derivatives was $(1,500).

Recent Accounting Standards

SFAS 154, Accounting Changes and Error Corrections, a replacement of APB 20 and FASB Statement No. 3
(SFAS 154), applies 10 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, ualess 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 the Company in fiscal 2006.

In February 2006, the FASB issued SFAS 155, 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 10 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 of issued by the company on or after Januvary 1, 2007, The Company is
curreatiy evaiuating the impact SFAS 155 will have on its consolidated financial statements, but does not expect that
the impact will be material.

In September 2005, EITF Issuec No, 04-13, Accounting for Purchases and Sales of Inventory with the Same
Counterparty, was released. This consensus concludes that an entity is required to treat 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 wansactions are entered into in
contemplation of each other. In addition, non-monetary exchanges whereby an entily transfers finished goods
inventory in exchange for receipt of saw materials or work-in-pracess inventory within the same line of business
will be recognized at fair value if certain conditions pertaining to fair value determination are met. The consensuaes
will be applied to new arrangements entered into, or modifications or renewals of existing arrangemenits, in the first
interim or annual reporting period beginning after March 15, 2006,

3. Acquisition

On February 9, 2005, the Company acquired certain assets of ACN Utility Services, Inc. (“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 sold 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 commmon 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 certgin 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 resuit, both goodwill and commeon stock were reduced by $2,000.

The assets acquired included approximately 80 natural gas and electricity residential and small commercial
cusiomers, natural gas inventory associated with utility and pipeline storage and transportation agreements and
natural gas and electricity supply, scheduling and capacity contracts, seftware 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 aperations
as of February 1, 2005, 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 valuation:

Category of intangible assets:
Intangible assets subject ta amortization:

CUStOmEr LISt - - o vttt e e e e e e $ 860
SO WaLE .« .. . e e e e e 750
4] 2| $1,610

Intangible assei not subject to amortization:
L CBR8ES. « . ot ittt e e e $

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 gaodwill created as a result of this transaction is summarized as follows:

PR DI . . v i vttt ettt ittt et e et e i e $16,525
Amount assigned to the net assets acquired. . . . ... ...ttt i e 8,209
Amount assigned 10 IMEaNEIBIE A5SEIS . .. ..\ vttt e e 2,510
Goodwill created (excluding $408 of acquisitioncasts) . .. ... . ... ... ... ... ... ..... § 5,806

Goodwill was reduced by $2,000 subsequent to the acquisition as discussed above.

4. Credit Facility

On June 8, 2006, Commerce Energy, as borrower, and the Company, as guarantor, entered into a Loan and
Security Agreement, or the credit facility, with Wachovia Capital Finance Corporation (Weslern), as agent, for the
lenders, or the Lenders, for up to $50 million. The credit facility provides for issnance of letters of credit and for
revolving credit loans which we may use for working capital and general corporate purposes. The obligations
incurred under the cradit facility are 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. The credit facility is for a pericd of three years, and may be continued on a
year-io-year basis thereafier. As of July 31, 2006, the Lenders have issued $17,600 in letters of credit in our favor,
and there are no borrowings under the credit facility. Generally, outstanding borrowings under the credit facility are
priced at a domestic bank rate plus 0.25% or, at our option, LIBOR plus 2.75%. We are also charged letter of credit
fees based upon vsage. The letter of credit fec is 1.75% per annum if excess availability, as defined in the credit
facility, is less than $25,000, and 1.50% if greater. We also pay an unused line fee equal to 0.375% of unutilized
credit line. If the monthly average excess availability is less than $15,000, the credit facility requires that we
maintain a Fixed Charge Coverage Ratio, as defined in the credit facility, of not less than 1.1 to 1.

The credit facility contains covenants, subject to specific exceptions, restricting Commerce Energy, the
Company and their subsidiaries ta: {(a) incur additional indebiedness; (b) grant certain liens; {c) dispose of certain
assets: (d) make certain restricted payments; (e} enter into certain other agreements; and (f) make certain
investiments. The credit facility also vesiricts the Company’s ability 1o pay cash dividends on its common stock
and restricts Commerce Energy from making a cash dividend to us without the lenders’ consent. We must also
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maintain a minimum of $10,000 of cash collateral at all times and, with the exception of certain acquisitions, we
may not make annual capital expenditures in excess of $3,500 without the consent of the Lenders.

On September 20, 2006, the Company and the Lenders entered into a First Amendment to the Loan and
Security Agreement and Waiver, {the “Amendment™), through which the Lenders waived prior or existing instances
of non-compliance by the Company with covenants contained in the credit facility relating to maintenance of the
fixed charge coverage ratio, maintenance of cash collateral, capital expenditures for the fiscal year ended July 31,
2006 and the notification to the Lenders of the grant of certain liens 10 a natural gas supplier. Throngh the
Amendment, the Lenders alse agreed to certain prospective waivers of covenants in the credit facility to enahle
Commerce Energy to consummate the HESCO acquisition in compliance with the credit facility, including the
requirement that all of Commerce Energy’s assets be pledged under the credit facility, the prohibition against the
Company agreeing to guarantee any other party’s obligations, the need for Commerce to maintain the original levels
of both Excess Availability and Eligible Cash Collateral ($10,000 at all times}), ¢ach as defined in the credit facility,
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, Commerce Energy and the Lenders entered into a Second Amendment to
the Loan and Security Agreement and Waiver (the “Second Amendment”) through which the Lenders waived prior
or cxisting instances of non-compliance by Commerce Energy with covenants contained in the credit facitity
relating to the maintenance of 2 minimum Fixed Charge Coverage Ratio and a minimum amount of Excess
Availability, each as defined in the credit facility. The Lenders also agreed in the Second Amendment (i) to defer
prospective compliance with the Fixed Charge Coverage Ratio covenant and (ii) to reduce the minimum amount of
Excess Availability that Commerce Energy will be required to maintain for a period of time in the future.

5. Market and Regulatory

The Company currently serves electricity and gas customers in nine states, operating within the jurisdictional
territory of twenty different local utilities. Although regulatory requirements are determined at the individual state,
and administered and monitored by the Public Utility Commission, or PUC, of each state, operating mles and rate
filings for each utility are unique. Accordingly, the Company generally treats each wtility 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.

FElectricity

Currently, the Company actively markets electricity in twelve LDC markets within the six 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. On September 20, 2001, the California Public Utility Commission, or CPUC, issued a ruling
suspending the right of Direct Access, or DA, which allowed electricity customers to buy their power from a
supplier other than the electric utilities. This suspension, although permitting the Company to keep current direct
access customers and to solicit direct access customers served by other ESPs, prohibits the Company from soliciting
new non-DA customers indefinitely.

Currently, several important issues are under review by the CPUC, including a Resource Adequacy Require-
ment and a Renewable Portfolio Standard. Additional costs to serve costomers 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.
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Proposition 80, an initiative on the Naovember 8, 2005 California special election ballot, would have banned
electricity customers from buying their power from a supplier other than the electric distribution utilities, 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 shifting of rate responsibility away from commercial 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 and acquire new commercial customers in the state.

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 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, nor can the Company predict the amount of such
adjustments. The payment or receipt of adjustments, if any, will likety be conducted between FERC, the California
ISO and the Company's contracted scheduling coordinator for the period in question, Automated Power Exchange
(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.

There are no current rate cases or filings in the states of Pennsylvania, New Jersey or Texas that are anticipated
to impact the Cormpany’s financial results.

Natural Gas

Currently, the Company actively markets natural gas in eight LDC markets within the six states of California,
Georgia, Maryland, New York, 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,

The Company provides natural gas service to residential and small commercial customers in the Dominion
East Ohio, or DEQ, and the Columbia Gas of Ohio service areas. In December 2004, DEQ notified the Public
Utilitics Commission of Ohio, or PUCO, of its desire to exit the commodity market. Its stated goal is to become a
distribution-only company by the end of 2006, Nearly 60% of DEO’s customers currently patticipate in Customer
Choice whereby they are already receiving the commodity portion of the service from a provider other than DEQ. Tn
April 2005, DEO filed with the PUCO to embark upen its plan. The ultimate outcome of this filing is unknown;
however, it is not anticipated to adverscly impact the Company’s financial results.

The Company provides natural gas service to residential and small commercial consumers in the Philadelphia
Electric Company service arca in Penngylvania. In May 2004, the Pennsylvania Public Utility Commission, ot 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 Company is the only natural gas
provider to residential customers in this market. The potential impact of this evaluation to the Company’s operations
is unknown at this time.

6. Interest Income, Net

Interest income, net of insignificant amount of interest expense, was $1,140, $8390 and $549 in fiscal 2006,
2005 and 2004, respectively.
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7. Income Taxes

The provision for (benefit from) income taxes consists of the following:

Fiscal Years Ended July 31,
006 s 2004
Current income taxes:
Federal ... ..ot e e e $— $74  $(3.,623)
R 71 = = 95
Total .. e e e e - _14 (3,528
Deferred income taxes:
Federal . .. .o e e — (74) 1,888
A . . .ot e et 623
L0 P — (D 2,511
Provision for (benefit from) income taxes. . . .................. ..... $ - 5 $(1,017)

A recongciliation of the federal statutory income tax rates to the Company’s effective income tax rates follows:

Fiscal Years Ended July 31,

2006 2008 2004
Federal statutory InCome taX rale ... ......c.vvivnmnescnanrrnnnns (35.0Y% (35.00% (35.0)%
State income taxes, net of federal benefit .. ... .. . i i, — — 21
Increase (decrease) in valuation allowance. . . .......... . vt nennnn 30.6 38.3 24.4
Permanent item —offering costs. . . ... .. .. ... ... i — — 58
Expiration of stock options . .. ... ... . . ... ... ... . — — —
Tax-exempt IEIBSt . o . . .. . ...t ittt 6.2 3.6y ©O.7)
L1013 T=) (1.8) 0.3 {1,1)
Effective iNCOMEe taX TAIE . . ..o v v v r it s it esenmeennian e tonnnnon —% —% (4.5)%
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Deferred income taxes were as follows:

July 31,
2006 2005
Deferred income tax assets:
IOCK OPIIOIIS « .. i ittt st i e i i e $ 586 § 34
Reservesand accruals .. ... ... . . . . e 598 1,026
Net operating loss carryforwards ... .. ... .. ... L oL il 7.9M 4,686
Allowance for doubtful ACCOUNLS . . . .o oot ittt i e e e e ey 2,025 2472
Capital JOBBES . .. . et 730 730
Unrealized 1088es .. ... .. .. e 1,056 2,078
AMT taR Credil . . .. ..ttt e e e e e e 226 226
Total deferred income taX 888818, . . . .. v vttt it in v e v s nnn e 13,122 11,562
Valuaton allowance .. ... it et aa e, (8,578) (9,391)
Total deferred income tAX a55€18, NEL . . ..ot ir v vt vs vt e naenreecrns 3,544 2,171
Deferred tax liabilities:
Depreciation and amortization . . .. ..., ... ... . . . . 2,007 (378)
SLALS ICOME LAKES & . v e i et e e e et ee ettt e e anea e, (946) (928)
Acquired intangibles . .. ... ... .. i e et (381) (865)
Total deferred income tax liabilities .. ........ ... i innen.. (3,544) (2,171)
Net deferred InCOmMe 14X @556L . . . . v v in i in it nensssnennsnsannanns 5 — & —

A valuation allowance increase equal to the net deferred tax asset, less possible tax refunds, 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, 2006 The effective increase in the valuation allowance for the fiscal year 2006 was
$187.

At July 31, 2006 the Company had net operating loss carryforwards of approximately $16,422 and $21,531 for
federal and state income tax purposes, respectively, that begin o expire in years 2018 and 2008, respectively. Of
these losses, $1,050 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 portion of
these carryforwards may expire before ultimately becoming available (o reduce future income tax liabilities. 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 year 2009.

8. Loss Per Common Share

Loss per common share has been computed as follows:
' Fisecal Years Ended July 31,

2006 2005 2004
Numerator:
NetJoss . . oo e i, $(2,239) $(6,114)  $(21,720)
Net loss — Basic and Diloted . . ... ..... .. .. e $(2,239) 36.114) $(21,720
Denominater: |
Weighted-average outstanding common shares —
Basicand Diluted . .. ... .. ... .. .. .. ... ... ... io.. 30,419 30,946 28,338
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For fiscal 2006, 2005 and 2004, there were 7,744, 8,872 and 10,307, respectively, of common shares
attributable to outstanding stock options were excluded from the calculation of diluted earnings pet share because
the effect of their inclusion would have been anti-dilutive. For fiscal 2006, 2005 and 2004, assumed in-the-money
stock option exercises have heen excluded in computing the dilnted loss per share as 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, 2005 and 2004 would have been 30,594, 31,299 and 28,469, respectively.

9. Accounts Recelvable, Net

Accounts receivable, net, is comprised of the following:

July 31,
2006 2005
Billed . .. e $21,768  $22,016
Unbilled . .. .. e e s 13,382 11,325
35,150 33,341
Less allowance for doubtful accounts. . .. ... ......oiieiiiiiiianniinns (4,500) (5,498)
Accounts receivable, net . . . .. ... $30,650 i?_’? 843

The following schedules set forth the activity in the Company’s allowance for doubtful accounts for the
reported periods:

Fiscal Years Ended July 31,
2006 2005 2004
Balance, beginning of year .. ... ... ..o $5498 53,193  $2931
Provisions charged tooperations . ... ..... ... ... ... .. .. ... 2,813 3,092 2,589
WHte-offs, . . . .. e {3,811) (787) (2,377)
Balance,endof year. . ... oo o i $4500 $3498 $3,193

In fiscal 2004, the Company collected $2,234 in past due accounts receivable in the settlement of the PG&E
bankruptcy claim that was recorded in ner revenue as received.

The Company has granted security interests in its Michigan and Texas accounts receivable as security for
payment of energy purchases.

10. Restricted Cash and Energy Deposits

The Company has cash and energy deposits related to outstanding Ietters of credit or cash deposited as
collateral to secure performance under energy purchase contracts as follows:

July 31,
2006 2005
Restricted cash investments pledged as collateral for letters of credit to secure
the purchase of energy and operating performance .. .................. $17,117  $ 8,222
Energy deposits pledged as collateral to secure the purchase of energy . ... ... 3,852 11,122
Total restricted cash, cash equivalents and energy deposits . .. ............, 520,969  $19,344

The Company had $24,053 and $7,827 in outstanding letters of credit at July 31, 2006 and 2003, respectively.
(Note 4).

F-21




COMMERCE ENERGY GROUP, INC.
NOTES TO CONSOLIDATED FINANCIAL STATEMENTS — (Continued)

11. Imvesiments

On April 30, 2004 the Company reached an agreement with its investment managet, Northwest Power
Management (“NPM”), to terminate its Summit relationship. As a tesult of the transaction, the Company no longer
retains an equily interest or contractual relationship with Summit, and the Company retained and directly owned the
investments in the three portfolio companies previously held by Summit. Under the terms of the termination
agreement, the Company retains the entire interest in Encorp, Inc. and Turbocor B.V, previously held by Summit,
and retains a portion of the interest in PEC that was previously held by Summit and not distributed to NPM in the
settlement. The Company no longer consolidates the financial results of PEC in its financial reports due to a
reduction in its ownership percentage, from 75.8% to 39.9%, as part of the agreement. The table below displays the
activity for these investment accounts for fiscal 2004 (there was no significant change in these accounts in fiscal
2005 except for the sale of Turbocor as discussed below or in fiscal 2006):

Direct
Investment Provision for Investment Ovwmership
Basis at Capital Impairment Basis at Percentage at
July 31, Contribution/ and July 31, July 31,
Investee 2003 {L.osses) ‘Termination 2004 2004
Encorp. .. ... cuuiinennann. $2,030 $ - $(1,934) $96 2.3%
Turbocor ................. 3,332 800 (4,132) — 9.3%
Subtotal .. .............. 5,362 800 {6,066) 95
PEC ... ... . ... 2,752 (1,324) {1,428) — 39.9%
Total investments ... ...... $8,114 § (524) $(7,494) ﬁ

During fiscal 2005 the Company had three investments in early-stage, energy related entities incurring
operating losses, which are expected to continue, at least in the near term: Encorp, Inc. (“Encorp™), Turbocor B.V.
(“Turbocor™} and Power Efficiency Corporation (“PEC™). At July 31, 2005, the Company sold its interest in
Turbocor for $2,000 resulting in a gain of an equal 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 na
intention to invest additional funds into these companies.

12. Property and Equipment, Net
Property and equipment, net, is comprised of the following:

July 31,
2006 2005
Information technology equipment, systems and software . ................ $4935 $4,139
Office furniture and equipment. .. ... .. . ... ... . i 1,056 1,039
Rencwable energy assels o vttt it i e e i i e 249 T 249
Leasehold improvements . ...ttt e i e 141 141
6411 5,568
Less: accumulated depreciation and amortization. . .. ... .......c.couuu.. .. 4417y  (3,561)
Property and equipment, DEE. . . .. ...ttt ee e $19%4 52,007
Projects in progress {primarily technology systems and sofiware).......... 3,872 —
Total fixed assels + .. vttt it s e e $5866 §2,007

The Company retired no property and equipment in fiscal 2006.
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13. Accrued Lishilities

Current accrued liabilities are comprised of the following:

J'lly 3,
2006 2005
Accrued litigation and legal expense . .. .. .. ... ... ... L $1,035 $1,053
Energy taxes payable .. ... .. ... ... . . . e e 688 774
Accrued energy related fees .. ..o o e 1,759 1,201
Accrued compensation related €Xpenses ... ... ... i e 6G5 1,900
Accrued andit fees . . ... ... b e e e e 543 369
L L1 1= 1,177 1,649
Total accrued liabilities . . .. ...t e $5,867 $6,946

14. Stockholders’ Equity
Respricied Siock

In fiscal 2006, the company granted 419 shares of restricled stock to its employees and directors. These
restricted shares vest in accordance with the terms of various written agreements. The total compensation cost
recognized in fiscal year 2006 for these stock-based compensation awards was $153. As of July 31, 2006, the total
unrecognized compensation cosi relating to non-vested restricted stock was 5450 and will be recognized over the
period of August 1, 2006 through Aungust 1, 2009,

In April 2004, pursuant to the terms of an employment agreement, the Company granted 150 shares of
Testricted 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 fiscal year ended
July 31, 2004 and 2005 for this stock-based employee compensation award was $32 and $256, respectively. The
fiscal 2005 expense reflects the acceleration of vesting under the terms of his contract (See Note 15).

Common Stock

All sales of Commonwealth’s commmon stock were made through private placements prior to July 6, 2004. On
July 6, 2004, Commonwealth reorganized into a holding company structure, whereby Commonwealth became a
wholly-owned subsidiary of Commerce Energy and the stockholders of Commonwealth became stockholders of
Commerce. As a result of the reorganization, (a) each issued and oulstanding share of common stock of
Commonweaith was exchanged, subject to exercise of dissenters’ rights by Commoenwealth’s stockholders, for
a share of Common Stock, par value $0.001 per share, of Commerce Energy (“Common Stock™) and a right to
purchase (each, a “Right”) one one-hundredth of a share of Series A Junior Participating Preferred Stock, par value
$0.001 per share, of Commerce (“Junior Participating Preferred”) and (b) Commerce assumed Commonwealth’s
1999 Equity Incentive Plan (the “Plan™), all outstanding obligations to issue common stock uader the Plan and all
outstanding stock options issued outside the Plan. The stockholders of Commerce held the same relative percentage
of Common Stock as they owned of Commonwealth common stock immediately prior to the reorganization, subject
to the exercise of dissenters rights which were paid in fiscal 2005.

In July 2004, as part of the reorganization, the Company repurchased 604 shares of common stock for $1,159
from former stockholders of Commonwealth; vnder the exercise of California law dissenter’s rights.

Prior to July 8, 2004, there was no established public trading market for any class of Commerce Energy’s or
Commonwealth’s equity securities. On July 8, 2004, Common Stock began trading on the American Stock
Exchange under the symbol “EGR.”
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Commerce Rights Plan

The Board of Directors of Commerce has approved the adoption of a preferred share purchase rights plan dated
July 1, 2004, Each right entitles the registered holder to purchase from the Company one one-hundredth of a share of
Series A Junior Participating Preferred Stock, par value $0.001 per share, at a price of $20 per one one-hundredih of
a preferred share, subject to adjustment. The description and terms of the rights are set forth in a rights agreement
entered into between the Company and Computershare Trust Company, as rights agent, dated July 1, 2004 (the
“Rights Agreement”). Until a right is exercised, the holder thereof, as such, will have no righis as a stockholder of
the Company by virtue of such right, including, without limitation, the right io vote or to receive dividends,

Each one one-hundredth of a share of Series A Tunior Participating Preferred Stock has designations and
powers, preferences and rights, and the gualifications, limitations and restrictions which make its value approx-
imately equal to the value of one share of Common Stock. The Series A Junior Participating Preferred Stock
purchasable upon exercise of the rights will not be redeemable. The Series A Junior Participating Preferred Stock
rank junior to any other series of the Company’s preferred stock. Each share of Series A Junior Participating
Preferred Stock will he entitled to a minimum preferential quarterly dividend payment of $1.00 but will be entitled
to an aggregate dividend of 100 times the dividend declared per share of Common Stock. In the event of liguidation,
the holders of the Series A Junior Participating Preferred Stock would be entitled to a minimum preferential
liquidation payment of $20 per share (plus an amount equal ¢ accrued but unpaid dividends), but would be entitled
to receive an aggregate payment equal to 100 times the payment made per share of Common Stock. Each share of
Series A Junior Participating Preferred Stock will have 100 votes, voting topether with the Commeon Stock. These
rights are protected by customary anti-dilution provisions.

The rights will expire on July 1, 2014, unless they are earlier redeemed or exchanged by the Company, in each
case, as described below. The exercise of rights for Series A Junior Participating Preferred Stock is at all times
subject to the availability of a sufficient number of authorized but unissued Serics A Junior Participating Preferred
Stock. The rights ar¢ not ¢xercisable until the distribution date, which will occur on the earlier of:

(i) the date of a public announcement that a person, entity or group of affiliated or associated persons
have acquired beneficial ownership of 15% or more of the outstanding Common Stock after the effective date
of the reorganization, subject o certain exceptions set forth in the rights agreement; or

(ii} 10 business days (or such later date as may be determined by action of the Board of Directors prior to
such time as any person or entity becomes the beneficial owner of 15% or more of the outstanding Common
Stock) following the commencement of, or announcement of an intention to commence, a tender offer or
exchange offer, the consummation of which would result in any person or entity becoming the beneficial owner
of 15% or more of the outstanding Common Stock.

Notwithstanding anything to the contrary, none of the provisions of the Rights Agreement will be triggered by
fan B, Carter’s beneficial ownership of the Company’s securities unless such ownership exceeds 30% of the
outstanding Common Stock.

Until the distribution date, or earlier redemption or expiration of the rights, (i) the rights will be evidenced by
the stock certificates representing the Common Stock, (ii) no separate right certificates will be distributed and
(iii) the rights will be transferable with and only with the Common Stock, (iv} Common Stock certificates will
contain a notation incorporating the rights agreement by reference and (v) the swrrender or transfer of any
certificates for Common Stock, even without such notation or a copy of the summary of rights being attached
thereto, will also constiture the transfer of the rights associated with the Common Stock represented by such
certificate. As soon as practicable following the distribution date; separate certificates evidencing the rights will be
mailed to holders of record of the Common Stock as of the close of business on the distribution date and such
separate right certificates alone will evidence the rights.
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The purchase price payable and the number of Series A Junior Participating Preferred Stock or other securities
or other property issuable upon exercise of the rights are subject to adjustment from time to time to prevent dilution.
With certain exceptions, no adjustment in the purchase price will be required until cumulative adjustments require
an adjustment of at least 1% in such purchase price. No fractional shares will be issued and in licu thereof, an
adjustment in cash will be made based on the market price of the shares on the last trading day prior to the date of
¢xercise,

If any person or group of affiliated or associated persons becomes the beneficial owner of 13% or more of the
outstanding Common Stock, proper provision shall be made so that each holder of a right, other than rights
beneficially owned by such acquiring person and its associates and affiliates (which will thereafter be void), will for
a 60-day period (or such longer period as necessary to register the Company's securities) have the right to receive
upon exercise that number of shares of Common Stock having a market value equal to two times the exercise price
of the right (or, if such number of shares are not and cannot be authorized, the Company may issue cash, debt, other
securities or a combination thereof in exchange for the rights).

If the Company is acquired in a merger or other business combination transaction or 50% or more of its
consolidated assets or eaming power are sold, proper provision will be made so that each holder of a right will
thereafter have the right to receive, upon the exercise thereof at the then current exercise price of the right, that
number of shares of common stock of the acquiring company which at the time of such transaction have a market
value equal to two times the exercise price of the right.

At any time after a person or a group of affiliated or associated persons becomes the beneficial owner of 15% or
more of the ontstanding Commen Stock and prior to the acquisition by such person or a group of affiliated or
associated persons of 50% or more of the outstanding Common Stock, the Board of Directors of the Company may
exchange the rights (other than rights owned by such person or a group of affiliated or associated persons which
shall have become void), in whole or in part, at an exchange ratio of one share of Common Stack per right (or, at the
election of the Company, the Company may issue cash, debt, stock or a combination thereof in exchange for the
Rights), subject to adjustment. Finally, in the event of any merger, consolidation or other transaction in which
Common Stock is exchanged; each share of Series A Junior Participating Preferred Stock will be entitled to receive
100 times the amount of consideration received per share of Common Stock.

At any time prior to the carliest of (i) the day that a person or a group of affiliated or associated persons has
become the beneficial owner of 15% or more of the outstanding Common Stock, or (i) July 1, 2014, the Board of
Directors of the Company may redeem the rights in whole, but not in part, at a price of $0.001 per right. Inmediately
upon any redemption of the rights, the right to exercise the rights will terminate and the only right of the holders of
rights will be to receive the redemption price.

The terms of the Rights may be amended by the Board of Directors of the Company without the consent of the
holders of the rights, except that from and after such time as the rights are distributed no such amendment may
adversely affect the interest of the holders of the rights, excluding the interests of an acquiring person.

Commonwealth Rights Plan

In January 2002, Commonwealth adopted a Shareholder Rights Plan (the “Commonwealth Rights Plan™). In
connection with the reorganization, all of the rights under the Commonwealth Rights Plan were acquired by
Commerce Energy.

15. Stock Options
Stock options granted after December 1999 will expire in Janvwary 2007 throvugh 2015.

The Company’s 1999 Equity Incentive Plan (“1999 Plan™), which was approved by the Company’s stock-
holders, provides for the granting of up to an aggregate of 7,000 shares of Common Stock. In addition, the
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Company’s Board of Directors has from time {o time made individual grants of warrants or options cutgide the 1999
Plan. In January 2006, the Company’s stockholders approved the 2006 Stock Incentive Plan (“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 to make any additional awards under the 1999 Plan. At July 31, 2006, the
Company had 4,924 and 2,820 stock aptions unexercised and outstanding that were granted under the 1999 Plan and
the SIP, respectively.

Stock option activity is set forth below:

Options Qutstanding
Weighted-
Average
Fair Value
Weighted- of
Number of Exercise Price Average Common
Shares Per Share Exercise Price Stock
Balance at July 31, 2003............... 7,689 $0.25-33.75 $2.55
Options granted:
Other(1) . ...... .., 3,981 0.05-3.75 1.85 $1.94
Options exercised . ... ................ (102) 0.05-2.75 0.26
Options cancelled . ... ............. ... (899) 2175 275
Options expired ... .................. {362) 1.00-13.75 281
Balance at July 31,2004, . ............. 10,307 0.05-3.75 2.26
Options granted:
Other(2) ... i 8§50 1.92-3.50 243 $2.43
Options exercised ... ................. (102) 0.50-1.92 1.92
Options cancelled . .. ................. (1,881) 1.92-2.50 2.13
Options expired . .. .................. (302} 1.86-2.75 _2.18
Balance at July 31,2005, . .. ........... 8,872 0.05-3.75 2.24
Options granted:
Other(3). . ... .. ... i 570 1.17-1.80 1.65 $1.65
Options exercised . .. ................. (221) 0.05 05
Options forfeited. .. .................. (50) 3.50 3.50
Optionsexpired . ........... ... .00, {1,427) 1.0¢-2.08 191
Balance at July 31,2006. . ............. 7,144 $1.00-$3.75 $2.32

|

(1) 447 options were granted with exercise prices less than, 2,934 options were granted with exercise prices equal
to, and 600 options were granted with exercise prices greater than, the fair value of the Common Stock at
respective dates of grant,

{2) Options were granted with exercise prices greater than the fair value of the Common Stock at respective dates of
grant.

(3) 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.
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The weighted average characteristics of stock options outstanding as of July 31, 2006 were as follows:

Average
Number of Remaining Weighted
Shares Contractual Shares Average
Range of Exercise Prices QOutstanding Life (Years) Exercisable Exercise Price
$1O00-%$192 ... ... 2,634 7.4 2,214 $1.82
$208-8208 . ... ... . e 413 34 413 208
B250-8375 . 4,697 32 4,697 2.63
Total ..ot 7,744 49 7.324 $2.32

During July 2005, the Company accelerated the vesting of 1,300 out-of-the-money options to reduce expected
future reported expense under the new FASB Statement No. 123R “Share-Based Payments™.

Stock Options Granted to the Company’s Fermer Chairman and Chief 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 to
purchase 2,500 shares of the Common Stock at $2.50 per share. With respect to the retained stock options, the
Company has filed a Registration Statement on Form S-8 with the Securities and Exchange Cornmission relating to
the shares of Common Stock which underlie Mr. Carter’s stock options. Under the Settlement Agreement, Mr. Carter
and the Company agreed to mutual general releases of all claims that the parties may have against each other and
Mr. Carter agreed to relinquish any stock options he had been granted, or claimed to have been granted, in excess of
the 2,500 options.

16. Commitments and Contingencies
Commitments
Employment Contract Commitments

In August 2005, the Company entered into an employment agreement with its then newly appointed Chief
Executive Officer, Steven 5. Boss. Mr. Boss will receive an annualized base salary of $412, with a target incentive
bonus of 50% 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 rpon 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 to 50 shares upon the achievement of performance targets for
fiscal years 2006, 2007 and 2008, respectively. The agreement provides that if Mr. Boss is terminated without cause
or if he resigns for good reason, Mr. Boss will be entitled to severance equai 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 Chief Financial Officer,
Lawrence Clayton, Jr. Mr. Clayton will receive an annualized base salary of $275, with Mr. Clayton being eligible to
receive an incentive bonus if the Company reaches certain financial abjectives, 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 each of the first three anniversaries after the date of grant. Mr. Clayton was also pranted 45 shares of restricted
stock, which vest as to 15 shares on cach of the first three anniversaries after the date of grant. The agreement
provides that, if Mr. Clayton is terminated withont cause or if he resigns for good reason, Mr. Clayton will be
entitled to severance equal to 12 months of his then current base salary payable over a 6-month period beginning on
the six-month anniversary of the termination date, plus 12 months accelerated vesting of outstanding unvested stock
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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.

In May 2003, the Company entered into an at-will employment letter agreement (superseding a previous
agreement entered into in February 2003), with Thomas L. Ulry, our Senior Vice President of Sales and Marketing.
The agreement provided for an annual base salary of $225 and a grant of options to purchase 104,000 shares of our
common stock at an exercise price of $3.50 per share, vesting equalty over four years. If the Company terminates
M. Ulry without cause, he would be entitled to six months’ salary. On October 19, 2006 the Company increased
Mr. Ulry’s annval base salary from $225 000 to $250,000 effective October 1, 2006 and awarded Mr. Ulry a $25,000
discretionary bonus,

Purchase Commitments

The Company has entered into a series of electricity supply contracts to purchase electricity covering
approximately 78.2% of the customers’ firm load servicing requirements for peak period electricity for fiscal 2007
based on the Company’s forecast. The following is a sommary of the Company’s commitments to purchase electric
power by statc as of July 31, 2006:

Fiscal Years Ending July 31,

2008 2007 Total
Califormia .. .. .. .. e, $ — 317,604 $17,604
Pennsylvania and New Jersey. . . ......... ... ccneeneenniann. —_ 9,086 9,086
= % T 2,143 18,071 20,214
Total . . e e e $2,143 344761  $46,904

For the Michigan market, the Company has entered into several forward energy supply contracts with a major
electric power generator to purchase full-requirements, all services product to service the Company’s customer
load. These full requirement service contracts include energy and all scheduling costs. The Company’s customers
must use within a limited range of the forecasted load or the generator will supply the additional electricity at their
current market price plus an additional charge for other services provided. If the Company falls below the allowed
range of the forecast, the generator will sell the excess electricity at market and credit us with the proceeds, but will
charge us a service fee for the unused electricity.

As the price at which the Company can purchase electric power is fixed during the terms of the contracts. If the
price at which the Company can competitively resell this power falls below the contract full-requirements purchase
price, the Company would incur related losses.

Operating Leases

The Company leases its faciliies 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 $1,255,
$1,191, and $931 in fiscal 2006, 2005 and 2004, respectively.
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The future aggregate minimum lease payments under operating lease agreements in existence at July 31, 2006
are as follows:

Fiscal Year Ending July 31,

200 T e e e e e $1,088
0, - 954
2000 and AfTer & o i v e e m e e e e e 184

$2.226

Employee Benefit Plan

The Company has a 401(k) retirement plan in which any full time employee may participate. The Company
contributes $0.50 for cach dollar of employee contribution up to a maximum employer contribution of 3% of each
participant’s annual salary, The maximum employer contribution at 3% corresponds to an employee contribution of
6% of annual salary. Such emnployer contributions totaled $220, $213 and $167 for the fiscal years ending July 31,
2006, 2005 and 2004, respectively.

Emplayee Stock Purchase Plan

In Januvary 2005, the Board of Directors approved the Amended and Restated 2005 Employee Stock Purchase
Plan (the “ESPP”). The Company implemented the ESPP for the month of July 2006. The ESPP provides for
eligible emplovees to purchase Common Stock through payroll deductions. The ESPF altows 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 last 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 Comron 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.

2000 Stock Incentive Plan

At the 2005 annual meeting of our stockholders, the Company’s stockholders approved the 2006 Stock
Incentive Plan (the “SIP™). The principal difference between the SIP and the 1999 Plan relates to the greater
flexibility that the SIP provides with respect to the types of awards that can be granted. The 1999 Plan is basically
limited to stock option and restricied stock grants, while the STP 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, Since
the date of the 2005 annual meeting of our stockholders, no additional awards have been, or will be, made under the
1999 Plan. The SIP provides that no more than 1,453,334 shares of the Company’s common stock may be issued
pursuant to Awards under the SIP. The Company has registered the shares of common stock under the SIP on a
registration statement on Form $-3 filed with the Securities and Exchange Commission, Awards under the SIP may
be made to key employees and directors of the Company or any of its subsidiaries whose participation in the SIP is
determined to be in the best interests of the Company by the Compensation Committee of the Board of Directors.

Regulatory Proceedings

The Company is a party to a namber of Federal Energy Regulatory Commission (“FERC”) and California 130
proceedings related to the California Energy Crisis of 2000 and 2001. The FERC and other regulatory judicial
badies continue to examine the behavior of market participants during this energy crisis and may recalculate what
matket 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,
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the Company can not predict whether the results would be favorable or snfavorable for the Company, nor can it
predict the amaount of any such adjustments.

Litigation
The current status of previously reported legal proceedings involving the Company s as follows:

On February 24, 2006, American Communications Network, or ACN, had delivered to the Company an
arbitration demand claim, alieging that Commerce Energy, Inc. 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 prospeclive 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, 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 Arbitration with the AAA in New York of this
dispute with ACN asserting claims for declaratory relicf, material breach of contract and breach of the implied
covenant of good faith and fair dealing. This Demand for Arsbitration seeks 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 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. The parties are currently in the
process of selecting an Arbitration panel to hear this dispute. The parties also have agreed to mediate the merit
of this dispute in addition to continuing the arbitration process. Although the Company cannot predict the
ultimate outcome of this matter, it intends to pursuc these claims vigoreusly in arbitration and currently
believes that no loss accrual is warranted related to this matter.

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 that are expected, individually or in the aggrepate, to have a material adverse effect on the
Company’s results of operations or financial position.

17. Related Party Transactions

During fiscal 2004, the Company engaged Nexus Advisory to assist in the Company’s financial reorganization.
The Company paid Nexus Advisory $110 in fiscal 2004 for consulting services. In July 2004, David Barnes, the
principal of Nexus Advisory, became the Company’s Vice President of Finance and Investor Relations. The
Company did no further business with Nexus Advisory in fiscal 2005, and Mr. Bamnes’ employment with the
Company terminated in December 2004.

On April 1, 2004, the Company acquired Skipping Stone Inc., an energy consulting and technology firm.
Skipping Stone was a privately held company that was principally owned by Peter T. Weigand. Mr. Weigand, who
was the Chief Executive Officer of Skipping Stone prior to its acquisition by the Company, became the President of
Commonwealth, Commerce Energy and Skipping Stone on April 1, 2004. From 2001 until its acquisition of
Skipping Stone, Commonwealth engaged Skipping Stone to perform various consulting services. The consulting
services were performed by various employees and independent contractors of Skipping Stone, including Peter T.
Weigand and Richard L. Boughrum, who was an independent contractor of Skipping Stone until March 28, 2004.
On April 1, 2004, Mr. Boughrum became the Chief Financial Officer of Commonwealth and Comemerce Energy.
Consulting services performed by Skipping Stone for Commonwealth have included data collection and analysis of
market size information, review of energy supply and finance agreements, development of husiness plans, work
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plans and definitions of various strategic initiatives and representation of the Company in the implementation of
such initiatives. The agreements to petform consulting services were terminable by either party at any time. At the
time of the completion of the merger, the only on-going consulting services being performed by Skipping Stone for
Commonwealth related to Commonwealth’s preparations in connection with its wpcoming required report on
internal control over financial reporting pursuant to Section 404 of the Sarbanes-Oxley Act of 2002. Common-
wealth paid Skipping Stane an aggrepate of approximately $308 in consulting fees and expenses from March 2002
through the acquisition date. Through March 31, 2004, approximately 23% of Skipping Stone’s calendar 2004
revenues had been derived from consulting fees paid by Commonwealth.

The aggregate purchase price for all of the outstanding Skipping Stone securities, which consisted of common
stock and vested options, was $3,100 and the assumption of $600 of debt. The purchase price was paid through the
issuance of Commonwealth comman stock, which was valuzd at $1.92 per share. Mr. Weigand received 1,088 shares
of Commonwealth common stock in the transaction. In addition, other former helders of Skipping Stone common
stock received an aggregate of 526 shares of Commonwealth common stock in the transaction.

The Company granted the former holders of .Sklppll'lg Stone common stock “piggy-back”™ registration rights
with respect to the 1,468 shares of common stock issued to them in the merger. Pursuant to a registration righis
agreement dated as of April 1, 2004, the Company agreed to register such shares for resale under the Securities Act
inany registration statement filed by Commonwealth with the Securities and Exchange Commission with respect to
an offering by Commonwealth for its own account (other than a registration statement on Form §-4 or S-8-or any
successor thereto) or for the account of any Commonwealth stockholder, The Company will pay all of the expenses
of such registration. The Company also agreed to indemnify and hold harmless each of the former holders of
Skipping Stone common stock from and against any liabilities (including attomey fees) arising out of any untrue
staterent of a material fact contained in any such registration statement, other than with respect to information
provided by such stockholders for inclusion in the registration statement. The Company’s obligation to register
these shares will terminate only (i) when such shares have been disposed of pursuant to an effective Registration
Statement; in the opinion of counsel to the Company:;, (ii) the entire amount of the shares may be sold in a single sale
without any limitation as to volume pursuant to Rule 144 (or any successor provision then in effect) under the
Securities Act; or (iii) the shares are sold or distributed by a person not entitled to these registration rights.

Each of the former holders of Skipping Stone commaon stock, including Mr. Weigand, agreed to place 20% of
the Company shares issued ta him in the merger in an escrow for a period of six months. The stockholder escrow
shares were subject to forfeiture, at $1.92 per share, based upon a two part “true up” caleulation, which is defined in
the merger agreement. The first part of the calculation is designed to cover a decline in the value of Skipping Stone’s
nct equity, defined as the difference between the total assets minus the total liabilities, from December 31, 2003 to
April 1, 2004, the effective time of the merger. The second part of the calculation was intended to verify that as of six
months from the effective time all assets were to have been collected, amortized or realized as cash and no other
labilities were to have been accrued or paid by Skipping Stone or Commonwealth after the effective time. The
stockholder escrow shares continue to be held in escrow pending resolution of the “true-up” calculation.

In addition, each of the farmer holders of Skipping Stone common stock, including Mr. Weigand, agreed to
place an additional 10% of the Commonwealth shares issued to him in the merger in an escrow for a period of
gighteen months in the case of Mr. Weigand, and twelve months in the case of the other theee former holders of
Skipping Stone common stock. All the retention shares were released in connection with the settlement with
Mr. Weigand in October 2005.

F-31




COMMERCE ENERGY GROUP, INC.

NOTES TO CONSOLIDATED FINANCIAL STATEMENTS — (Continued)

18. Quarterly Financial Information (Unaudited)

The following is the Company’s quarterly financial information for fiscal 2006, 2005 and 2004.

July 31 April 30 Janwary 31  October 31

$52,303 $57.755  $72,654 564,368
43,625 49,643 68,892 56,128

3,678 8,112 3,762 8,240
651 1,002 {4,112) 220
0.02 0.03 (0.13) 0.01

$65,831 $68,478  $61,048 $58,496
60,930 60,767 52,639 31,335

4,901 7,711 8,409 7.161
(2405)  (1,319) (2,342) 48)
(0.08) (0.04) (0.08) (0.00)

$36,668  $48,521 $47,038 $58,396
50,523 42,799 43,783 54,075

Fiscal Year
Year ended July 31, 2006:
Netrevenue . ... ................. $247 080
Directenergy costs. . . ... ovvnn . 218,289
Grossprofit . .................... 28.791
Net income (Joss). . .....ovvv ... (2,239)
Net income (loss) per common share;
Basicand diluted .. .. ... .. ... ... 0.07)
Year ended July 31, 2005:
Netrevenue . .........couvuvnunn. $253,853
Directenergy costs. . . .. .vvurvnn... 225,671
Grossprofit . .................... 28,182
MNetloss.......... ... ... ........ (6,114)
Net loss per common share:
Basicanddiluted . ... ............. (0.20)
Year ended July 31, 2004:
Netrevente . ... ov ot v iinennnenas $210,623
Direct energy costs. .. ............. 191,180
Grossprofit..................... 19,443
Netloss......oooiiiiiiiennan., (21,720)
Net loss per common share:
Basicand diluted .. ............... 0.77)

19. Subsequent Events
HESCO Asset Acquisition

6,145 5,722 3,255 4,321
(7,351}  (5,594) (7,653) (1,122)

(0.23) (0.20) (0.28) (0.04)

On September 20, 2006, our wholly-owned snbsidiary, Commerce Energy, Inc. (“Commerce™), entered into an
Asset Purchase Agreement (the “Asset Purchase Agreement”™) with Houston Erergy Services Company, L.L.C.
(“HESCO"), a Texas limited liability company, pursuant to which Comimerce acquired certain assets of HESCO
(the “HESCO Assets™), consisting of contracts with end-users for the sale of natural gas in California, Florida,
Nevada, Kentucky and Texas and related assets and liabilities (the “HESCO Acquisition™).

Pursuant to the Asset Purchase Agreement, Commerce acquired the HESCO Assets for approximately
$4 million in cash. The Asset Purchase Agreement contained customary representations and warranties and

customary post-closing covenants, including indemnification obligations.
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Forward-Looking Statements

This annual report, including “Letter w0 the Sharcholders”, contains forward-looking statements within the meaning
of 1he federal securities laws. Forward-looking starements ate basad upen managements belief and assumptions made
by, and informarion currently available 1o, management. Oue actual results could differ macerially from the resules
anticipared in chese forward-looking statemetits as a resule of numerous factors, including the risks and uncertainties
ser forth under the caption, “Factors That May Affect Future Results” in Management’s Discussion and Analysis of
Financial Condition and Results of Operation located in the Annual Reporc on Form 10-K which is included as part
of this annual report. and other factors idencified from time to time in our filings with the Securities and Exchange
Commission. Any forward-looking statemeint speaks only as of the dateon which such staterent is made, wud,
except as required by law; we undertake no obligation to update any forward-looking statement o reflect events or
circumnstances after the date on which such statement is made or to reflect the occurrence of unanticipated events. New -
factors emerge from tine to time, and it is not possible for management to predict all such factars.




Letter to the Shareholders:

As a new year begins and as the new CEO of Commerce Energy Group, I want to share with you the
exciternent I feel in joining the company at this time of growth and challenge. During 2005, the company
eniered pew markets and acquired new customers that will serve as a solid foundation for our growth in 2006
and beyond. I strongly believe that Commerce Energy can establish itself as the energy provider of choice, to a
significant segment of customers, both in our current markets and in new ones as they develop, thereby
moving into a position of leadership in the energy industry.

Commerce offers its customers the ability te control their energy costs with services not universally
available through their local utility, including information systems that allow us to serve multiple meters
¢fficiently and meore cost-effectively than many of our competitors. At the end of fiscal 2005, we served
approximately 140,000 electricity and natural gas customers in ning states and 17 utility service territories. Our
straiegic goals include leveraging cur significant market presence and operational support capabilities for
profitable growth in our existing market areas and expansion opportunities in new markets.

In many of our existing markets, our profitable growth is dependent on the regulatory landscape dictated
regionally by state Public Utility Commissions. This is mainly attributable to the fact that customer prices
offered by our utility competitors often lag behind market prices for energy commodities. Given the
unprecedented increase in energy commodity prices over the past year and a half, this lag in regulatory pricing
has hindered our ability to offer a competitively priced product to our customers when comparcd to their
utility options. We believe, however, that the volume of publicity in many of our markets around the need for
immediate regulatory actions to address this sustained and significant under-recovery of commodity costs by
the utilities will create scenarios in which we can offer our customers very competitive and, in most cases,
attractive, lower price options and alternatives to their incumbent provider. This developing opportunity will
allow us to build new and profitable product offerings and customer relationships in our targeted market arcas.

While we continue to focus on our service and product offerings to our residential customers, our sales
initiatives are targeted toward small- to medium-sized commercial, industrial and institutional customers,
which we sce as the class of energy customer most under-served in the energy market arena. Larger energy
consumers can afford internal energy management specialists and are courted by large physical, asset-backed
providers in a very competitive marketplace. Residential consumers, in turn, have advocacy groups for
assistance. The customer groups in the middle are often over-looked by utilities and by our larger competitors,
who, in many instances. do not posscss the systems required to bill multiple meters. These customers can
benefit from the flexible suite of energy products and services and personal attention our company offers.

Progressive natural gas markets, such as Georgia and Ohio, are also a focus of our customer sales
initiatives. We are actively selling in Texas, where a well-conceived electricity dersgulation policy is in place.
In California, where the defeat of Proposition 80 has rekindled our efforts, we have strengthened our
marketing focus and are diligently working with our existing customers and local industry groups toward
restoring the competitive market model to a significantly larger group of interested customers.




In 2006, we plan to utilize the considerable skills and talents of our employees to creatively control
operational costs and grow our profitability while providing competitively priced energy supplies to our
customers. I am looking forward to making a significant contribution to the future of this company and its
place in a business that I am passionate about. We appreciate your support and want you to know that each of

us here at Commerce Energy Group is working for you, the shareholder, to build value and carry our company
forward into this exciting new time before us.

Sincerely,

y P

Steven S. Boss
Chief Executive Officer
Commerce Encrgy Group, Inc.

December 15, 2005
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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 helow are not the only ones facing our company. Additional risks and uncertaintics 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
inciuded 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 patterns
and prefercnces, arc forward-looking statements.

LI 144

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
canse 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.

LI 1
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In addition to the {actors and other matters discussed under the caption “Factors That May Affect Future
Results” in Item 7. Management’s Discussion and Analysis of Financial Condition and Results of Operations
in this Annual Report on Form 10-K, some important factors that could cause actual results or gutcomes 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;
+ our continued ability to obtain and maintain licenses from the states in which we operate;

» 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 natural gas utilities to transmit and
distribute the electricity and natural gas we sell to our cusiomers;

+ fluctuations in market prices for electricity and natural gas;

« 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 enter;

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

« seasonal weather or force majeure events that adversely impact electricity and natural gas supply and
infrastructure and which could prevent us from competitively servicing the demand requirements of
" pur customers; and

» our 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.




PART I

Item 1. Business
Overview

Commerce Energy Group, Inc., or Commerce, is an independent energy provider of retail electric power
and natural gas supply to residential, commercial, industrial and institutional customers in nine states,
covering nineteen utility markets. We also 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 the following wholly-owned subsidiaries:

Commerce Energy, Inc. Commerce Energy, Inc,, or Commerce Energy, formerly Commonwealth
Energy doing business as “electricAmerica”, is licensed by the Federal Energy Regulatory Commission
(FERC) as a power marketer. We operate in fourteen dercgulated electricity markets, providing electric
power to residential, commercial, industrial and institutional customers in eleven of those markets. Addition-
ally, Commerce Energy supplies natural gas to residential and small commercial customers in eight
deregulated gas markets.

Skipping Stone Inc. 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. During the last two fiscal years ended July 31, 2004 and 2005,
Skipping Stone Inc. revenues accounted for less than 1% of our total net revenue.

On February 9, 2005, we purchased from American Communications Network, Inc. and certain of its
subsidiaries, which we refer to collectively as ACN, certain assets of ACN’s retail electric power and natural
gas sales business. We refer to this acquisition in this annual report on Form 10-K as the ACN Energy
Transaction, and the assets acquired in the ACN Energy Transaction as the ACN Energy Assets. In the ACN
Encrgy Transaction, we gained access to ACN’s network for the sale of retail electric power in Texas and
Pennsylvania and retail natural gas in California, Ohio, Georgia, New York, Pennsylvania and Maryland.
Other assets acquired in the ACN Energy Transaction included equipment, gas inventory associated with
utility and pipeline storage and transportation agreements; electricity supply, scheduling and capacity
contracts; software and other infrastructure, plus approximately 80,000 natural gas and electricity residential
and small commercial customers. We also hired certain employees of ACN and entered into a Sales Agency
Agreement with ACN which allows us to utilize ACN’s network of independent sales representatives to sell
electricity and natural gas for us. As a result of the ACN Energy Transaction, we expanded our core business
into six new markets, added to our core business the sale of natural gas, acquired a substantial number of aew
customers and acquired a sales force providing us with the opportunity to acquire customers in ncw markets,
including residential, small businesses and other commercial accounts.

Commerce Energy Group’s predecessor, Commonwealth Encrgy Corporation, or Commonwealth, was
formed in California in August 1997, On July 6, 2004, Commonwealth reorganized into a holding company
structure, whereby Commonwealth became a wholly-owned subsidiary of Commerce. Our fiscal year ends
July 31.

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

Industry Background
Electricity

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. In 1996, some states, and some of the utilities within those states, proceeded to allow their
end-use customers direct access 10 marketers, enabling them to purchase electricity from an entity other 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 similar term, of
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which Commerce Energy is one. Presently, twenty three states and the Disirict of Columbia have either
enacted enabling legislation or isswed regulatory orders to proceed with retail direct access.

As in other industries that have been deregulated, competition in the electric service industry is intended
to provide consumers with a choice of multiple suppliers and is expected to promote product differentiation,
lower costs and enhanced services. To obtain these benefits, customers in deregulated utility markets may
choose to switch their electric supply service from their local utility to an alternative supplier or ESP,

The electricity distribution infrastructure in place prior to deregulation 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-tine 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 activitics arc managed by a third party entity known as an Independent System Operator, or
180, or a Regional Transmission Organization, or RTO. 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 clectricity reserve margins are in place, grid capacity is maintained and supply and demand
are in near perfect balance in real-time.

We must effectively manage our purchased electricity supply and our customer demand to maintain
profitability. We manage the load shaping activity required by the variable electricity usage patterns of our
retail customers; thereby, resulting 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 ocours
when our customers’ needs excced the amount of electricity we have committed to purchase. In both
situations, we utilize the wholesale clectricity spot market and [SQ clearing markets to sell excess energy
when we are long, and buy additional electricity when we are short. It would be impossible to completely
hedge every delivery hour for all customers, therefore we will always have same 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 hasis 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 strategics
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.c., based on the supplier's cost of selling the
wholesale power}.

FERC has further encouraged competition in the wholesale bulk power markets by promulgating open
access transmission rules (Order No. 888) in 1996, which have led to the increasing commeoditization of
clectricity markets. FERC’s open access transmission rules require transmission providers under its jurisdic-
tion to allow 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 enhance competition by issuing Order No. 2000 on Regional Transmission
Organizations (RTOs), which are entities that 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 utilities under bilateral arrangements, is now traded by an array of different market
participants on crganized markets, including hourly, daily, and monthly spot markets, power exchanges, and
financial markets, such as future and options markets. Competitive markets now exist in many regions of the
country for energy, automatic generation control, spinning reserves, other categories of ancillary services, and
capacity. Organizations such as the New York Mercantile Exchange (NYMEX) offer trading opportunities
in electricity futures and options at various hubs across the country. The price of electricity is largely set by
these competitive markets. Recently, the growth and cvolution of wholesale clectricity markets has been
accelerated with the formation of RTOs. These RTOs are developing organized market structures for the
purpose of providing a more efficient and robustly competitive wholesale marketplace for the benefit of
consumers in the region in which they operate.




Retail clectric marketers procure power supplies for delivery to end-use customers from a variety of
wholesale power producers or merchant generation companies, either through term bilateral 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 RTO. The physical distribution of electricity to retail customers
remains the responsibility of the local utility, which collects fees for use of its sysiems. Some 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 ufility is not allowed or chooses nat to
perform these services.

Natural Gas

The natural gas industry had historically been a government regulated industry since the passage of the
Natural Gas Act by the U.S. Congress in 1938. The industry began a process of deregulation in the early
1980s which initially led to increased supplies of natural gas and lower prices. Competition in the market place
also has led to innovation and created a dynamic industry. Advances in technology have enhanced the ability
to find, extract and transport natural gas with greater efficiency and less cost.

Natural gas is now a commodity and is traded on a daily spot market as well as on futures markets. The
price of natural gas is determined by the market at various hubs located around the country. There are over 30
major market hubs, or intersections of various pipeline systems, where natural gas purchases and sales occur.
Thousands of contracts are bought and sold daily at these market centers and various market tools are utilized
to set the price for natural gas on an hourly, daily, monthly and even longer basis. Prices may vary widely from
hub to hub, reflecting regional market conditions.

Although the purchase and sale, and hence the price, of natural gas is determined by market forces, the
transportation of natural gas from the wellhead to the burner tip is still performed mostly 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,

Retail natural gas providers 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 bilateral contracts or
an a spot basis. The physical distribution of natural gas to retail customers remains the responsibility of the
local natural gas utility, which collecis a fee for the use of its pipeline distribution system.

Core Products and Services

Our core business is the retail sale of eleciricity 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 offer electricity and natural gas service to customers under month-to-month, one year, or longer-term
service contracts. The pasitive difference between the sales price of energy to out customers and the sum of
the wholesale cost of our energy supplies, transmission costs and ancillary services costs provides us with a
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 may also provide billing and collection services for many of our
customers on our behalf,

We sell clectricity and natural gas at contracted prices based on the real-time demand or usage of our
customers. We buy electricity and natural gas in the wholesale market in fime-specific, bulk or block
quantities usually at fixed prices. We manage the differences between the actual sales demand 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 ISOs, and Regional Transmission Organizations, or RTOs, perform real-
time load balancing for each of the electric grids in which we operate. Similarly, balancing is performed by the
utilities or Local Distribution Companies, or LDCs, for each of the natural gas markets in which we operate.
We are charged or credited by the [SOs and LDCs for balancing of our slectricity and natural gas purchased
and sold for our accounmt.




Skipping Stone Inc.

Skipping Stone offers a number of related professional consulting services and technologics 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
pracess improvements, market research, training, Sarbanes-Oxley process level implementations, systems
design and selection, and strategic and tactical planning for new market or merger activitics. Additionally, the
Company provides natural gas pipeline information fo market participants and government customers through
Skipping Stone’s technology center using its capacitycenter.com service.

Our Customers and Markets

As of July 31, 2005, we were delivering electricity and natural gas supply to approximately 140,000
customers in nine states. We are also licensed in four additional states where we may begin selling at a future
date. Our customer base consists of residential, commercial and institutional customers. Our business is not
dependent upon any one customer or a few major customers. During fiscal 2003, 2004 and 2005, no one
customer accounted for more than 10% of our net revenucs. We arc working to broaden the scope of the
energy-related products and services 1o include energy efficiency offerings and additicnal outsourced services.
Additionally, we are evaluating expansion of our core products and services into new deregulated markets and
targeted customer classes.

Electricity

Currently, we actively market electricity in eleven LDC markets within five states: California, Penn-
sylvania, Michigan, New Jersey and Texas. There are over twenty other potential LDC markets that are open
for direct access sales to end-use customers for electricity. We are evaluating each market to determine which
are most advantageous to enter. We arc also exploring opportunities to acquire existing portfolios of customers
from other alternative suppliers in targeted markets. During Fiscal 2003, 2004 and 2005, sales of electricity
contributed 100%, 100% and 90%, respectively, of total net revenues.

Natural Gas

In Fchruary 2005, we expanded into the natural gas marketing business in connection with the ACN
Energy Transaction. Currently, we actively market natural gas in eight LDC markets within six states:
California, Georgia, Maryland, New York, Ohio and Pennsylvania. We are evaluating offering natural gas to
our retail electric customers in the markets we currently serve. All of these markets are open for direct access
purchasing of natural gas from retail marketers. Qur intent is to develop this business organically. In fiscal
20035, sales of natural gas constituted approximately 10% of our total net revenues.

Skipping Stone

Skipping Stone is currently engaged by over 50 clients under master agreements, with up to a dozen
active engagements in any given month. Clients include utilities, wholesale energy merchants, natural gas
pipeline companies, electricity generators, energy producers and investment companies.

We operate in one reportable buginess segment, e¢nergy retailing, in one geographic area, the United
States. Net revenue attributable to Skipping Stone is less than 1% of total net revenues in fiscal 2004 and
2005. Geographical information for Skipping Stone is not material.

Sales and Marketing

A variety of approaches are utilized in acquiring customers, including both inside and outside sales forces
through direct and indirect means supported by traditional marketing campaigns. Historically, a majority of
our customers have been acquired through our contact center and inside sales team.

Our contact center is responsible for procuring orders from small to medium-sized commercial
customers. The majority of our customers are acquired through our inside sales team, or contact center, which
handles inbound calls from customers and makes outbound calls to targeted customers. All customers
acquired by the contact center agree to our terms of service through a third party voice log system, which
simplifics the switching process for these customers and shortens the sales cycle,
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Our outside sales team, Commercial and Industrial, or C&I Sales, is responsible for targeting larger
commercial, industrial and institutional customers. Customers acquired by our C&I Sales enter into
individualized written contracts. For this reason, the sales cycle is typically longer because the deal size is
larger and requires customized proposals to meet the customer’s needs. C&I Sales also works with third party
energy consultants who procure energy supplies on behalf of commercial and industrial customers.

As a result of the ACN Energy Transaction, we gained access to ACN’s sales force through which we
hope to expand sales of our energy products to a broader residential and small commercial customer base.
ACN is considered to be an indirect customer acquisition channel for us, and provides a platform from which
we expect to grow other indirect channel relationships.

We also use our website, www.commerceenergy.com, as a tool in acquiring customers. The website
provides customers with ¢lectric and natural gas supply information in cach territory that we serve, and directs
customers to either send us automated inquiries or use our toll-free telephone number, 1-800-ELECTRIC®,

Traditional marketing campaigns such as direct mail, billboards, trade show participation and targeted
marketing approaches are all utilized to facilitate customer acquisition. We continually refine our marketing
methodologies to target favorable customers based on changes in the ¢lectric and natural gas marketplace in a
given geographic region, and in response to changes in state or federal regulation.

Strategy

Our retail energy sales depend upon our ability to identify and enter profitable energy markets, manage
the cost of customer acquisition, and achicve sufficient customer scale to create a profitable operating cost
structure. Currently, we intend to:

» Selectively enter retail energy markets that have rate structures, market rules, consumer demographics,
energy consumption pattemns, access to favorable cnergy supply and risk management profiles that
enable us to provide savings and/or preduct offering flexibility to our customers at an acceptable
margin.

» Capitalize on the brand recognition of Commerce Energy through our wehsite at
www.commerceenergy.cont and through our inbound toll-free number, 1-800-ELECTRIC®.

= Take advantage of the increasing consumer acceptance of online commerce, both directly throngh our
Website and through traditional channels.

» Develop strategic marketing alliances with established power suppliers to offer competitive electric
products and services to targeted markets and customers.

+ Offer additional products and services to our customers, such as risk management pricing alternatives,
outsourced services, consulting services, and eventually, energy efficiency products and services.

+ Provide services, including procurement, energy management, customer service and billing, that assist
cities and counties to establish community choice aggregation programs to aggregate their customers
into portfolios that can be supplied by non-utility providers.

Energy Supply

We buy electricity and natural gas in the wholesale market in time-specific block quantities, usually at
fixed prices. We do not own electricity generation or transmission facilities (with the exception of small
experimental renewable energy assets), natural gas producing properties or pipelines. All of the electricity and
natural gas we sell to our customers is purchased from third-party suppliers under short-term and long-term
contracts. Although we have open lines of credit with suppliers, contractual purchase terms with suppliers
often require collateral to support our energy purchases. We currently meet any collateral requirements of our
energy suppliers with our availabie cash. We do not have open lines of credit for direct unsecured barrowings
or far letters of credit.

We sell electricity and natural gas based on the actual energy usage of our customers under either
contracted fixed prices or monthly variable pricing. We manage the volumetric difference between our
purchases and the actual sales demand of our customers by buying and selling in the spot market. Independent
Systen Operators, or ISOs, and Regional Transmission Organizations, or RTOs, perform real-time load
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balancing for each of the electric grids in which we operate. Similarly, balancing is performed by the utilities
or local distribution companies, or LDCs, for each of the natural pas markets in which we operaie. We are
subject to costs or fees charged by the ISOs or LDCs for clectricity and natural gas balancing activities related
to our account.

Wholesale electricity and natural gas are readily available from various sources in our markets, except for the
state of Michigan; however, we do not utilize a significant number of third party electricity or natural gas
suppliers. In fiscal 2005, we had three electricity suppliers that accounted for 15%, 10% and 10% of our direct
energy costs which includes the Michigan supplier. In Michigan, we purchase all of our electricity supply from
one supplier. Retail electricity sales to customers in Michigan accounted for 14% of our consolidated net revenues
in fiscal 2005. 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 current long-term contracts, 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 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 utilitics, 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
commercial customer, competitive challenges come from both 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 erergy 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 an asset-based balance sheet and vertically integrated business
model that combines production, transmission and distribution assets. For the incumbent utility these
advantages are often off-set by the lack of flexibility to offer multiple product choices to their customers, while
the nationally branded affiliates often struggle with 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 relationships with their customers and they have longer
operating historics, 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 regulators’ policy preferences, as well as a critical economic
interest in the outcome of praceedings concerning their revenues and terms and conditions of service. Local
utilities may seek to decrease their tariffed retail rates to limit or to preclude the opportunities for competitive
energy suppliers and otherwise seek to establish rates, ferms 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 local utility operates. Recently, there have been several customer
auctions held in which the local utility assigns ifs customers to winning retail marketer bidders. We have been
successful 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
customers, such as large commercial and industrial accounts. Qur primary target customer segments are small
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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. Our
customer service record has enabled us to maintain a consistently high customer retention rate.

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 custorners 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.

In addition to competition from the local utilities and their affiliates, we may face competition from a
number of other energy service providers, and other energy industry participants who may develop businesses
that will compete with us in both local and national markets. 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

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 revenues are suhject to fluctuations during the year due primarily to the impact of seasonal demand
factors on customer sales 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 [ighting purposes. Natural gas sales demand is higher in the winter heating season, with the lowest
demand occurring during the summer.

Governmental Regulation

In states that have adopied deregulation, state Public Utility Commissions, or PUCs, have aathority to
license and regulate 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. We are currently licensed by
the applicable PUCs in ten states. These licenses 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 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:

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 supplier other than the electric distribution utilities beginning January 1, 1998. On April 1, 1998,
the Company began supplying cusiomers in California with electricity as an ESP. 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
sighing up new non-direct access customers in California for an undetermined period of time.

Under legislative mandate to ensure all California clectricity customers receive reliable service at just and
reasonable rates, and to protect California’s electricity grid, the California PUC has been tasked with
designing a new Resource Adequacy Requirement, or RAR. In September 2005 Assembly Bill 380, covering
clectrical restructuring and resource adequacy was passed into law in California. This bill requires the
California PUC, in consultation with the 1SQ, to esiablish RARs for all load-serving entities. The bill requires
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each load-serving entity to secure generating capacity adequate to meet its load requirements, including but
not limited to, peak demand and planning and aperating reserves, deliverable to locations and at times as may
be necessary to provide reliable electric service. The California PUC is now engaged in this process. Because
the bill requires each Load-Serving Entity, or LSE, including us, to be subject to the same requirements as the
utility, all costs associated with mecting the requirement are recoverable from the customer. However, the
ability to recover such charges will, in the casc of LSEs, such as Commerce Energy, may be subject to market
pricing and competitive issues.

Proceedings and workshops have been ongoing to determine the procedural steps required to ensure a
functioning regulatory program for RAR. The California PUC has implemented a RAR program applicable
throughont the service territories of California’s three largest Investor-Owned electric Utilities {(IOUs). The
IOUs as well as Electric Service Providers, or ESPs, and Community Choice Aggregators, or CCAs
(collectively, Load-Serving Entities or LSEs) are required to demonstrate that they have acquired the
capacity needed to serve their forecast retail customer foad and a 15-17% reserve margin beginning in June
2006. We continue to monitor these mlemaking proceedings.

Proposition 80, an initiative on the November 8, 2005 California special election ballot, would ban
electricity customers from buying their power from a supplier other than the electric distribution utilities,
except for those already doing so. Although the Legislature in 2001 put a halt to the enrollment of new
customers, that ban could be lifted at any time. Proposition 80 would make the frecze permanent.
Additionally, Proposition 80 would subject ESPs, such as the Company, to additional regulations and
requirements not currently applied to them. Should Proposition 80 become law, the Company could continue
to serve the current customer base under the new regulations; however the possibility of enrolling new non-
direct access customers would be terminated.

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. The
Company 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 risc 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 {due to the market rules and market structure),
many companies, including Commerce Energy, have reduced the number of customers served in the state,

There are no current rate cases or filings at the Pennsylvania PUC anticipated 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, ar 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.

Detroit Edison’s Retail Access Service Tariff requires certain electric choice customers to connect a
telephone line to their electric meter in order for the meter to be read remotely by Detroit Edison. Detroit
Edison is responsible for switching out meters, while the customer is responsible for supplying and maintaining
the telephone ling, which can be shared or dedicated. Bundled customers served under the traditional tariff
have no meter or telemetry requirements.

A 2005 Michigan Public Service Commission, or PSC, filing by Detroit Edison suggested changes to the
metering and telemetry requirements for customers taking service from alternative suppliers, such as the
Company. The PSC recommended that this issue be resolved in a collaborative process led by Detroit Edison.
The Electric Choice Metering Collaborative, consisting of approximately 12 representatives from suppliers
including the Company, met earlier this year, General agreement was reached on certain key points, but the
suppliers have as yet been unable to reach agreement with Detroit Edison on all points requiring resolution.

Should these changes be approved by the Michigan PSC, most of our current and new customers would
no longer be required to have telemetry. Detroit Edison believes this issue should be resolved and the new

9




rules in place by January 2006. This change could increase the retention rate of our existing customers and
improve our marketing abilitics to new customers.

The current rate cap on residential customers will be lifted as of January 1, 2006. As a result, residential
customers will see a rate increase of 15-20%; however, a residential customer who elects Choice would see
their bill increase approximately 20% due to a demand charge implemented by Detroit Edison only to Choice
customers. A primary component of the rate increase is a shifting of rate responsibility away from commercial
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 and acquire new commercial customers in the
state.

New Jersey. Deregulation activities began in New Jersey in November 1999 when the Board of Public
Ultilities, or BPU, approved the implementation plan. The Company began marketing in New Jersey in the
Public Service Electric and Gas service territory in December 2003. There are no current rate cases or filings
regarding this territory that are anticipated to impact the Company’s financial results.

Texas. Texas deregulation began in 1999 with the passage of Senate Bill 7 by the Texas legislature.
Beginning January 2002, Texas electricity consumers had the choice of picking their Retail Electricity
Provider, or REP. With the ACN Energy Transaction, the Company began serving electric customers in the
TXU and CenterPoint market areas of the Electric Reliability Council of Texas, or ERCOT. On May 16,
2005, we expanded further into the Texas markets of American Electric Pawer, or AEP, and Texas New
Mexico Power, or TNMP. There are no current rate cases or filings at the Texas PUC which are expected to
impact our financial resuits.

Natural Gas

Beginning with the Naturai 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 Federal Energy Regulatory Commission (FERCY) and state utility commissions that
have resulted in consumer choice programs for all natural gas uscrs in certain states.

Through the ACN Energy Transaction, we now 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 Sounthern 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 (Act). This comprehensive restructuring 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 implemented a comprehensive unbundling program in the state. Over 80 percent of the state’s
residential gas consumers are serviced by certified gas marketers. We received GA PSC approval to transition
all residential and small commercial customers in the Atlanta Gas Light Company gas market from ACN
Energy to Commerce in July 2005. The ahility to disconnect customers for non-payment of invoices is severely
constrained by system design and human resource limitations in this market. This may affect the Company’s
ability to limit losses within this market. No significant legislative or rulemaking events in this market place
are on the horizon.

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 of this year the Maryland Public Service Commission
adopted enhanced customer protection rules which will be 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 programs. We currently serve
residential and small commercial cusiomers in the KeySpan Energy Delivery gas market. There are other gas
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
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program in the market place resulting in an increased competitive environment. Currently several of the
utilities are holding collaborative meetings with all stakeholders to gather input and guidance on the design of
each of their program proposals. We expect that these activities will improve the Company’s ability to market
in New York to new gas customers.

Ohip. Matural gas choice programs began in 1997 in Ohio. We provide gas service to residential and
small commercial cusiomers in the Dominion East Ohio, or DEQ, and Columbia Gas of Ohio service areas. In
May of this year, DEO submitted a plan to the Public Utilities Commission of QOhip, or PUCD, to exit the
merchant function as a natural gas supplier and shed its remaining customer base through a process of
auctions. Currently that plan is under review by the PUCO and public hearings are expected t0 commence in
December, 2005 to review and act on the submitted plan. We expect this proceeding could result in significant
opportunity for us to expand our customer base.

Pennsyivanig. In 1988, small commercial natural gas consumers saw the start of choice in 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 5 years (July 2004) the PUC was
to initiate an investigation or other proceeding to evaluate the competitiveness of natural gas supply services in
the state and report its findings to the General Assembly. The PUC launched its investigation in May 2004
and held a special hearing on September 30, 2004, The PUC is expected to report its findings during the next
legislative scssion. If it is determined that the market is not sufficiently competitive, further actions are ta be
considered, including legislation. Any impact to Commerce Energy can not be determined until such time as
the report is made and recommendations, if any, are analyzed. PECO Energy Company, or PECO, has several
gas rate tariff filings pending at the Pennsylvania PUC. If approved as filed, PECQ gas customers would see a
decrease of approximately 8% from the existing PECO price per Mcf and such tariff change could impact our
ability to retain or attract new customers.

Federal Energy Regulatory Commission

We are subject to regulation by various other federal, staie 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 Powsr Marketer certificate issued by
FERC. While not generally regulating the rates, terms or conditions of electricity sales, FERC has the
authority to institute proceedings to identify transactions invelving 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 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 seclors. 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 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 2003 involves much less extensive regulation than PUHCA 19335, 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 initiated rulemaking
(RMO05-32-000) to address certain issues related to implementation of PUHCA 2005, including implement-
ing the Federal access to books and records.

In the past, through a series of no action letters, the SEC has concluded that electric and gas marketers
who did not own or operaie ¢lectric generation, iransmission or distribution facilitics or gas retail distribution
facilities were not electric utilitics, and their parent companies were not public utility holding companies,
under PUHCA 19335. Various commenters are participating in the FERC rulemaking proceedings and have
urged FERC to confirm that such electric and gas marketers are not ¢lectric public utilities under PUHCA
2005, and that their parent companies are not holding companies under PUHCA 2003, so they would not be
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subject to the provisions of the new law. Comments were recently filed as part of the FERC rulemaking
proceeding, which is now pending before FERC.

Intellectual Property

Intellectual property assets include our 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 and electricAmer-
ica.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.S. and foreign registered rademarks can typicalty be maintained indefinitely,
provided proper fees are paid and trademarks are continually used or licensed by us. '

Employees

As of July 31, 2003, we employed approximately 160 full-time employees, including 29 in administration,
23 in marketing and sales, and 108 in operations. Our employees are not covered by a collective hargaining
apgreement or presently represented by a [abor union. We have not experienced any work stoppages and
consider our employee relations 1o be good.

Available Information

Our Internet Address is www.commerceenergygroup.com. There we make available, free of charge, our
annual report on Form 10-K, quarterly reports on Farm 10-Q, current reparts 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.

12



http://electric.com�
http://%7belectric.com
http://ica.com
http://www.commerceenergygroup.com

Ttem 1A. Executive Officers of the Registrant.

Information About Our Executive Offlcers

The following table sets forth information regarding our executive officers, including their respective
business experience during the last five vears and age as of October 14, 2005. 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 selected as an executive officer.

Name and Pasition

Steven S, Boss...............
Chief Executive Officer and
Director

Lawrence Clayton, Jr, ........
Interim Senior Vice President,
Chief Financial Officer and
Secretary

Age

59

32

Principal Occupation and Other Information

Mr. Boss was appainted to the Board of Directors in July 22, 2005
and appointed Chief Executive Officer of Cammerce Energy
Group, Inc. in August 2005, Since August 2005, Mr. Boss also has
served as a director and Presideni of Commerce Energy, Inc., a
director and Chief Executive Officer of Skipping Stone Inc. and of
Utilihost, Inc. Each of Commerce Energy, Inc., Skipping Stone
Inc. and Utilihost, Inc. are wholly-owned subsidiaries of
Commerce Energy Group, Inc. From 2003 to August 2005, Mr.
Boss was an attomey 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 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 1984 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 reccived 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.

Mr. Clayton was appointed Interim Chief Financial Officer and
Secretary of the Commerce Energy Group, Inc. in August 2005,
Since August 2005, Mr. Clayton has served as a director and Chief
Financial Officer, Treasurer and Secretary of Commerce Energy,
Inc. and a director, Chief Financial Officer, Treasurer and
Secretary of Skipping Stone Inc. and Utilihost, Inc. From March
2004 to Aagust 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 congultant for
energy clients. From 2000 to 2002 Mr. Clayton served as Chief
Financial Officer of EOTT Energy, a large independent gatherer
and marketer of crude oil. From 1994 to 2000, Mr. Clayion was the
Chief Financial Officer of Aquila Energy, an energy merchant
subsidiary of UtiliCorp United, Inc., which traded on the New
York Stock Exchange. Mr. Clayton is a graduvate of Rice
University, where he carned both an MLA. in Accounting and a
B.A. in Managerial Studies and Economics.
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Name and Position Age

Eric G. Alam................ 43
Senior Vice President of Sales
and Marketing

Principal Occupation and Other Information

Mr. Alam was appointed Senior Vice President of Sales and
Marketing of Commerce Energy Group, Inc. in February 2005.
Prior to joining Commerce Energy Group, Inc. and since 1997, Mr.

Alam was a Principal with Skipping Stone Inc. where he jed
various practice arcas including Retail Markets, Wholesale Trading
and Risk Management, Customer Acquisition and Tech Solutions.
His professional experience also includes serving at the executive
level at Penn Union Energy Services (Pennzoil), Enron
Corporation, Tenneco, Inc. and EnTrade, Mr. Alam eamed a
Bachelor of Science degree in Economics and Business
Administration at Vanderbilt University.

Mr. Ulry was appointed Senior Vice President of Operations of
Commerce Energy Group, Inc. in February 2005. From Qctober
2003 until he joined Commerce Encrgy Group, Mr. Ulry served as
Global Vice President and Chief Qperating Officer of ACN
Energy, a division of ACN, Inc. that was acquired by us in
February 2005. From November 2001 to July 2003, Mr. Uly
served as Senior Vice President for Nicor Energy, L.L.C. Mr. Ulry
was President and Chief Operating Officer of Energy.com
Corporation from 1997 through Qctober 2001. Mr. Ulry has also
held positions with Access Energy Corporation, Unicorp Energy,
Inc. and Uttilicorp Energy Services/Broad Street Oil & Gas. Mr.
Ulry holds an Associates degree in Information Technology from
Columbus Para-Professional Institute.

Thomas L. Ulry.............. 41
Senior Vice President of
Operations

Item 2. Properties.

Our principal executive office is located in Costa Mesa, California, This facility houses our adnvinistration
and operations. We lease approximately 38,677 square feet of office space at these premises pursuant to a sub-
lease that expires on September 6, 2009. We also lease approximately 9,000 square feet of additional office
space in Farmington Hills, Michigan under a month to month lease, cancelable by either party with a 90 day
written notice. In addition, Skipping Stone has offices 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
Houston office consisis of approximately 5,600 square feet under a lease that expires in February 2007,

We believe that our leased property is in good condition, is well maintained and is adequate for our
current and immediately foreseeable operating needs.

Item 3. Legal Proceedings.

We are currently, and from time to time may become, invalved in litigation concerning claims arising out
of our operations in the normal course of business. We are currently not involved in any legal proceedings that
are expected to have a material adverse effect on our consolidated financial position, results of operations or
cash flows.

Iem 4. Submission of Matters so a Vote of Secuvity Holders.

No matters were submitted to security holders in the fourth quarter of fiscal 2005.
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PART I

Item 5. Market for Registrant’s Common Eguity, Releted Stockholder Matters and Issuer Purchases of
Egquity 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 steck for the periods
indicated, as reported on the American Stock Exchange:

Fiscal Year Ended July 31, 2004 High  Low
Fourth Quarter (beginning July 8, 2004) . . ... ..o\ oottt $349  §1.25
Fiscal Year Ending July 31, 2005 High  Low
First QUarter. . ..o o o e £200 S51.20
Secontd QUarter . ... .ot $2.10 50.75
Third Quarter . .. ... vt e i $345  §1.91
FoUrth QUaItET . o oottt it et i e et $2.21  £1.33

As of Octlober 14, 2005, the last reported sales price on the American Stock Exchange for our common
stock was $1.49 per share.

Holders

As of October 14, 2005, there were 1,972 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 foreseeable future. We presently intend to retain earnings to finance future opera-
tions,expansion and capital investment.,

Prior to July 2004, the Series A convertible preferred stock of Commonwealth Energy Corporation
provided for cumulative dividends that accrued at a rate of 10% per annum, During fiscal 2003 and fiscal 2004,
Commonwealth declared and paid cash dividends of $92,100 and $107,568, respectively, on the Series A
convertible preferred stock. On July 6, 2004, immediately prior to the reorganization, alt 609,000 outstanding
shares of the Series A convertible preferred stock were converted to Commonwealth common stock by a vote
of Commonwealth’s Series A convertible preferred stockholders. Accordingly, as of July 31, 2004 and 2005,
there were no shares of Commonwealth's Series A convertible preferred stock outstanding, and no accrued
dividends on shares of Series A convertible preferred stock.

Pricr to July 2004, Commonwealth recognized 392,000 shares of “other convertible preferred stock”™ that
accrued intercst at rates of 12% to 14% per annum. During fiscal 2003, Commonwealth did not declare or pay
cash dividends on the “other convertible preferred stock.” In fiscal 2004, Commonwealth declared and paid
cash dividends of $73,507 on its “other convertible preferred stock.” Prior to the reorpanization in July 2004,
all of the shares of Other convertible preferred stock were converted to Commonwealth common stock at the
election of the Other convertible preferred siockholders. Accordingly, as of July 31, 2004 and 2005, there were
no shares of Commonwealth’s “other convertible preferred stock™ outstanding or accrued dividends on shares
of “other convertible preferred stock.”

Equity Compensation Plan Information

Information concerning securities authorized for issuance under our equily compensation plans is set
forth in Park IIE, Itern 12 of this Annual Report on Form 10-K under the caption. “Security Ownership of
Certain Beneficial Owners and Management — Equity Compensation Plan Information,” and that informa-
tion is incorporated herein by reference.
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Recent Sales of Unregistered Securities

As previously disclosed in our Current Report on Form 8-K filed with the Securities and Exchange
Commission on February 10, 2005, we issued 930,233 shares of our common stock to American Communica-
tions Network, Inc., in addition to cash consideration, as consideration for the purchase of assets in the ACN
Energy Transaction. The shares of common stock were valued at $2.0 million, based upon the market price for
our common stack as of February 8, 2005, the date immediately prior to the closing date, and were placed in
escrow to be released upon satisfaction of certain performance targets related to customer growth and earning
of certain customer acquisition fees. 1f the targets are not achieved in full, any shares not released to ACN will
be returned to us. The shares of common stock were issued pursuant to Section 4(2) of the Securitics Act of
1933, as amended, or the Securities Act, and Rule 506 of Regulation D thereunder, as a transaction not
involving a public offering.

On October 8, 2005, we issued 1,000 shares of our common stock to John Julian, one of our former
employees, pursuant to his exercise of a stock option agreement. The exercise price of the option was $0.05 per
share. The sharcs of our common stock issued to Mr. Julian were issued pursuant to Section 4(2) of the
Securities Act as a transaction not involving a public offering.
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Item 6. Selected Financial Data.

The selected financial data in the fallowing table sets forth (a) balance sheet data as of July 31, 2004 and
2003, and statement of operations data for the fiscal years ended July 31, 2003, 2004 and 2005 derived from
our consolidated financial statements audited by Emnst & Young LLP, independent registered public
accounting firm, which are included elsewhere in this filing, and (b) balance sheet data as of July 31, 2001,
2002 and 2003, and statements of operations data for the fiscal years ended July 31, 2001 and 2002, derived
from our consolidated financial statements audited by Ernst & Young LLP, which are not included in this
filing. The information below should be read in conjunction with “Item 7. Management’s Discussion and
Analysis of Financial Condition and Resulis of Operation” and “Item 8. Financial Statemenis and
Supplementary Data.”

Fiscal Year Ended July 31,
2001 2002 2003 2004 2005
{Amounts in thousands except per shave information}

Consolidated Statement of Operations Data:

Net revenue . ..ot i ii i iici s $183,264 §117,768 $165,526  $210,623  §233,853
Direct energy Costs . ov e vvrivrnrrnnnnrenns 77,281 87,340 128,179 191,180 225,671
Grossprofit .. ... ... ... ... ... ... ..., 105,983 30,428 37,347 19,443 28,182
Operating eXpenses . . ...........oooeiunn.. 24,919 20,247 22,732 33313 35,585
Income (loss) from operations ............. 81,064 10,181 14,615 (13,870) (7,403)
Initial formation litigation expenses ......... (276) (1,671) (4415) (1,562) (1,601)
Recovery of (provision for}impairment on

INVESTMents ......cvv i vanvnnrnnnnnnas — — —_ (7,13%) 2,000
Loss on termination of Summit............. — — —_ (1,904) —
Loss on equity investments ................ — (160) (567) — —
Minority interest share of loss ... ........... — — 187 1,185 —
Interest income, net ............ .. ... .. .. 1,593 939 715 549 390
Income {loss) before provision for (benefit

from) INCOME taXES. v v vev v vvviennennnn. 82,381 9,289 10,535 (22,731 (6,114)
Provision for (benefit from) income taxes. . .. 21,852 4,125 5,113 (1,017) —
Netincome (loss) ....................... $ 60529 $§ 5164 $ 5422 §$(21,720) % (6,114)
Earnings (loss) per common share '

Basic............iiii it § 206 § 019 $ 019 § (077 $ (0.20)

Diluted ............. ..ot $§ 177 $§ 016 § 018 § (0.77) § (0.20)
Weighted-average shares outstanding:

Basic...........ci i 29,385 127,482 27,424 28,338 30,946

Diluted ........ ... oo i 34,152 31,536 30,236 28,338 30,946

As of Juiy 31,
2001 2002 2003 2004 2005

{(Amounts In thonsands)

Consolidated Balance Sheet Data:

Working capital . ..........ocoiieiiiinn, $ 50,184 § 58841 § 56411 §$ 58,105 § 36,719
Totalassets . .......................cun.. 107,016 101,229 125,870 110,323 102,632

Stockholders” equity .. .....oonreeena. .. 86,037 87952 93017 74106 70,061
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Item 7. Management’s Discussion and Analysis of Financial Condition and Results of Operation.

We are a diversified independent encrgy marketer of electricity and natural gas to end user customers.
We provide retail electricity and natural gas to residential, commercial, industrial and institutional customers
in nine states. Qur principal operating subsidiary, Commerce Energy, Inc., is licensed by the Federal Energy
Regulatory Commission, or FERC, as a power marketer. In addition to the states in which we currently
operate, we are also licensed to supply retail electricity in New York, Maryland, Ohio and licensed to supply
retail electricity and natural gas in Virginia.

We were founded in 1997 as a retail electricity marketer in California and have grown to serve electricity
and natural gas customers in nineteen utility markets in nine states. Growth has occurred by a combination of
organic means and acquisitions. In the past eighteen months we acquired Skipping Stone Inc., or Skipping
Stone, an energy consulting company, and purchased from American Communications Network, Inc. and
certain of its subsidiaries, which we refer to collectively as ACN, certain assets of ACN’s retail electric power
and natural pas sales business.

As of July 31, 2005, we delivered electricity to approximately 80,000 customers in California, Penn-
sylvania, Michigan, New Jersey and Texas; and natural gas to approximately 60,000 customers in California,
Georgia, Maryland, New York, Ohio and Pennsylvania. The potential growth of this 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.

The electricity and natural gas we sell to our customers is purchased from third party suppliers under
short-term and long-term contracts. We do not own ¢lectricity generation facilities, 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 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.

Acquisitions
ACN Erergy Transaction

On February 9, 2003, we entered into an Asset Purchase Agreement with American Communications
Network, Inc., and certain of its subsidiaries, which we refer to as ACN. Under the Purchase Agreement, we
acquired certain assets of ACN’s retail electric power and natural gas sales business, and assumed specified
liabilities. We refer to this acquisition in this Annnal Report as the ACN Energy Transaction and the assets
acquired in the ACN Energy Transaction as the ACN Energy Assets. ACN sold reiail electric power in Texas
and Pennsylvania and retail natural gas in California, Ohio, Georgia, New York, Pennsylvania and Maryland.
The assets of ACN included equipment, gas inventory associated with utility and pipeline storage and
transportation agreements and electricity supply, scheduling and capacity contracts, software and other
infrastructure plus approximately 80,000 residential and small commercial customers. The assets purchased
and the operating results generated from the ACN Energy Transaction have been included in our statement of
operations as of February 1, 2005, in accordance with the terms of the Purchase Agreement.

In addition, we entered into a Sales Agency Agreement, pursuant to which we pained access to ACN’s
network of independent sales representatives. Under the Sales Agency Agreement, we pay ACN a commission
for customers acquired by their independent sales representatives and a per-customer acquisition fee for each
customer acquired through the Sales Agency Agreement. Sales commissions are paid monthly in cash, while
customer acquisition fees are paid by the issuance of our common stock to ACN, based on the fair market
value of the common stock when a customer acquisition fee is due.

The Sales Agency Agreement has an initial term of one year, and is subject to annual renewal unless
terminated by either party upon at least 90 days prior written notice prior to the expiration of the initial term or
any successive term. Should the parties extend the Sales Agency Agreement for successive annual or other
mutually agreeable period(3) then, for such periods the customer acquisition fees will be paid by the issuance
of additional shares of our common stock ta ACN, based on the fair market value of the common stock when
a customer acquisition fee is due. The number of shares of our common stock that can be issued to ACN
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under the Purchase Agreement and the Sales Agency Agreement (including any renewals thereof) is capped
at 14.9% of the outstanding shares of common stock as of the closing date, or approximately 4,544,394 shares.

The aggregate purchase price was $14.5 million in cash and 930,233 shares of the Company common
stock, valued at $2.0 million. The purchase was accounted for under the purchase method of accounting and
resuited in $6.2 million of goodwill and $2.5 million of intangibles, including the contingent equity and other
intangible assets. In addition, as part of the initial purchase price, we were required to fund $2.5 million of
collateralized letters of credit on the closing date to gnarantee our performance to various third parties. The
common stock payment is contingent upon meeting certain sales requirements during the year following the
acquisition date, and has been placed in an escrow account. Based on sales results to date, it appears that
virtually none of the contingent consideration will be carned and goodwill will be reduced by substantially all
of the $2.0 million in February 2006,

Skipping Stone Inc,

On April 1, 2004, we acquired Skipping Stone Inc. which provides encrgy-related consulting and
technologies to utilities, electricity generators, natural gas pipelines, wholesale energy merchants, energy
technology providers and financial institutions. The aggregate purchase price for all of the ouistanding
Skipping Stone securities, which consisted of common stock and vested options, was $3.1 million and the
assumption of $600,000 of debt, subject to limited restrictions and true-up provisions. The purchase price was
paid through the issuance of shares of our common stock valued at $1.92 per share. For the fiscal years ended
July 31, 2004 and 2003, Skipping Stone revenues (after climination of inter-company transactions) accounted
for less than 1% of total net revenue of Commerce,

Investments

We have investments in two energy technology companies: Encorp Tuc. (formerly known as Envencrgy,
Inc.), or Encarp, a developer of software and hardware for energy and facility management that enables
energy usage and cost information to be gathered and disseminated for the benefit of its customers, and Power
Efficiency Corporation, or PEC, a company which markets its own brand of induction motor efficiency
products that enhances motor performance and reduces energy consumption. These two investments and our
investment in Turbocor B.V., or Turbocor (which was sold in July 2005), a manufacturer of ¢nergy efficient
compressors for commercial heating, air conditioning, and refrigeration application, were previously held by
Summit Energy Ventures, LLC, or Summit, which we formed in July 2001. Effective May 1, 2004, our equity
interest and contractual relationship with Summit were terminated and we acquired the direct ownership in
the three portfolio companies previously held by Summit.

In fiscal 2004, we consolidated Summit and its majority interest in PEC into our financial results. As a
result of terminating our relationship with Summit, we na longer consolidate Summit and PEC in our current
fiscal year financial results because we retained a 39.9% interest in PEC. As of July 3§, 2005, our ownership
interest had been reduced to 15% as a result of equity-linked financings by PEC in which we did not
participate. We currently account for our investment in PEC under the equity method of accounting, however,
because we have no investment basis in PEC, further losses are not being recognized in our consolidated
financial statements.

On July 29, 2005, we sold our ownership interest in Turbocor for $2.0 million. As of July 31, 2005, we
continue to hold a 1.9% interest in Encorp.

Market and Regulatory

We currently serve electricity and gas customers in nine states, operating within the jurisdictional
territory of nineteen 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
results. Although regulatory requirements are determined at the individual state, and administered and
monitored by the Public Utility Commission, or PUC, of ¢ach state, operating rules and rate filings for each
utility are unique. Accordingly, we generally treai each utility distribution territory as a distinct market.
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Electricity

Currently, we actively market electricity in eleven LDC markets within the five states of California,
Pennsylvania, Michigan, New Jersey and Texas.

On April 1, 1998, we began supplying customers in California with electricity 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 Direct Access, which allowed clectricity customers to buy their power from a
supplier other than the ¢lectric utilities. This suspension, although permitting us 1o 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 currently estimate the impact that these issues and anticipated
additional costs may have on our {uture financial resulls,

There are no current rate cases or filings in the states of Pennsylvania, Michigan, New Jersey or Texas
that are anticipated to impact our financial results.

Natural GGag

Currently, we actively market natwral gas in eight LDC markets within the six states of California,
Georgia, Maryland, New York, 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. 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 DEQ, and the Columbia Gas of Ohio service areas. In December 2004, DEO notified the Public
Utilities Commission of Ohio, or PUCOQ, of its desire to exit the commodity market. Its stated goal is to
become a disiribution-only company by the end of 2006. Nearly 60% of DE(Ys 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, DEOQ filed with the PUCQ to embark upon its plan. The ultimate cutcome of
this filing is unknown; however, it is not anticipated to adversely impact our financial results.

We provide natural gas service to residential and small commercial consumers in the Philadelphia
Electric Company service area in Pennsylvania. In May 2004, the Pennsylvania Public Utility Commission, or
PUC, undertook an evaluation of the competitiveness of patural gas supply services in the state. If the PUC
determines the market is not sufficiently competitive, further actions will be considered. We¢ are the only
natural gas provider to residential customers in this market. The potential impact of this evaluation to our
operations is unknown at this time.

Critical Accounting Policies and Estimates

The following discussion and analysis of our financial condition and opetating 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 resulis may differ from those estimatcs and assumptions. In preparing our
financial statements and accounting for the underlying transactions and balances, we apply our accounting
policies as disclased in our notes fo the consolidated financial staiements. The accounting policics 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.
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These forward physical delivery contracts are defined as commodity derivative contracts under
Statement of Financial Accounting Standard, or SFAS No. 133, “Accounting for Derivative Instru-
ments and Hedging Activitics”. 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 gencrated from custorner 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.

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 is no longer available for our Pennsylvania market (PIM-ISO). Accordingly,
we designate forward physical delivery contracts entered into for our Pennsylvania electricity market
{PJM-ISO), and certain other forward fixed price purchases and financial derivatives as cash flow
hedges, whereby mark 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
cantracts 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 Qther 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. We intend to
continue to 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. Additionally, we expect to
utilize 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 asg
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
coniracts could result in operating income (loss) volatility as the fair value of the changes are recorded
oh a net basis in direct energy costs in our consolidated statement of operations for each period,

We determined that our documentation during fiscal 2005 was inadequate for the coniracts that were
designated for cash flow hedge accounting treatment pursuant to the provisions of SFAS No. 133,
resulting in current period mark to market accounting for all of our electricity forward physical
contracts and financial derivatives designated as cash flow hedges in fiscal 2005,

» 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 prelimi-
nary information may differ from actual information resulting in the need to adjust previously
estimated costs. , ‘

« Alfowance for doubtful accounts — We maintain allowances for doubtful accounts for estimated losses
resulting from non-payment of customer billings. If the firancial conditions of our customers were to
deteriorate, resulting in an impairment of their ability to make payments, additional allowances may be
required.

s Net revenue and unbilled receivables — Qur customers are billed menthly 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 hilled. Unbilled receivables from sales are estimated hased
upon the amount of power delivered, but not yet billed, multiplied by the average sales price per unit to
our customers.
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s Inventory — Inventory consist of natural gas in storage as required by state regulatory bodies and
contracted obligations under customer choice programs. Inventory is stated at the lower of cost or
market.

*» Legal maiters — From time to time, we may be involved in litigation maiters. 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 additional expense relating
to our contingencies. Such additional expense could potentially have a material adverse impact on our
results of operations and financial position.

Results of Operations

The following table summarizes the results of our operations for fiscal 2003, 2004 and 2005 (dollars in
thousands):

Fiscal Year Ended July 31,

2003 2004 2005
Dolars % Revenue Dollars % Revenue Dollars % Revenne

Retail clectricity sales......... $153,430 93% $205,028 97% $188,316 T4%
Natural gas sales............. — — - — 25,476 10%
Excesa energy sales. .......... 6,496 4% 5,593 3% 40,061 16%
Green power credits .. ........ 5,600 _3% — P — =

Netrevenue............... 165,526 100% 210,623 100% 253,853 100%
Direct energy costs ........... 128,179 _11% 191,180 1% 225,671 _39%
Grossprofit ................. 37,347 23% 19,443 9% 28,182 11%
Selling and marketing expenses 4,240 3% - 4,063 2% 3,774 1%
General and administrative

EXPRISES . ..ot 18,492 11% 25,857 12% 31,811 13%
Reorganization and initial

public listing expenses ...... — = 3,393 2% — —

Income (loss) from operations § 14,615 _9% $(13,870) é)% $ (7,403) é)%

Fiscal Year Ended July 31, 2005 Compared to Fiscal 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 our acquisition of asscts from
subsidiaries of American Communications Network, Inc. (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 ¢lectricity markets in California, Michigan and Pennsylvania.

QOur net foss 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 Turbocor
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.

22




Net revenue

The following table summarizes net revenues for fiscal 2004 and 2005 (dollars in thousands):

Fiscal Year Ended July 31,
2004 2005
Dollars % Revenue Dollars % Revenne

Retail Flectricity Sales:

California.,...........cocoiiiieo L. $ 82,815 39% § 78,155 1%
Pennsylvania/New Jersey .. ................ 85,456 41% 102,152 40%
Michigan .. ..ooooviiiieii e 41,303 20% 36,754 15%
All Other States, principally Texas .......... 1,049 = 11,316 4%
Total Retail Electricity Sales ............... 210,623 100% 228,377 _9%
Natural Gas Sales:
Califormia. .......coooiii i, — — 7902 3%
Chio. ... .ot e — — 10,782 4%
GEOEIA .« cii it it e e — — 4,314 2%
All Other States .......................... - = 2478 1%
Total Natural Gas Sales ................... — — 25,476 _10%
NetRevenue ...oooiiiiin i, $210,623 100%  $253,853 100%

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 the Company’s traditional electricity markets in
California, Pennsylvania and Michigan.

Retail electricity sales for fiscal 2005 were $228.4 million, an §% increase from fiscal 2004. In fiscal 2003,
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 $19 million kWh at an
average price per kWh of $0.078 in fiscal 2005, as compared to 993 million kWh sold at an average price per
kWh of $0.077 in fiscal 2004. Pennsylvania and New Jersey sales were 1,137 million kWh at an average price
per kWh of $0.067 in fiscal 2005, as compared to 1,275 million kWh at an average price of $0.066 in fiscal
2004. Sales in Michigan decreased to 603 million kWh at an average price per kWh of $0.061 in fiscal 2005, as
compared to 709 million kWh at an average price per kWh of $0.058 in fiscal 2004. Sales volumes in
Pennsylvania declined reflecting the return, beginning in April 20035, of certain residential and small
commercial customers to the incumbent utility based upon competitive factors. Similarly, lower sales volumes
in Michigan reflects the impact of regulatory changes causing nearly all of Michigan’s large industrial
customers to return to the incumbent utility during the year. Sales in Texas, resulting from the acquigition of
the ACN Energy Assets, were $9.4 million in fiscal 2003.

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 to $5.6 million in fiscal 2004
reflecting higher demand and supply balancing activities in our California and Pennsylvania markets resuiting
primarily from increased volatility in the market price of clectricity. 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 clectricity customers at July 31, 2005, a decrease of 21% from
102,600 at July 31, 2004. This customer attrition in our retail electricity markets largely reflects the impact of
increased sales prices to our customers resulting from higher wholesale electricity supply and transmission
costs without corresponding price increases from incumbent utilities due to the 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 whereby, beginning in April 2005, we returned approximately
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21,000 residential and small commercial customers to the incumbent utility since we could no longer offer
competitive service. Additionally, the decline in our customer base is partly attributed to our focus on
increasing our commercial and industrial base. We also had approximately 60,000 natural gas customers at
July 31, 2005.

Direct energy costs

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 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. Electricity cost increased 8% [rom 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.

Selling and marketing expenses

Selling and marketing expenses were $3.8 million for fiscal 2005, a decrease of $0.3 million, from
$4.1 million for fiscal 2004, Lower sclling and marketing expenses for fiscal 2005 primarily resulted from
reductions in the cost of our internal marketing efforts partly offset by the additional sales and marketing costs
related to the ACN Energy Transaction.

General and administrative expenses

General and administrative expenses were $31.8 milkion for fiscal 2005, an increase of $5.9 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 resulting 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 offset by a decrease of $2.0 million in costs related to our ownership of
Summit and investment in PEC.

Reorganization and initial 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 common stock on the American Stock Exchange. We
incurred no such expenses in fiscal 2005. '

Recovery of {provision for) impairmens on investments

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 investment in Turbocor and resulted in
no investment basis in Turbocor as July 31, 2004. In July 2005, we scld our nominal stock holdings in its
entirety for $2.0 million in cash.

Initial 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 year 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 losg an the termination of our interest in Summit of $1.9 million. The loss
included contractually owed management fees and transaction costs of $1.6 million and a reduction of our
ownership interest from 75.9% ta 39.9% in PEC to reflect settlement and the termination of our interest in
Summit, We incurred no such expenses in fiscal 2005.

24




Minority fnterest 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 hased on their aggregate minority ownership 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

Our interest income, net was $0.9 million for fiscal 2005, an increase of $0.3 million from $0.6 million in
fiscal 2004. The increase in interest income was primarily due to higher market yields realized on short-term
investments.

Income before Provisions for Income Taxes

The loss before provision for income taxes was $6.1 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. Our 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 attributable to an increase in the valuation allowance.

Year Ended July 31, 2004 Compared to Year Ended July 31, 2003

Net revenue for fiscal 2004 was $210.6 million, an increase of $45.1 million, or 27%, from $165.5 million
in fiscal 2003. Gross profit of $19.4 million for fiscal 2004 declined $17.9 million, or 48%, from $37.3 million
in fiscal 2003.

Our operating resnlts for the year ended July 31, 2004 included a loss from operations of $13.9 million
compared to income from operations of $14.6 million for the year ended July 31, 2003. The operating loss in
fiscal 2004 was primarily due to the higher cost of electricity per kWh. The higher cost of electricity per kWh
was primarily caused by the substantial increase in natural gas prices, which is a significant influencing factor
ot electricity prices in the wholesale markets nationally. The higher costs related to serving our customers led
to some customer atirition in California and Pennsylvania in the latter part of the fiscal year. Also, in
California, demand was less than forecast and as a result, we sold our excess energy at lower prices then we
paid, reducing gross margins.

Net loss for fiscal 2004 was $21.7 million compared to net income of $5.4 million in fiscal 2003. In
addition, to the above reasons, in fiscal 2004, we recorded a provision for impairment on investments of
$7.1 million for investments previously held by Summit and, subsequently, a loss of $1.9 million on the
termination of the Summit venture.

Net revenue

The increase of $45.1 million in net revepume for fiscal 2004, compared to the fiscal 2003, resulted
primarily from increased energy sales of $28.6 million in Pennsylvania and New Jersey, and $25.4 million in
Michigan, These increases were due to increasing the customer sales base in these markets in fiscal 2004 and
were partly offset by a decrease of $9.9 million in energy sales in California, primarily due to a decline in the
price per kWh in fiscal 2004 and the absence of green power credits in fiscal 2004. Sales in Pennsylvania and
New Jersey increased 1o 1,275 million kWh at an average price per kWh of $0.066 in the fiscal 2004, as
compared to 856 million kWh at an average price per kWh of $0.062 in the fiscal 2003 reflecting the
acquisition towards the end of fiscal 2003 of commercial customers with higher average rates and a reduced
number of residential customers in fiscal 2004. Sales in Michigan increased to 709 million kWh at an average
price per kWh of $0.058 in fiscal 2004, as compared fo 278 million kWh at an average price per kWh of $0.057
in fiscal 2003 reflecting increased customer acquisition efforts by our sales operations. California sales were
993 million kWh at an average price per kWh of $0.077 in fiscal 2004, as compared to 1,076 million kWh sold
at an average price per kWh of $0.079 in fiscal 2003.

The $5.6 million green power credits in fiscal 2003 represents the recovery from the reinstatement by the
State of California Public Purpose Program to provide incentives to suppliers of renewable power to reduce the
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cost of such power to certain customers. This green power credit program was discontinued for periods after
March 2003.

We had approximately 102,000 retail customers at July 31, 2004, a 14% decrease from 118,000 at July 31,
2003. Customer attrition was 11% and 21% in California and Pennsylvania, respectively, reflecting focus on
increasing commercial and industrial customer base, which have higher average electricity usage and generally
higher rates, while reducing the number of residential customers. The decline in customer base also is partiaily
attributed to increased energy costs t0 serve our customers.

Direct eneray costs

Our direct energy costs increased to $191.2 million for fiscal 2004, an increase of $63.0 million, or 49%,
from $128.2 million for fiscal 2003. The significant increase in direct energy costs per retail kWh delivered
occurred in all states, primarily due to the increase of natural gas costs which is a significant factor influencing
electricity costs in our markets. The increase in our customer base was also a contributing factor to the
absolute increase in direct energy costs. In Pennsylvania and New Jersey, the average cost per kWh was
$0.064 for the fiscal year ended July 31, 2004, as compared to an average cost per kWh of $0.062 for fiscal
2003. In Michigan, the average cost per kWh was $0.051 for the fiscal year ended July 31, 2004, as compared
to an average cost per kWh of $0.049 for fiscal 2003, In California, the average cost per kWh was $0.067 for
fiscal 2004, as compared to an average cost per kWh of $0.051 for fiscal 2003.

Selling and marketing expenses

Our selling and marketing expenses were $4.1 million for fiscal 2004, a decrease of $0.1 million, or 4%,
from $4.2 million for fiscal 2003. Selling and marketing expenses for fiscal 2004 primarily represent marketing
efforts associated with our expansion into the New Jersey market, including radio and newspaper advertising
and further market research conducted on certain states under consideration for future expansion.

General and administrative expenses

Our general and administrative expenses were $25.5 million for fiscal 2004, an increase of $7.4 million, or
40%, from $18.5 million for fiscal 2003. The increase in fiscal 2004 was primarily duc from the consolidation
of PEC of $2.1 million through the third quarter of fiscal 2004; severance payments totaling $1.9 million
related to the settlement of the employment agreements with two former executive officers; stock based
compensation expense of $0.6 million for fully vested options that were granted in fiscal 2004 with an exercise
price below fair market value on the grant date; relocation expenses of $0.5 million for our new executive
officers; additional bad debt expense of $0.7 million and insurance ¢osts of $0.6 million.

Reorganization and initial public listing expenses

We incurred $3.4 million in fiscal 2004 of costs related to our reorganization into a Delaware holding
company structure and the initial public listing of our common stock on the American Stock Exchange.
Management believes it is appropriate to classify these costs as separately identified operating expenses. These
general and administrative expenses incurred in connection with the reorganization included legal of
$1.5 million, insurance of $0.9 million, consulting of $0.5 million, printing and reproduction fees of
$0.4 million and accounting and auditing of $0.1 million.

Initial formation litigation expenses

In fiscal 2004, we incurred $1.6 million of initial formation litigation costs related to our formation
compared to $4.4 million of such costs incurred during fiscal 2003. Initial formation litigation expenses include
legal and litigation costs associated with the initial capital raising efforts by former employees and the legal
complications arising from those matters. The fiscal 2003 expense includes $2.2 million which was accrued in
connection with a lawsuit filed by several former employees, who were employed during 1998 and 1999,
exclusively to raise capital for us from outside investors. In fiscal 2004, we settled this litigation and the
settlement resulted in a reduction of the accrual of $0.5 million after final settlement payments were made to
the plaintiffs. ‘
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Provision for impairment on investments

In fiscal 2004, we recorded a provision for impairment of $7.1 million on investments previously held by
Summit to reflect our percentage ownership in the net equity reflected in the financial statemenis of each
investment entity. The impairments reflected continuing operating losses, liquidity and future funding
-uncertainties on all three investments. For Encorp, we recorded a $1.9 million provision for impairment with a
remaining investment basis of $0.1 million in our consolidated financial statements. For Turbocor, we
recorded a $4.1 million provision for impairment with no remaining investment basis in our consolidated
financial statements. For PEC, we recorded a $1.1 million provision for impairment with no remaining
investment basis after the provision for termination below to reflect our reduced investment owmership
percentage in PEC shares.

Loss on termination of our interest in 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 transaction costs of $1.6 million and a reduction of cur
ownership interest from 75.9% to 39.9% in PEC to reflect settlement and the termination of our interest in
Summit. See Note 9 of Notes to consolidated financial statements.

Loss on eguily invesiments

In fiscal 2003, we incurred a $0.6 million aggregate loss on equity investments which reflected our
praportionate recognition of losses under the equity method of accounting relating to PEC and, to a lesser
extent, Turbocor. By the end of fiscal 2003, Summit acquired a majority ownership position in PEC, therchy
causing consolidation of PEC into our consolidated financial statements for the fiscal year ended July 31,
2003. The consolidation continued through April 30, 2004, when the termination agreement with Summit
reduced our ownership percentage to 39.9%. By the end of our fiscal year ended July 31, 2003, Summit’s
ownership interest in Turbocor had been reduced to a level at which we no longer exercised significant
influence. As a result, commencing in fiscal 2004, we accounted for Turbocor under the cost method of
accounting.

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 ownership interest in PEC. For the
fiscal year ended July 31, 2004 and 2003, the minority interest share of loss was $1.2 million and $0.2 million,
respectively, '

Interest income, net

Our Interest income, net was $0.5 million for fiscal 2004, a decrease of $0.2 million, or 23%, from
$0.7 million in fiscal 2003. The decrease in interest income was primarily due to lower market yields realized
on short-term investments.

Provision for (benefit from) income taxes

The benefit from income taxes was $1.0 million for fiscal 2004, compared to the provision for income
taxes of $5.1 million for fiscal 2003. In fiscal 2004, the benefit from income taxes was comprised of a write-
down of deferred tax assets for $2.5 million offset by operating loss carrybacks of $3.5 million. Our effective
income tax benefit rate was 4.5% for fiscal 2004, compared to an cffective income tax rate of 48.5% for fiscal
2003. The decrease in the effective tax rate was primarily due to the increase in the valuation allowance for
deferred tax assets.

Liquidity and Capital Resources

As of July 31, 2005, cash and cash equivalents decreased to $33.3 million compared with $54.1 million at
July 31, 2004, This decrease of $20.8 million was partly offsct by increases of $10.1 million at July 31, 2005 in
restricted cash, cash equivalents and deposits. Restricted cash and cash equivalents at July 31, 2005 was
$8.2 million, compared to $4.0 million at July 31, 2004, while cash deposits totaled $11.3 million at July 31,

27




2005, compared to $5.4 million at July 31, 2004. These changes reflect the impact of cash used in the ACN
Energy Transaction and increased energy supplier credit requirements.

Our principal sources of liquidity to fund ongoing operations were cash provided by operations and
existing cash and cash equivalents. Cash used in operating activities for fiscal 2005 was $3.6 million, compared
to cash provided by operations of $0.3 million in the prior year. For fiscal 2005, cash usage was caused
primarily by decreases in accounts payable of $5.0 million.

Cash used in investing activities was $15.3 million in fiscal 2005, as compared to $1.1 million in fiscal
2004. Cash used in investments was primarily for the purchase of assets in the ACN Energy Transaction in
fiscal 2005.

Cash used in financing activities during fiscal 2005 was $1.9 million, as compared to cash provided by
financing activities of $14.0 million during fiscal 2004. In fiscal 2005, restricted cash and cash equivalents
increased by $4.2 million which was primarily due to increased energy supplier credit requirements in New
Jersey and Pennsylvania.

We do not have open lines of credit for direct unsecured borrowings or letters of credit. Credit terms from
our supplicrs often require us to post collateral against our energy purchases and against our mark to market
cxposure with certain of our suppliers. We currently finance these collateral obligations with our available
cash. As of July 31, 2005, we had $8.2 million in restricted cash and cash equivalents to secure letters of credit
required by our suppliers and $11.3 million in deposits pledged as collateral to our energy suppliers in
connection with energy purchase agreements.

Based upon our current plans, level of operations and business conditions, we believe that our cash and
cash equivalents, and cash generated from operations will be sufficient to meet our capital requirements and
working capital needs for the foresezable future. However, there can be no assurance that we will not be
required to seek other financing in the future or that such financing, if required, wiill be available on terms
satisfactory to uvs.

Planned capital expenditures

Our plamned capital expenditures for the fiscal 2006 are approximately $2.5 million and are largely
comprised of information system upgrades. 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 ro transactions involving unconsolidated, limited
purpose entities.

Contractual obligations

As of July 31, 2005, we have commitments of $63.3 million for electricity purchase contracts in the
normal course of business. These contracts are with various suppliers and extend through December 2006. In
addition, at July 31, 2005, we have commitments of $1.1 million for natural gas purchase contracts, which are
primarily transportation and capacity contracts, through October 2006.

Our most significant operating lease periains to our corporate office facilitics. All of our other operating
leases pertain to various equipment and technology. 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 operating leases of $0.74 million, $0.93 million and $1.2 million during fiscal 2003, 2004 and
2005, respectively.
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The following table shows our contractual commitments as of July 31, 2005 (dollars in thousands):
Payments Due by Period

Contractual Obligations Total Lisi’::?. 1-3 Years  3-3 Years h%o;eezlg“
Electricity & Gas purchase contracts. ... $64,437  $§51.870  $12,567 5— —
Operating leases . .................... 2,849 983 1,866 et -
Total, ... e $67.286  $52,853 $14,433 g $;

Seasonal Influences

Demand for electricity and natural gas are continuaily influenced by both seasonal and abnormal weather
patterns. To the extent that one or more of our markets experiences a period of unexpected weather, we may
be required to cither attempt to procure additional energy to service our customers or to sell surplus energy in
the open market.

Factors That May Alfect Future Results

If competitive restructuring of the rvetail energy market is delayed or does not result in viable competitive
market vules, 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 cither enacted
enabling legislation or issued a regulatory order to implement retail access. In 18 of these states, rotail access is
either currently available to some or all customers, or will sopon be available. However, in many of these
markets the market rules adopted have not resulted in encrgy service providers being able to compete
successfully with the local utilities and customer switching rates have been low. Qur 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 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 sefl energy to consumers on a profitable basis. The regulatory process could be
negatively impacted by a number of factors, including interruptions of scrvice 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.

Other aspects of EPA 2003, such as the repeal of PUHCA 1935 and replacing it with PUHCA 2003, also
may impact our business to the extent FERC does not continue the SEC’s precedent of not regulating electric
and gas marketers under PUHCA. A rulemaking implementing PUHCA 2005 is currently pending before
FERC. If marketers and their parent companies and affiliates are to be regulated wnder PUHCA 2005, FERC
may have access to their books and records and has oversight of their affiliate transactions. Various parties
participating in FERC mlemaking have urged FERC not to so 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 conceming the
restructuring of the retail energy markets. Although none of these initiatives has been successful, we cannot
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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 snbstantial operating losses and we cannot assure
stockholders that we can achieve and maintair profitability.

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. Qur 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;

* our ability to effectively manage our energy procurement and shaping requirements, and io sell our
energy at a sufficient profit margin; and

* our ability to obtain and retain necessary 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 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 difficulty attracting customers because many customers may be reluctant to switch to
a new supplier for a commeodity 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 could be materially adversely affected.

We depend upor internally developed, and, in the future will vely on vendor-developed, systems and
Processes to provide several critical functions for our business, and the loss of these functions conld
matevially 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 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 cxperiences 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
systemn implementation risks, we may not be able to establish a sufficient aperating history for Sarbanes-Oxley
404 Attestation requirements, which we expect we must meet by no later than fiscal year ending July 31, 2007.

Substantial fluctuations 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
commedity in the short-term or spot wholesale encrgy markets, which can be highly volatile. In particular, the
wholesale electricity market can experience large price fluctvations 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 commodity to
cover those commitments, we may incur losses caused by rising wholesale prices. Periods of rising prices may
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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 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 unrealized losses. Conversely, if unanticipated load appears that may
result in an insufficient supply of electricity or natural gas, we would need ta purchase the additional supply.
These purchases could be 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 results in lost revenue to us,
which could adversely impact the results of our operations.

We do not utilize bank lines of credit at this time and may have limited access to additional credit from
barnks and commodity suppliers.

As of July 31, 2003, we believe that we have adequate cash and liquidity and supplier lines of credit to
sustain our business operations in the near term. To expand our business in the future, we will likely pursue
external financing from banks, other financial institutions and commodity suppliers. In connection with
financing arrangements, we may choos¢ to pledge our accounts receivable and commodity inventory or
commodity contracts as collateral to support the extension of credit. Additionally, we have issued and will
continue to issue parent company guarantees of subsidiary obligations for commercial credit in connection
with the arrangements for unsecured credit from commaodity suppliers,

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 contracis.

As the price of the electricity we purchase under long-term contracts is fixed over the term of the
contracts, if the market price of wholesale electricity decreases below the contract price, the power generator
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, a portion of our cash would
become restricted, which could adversely affect our liquidity.

Some suppliers of electricity have heen experiencing deteviorating credit guality.

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, 2005, 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.

We are reguired to vely on utilities with whom we compete to perform some functions for onr 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 could 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 ¢lectricity and
natural gas ig 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 1o our customers could have a negative effect on the satisfaction of our customers with our service,
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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 reguived to vely on utilities with whom we contpete to provide us accurate arnd 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 electricity and natural gas marketing business and
the rules and regulations of regional Independent System Opevators, 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 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 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, we
cannot predict whether the results would be favorable ar 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 1SO 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 Califorpia Power Exchange for
the sale and purchase of some volumes of power by the Company during 2000 and 2001,

In 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 Out
Rates, or RTOR, which eliminated some transmission charges and revenues from the [SO system operations.
The impact on us, if any, is uncertain at this time, Compensatory paymeats to transmission owners are likely,
but the recovery mechanism from customers, utilities or other load serving entities, such as us, is uncertain.
We can not predict the amount of these adjustments, if any, that it might be charged at this time.

In some markets, we are required to bear credit visk 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 revennes and results of operations are subject to market risks that arve beyand our control.

We sell electricity and natural gas that we purchase from third-party power genesation companies and
natural gas producers 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 impact
on our revenues and results of operations.
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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 siream
flow;

*+ geasonality;

+ unexpected changes in customer usage;

* {ransmission or fransportation 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 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 snecessfully integrating and managing acquived businesses and in
realizing anticipated economic, operational and other benefits in a timely manner

We recently completed an acquisition of assets in connection with the ACN Energy Transaction. The
ultimate success of this acquisition will depend, in part, on our ability to realize the anticipated synergies, cost
savings and growth opportunities from integrating the assets and the relationships acquired in the ACN
Encrgy Transaction into our existing businesses.

If we fail to maintain an effective system of internal controls, we may not be able te accurately report
our financial results or prevent frand. As a vesult, current and potential stockholders conld lose
confidence in our financial reporting, which would harm our business and the trading price of our stock,

Effective internal controls are necessary for us to provide reliable financial reports and effectively prevent
fraud. If we cannot provide reliable financial reports or prevent fraud, our operating results could be harmed.
We have in the past discovered, and may in the future discover, areas of our internal controls that need
improvement. For example, in January 2005, we sold electricity commodity supply contracts related 1o a
strategic realignment of our customer portfolio in the Pennsylvania electricity market and the discontinuation
of service to certain classes of residential and small commercial customers. As a result of timing issues related
to realigning the portfolio and inaccurately forccasting the resulting required electricity supply, we had
transitional electricity supply obligations which could have been served more cost effectively with the original
supply contract rather than with the current market cost of the replacement power. In the execution of this
portfolio realignment, we observed deficiencies in our internal controls relating to monitoring the operational
progress of the realignment. These internal control deficiencies constituted reportable conditions, and
collectively, a material weakness that caused us to restate our second quarter reported results. In connection
with the preparation of cur consolidated financial statements for the fiscal vear ended July 31, 2005, we
determined that (a) certain electricity forward physical contracts and financial derivatives designated as cash
flow hedges lacked adequate documentation of our method of measurement and testing of hedge effectiveness
to meet the cash flow hedge requirements of SFAS No. 133 and (b) 2 forward physical contract and several
financial derivative contracts had been inappropriately accounted for as exempt from hedge accounting uader
SFAS No. 133. These errors in the proper application of the provisions of SFAS No. 133 required us to
restate our previously reported results for each of the first three quarters in fiscal 2005 and led us to conclude
and report the existence of a material weakness in our internal controls over financial reporting. We purchase
substantially all of our power and natural gas under forward physical delivery contracts, which are defined as
commaodity detivative 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 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
the reportable conditions and material weaknesses in fiscal 2004 and 2005, we are continuing to work to
improve our internal controls, particularly in the area of energy accounting. We cannot be certain that these

33




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 difficulties
encountered 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 irading price of our stock.

Investor confidence and share value may be adversely impacted if onr independent auditors are unable to
Provide us with the attestation of the adeguacy of ouv internal contyols over finuncial repovting as of
JTuly 31, 2006 or July 31, 2007, as applicable, as requirved 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 interpal 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 auditors must attest
to 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, 2006
if the aggregate market value of the voling and non-voting common equity held by non-affiliates is $75 million
or more as of the last business day of January 2006. If not, such requirement will first apply to our Annual
Report on Form [0-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 auditors will apply these new requirements and test companics’ internal controls, are subject
to uncertainty, Although we are diligently and vigorously reviewing our internal conirols over financial
reporting in order to ensure compliance with the new Section 404 requirements, if our independent auditors
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 auditors 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 ultimately could negatively impact the
market price of our shares.

We have initiated a company-wide review of our internal controls over financial reporting as part of the
process of preparing for compliance with Section 404 of the Sarbanes-Oxley Act of 2002 and as a complement
to our existing overall program of internal contrels over financial reporting. As a result of this on-going review,
we have made numerous improvements to the design and effectiveness of our internal controls over financial
reporting through the period ended July 31, 2005. We anticipate that improvements will continue to be made.

Recent Accouniing Standards

In December 2004, th¢ FASB issucd SFAS No. 123 (revised 2004), “Share-Based Payment”
(SFAS No. 123R). SFAS No. 123R requires measurement of all employee stock-based compensation awards
using a fair-value method and the recording of such expense in the consolidated financial statements. In
addition, the adoption of SFAS No. 123R will requirc additional accounting related to the income tax effects
and disclosure regarding the cash flow effects resulting from share-based payment arrangements. In Janvary
2003, the United States Securities and Exchange Commission (SEC) issued Staff Accounting Bulle-
tin No. 107, which provides supplemental implementation guidance for SFAS No. 123R. SFAS No. 123R is
effective for our first quarter of fiscal 2006.

We have sclected the Black-Scholes option-pricing model as the most appropriate fair-value method for
~ our awards and will recognize compensation cost on a straight-line basis over our awards’ vesting periods. We
expect that the adoption of SFAS No. 123R will result in an expense for fiscal 2006 of approximately
$200,000 for options issued as of July 31, 2005. However, uncertainties, including our future stock-based
compensation strategy, stock price volatility, estimated forfeitures and emplovee stock option exercise
behavior, make it difficult to determine whether the stock-based compensation expense that we will incur in
future pericds will be similar to the SFAS Moa. 123 pro forma expense disclosed in Note 2 to the consalidated
financial statements. The amount of stock-based compensation expense to be incurred in future periods was
reduced by our acceleration of 1,300,001 unvested and “out-of-the-money” stock options in fiscal 2005.
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Item 7A, Quantitative and Qualitative Disclosures about Market Risk.

Qur activities expose us to a variety of market risks principally from the change in and volatility of
comumnodity 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. Qur 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 Commitiee, or ROC, that is responsible for
cstablishing 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 of Risk Management.

Commodity Risk Management

Commodity price and volume risk arise from the potential for changes in the price of, and transporiation
costs for, electricity and natural gas, the volatility of commodity prices, and 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 commadities and related
derivative products. These factors include seasonal daily and hourly changes in demand, extreme pcak
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 extrems 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, unantici-
pated earnings 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 liability. Changes in fair market value are recognized currently in earnings
if specific hedge accounting criteria are met. With most electricity and natural gas customers, we have the
ahility 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 resuli in
customer attrition without corresponding price increases by local utilities and other competitors. Approxi-
mately 2% of the Company’s electricity customers are subject to multi-month fixed priced unhedged contracts
and, accordingly a $10 per megawatt hour increase in the cost of purchased power could result in an estimated
$300,000 decrease in gross profit for fiscal 2006. A similar relative increase in the price of natural gas would
have no impact on gross profit for fiscal 2006 as the Company does not have any significant unhedged fixed
price term obligations in natural gas.

While some 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 sxpected 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 activitics in the whalesale energy market other than to manage our direct energy cost in an attermpt to
improve the profit margin associated with the requirements of our retail customers,

Credit Risk

The Company’s primary credit risks are exposure to our retail customers counterparty credit risk based on
the credit terms extended to the Company. Given the high credit quality of the majority of the Company’s
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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Retail credit risk resuits from potential customer default on their contractual obligations. Retail credit
risk is managed through established credit policies which actively requires 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 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 easicr to procure wholesale energy to service ur
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 outstanding at July 31, 2005, our only exposure to interest rate
risks is limited to our investment of ¢xcess 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, remarketable 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 maturitics or remarketing dates of 90 days or less, we currently are not
materially susceptible 1o interest rate risks,

Nem 8. Financial Statements and Supplementeary Data.

The financial statement information, including the report of independent auditors, required by this Item 8
is set forth on pages F-1 to F-32 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 pages F-31
and F-32 (Note 17 to the Notes to Consolidated Financial Statements) of this Annual Report on Form 10-K
and is hereby incorporated into this Item 8 by reference.

Item 9. Changes in and Disagreements with Accountants on Accounting and Financial Disclosure.

None.

Item 9A. Controls and Procednres
{a) Restatement of the Quarterly Periods in Fiscal 2005

In connection with the preparation of our consolidated financial statements for the fiscal year ended
July 31, 2005, we determined that certain electricity forward physical contracts and financial derivatives
designated as cash flow hedges lacked adequate documentation of our method of measurement and testing of
hedge effectiveness to meet the cash flow hedge requirements of Statement of Financial Accounting
Standards MNo. 133, Accounting for Derivative Instruments and Hedging Activities, as amended
(SFAS No. 133). Additionally, we determined that a forward physical contract and several financial
derivative contracts had been inappropriately accounted for as normal purchase and normal sale contracts and
thereby erronecusly accounted for as exempt from hedge accounting under SFAS No. 133,

Without adequate documentation, the Company was not eligible to apply cash flow hedge accounting
during fiscal 2005. Additionally, the derivative contracts that had been inappropriately accounted for as
exempt from hedge accounting must be marked to market. Mark to market gains or losses on these derivatives
are required to be reflected in the statement of operations for each period rather than deferred as a component
of other comprehensive income (loss) until physical delivery.

As a result, management determined that the failure to properly doeument and account for certain of its
electricity forward physical contracts and [inancial derivatives in accordance with the requirements of
SFAS No. 133 represented a material weakness in our internal control over financial reporting.
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On Qctober 23, 2005, management recommended to the Audit Committee of our Board of Directors that
previously reported financial results for each of the quarterly periods ended October 31, 2004, January 31,
2005 and April 30, 2005, be restated to reflect proper accounting treatment for these forward physical
contracts and financial derivatives in accordance with SFAS No. 133 and that the quarterly financial
statements for the periods ended Qctober 31, 2004, January 31, 2005 and April 30, 2005 should no longer be
relied upon. The Audit Committee agreed with management’s assessment and recommendation and on
October 26, 2005 recommended the same action to the Board of Directors which on the same day determined
that previously reported quarterly results for fiscal 2005 should be restated to reflect the appropriate
accounting for these derivatives. As a result, we are restaiing our quarterly results for each of the first three
guarters in the fiscal year ended July 31, 2005.

[b) Evaluation of Disclosure Controls and Procedures

Our Chief Executive Officer and Interim Chicf Financial Officer have evaluated the effectiveness of our
disclosure controls and procedures (as defined in Rules 13a-15(e) and 15d-15(e) under the Securities
Exchange Act of 1934, as amended, or the Exchange Act) as of the end of the period covered by this Annual
Report (July 31, 2005). Disclosure controls and procedures arc designed to ensure that information required
to be disclosed in reports filed and submitted under the Exchange Act is recorded, processed, summarized and
reported within the time periods specified under SEC rules and forms and that such information is
accumulated and communicated to management, including the Chief Executive Officer and the Interim Chief
Financial Officer, to allow timely decisions regarding required disclosures. Solely as a result of the material
weakness described above, they have concluded that our disclesure controls and procedures were nof effective
as of July 31, 2005.

(c) Remediation of Material Weakness in Internal Control

We have taken the following corrective actions which we believe will remediate the material weakness in
our internal control over financial reporting with respect to the application of SFAS No. 133 for our energy
supply activities. The remedial actions included the institution of (a) improved training, education and
accounting policies and procedures designed to ensure that all relevant personnel involved in the our utilization
of derivative transactions understand and apply cash fiow hedge accounting in compliance with SFAS No. 133
and (b) additional senior management oversight procedures designed to ensure such compliance. We expect
that this process of remediation will be completed by the end of the first quarter of fiscal 2006.

fd} Changes in Internal Control over Financial Reporting

There were no material changes in our internal control over financial reporting during the fourth quarter
of fiscal 2005 that has materially affected or is reasonably likely to materially affect, our internal control over
financial reporting. We believe that the change to our internal controls and procedures designed to address the
deficiency referenced above, the implementation of which commenced during the first quarter of fiscal 2006,
has materially affected our internal control over financial reporting.

Ttem 9B. Other Information.

On May 31, 2005, we entered into an ai-will employment letter agreement with Thomas L. Ulry, our
Senior Vice President of Operations. A summary of the letter agreement is set forth in Item 11, Executive
Compensation, under the caption “Employment Agreements,” and is hereby incorporated by reference herein.
On October 28, 2005, we received a letter from Mr. Ulry confirming his understanding that the May 31, 2005
employment letter agreement superceded the prior employment letter agreement dated February 28, 2005.
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Item 10. Directors and Executive Officers of the Registrant.
Information About Our Directors

The Company’s Certificate of Incorporation and Bylaws provide for a “classified” Board of Directors.
Thc nmumber of authorized directors is currently seven. Currently, there are two Class I directors, whose terms
expire at the annual meeting of stockholders to be held after the completion of fiscal 2007; three Class II
directors, whose terms expires at the Company’s upcoming annual meeting of stockholders to be held after the
completion of fiscal 2005; and two Class III directors, whose terms expire at the annual meeting of
stockholders to be held after the completion of fiscal 2006. The following table sets forth information
regarding our directors, including their age as of October 14, 2005, 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 the
biography below.

Name and Position Age Principal Occupation and Other Information

Class I Directors

Steven S. Boss..................... 59  Mr. Boss was appointed to the Board of Direciors
in July 2005 and Chief Executive Officer of
Commerce Energy Group, Inc. in August 2005.
Since August 2004, Mr. Boss also served as a
director and President of Commerce Energy, Inc.,
a director and Chief Executive Officer of Skipping
Stone Inc. and Utilihost, In¢. 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

subsidiarics of Sierra Pacific Resources. Prior to
that, Mr. Boss served in various legal and senior
management positions in 2 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 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 {rom the University of Texas and a
Juris Poctor from the University of Southern
California. He has been a member of the State Bar
of California since 1974.
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Name and Position

Gary J. Hessenauer

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

Primcipal Occupation and Other Information

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. Hessenauer has been an
investor and advisor to early stage companies.
From 2002 to 2003, Mr. Hessenauver 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 ¢lectricity 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 Arca General Manager of multiple
business unit development operations for the
General Electric Company from 1988 to 1994 and
Regional Sales Manager for General Electric
Company’s Electrical Distribution and Control
business unit from 1984 to 1987. Mr. Hessenauer
holds a B.S. Degree in Mechanical Engineering
from the United States Naval Academy and
completed Stanford University’s executive
business pragram.
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Name and Position

Class IT Directors

Mark S. Juergensen ................

Peter T. Weigand

Principal Occupation ard Dther Information

Mr. Juergensen has served as a director of
Commerce Energy Group, Inc. since its inception
in December 2003. Mr. Juergensen is a member of
the Audit, Compensation, Nominating and
Corporate Governance and Strategic
Opportunities Committees of the Board. He also
has served as a director of Commerce Energy, Inc.
from May 2003 to August 2005 and a director of
Skipping Stone Inc. and Utilihost, Inc. since
August 2005, Mr. Juergensen has served as Vice
President of Sales and Marketing for Predict
Power, an emergy solution software company he
co-founded, since May 2000, Mr. Juergensen also
is a director of Sterling Energy International, Inc.,
a private management service company in the
power generation industry, and an investor and
advisor ta various early-siage technology and
energy companies. From February 1995 to June
2000, he served in multiple leadership positions,
inchuding 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 of Science
degree in Electrical ecngineering from the
University of Southern California.

Mr. Weigand has served as a director of
Commerce Energy Group, Inc. since July 2004, a
director of Commerce Energy. Inc. and Utilihost,
Inc. from April 2004 through August 20035 and a
director of Skipping Stone Inc. from its inception
through August 2005. Mr. Weigand served as
President of Commerce Energy Group, Inc. from
July 2004 through October 2005; President of
Commerce Energy, Inc. from April 2004 through
August 2005; and from 1996 through August 2005
served as Chairman and Chief Executive Officer
of Skipping Stone Inc., an energy consulting and
technology firm he founded which is now a
subgidiary of Commerce Energy Group, Inc. Prior
to forming Skipping Stone, Mr. Weigand held
senior management positions at several energy
marketing companies. Mr. Weigand holds a
Bachelor of Business Administration from Wichita
State University.
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Name and Position
Charles E. Bayless . ................

Class IIT Directors
IanB. Carter......................

Principal Occupation and Other Information

Mr. Bayless has served as a director of Commerce
Energy Group, Inc. since July 2004. Mr. Bayless is
a member of the Audit, Compensation,
Nominating and Corporate Governance and
Strategic Opportunitics Committecs of the Board.
Mr. Bayless served as Chairman of Illinova and
Illinvis Power from August 1998 wuntil his
retirement in December 1999, Mr. Bayless also
held the position of Chief Executive Officer of
Illinova and President of Illinois Power from July
1998 until Septermber 1999. Prior to that, he was
Chairman, President and Chief Executive Officer
of Tucson Electric Power. Mr. Bayless served as a
Director of Illinova from 1998 until the closing of
the merger with Dynegy Inc. in February 2000,
and has since served as a directar of Dynegy Inc.
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
Engincering 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. Carter has served as a director of Commerce
Energy Group, Inc. since its inception in 2003.
Mr. Carter was the Chairman of the Board of
Dircctors of Commerce and Commerce Energy,
Inc. (formerly Commonwealth) from January
2000 through May 2005. Mr. Caricr was the Chief
Executive  Officer of Commerce and
Commonwealth from Jamuary 2000 through
November 2004, and was the President from
March 2003 through March 2004, During the four
month period preceding January 2000, he acted as
Interim President of Commonwealth. Mr, Carter
has served as a director of Commonwealth since
1999. From October 1988 to August 1999,
Mr. Carter operated his cwn businesses, including
a mortgage banking firm and a merchant hanking
firm. Prior to that, Mr. Carter served as an
investment specialist for Coldwell Banker
Commercial Brokerage and worked as a Systems
Engineer and Salesman with IBM. Mr. Carter also
served in the United States Army serving in
Vietnam, Europe and the Pentagon. Mr. Carter
received his Bachelor of Science degree in
Engineering from the United States Military
Academy at West Point, New York, and his
Masters in Business Administration in finance
from the WUniversity of Southern California.
Mr. Carter is currently retired.
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Name amd Paosition Age Principal Occupation and Other Information

Robert C. Perkins.................. 66  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 as a director of Commerce
Energy, Inc. (formerly Commonwealth) since
1999, Mr. Perkins is a member of the Audit,
Compensation and Strategic Opportunities
Committees of the Board. 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 1A of Part I of this Annual Report on
Form 10-K under the caption “Executive Officers of the Registrant,” and is hereby incorporated hercin by
reference. :

Section 16(a) Beneficial Ownership Reporting Compliznce

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 our knowledge, based solely on review of the copies of such reports furnished to us and wriiten
representations that no other reports were required during fiscal 2005, and except as disclosed in the following
paragraph, our officers, directors and bencficial owners of more than 10% of our commeon stock complied with
all Section 16(a) filing requirements during fiscal 2005.

The following persons made late filings of reports under Section 16(a) of the Exchange Act that related
to transactions that occurred during fiscal 2005: (a) Craig G. Goodman, one of our former directors, filed a
late Form 4 in connection with two purchases of our common stock in October 2004; (b) Robert C. Perkins,
one of our directors, filed a late Form 4 in connection with two purchases of our common stock in January
2003; (c) Peter T. Weigand, one of our directors, filed a late Form 4 in connection with the purchase of our
common stock in January 2005; and (d) Thomas L. Ulry, our Senior Vice President of Operations, filed a late
Form 4 in connection with a grant of an employee stock option in March 2005.

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 exccutive 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, Mark S. Juergensen and Robert C. Perkins are the members of our Audit
Committee. Cur Board of Directors has determined that each member of the Audit Commitiee is
“independent” as defined under the rules of the Securities and Exchange Commission 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.

Ttem 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 2005; (b) our four most highly
compensated executive officers, other than the principal executive officer, who were serving as executive
officers at the end of fiscal 2005; and (¢) up to two additional individuals for whom such disclosure would
have been provided under clause (b) ahove but for the fact that the individual was not serving as an executive
officer at the end of fiscal 20035; 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) Ian B. Carter (our former Chief Executive Officer) and Peter T. Weigand (our former
President), both of whom served as our principal executive officer during fiscal 2005; (b) Richard L.
Boughrum (our former Chief Financial Officer) and Eric G. Alam (our Senior Vice President of Sales and
Marketing), the two most highly-compensated executive officers, other than the principal executive officer,
who were serving as executive officers at the end of fiscal 2005 and whose salary and bonus excecded
$100,000; and (c) John A. Barthrop (our former Senior Vice President, General Counsel and Secretary), 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 2005. All of these officers
arc referred to in this Annuval Report as the “Named Executive Officers.”

Sammary Compensation Table

The following table sets forth for each of the past three fiscal years, all compensation received for services
rendered in all capacities by the Named Fxecntive Officers.

Long Term Compensstion
Awards Payonts
wa ey
Amual Compensation Restricted (?:cd;ﬂ];ii:;
Flscal Othet Annual Stock Options/  LTIP All (rther
Name and Principal Position Year Salary Bonus(l} Compensation(2) Award(s) SARs Payout Comgpensation
‘ Ian B. Carter(3).......... 2005 $397,263 — — — — —  §3,092,845(4)
Former Chief Executive 2004 $467,404 § 87,500 — — 600,000 —_ $ 167,000(5)
Officer, and Chairman of 2003 $402,062 $100,000 - — - - -
the Board
Peter T, Weigand(6) ...... 2005  $400,000 e —_ — S — —
Former President 2004 $130,769 —_ — — 600,000 — —
Richard 1.. Boughrum(7) .. 2005 $350,000 — — _ - - —
Former Chief Financtai 2004 $114,423 — - $288.000(8) 500,000 — —
Qfficer Senior Vice
President and Secretary
John A. Barthrop(9) ...... 2005 $134,211 — — — § 258,057(10)
Former General Counsel, 2004 $233,124 $ 72,000 — — 125,000 —

i Senior Vice President 2003 $202,527 $ 35,500

— § £&6,880(5)
‘ and Secretary
Eric G. Atam(1l) ........ 2005 $188,836 — — — - —
Sr. Vice President of
| Sales & Markefing

{Footnotes sef forth on the next page.)
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(Footnotes relared to ihe table from the preceding page.)

{1) Bonus compensation is determined pursuant to employment agreements and/or by the Compensation
Committee and is generally based upon performance measured on a fiscal year basis.

(2) 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 any of the named executive officers for the periods covered.

(3) Mr. Carter served as the Company’s Chief Executive Officer until January 31, 2005. Mr. Carter was on
paid administrative leave from November 11, 2004 through January 31, 2005,

(4) All other compensation for fiscal 2005 consisted of: (a) a $3,000,000 payment pursvant to Mr., Carter’s
settlement agreement, (b) $2,845.40 for COBRA coverage for Mr. Carter; and (3) $90,000 paid to
Mr. Carter’s attorneys in connection with his settlement agreement.

(5) Represents the positive difference between the valuation of our commen stock as of the date stock
options were exercised by Mr. Carter and the exercise price of the options.

(6) Mr. Weigand joined the Company on April I, 2004. Mr. Weigand served as the Company’s President
until Qctober 8, 2005.

(7) Mr. Boughrum joined the Company on April L, 2004. Mr. Boughrum served as the Company’s Senior
Yice President and Chief Financial Officer until October 8, 2005,

(8) Represents the value on the date of grant of 150,000 shares of restricted stock granted to Mr. Boughrum,
based upon an estimated valuation of $1.92 per share of common stock as of the date the restricted stock
was granted. There was no market vaiue for the commaon 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.

(9} Mr. Barthrop served as the Company’s Senior Vice President, General Counsel and Secretary until his
retirement in January 2005.

(10} All other compensation for fiscal 2005 consisted of: () a severance payment of $240,000 pursuant to
the terms of Mr. Barthrop’s employment agreement; and (b} $18,057 for COBRA coverage for
Mr. Barthrop.

(11) Mr. Alam was appointed as an executive officer of the Company in February 2005.

Stock Option Grants.

No stock options were granted to any of the Named Executive Officers during fiscal 2005.




Option Exercises/Fiscal Year End Value.

The following table shows stock aption exercises and the value of unexercised stock options held by the
Named Executive Officers during fiscal 2005.

Aggregated Option/SAR Exercises in Last Fiscal Year
and FY-End Option/SAR Values

Number of Secnrities Value of Unexercised
Underlying Unexercised In-the-Money
Sharves Acquired  vale OROBE O End )
Name (#) %) Exercisable Unexercisable  Exercisable  Unexercisable
Ian B. Carter .......... $ 2,500,000 — $ —
Peter T. Weigand. .. .... —_ — 600,000 — — —
Richard L. Boughrum . .. — — 500,000 —— —_ —
John A. Barthrop....... — — 625,000 — — —
Eric G. Alam .......... — — 133,333 — — —

Employment Agreements

Ian B. Carter. We entered into an employment agreement with Mr. Carter on January 1, 2000.
Mr. Carter’s employment agreement was amended on November 1, 2000 and March 13, 2004, The
agreement, as amended, provided for Mr. Carter’s employment with the Company through January 31, 2005.
On November 11, 2004, a Special Committee of the Board of Directors placed Mr. Carter, Chairman of the
Beard and Chief Executive Officer of Commerce and Commonwealth, on paid administrative leave, which
continued through the remainder of the term of Mr. Carter’s employment agreement ending on January 31,
2005.

On April 22, 2005, the Company and its principal operating subsidiary, Commerce Energy, Inc., entered
into a settlement agreement and release with Mr. Carter. The settlement agreement provided for payments to
Mr. Carter totaling $3.0 million and the payment of two months of COBRA coverage for Mr. Carter. In
addition, Mr. Carler retained an option to purchase 2.5 million shares of the Company’s common stock at
$2.50 per share. Under the settlement agreement, Mr, Carter and the Company agreed to mutual general
releases of all claims that the partics may have against cach other and Mr. Carter agreed to relinquish any
stock options he has been granted, or claims to have been granted, in excess of the 2.5 million options.

Peter T. Weigand. We entered into an ¢mployment agreement with Mr. Weigand on April 1, 2004, The
agreement provided for an initial three year term and is automatically extended for successive one year
periods. 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 entitles Mr. Weigand to receive severance payments equal to his base salary, $400,000 annually, for
the remaining term of his employment agreement (Le., until April 1, 2007).

Richard L. Boughrum. We entered into an employment agreement with Mr. Boughrum on April i,
2004, The agreement provided for an initial three vear term and is automatically extended for successive one
year periods. On August 4, 2005, our Board of Directors decided to terminate without cause the employment
of Mr. Boughrum. In accordance with the terms of his employment agresment, the termination of
Mr. Boughrum’s ecmployment became effective on October 8, 2005. On October 8, 2005, Mr. Boughrmum
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
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in Prohibited Activities entitles Mr. Boughrum to receive severance payments equal to his base salary,
$350,000 annually, for the remaining term of his employment agreement (ie., until April 1, 2007). In
addition, all 150,000 shares of Mr. Boughrum’s restricted stock grants immediately vested,

John A. Barthrop. Mr. Barthrop served as our Senior Vice President, Geuneral Counsel and Secretary.
We entered into to an employment agreement with Mr. Barthrop on November 1, 2000. Mr, Barthrop’s
employment agreement was amended on March 31, 2004. The agreement, as amended, provided for
M. Barthrop’s employment through December 31, 2004. Under the terms of his employment agreement, as
amended, Mr. Barthrop received a severance payment in an amount equal to $240,000, his annual base salary
as of the date of the termination of his employment.

Steven S. Boss. On August 1, 2005, Commerce entered into an employment agreement with Steven S.
Boss as Commerce’s newly elected Chief Executive Officer. Pursuant to the employment agreement, on
August 1, 2005, the Company also entered into a stock option agreement, a restricted stock agreement and an
indemnification agreement with Mr. Boss. On Auvgust 1, 2005, the Board of Directors of the Company
designated Mr. Boss as the principal e¢xecutive officer for purposes of all filings with the SEC under the
Securities Act and the Exchange Act.

Pursuant to the employment agreement, Mr. Boss will receive an annualized base salary of $412,000, with
a target incentive bonus of 50% of base salary. Mr. Boss was grantcd 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 thereafter. Mr. Boss was also granted
200,000 shares of restricted stack, which vest as to 30,000 shares on the first anniversary of hire and as to
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
IMr. Boss without cause upon 60 days writien 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 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 payments 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 indemnified Mr. Boss pursuant to our standard form of indemnification agreement.

Lawrence Clayton, Jr. On August 1, 2005, the Company cntered inte a consulting agreement with
Lawrence Clayton, Jr., whom the Company appointed as interim Chief Financial Officer and Secretary and
designated him the principal financial officer for purposes of all filings with the SEC under the Securities Act
and the Exchange Act on August 4, 2005. The consulting agreement provides that Mr. Clayton will serve as an
independent contractor and will provide finance, accounting and [inancial oversight services to the Company.
Under the consulting agreement, Mr. Clayton will be paid $200 per hour {with a maximum of $1,500 per day
and $7,500 per week). The consulting agreement had an initial term through September 30, 2005, subject to
extension upon mutwal agreement. On September 29, 2005, the term of the consulting agreement was
extended until November 30, 2005 on the same terms and conditions.

Thomas L. Ulrp. On March 1, 2005, we entered into an at-will employment letter agreement dated
February 28, 2005 with Tom Ulry, our Senior Vice President of Operations. The agreement provided for an
annual base salary of $190,000, subject to adjustrment based wpon the results of a independent compensation
study commissioned by the Compensation Committee of our Board of Directors, an annual discrctionary
bonus, as determined by the Compensation Committee, a grant of options o 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 expenses not to exceed $40,000. The agrcement 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 prior to March 2, 2006. On May 31, 2005, we entered into
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a second at-will employment leiter agreement with Mr., Ulry which superceded 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 during the first year after May 31, 2005, Mr. Ulry would be entitled tc one
year’s annual base salary, and if we terminated him without cause at any time thereafter, an amount equal to
his monthly salary for up to six months or until he 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.

Compensation Committee Interlocks and Insider Participation

Executive compensation is determined by 2 Compensation Committee elected by our Board of Directors.
The Compensation Committee is currently comprised of Robert C. Perkins, Charles E. Bayless and Mark S.
Juergensen. None of the eurrent Compensation Committee members are or has been an officer ar employee of
the Company. None of our ¢xecutive officers serve as members of the Board of Directors or compensation
commitice of any entity that has one or more executive officers who serve on our Board of Directors or the
Compensation Committee.

Compensation of Directors

Directors who also are our employees are not paid any fees or remuneration, as such, for their service on
the Board of Directors or on any Board committee. In December 2004, the Board approved the following
compensation policies with respect to the Company’s non-employee directors. These policics were adopted by
the Board, and may be changed from time-to-time by the Board.

Cuash Compensation. Each non-employee director is paid a quarterly retainer in the amount 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. Directors who served on Board committees
(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 Committee 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, Tn addition, each non-employee director who resides outside Southern
California is entitled to receive reimbursement for reasonable travel expenses in accordance with our travel
expense policy, with respect to cach Board or Board commiitee meeting that such non-employee director
attends in person.

Stock Opiions.  Each non-employee director who first becomes a member of the Board of Directors will
be granted an option to purchase 50,000 shares of our Common Stock following their appointment or election
to the Board of Directors, with the following terms and conditions: (a) the aptions shall be subject to all terms
and conditions of the 1999 Plan or any successor plan; {b) the options shall vest quarterly at a rate of
12,500 shares on each three-month anniversary of the date of grant, with any unvested shares being forfeited if
the Board member’s service is terminated; (c) the options shall have a term of 10 years from the date of grant;
(d) any vested options may be exercised, during the time the Board member is serving as a director or after
such person ¢ceases to be a director, prior to the expiration of the term of the option; and (e) the exercise price
shall be the greater of the fair market value or the cash value of our Common Stock on the date of grant. In
addition, cach non-employee member of the Board of Directors will be granted an option to
purchase 50,000 shares of our Common Stock pursuant to the 1999 Plan or any successor plan, cffective as of
the close of business on the date of cach annual meeting of stockholders at which such non-employee director
is re-elected as a non-employee director or continues in office as an incumbent director, with the following
terms and conditions: (a} the options shall be subject to all terms and conditions of the 1999 Plan or any
successor plan; (b) the options shall vest quarterly at a rate of 12,500 shares on each three month anniversary
of the date of grant, with any unvested shares being forfeited if the Board member’s service is terminated;
{c) the options shall have a term of 10 years from the date of grant; (d) any vested options may be exercised,
during the time the Board member is serving as a director or after such person ceases to be a director, prior to
the expiration of the term of the option; and (e) the exercise price shall be the greater of the fair market value
or the cash value of our Common Stock on the date of grant.

Each nen-employee director is also eligible to reccive awards under our 1999 Equity Incentive Plan,
which we refer to as the Plan, a discretionary stock option plan. Except as described above, no stock options
were issued to our directors for services under the Plan during fiscal 2005.
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Item 12. Security Ownership of Certain Beneficial Owners and Management,

The information with respect to each person specified is as supplied or confirmed by such person, based
upon statements filed with the Securities and Exchange Commission, or based upon our actual knowledge.

Beneficial Ownership Table

The following table sets forth certain information about the beneficial ownership of our comman stock as
of October 14, 2005 by:

» each person known by us to own beneficially more than 5% of the voting power of our outstanding
common stock;

= each of our current directors,

» our chief executive officer and the other officers named in the Summary Compensation Table set forth
under the caption “Compensation of Executive Officers” (we refer to these officers as the “Named
Executive Officers”}; 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 Qctober 14, 2005, together with options, warrants or other convertible securities that are
exercisable for such respective securities within 60 days of October (4, 2005 for each stockhoider. Under the
rules of the SEC, beneficial ewnership includes sharcs over which the named stockholder exercises voting
and/or investment power. Shares of common stock subject to options, warrants or other convertible securities
that are currently exercisable or will become exercisable within 60 days of October 14, 2005 arc deemed
ocutstanding 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 fooinotes below, we believe that
the persons and entities narmed in the tahle 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.

Common Stock

Amount and Nature of
Beneficial Owaership{1)

Naomber of
Shares Right te Percent of

Name Owned(2)  Acquire(3)  Class(1}(2)(3)
Principal Stockholders:

Tan B.Carter ..ot 250,000 2,500,000 8.1%
Directors and Named Executive Officers:

Fan B. Carter ...t 250,000 2,500,000 8.1%

Charles E. Bayless . ............................. 75,000 *

Robert C. Perkins .. .o cv vttt ineeinnrrennrnnss 205,000 437,500 2.0%

Mark S. Juergensen.......... . iiiiiiiiiaan.. .. — 125,000 *

Steven 8. Boss .. .. ... v e — 100,000 *

Gary J. Hessenaver ... ..........oiiiaeeann... — — —

John A Barthrop ...... ... i iiiiiiireiaeianns — 625,000 1.9%

Peter T. Weigand . .............oiiiiinivnn. .. 1,088,679 600,000 5.3%

Richard L. Boughrum ...... . ... ... ... ... .. 300,000 500,000 2.5%

BricG. Alam ... ...... ... i 174,926 133,333 1.0%
All Directors and Executive Officers as a group

(L1 persons) ... s 2.018,605 5,095,833 19.5%

* Indicates beneficial ownership of less than 1% of the issued and outstanding class of securities.

(1) Subject to applicable community property and similar statuies.
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(2) Includes shares beneficially owned, whether directly or indirectly, individually or together with associates.

(3) 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 14, 2005,

Securities Anthorized for Issuance Under Equity Compensation Plan

The Commonwealth 1999 Equity Incentive Plan, or the Plan, has been approved by our stockhalders. We
do not have any equity compensation plans other than the Commonwealth 1999 Equity Incentive Plan
approved by our stockholders, with the exception of one-time grants of warrants or options made by the our
Board of Direciors from time to time.

The following table sets forth information regarding the number of shares of our common stock that may
be issued pursuant to our equity compensation plans or arrangements as of the end of fiscal 2005.

(a) (b) {c)
Number of Seenrlties
Number of Securities Remaining Available for
to be Issued Upon Weighted-Average Future Issoance Under
Exercise of Exescise Price of Equity Compensatien Plans
OQutstanding Options,  Outstanding Options, (Excluding Securities
Plan Category Warranis end Righis Warrants and Rights Reflected in Column{a))
Equity compensation plans
approved by security holders 6,052,499(1) $2.16 947,401(2)
Equity compensation plans not
approved by security holders 2,820,000(3) $2.43 —
Total. .. ................. 3,872,499 $2.24 947 401

(1) Represents shares of common stock that may be issued pursuant to outstanding options granted under the
Commonwealth 1999 Equity Incentive Plan.

(2) Represents shares of common stock that may be issued pursuant to options avaitable for future grant
under the Commonwealth 1999 Equity Incentive Plan.

(3) Represents stock options granted by our Board of Directors to various employees, directors and
consuitants pursuant to stand-alonc agreements.

Item 13. Certain Relationships and Related Transactions

We purchase natural gas from several suppliers, including Cook Inlet Energy Supply LLC, or Cook Inlet.
Gregory L. Craig is the Chief Executive Officer and a substantial sharcholder of Cook Inlet, and served as a
director of Commerce Energy Group, lnc. from November 2004 to August 2005, For the six months ended
July 31, 2005, we purchased approximately $9.2 million of natural gas from Cook Inlet, accounting for
approximately 5% of our total direct energy costs. Our natural gas retailing business was acquired in the ACN
Energy Transaction in February 2005, and the supply arrangement between Cook Inlet and ACN pursuant to
which we purchased natural gas from Cook Tnlet existed at the time of the ACN Energy Transaction. We
believe the purchases were on terms comparable to those available from unaffiliated suppliers.

On April 1, 2004, we acquired Skipping Stone Inc., an energy consulting and technology firm. Skipping
Stone was a privately held company that was principally owned by Peter T. Weigand, our former President
and a director of the Company. In connection with the acquisition of Skipping Stone Inc., each of the former
holders of Skipping Stone comman stock, including Mr. Weigand and Eric G. Alam, agreed to place 20% of
the Commonwealth shares issued to him in the merger in an escrow for a period of six months. The
stockholder escrow shares were subject to forfeiture, at $1.92 per share, based upon a “true up” calculation,
defined in the merger agreement. The stockhalder escrow shares continue to be held in escrow pending
resolution of the “true-up” calculation.

In addition, each of the former holders of Skipping Stone common stock, including Mr. Weigand and
Mr. Alam, agreed to place an additional 10% of the Commonwealth shares issued to him in the merger in an
escrow for a period of 18 months, in the case of Mr. Weigand, and 12 months, in the case of the other three
former holders including Mr. Alam. The retention escrow shares were subject to forfeiture in the cvent that
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such person voluntarily resigns his employment with the Company during the escrow period. The retention
escrow shares of Mr, Weigand continue to be held in escrow pending resolution of the “irue-up” calculation.

A summary of the Employment Agreements for Steven S. Boss, Chief Executive Officer of Commerce,
and Thomas L. Ulry, Senior Vice President of Qperations for Commerce, and a summary of the Consulting
Agreement for Lawrence Clayton, Jr., Interim Chief Financial Officer of Commerce, are set forth in Item L1,
Execotive Coropensation, under the caption “Employment Agreemenis.”

Item 14, Principal Accounting Fees and Services.

The following table sets forth the fees billed and paid to Ernst & Young LLP, our independent registered
public accounting firm for each of the last two fiscal years.

Fiscal Year
2004 2005
BT 1 == S $489,420 $583,920
Audit-Related Fees ... ... vttt e 22.472 197,304
Tk oS .ottt e e e e e 172,446 46,685

All Other Fees . .. oo e e e — —
$684,338  §827,909

Audit Fees: This category includes the audit of our annual consolidated financial statements, the review
of financial statements included in our quarterly reports an Form 10-Q and services that are normally provided
by the independent registered public accounting firm in connection with statutory and regulaiory filings or
engagements for those fiscal years, inciuding the filing of our Form S-4 in fiseal 2004.

Audit Related Fees: This category consists of assurance and related services provided by Ernst & Young
LLP that were reasonably related to the performance of the audit or review of our financial statements and
which are not reported above under “Audit Fees.”

Tax Fees. This category consists of professional services rendered by Emst & Young LLP for tax
services, including tax compliance, tax advice and tax planning.

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

The Audit Commiitee of our Board of Directors has established a practice that requires the Committee
to pre-approve any audit or permitted non-audit services to be provided to us by our independent registered
public accounting firm, Ernst & Young 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 principal accountant. We are in compliance with these SEC rules.

50




PART IV

lem 15. Exhibits and Financial Statement Schedules.

(2) (1) Index to Consolidated Financial Statements:

Report of Emst & Young LLP, independent registered public aceounting firm ................... F-1
Consolidated statements of operations for the three years in the period ended July 31,2005 ... . .... F-2
Consolidated balance sheets at July 31, 2004 and 2005 ... .. ... . .. .. ... . . i, F-3
Consolidated statements of stockholders’ equity for the three years in the period ended July 31, 2005 F-4
Consolidated statements of cash flows for the three years in the period ended July 31,2005 ........ F-5
Notes to consolidated financial statements ... ... ..o i it i F-6

(a)(2) Financial Statemens 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} Exhibiis. 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 feec will be charged to cover
our expense in furnishing such exhibit.

Exhibit Description
21  Agreement and Plan of Reorganization, by and among American Energy Group, Inc., CEC
Acquisition Corp, and Commonwealth Energy Corporation, previously filed with the Commission on

July 6, 2004 as Exhibit 2.1 to Commerce Energy Group, Inc.’s Registration Statement on Form 8-A
and incorporated herein by reference.

22 Agreement and Plan of Merger dated March 29, 2004 by and among Commonwealth Encrgy
Corporation, Skipping Stone Acquisition Corporation, Skipping Stone Inc. and the holders of
Skipping Stone Inc, common stock previously filed with the Commission on April 5, 2004 as
Exhibit 2.2 to Amendment No. 3 to Commerce Energy Group, Inc.’s Registration Statement on
Form S-4 and incorporated herein by reference.

23 Asset Purchase Agreement dated as of February 9, 2005 by and among Commonwealth Energy
Corporation, ACN Utility Services, Inc., ACN Energy, Inc., ACN Power, Inc. and, as to certain
sections thereof only, Commerce Energy Group, Inc. and American Communications Network, Inc.,
previously filed with the Commission on February 10, 2005 as Exhibit 2.1 to Commerce Energy
Group, Inc.’s Current Report on Form 8-K filed and incorporated herein by reference.

24 Transition Services Agreement dated as of February 9, 2005 by and between American Communica-
tions Network, Inc. and Commonwealth Energy Corporation, previously filed with the Commission
on February 10, 2005 as Exhibit 2.2 to Commerce Epergy Group, Inc.’s Current Report on Form 8-K
and incorporated herein by reference.

25  Sales Agency Agreement dated as of February 9, 2005 by and among Commonwealth Energy
Corporation, Commerce Energy Group, Inc. and American Communications Network, Inc., previ-
ously filed with the Commission on February 10, 2005 as Exhibit 2.3 to Commerce Energy Group,
Inc.’s Current Report on Form 8-K and incorporated herein by reference.

2.6  Escrow Agrcement dated as of February 9, 2005 by and among Commeonwealth Energy Corporation,
ACN Ultility Setvices, Inc., ACN Energy, Inc., ACN Power, Inc.. Commerce Encrgy Group, Inc,,
American Communications Network, Inc. and Computershare Trust Company, Inc., previously filed
with the Commission on February 10, 2005 as Exhibit 2.4 to Commerce Energy Group, Inc’s
Current Report on Form 8-K and incorporated herein by reference.

31  Amended and Restated Certificate of Incorporation of Commerce Energy Group, Inc., previously
filed with the Commission on July 6, 2004 as Exhibit 3.3 (0 Commerce Energy Group, Inc.'s
Registration Statement on Form 8-A and incorporated herein by reference,

3.2  Certificate of Designation of Series A Junior Participating Preferred Stock of Commerce Energy
Group, Inc. dated July 1, 2004, previcusly filed with the Commission 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.
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Exhibit
3.3

4.1

4.2

Description
Amended and Restated Bylaws of Commerce Enetgy Group, Inc., previously filed with the
Commission 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 Commission on July 6, 2004
as Exhibit 10.1 to Commerce Energy Group, Inc.’s Regisiration Statement on Form 8-A and
incorparated herein by reference.
Form of Rights Certificate, previously filed with the Commission on July 6, 2004 as Exhibit 10.2 to
Commerce Encrgy Group, Inc.’s Registration Statement on Form 8-A and incorporaied herein by
reference.

Material Contracts Relating to Management Compensation Plans or Arrangements

10.1

10.2

10.3

10.4

10.5

10.6

10.7

10.8

10.9

10.10

10.11

Employment Agreement dated January 1, 2000, between Commonwealth Energy Corporation and
Ian B. Carter, as modified by an Addendum to Employment Agrecment dated as of November 1,
2000, previously filed with the Commission on August 9, 2001 as Exhibit 10.12 to Commonwealth
Energy Corporation’s Registration Statement on Form 1€ and incorporated herein by reference.

Consent and Waiver Agreement dated March 12, 2004 between Commonwealth Energy Corporation
and Ian B. Carter, previously filed with the Commission on March 16, 2004 as Exhibit 10.1 to
Commonwealth Energy Corporation’s Quarterly Report on Form 10-Q for the period ended
January 31, 2004 and incorporated herein by reference.

Second Amendment to Employment Agreement dated March 16, 2004 between Commonwealth
Energy Corporation and Ian B. Carter, previously filed with the Commission on March 16, 2004 as
Exhibit 10.2 to Commonwealth Energy Corporation’s Quarterly Report on Form 10-Q for the period
ended Jamuary 31, 2004 and incorporated herein by reference.

Employment Agreement dated November 1, 2000, between Commonwealth Energy Corporation and
John A. Barthrop, previously filed with the Commission on November 14, 2001 as Exhibit 10.15 to
Amendment No. 1 to Commonwealth Energy Corporation’s Registration Statement on Form 10/A
and incorporated herein by reference.

Amendment to Employment Agreement dated March 31, 2004 between Commonwealth Energy
Corporation and John A. Barthrop, previcusly filed with the Commission on April 3, 2004 as
Exhibit 10.5 to Amendment No, 3 to Commerce Energy Group’s Registration Statement on
Form S-4 and incorporated herein by reference.

Executive Employment Agreement dated April 1, 2004 between Commonwealth Energy Corpora-
tion, Commerce Encrgy Group, Inc. and Peter Weigand, previously filed with the Commission 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 hersin by reference.

Executive Employment Agreement dated April 1, 2004 between Commonwealth Energy Corpora-
tion, Commerce Energy Group, Inc. and Richard L. Boughrum, previously filed with the Commission
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.

Commonwealth Energy Corporation 1999 Equity Incentive Plan, previously filed with the Commis-
gion on October 8, 2003 as Exhibit 4.1 to Commonweaith Energy Corporation’s Registration
Statement on Form S-8 and incorporated herein by reference.

Form of Stock Option Agreement pursuant to Commonwealth Energy Corporation 1999 Equity
Incentive Plan, previcusly filed with the Commission on Navember 15, 2004 as Exhibit 10.9 to
Commerce Energy Group, Inc.’s Annual Report on Form 10-K and incorporated herein by reference.

Confidential Severance Agreement and General Release between Richard L. Paulsen and Common-
wealth Energy Corporation, previously filed with the Commission on April 5, 2004 as Exhibit 10.1 to
Commonwealth Energy Corporation’s Quarterly Report on Form 10-Q for the quarterly period ended
April 30, 2004 and incorporated herein by reference.

Confidential Severance Agreement and General Release dated as of Febrvary 21, 2004 between
James L. Oliver and Commonwealth Energy Corporation, previously filed with the Commission on
March 16, 2004 as Exhibit 10.3 to Commonwealth Energy Corporation’s Quarterly Report on
Form 10-Q for the quarterly period ended January 31, 2004 and incorporated herein by reference.
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Exhibit
10.12

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

Description

Settlement Agrecment and Release dated as of August 29, 2003 between Robert C. Perkins and
Commonwealth Energy Corporation, previously filed with the Commission on November 15, 2004 as
Exhibit 10.12 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 Common-
wealth Energy Corporation, previously filed with the Commission 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 Common—
wealth Energy Corporation, previously filed with the Commission 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.

Stock Option Agreement dated as of July 8, 1999 between Ian B. Carter and Commonwealth Engrgy
Corporation, previously filed with the Commission on November 15, 2004 as Exhibit 10.15 to
Commerce Energy Group, Inc.’s Annnal Report on Form 10-K and incorporated herein by reference.

Indemnification Agreement dated as of January 1, 2000 between Commonwealth Energy Corporation
and Tan 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
Commission 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.

Indemnification Agreement dated as of July 1, 2004 between Commerce Encrgy Group, Inc. and lan
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 Commission on
November 15, 2004 as Exhibit 10.17 to Commerce Energy Group, Incs Annuwal 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
Ian B. Carter, Commerce Energy, Inc. and Commerce Energy Group, Inc., previously filed with the
Comurnission on April 22, 2005 as Exhibit 10.1 to Commerce Energy Group, Ine.’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 Commission 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.

Stock Option Agreement dated August 1, 2005 between Commerce Energy Group, Inc. and Steven
S. Boss, previously filed with the Commission 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 Commission on August 2, 2005 as Exhibit 10.3 to
Commerce Energy Group, Inc.’s Current Report on Form &-K and incorporated herein by reference.

Indemnmification Agreement dated August 1, 2005 between Commerce Energy Group, Inc. and
Steven S. Boss, previously filed with the Commission 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.

Agreement for Consulting Services dated as of August 1, 2005 between Commerce Energy Group,
Inc. and Lawrence Clayton, Jr., previously filed with the Commission on August 2, 2005 as
Exhibit 10.1 to Commerce Energy Group, Inc.’s Current Report filed on Form 8-K and incorporated
herein by reference.

Extension of Agreement for Consulting Services between Commerce Energy Group, Inc. and
Lawrence Clayton, Jr. dated as of September 29, 2005, previously filed with the Commission on
September 30, 2005 as Exhibit 10.1 to Commerce Energy Group, Inc.’s Current Report on Form §-K
and incorporated herein by reference.

Agreement Not to Engage in Prohibited Activitics dated as of October 8, 2005 by and among Peter
Weigand, Commerce Energy, Inc. and Commerce Energy Group, Inc., previously filed with the
Commission on October 13, 2005 as Exhibit 10.1 to Commerce Energy Group, Inc.’s Current Report
on Form 8-K and incorperated herein by reference.

Non-Employee Director Compensation Policy, previously filed with the Commission on December 8,
2004 as Exhibit 102 to Commerce Energy Group, Inc.'s Current Report on Form 8-K and
incorporated herein by reference.

53




Exhibit
10.27

10.28

10.29

10.30
10.31

10.32

10.33

10.34

Description
Commerce Energy Group, Inc. 2005 Employee Stock Purchase Plan, previously filed with the

Commission on January 19, 2005 as Exhibit 10.1 to Commerce Energy Group, Inc.’s Current Report
on Form 8-K and incorporated herein by reference.

Summary of Commerce Energy Group, Inc. Management Bonus Program for 2005, previously filed
with the Commission on March 1, 2005 as Exhibit 10.1 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 February 28, 2005, previously filed with the Commission on March 7, 2005 as Exhibit 99.1 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.

Letter from Thomas Ulry to Commerce Encrgy Group, Inc. dated October 28, 2005 regard the
May 31, 2005 Employment Offer Letter Agreement.

Confidential Settlement Agreement and General Release dated as of April 21, 2005 by and among
Ian B. Carter, Commerce Energy, Inc. and Commerce Energy Group, Inc., previously filed with the
Commission 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 Ian B. Carter and Commerce Energy
Group, Inc.

Agreement Not to Engage in Prohibited Activities dated as of October 8, 2005 by and among Richard
L. Boughrum, Commerce Energy, Inc. and Commerce Energy Group, Inc., previously filed with the
Commission on October 13, 2005 as Exhibit 10.2 to Commerce Energy Group, Inc.’s Current Report
on Form 8-K and incorporated herein by reference.

Other Material Contracts

10.35

10.36

10.37

10.38

10.39

10.40

10.41

Skipping Stone Stockholder Escrow Agreement by and among Commonwealth Energy Corporation,
Skipping Stone Inc. and the holders of Skipping Stone Inc. common stock, previously filed with the
Commission on April 5, 2004 as Exhibit 2.3 to Amendment No. 3 to Commerce Energy Group, Inc.’s
Registration Statement on Form S-4 and incorporated herein by reference.

Retention Escrow Agreement by and among Commonwealth Energy Corporation, Skipping Stone
Inc., Peter Weigand, Greg Lander, Eric Alam and Bruno Kvetinskas, previously filed with the
Commission on April 5, 2004 as Exhibit 2.4 to Amendment No. 3 to Commerce Energy Group, Inc.’s
Registration Statement on Form S-4 and incorporated herein by reference.

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 Commission 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.

Agreement Not To Compete by and among Commonwealth Energy Corporation, Commerce Energy
Group, Inc. and Peter Weigand dated April 1, 2004, previously filed with the Commission on Aprit 5,
2004 a3 Exhibit 2.6 to Amendment No, 3 Commerce Energy Group, Inc.’s Reg:strauon Statement on
Form S-4 and incorporated herein by reference.

Limited Liability Company Agreement of Summit Energy Ventures, LLC, as amended by the First
Amendment to the Limited Liability Company Agreement of Summit Energy Ventures, LLC, dated
August 2001, previously filed with the Commission on November 14, 2001 as Exhibit 10.6 to
Amendment No. 1 to Commonwealth Energy Corporation’s Registration Statement on Form 10/A
and incorporated herein by reference.

Second Amendment to the Limited Liability Company Agreement of Summit Energy Ventures,
LLC, previously filed with the Commission on April 3, 2002 as Exhibit 10.19 to Amendment No. 2 to
Commonwealth Energy Corperation’s Registration Statement on Form 10/ A and incorporated herein
by reference.

Consent to Sublease and Sublease Agreement dated May 28, 2004 between E*¥Trade Consumer
Finance Corporation and Commenwealth Energy Corporation, previously filed with the Commission
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.
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Restructuring and Termination of Membership Agreement dated as of April 30, 2004 by and among
Summit Encrgy Ventures, LLC, Commonwealth Energy Corporation, Steven Strasser and Northwest
Power Management, Inc., previously filed with the Commission on June 14, 2004 as Exhibit 10.5 to
Commonwealth Energy Corporation’s Quarierly Report on Form 10-Q for the quarterly period ended
April 30, 2004 and incorporated herein by reference.

Confirmation of Transaction between Commonweaith Energy Corporation and DTE Energy Trading,
Inc. dated July 25, 2002, previously filed with the Commission on March 17, 2004 as Exhibit 10.23 to
Amendment No. 1 to Commonwealth Energy Corporation’s Form 10-K for the year ended July 31,
2002 and incorporated herein by reference.

Exelon Generation Company, LLC Confirmation Agreement dated July 22, 2003, previously filed
with the Commission on March 17, 2004, as Exhibit 10.20 to Amendment No. 1 to Commonwealth
Energy Corporation’s Form 10-K/A for the year ended July 31, 2003 and incorporated herein by
reference.

Exelon Generation Company, LLC Confirmation Agreement dated July 22, 2003, previously filed
with the Commission on March 17, 2004 as Exhibit 10.2]1 to Amendment No. 1 to Commonwealih
Energy Corporation’s Form 10-K/A for the year ended July 31, 2003 and incorporated herein by
reference, )

Confirmation of Transaction between Commeonwealth Energy Corporation and DTE Trading, Inc.
dated March 24, 2003, previously filed with the Commission on March 17, 2004 as Exhibit 10.22 to
Amendment No. 1 to Commonwealth Energy Corporation’s Form 10-K/A for the year ended
July 31, 2003 and incorporated herein by reference.

Confirmation of Transaction between Commonwealth Energy Corporation and DTE Trading, Inc.
dated July 24, 2003, previously filed with the Commission on March 17, 2004 as Exhibit 10.23 to
Amendment No. 1 to Commonwealth Energy Corporation’s Form 10-K/Afor the year ended July 31,
2003 and incorporated herein by reference.

Revised Security Agreement dated -October 27, 2004 by and between Commeonwealth Energy
Corporation and DTE Energy Trading, previously filed with the Commission on November 15, 2004
as Exhibit 10.32 to Commerce Energy Group, Inc.’s Annual Report on Form 16-K and incorporated
herein by reference.

Revised Operating Agreement dated October 27, 2004 between DTE Energy Trading, Inc. and
Commonwealth Energy Corporation, previously filed with the Commission on November 15, 2004 as
Exhibit 10.33 to Commerce Energy Group, Inc.’s Annual Report on Form 10-K and incorporated
herein by reference.

Settlement Agreement and Mutval General Release dated December 23, 2004 by and between
Commerce Energy Group, Inc, Commonwealth Energy Corporation, Ian Carter, Robert Perkins,
Brad Gates, Joseph P. Saline, Patricia E. Saline and Joseph Ogundiji, previously filed with the
Commission on December 27, 2004 as Exhibit 10.1 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
Commission on November 15, 2005 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 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.S.C. Section 1350, as adopted pursuant to
Section 906 of the Sarbanes-Oxley Act of 2002.

Principai Financial Officer Certification pursuant fo 18 1.8.C. Section 1350, as adopted pursuant fo
Section 906 of the Sarbanes-Oxley Act of 2002.
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SIGNATURES

Pussuant to the requirements of Section 13 or 15(d) of the Securities Exchange Act of 1934, the
registrant has daly caused this report to be signed on its behalf by the undersigned, thereunto duly authorized.

COMMERCE ENERGY GROUP, INC.

By: /s/ STEVEN S. BOSS

Steven S. Boss
Chief Executive Officer

Dated; Qctaber 31, 2005

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 capacitics and on the dates indicated.

Slgnature Title Date
/s/ STEVEN 8. BOSS Chief Executive Officer and a October 31, 2005
Ofticer)
s/ LAWRENCE CLAYTON, JR. Interim Chief Financial Officer Qctober 31, 2005
Lawrence Clayton, Jr. (Principal Financial Officer) Vice
President, Finance and
/s/ KENNETH L. ROBINSON Corpotate Controller (Principal October 31, 2005
Kenneth L. Robinson Accounting Cfficer)
/s{ CHARLES E. BAYLESS Director October 31, 2005
Charles E. Bayless
/s/ 1AN B. CARTER Director October 31, 2005
Ian B. Carter
/s{ GARY J. HESSENAUER Director October 31, 2005
Gary J. Hessenauer
/s/ MARK 8. JUERGENSEN Director October 31, 2005
Mark S. Juergensen
/s/ ROBERT C. PERKINS Chairman of the Board and a October 31, 2005
Robert C. Perking Director
s/ PETER T. WEIGAND Dircctor October 31, 2005

Peter T. Weigand
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REPORT OF ERNST & YOUNG LLP,
INDEPENDENT REGISTERED PUBLIC ACCOUNTING FIRM

To the Board of Directors and Stockholders of Commerce Energy Group, Inc.

We have audited the accompanying consolidated balance sheets of Commerce Energy Group, Inc.
(formerly Commonwealth Energy Corporation) as of July 31, 2004 and 2005, and the related consolidated
statements of operations, stockholders’ equity and cash flows for each of the three years in the period ended
July 31, 2005. These financial statements are the responsibility of the Company’s management. OQur
responsibility is to express an apinion on these financial statemenis based on our audits.

We conducted our audits in accordance with the standards of the Public Company Accounting Oversight
Board (United States). Those standards require that we plan and perform the audit to obtain reasonable
agsurance 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 included consideration
of internal control over financial reporting as a basis for designing aundit 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 2 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 financial statements referred to above present fairly, in all material respects, the
consolidated financial positien of Commerce Energy Group, Inc. at July 31, 2004 and 2005, and the
consolidated results of its operations and its cash flows for each of the three years in the period ended July 31,
2005, in conformity with U.S. generally accepted accounting principles.

/s/ ERNST & YOUNG LLP

Orange County, California
October 25, 2005




COMMERCE ENERGY GROUP, INC.

CONSOLIDATED STATEMENTS OF OPERATIONS
Fiscal Year Ended July 31,

2003 2004 2005
(In thousands, except per share amounts)

F [ (- 1= $165,526 $210,623 $253,853
Direct energy CoSIS . .ottt e e e 128,179 191,180 225671
GTOSS PrOfit . . ... . e 37,347 19,443 28,182
Selling and marketing expenses. ... ... ... . i iiiiiiiiiiia 4,240 4,063 3,774
General and administrative expenses ....... ... 0 oo iian. 18,492 25,857 31,311
Reorganization and initial public listing expenses . ................ —_ 3,393 —
Income (loss) from operations .. ....... oo iineiiinninnanns 14,615 (13,870) (7.403)
Other income and expenses:

Initial formation litigation expenses .............ccoiiereunnn. (4,415) (1,562) {1,601)

Recovery of (provision for) impairment on investments ......... —_ (7,135} 2,000

Loss on termination of Summit. . ...... e e —_ (1,904) —

Loss on equity investments ........c.vvuiveverioeiiieeiinnens (567) — —

Minority interest share of loss . ... ... ... .. ... .. . ..., 187 1,185 —

Interest INCOIME, MEL ..o vv v ae e ee e e imnaeannn 715 549 890
Total other income and €XPEMSES ... v et ieiiiaeiinoeceanren (4,080) (8,867) 1,289
Income (loss) before provision for (benefit from) income taxes .. .. 10,535 {22,737 {6,114)
Provision for (benefit from) income taxes....................... 5,113 (L0 —
Net income (1088) . ..ovverri et it et ii v ea e eaes $§ 5422  $(21,720) 3 (6,114)
Earnings (loss) per common share:

Basic . . e e $ 019 § (077) §_(0.20)

Diluted . . . e ety $ 018 $ 077y § {0.20)
Shares used in computing earnings (loss) per common share:

BasiC . . i e e 27424 28 338 30946

Diluted . ... e e 30,236 28,338 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,
2004 2005

(In thousands, excepl per
share amounts)

ASSETS
Current assets:
Cash and cash equivalents ... .......cooinriinirer i riiiniirerianenann. $ 54065 § 3334
Accounts receivable, net .. ... ... L e e 3,119 27,843
Tncome taxes refund receivables. . .. ... .. e 4,423 —
Deferted Income tax as8ets .. . ...ttt it 74 -
B 1L 143 2 - 4,561
Prepaid expenses and other current assets ...........i i i ias 5,141 3,542
Total CUITEIt BS80S .. . v vt it ettt ittt terat cm v s 94,822 69,290
Restricted cash and cash equivalents. ...... ... ... ... ... . ... .. 4,008 8,222
3T a5 O P PP 5,445 11,347
ot 07 11 11 AR e 96 Nn
Property and equipment, Net. . ... ...c.vuniiii ittt car s 2,613 2,007
LT 1 1) 587 6,801
Other intangible as8618 ... ...t iiii i iai it e it 3,252 4,874
Total assels . . .. . L. s 5110823 $102,632

Current liabilitics:

ACCOUNtS PAYADIE .. .o i e e i e $ 30,576 $ 25,625
Accrued Habilies .. ... ot e i e 6,141 6,946
Total current liabilities . ... ...... ... ... . it iiiaa e 36,717 32,571
Commitments and contingencies ..................... e — —

\ Stockholders’ equity:

Common stock — 150,000 shares authorized with $0.001 par value and 30,519
and 31,436 shares issued and outstanding in fiscal 2004 and 2005, respectively 60,796 62,609

Unearned restricted stock compensation . . ...........oiiiiiiinnannranaanann (256) —
Retained Gamings . . . ..o vuee e e et et et et n 13,566 7,452
Total stockholders’ equity .. ...t it 74,106 70,061
Total liabilities and stockholders’ equity ... ... ..ocevtiiriiininunnnennneene $110,823  $102,632

The accompanying notes are an integral part of these consolidated financial statements.
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COMMERCE ENERGY GROUP, INC.

CONSOLIDAYED STATEMENTS OF STOCKHOLDERS’ EQUITY

Commonwealih Energy Corporation Commerce Evergy Group, Inc,

Serjes A Other Unearsed
Commonwealth Convertible Convertihle Commerce Restricied
Common Siock  Preferred Siock Preferred Siock Common S¢ock Stock Retained

Shares Amoum¢ Shares Amount Shares Amount Shares Amount Compensation Eamings  Total
(In thousands)

Balance at July 31, 2002 ... 27334 § 57,148 775 § 820 — §$ — —$ — 3 — § 29984 87,952
Exercise of stock options . ..... .. 483 15 — — — — — — — — 13
Cancelfation of common shares .. (%) (14) — — — — - -— — - (14}
Income tax benefits arising from

exercise of stock options ...... — 363 — - - — — — — — 363

Reversal of income tax benefit

due 1o expiration of stock

OPHONS ..ot veeiinrirnrnns — (65%9) — - - - — — — - (659)
Cumulative unpaid dividends on

convertible preferred stock . ... — - — 55 — 42 — — — o7 -
Payment of dividends on Series A

convertible preferred stock .. .. - - - 92) — - - - — - {92)
Reflection of — Other convertible

preferred stock ... ... ... ... — - - — 352 113 —_ — _ — 113
Cancellation of Series A

convertible preferred stock .... (166} — (166) (81y — — — — —_ — (33}

Net income and comprehensive

income . ... 0., — — - — — — — — — 5,422 5422
Balance at July 31,2003 . ....... 27,645 56,853 609 700 352 135 — - — 35,309 93,017
Exercise of stock options . ....... 102 7 — —_ - — — — — — 27
Issuance of stock in connection

with Skipping Stone acquisition 1,614 3,100 — — — - — -— — — 3,100
Issuance of stock .............. 219 M4 — . 10 — - — — 354
Commpensation charge related to

settlement of disputes ........ — 636 — —- - — — — — - 636

Repurchase of dissemier’s rights
SOCK. .t 604y (L,159) — - - — — — — —  (L159)

Issnance of restricted stock .. ... . 150 288 — - - — — — (288) — —

Amortization of uncarned

restricted stock ... ... ... — - - — — — — — 32 — 32
Cumulative unpaid dividends on

convertible preferved stock . ... — [ — 17 — 6 — — — (23) _
Payment of dividends on preferred

SEOCK . oo et e e eaa — —  —  {108) — (7 — — — - {181}
Conversion of preferred stock into

common stock .. .. ... 1,393 707 (609) (608) (392) (98) — — - - —
Conversion of Commonwealth

Energy Corporation common

stock into Commerce Energy

Group, Inc. commen stock ... (30,519) (60,796)

Net loss and comprehensive loss — —_— —
Balance at July 31, 2004 . ... .... — - —

30,519 60,796 — - —
_ — (2L720) (21,720)

30,519 60,796 {256) 13,566 74,106

I|\||I\

Exercise of stock options . ... ... — — — 102 54 — — 54
Reputchase of common shares ... — — — (1200 (250 — — (251}
Isswance of stock . ............. — — — 5 10 — — 10
Amortization of unearned

restricted stock .. ............ — —- - — — — — — 256 — 256
Issuance of stock in connection

with ACNU acquisition .. . .. .. — - - — — — 930 2,000 —_ — 2,000
Met loss and comprehensive loss — - = = = = — — — (6,114) (6,114}
Balance at July 31, 2005, ....... — § — — § — — §— 31436%62608 $ — § 7,452 § 70,081

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 Year Ended July 31,
2003 2004 2005
(In thousands)

Cash Flows From Operating Activities
Net income (1058} - . ..ottt i e e e $ 5422 $(2L,720) § (6,114)

Adjustments to reconcile net income (loss) to net cash provided by
{used in) operating activities:

LT T T 4 1Y 1,461 1,531 1,216
Amortization .. ... i i it i e e e 238 419 238
Proviston for doubtiul accounts .. ......._ ... ... ............. 1.709 2,217 2,305
Stock-based compensation charge. . ... i e i e — 668 256
Tax benefit from exercise of stock options. ...................... 363 — —
Reversal of income tax benefit due to expiration of stock options . .. (639) — —
Dieferred income tax provision .. ....... ... i 1,384 2,698 74
Impairment of Summit Energy investments .................000. — 9,569 5
Termination of Summit Energy ....... ... ... . L. — 1,964 —
Gain/loss on equity investments . ....... ... ... .. ... .an. 9 — —_
Minority interest share of loss of consolidated entity .............. 603 140 —
Loss on disposition of property and equipment . .................. — — 165
Changes in operating assets and liahilities:
Accounts receivable, net. .. ... . .. L (18,231) 4,985 1,096
Prepaid expenses and other assets. ............coeeiiiiiiinnn (4,368) {5,681) 695
Accounts payable ... . .. . ... 14,872 4,659 (4,952)
Accrued labilities and other ...ttt e e 2,820 {1,076) 805
Net cash provided by (used in) operating activities................. 5.623 313 (3,561)
Cash Flows From Investing Activities
Purchase of property and equipment ...... ... .. .o i (438) (1,079 (1,025)
Reimbursement from state on renewable energy asset . .............. — — 250
Purchase of intangible assets .. .......... ... .. . . . i il (126) - —
Business acquisition, net of cash required .............. ... ... — (43) (14,525)
Acquisition of majority ownership in PEC, net of cash .............. (580) — —
Summit Energy investments .......... ... .. i i (344) — —
Net cash used in Investing activities . . ... ...t it inirnnnriirnnns (1,488%) (1,122)  (15,300)
Cash Flows From Financing Activities
Repurchase of common stock .. ... i i (14) (1,159) (251)
Sale of common StOCK ... ...ttt e e e — 288 10
Repurchase or cancellation of Series A convertible preferred stock . . . . (83) - —
Dividends paid on convertible preferred stock .. .................... (92} {181) —_
Reflection of Other convertible preferred stock..................... 113 10 —
Proceeds from exercises of stock options ... ......... ... . ........ 15 27 54
Decrease (increase) in restricted cash and cash eguivalents .......... (6,195) 14,968 (1,673)
Net cash provided by (used in) financing activities .. ............... (6,256) 13,953 {1,860)
Increase (decrease) in cash and cash equivalents................... (2,121) 13,144 (20,721)
Cash and cash equivalents at beginning of year .................... 43,042 40,921 54,065
Cash and cash equivalents atend of yvear ......................... $ 40,921 § 54065 § 33,344
Cash paid for:
BB $ 18 % 4 % —
THEOMIE FAKES ottt e ettt e e et e e et et e e e e e $ 3405 § 3404 % —

The accompanying notes are an integral part of these consolidated financial statements.
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COMMERCE ENERGY GROUP, INC.

NOTES TQ CONSOLIDATED FINANCIAL STATEMENTS
(In thousands, except per share and per kWh amounts)

1. Nature of Business

Commerce Energy Group, Inc. (“*Commerce Energy” or “Commerce™) is a diversified independent
energy marketer of electricity and natural gas. Commerce Energy provides retail electricity and natural gas to
its residential, commercial, industrial and institutional customers, and provides consulting and technology
services to energy-related businesses. Commerce Energy is a holding company that operates through its
wholly-owned operating subsidiaries: Commerce Energy Inc. (formerly Commonwealth Energy Corporation)
and Skipping Stone Inc. (“Skipping Stone”). As used in this Report, the term “the Company” refers to
Commerce Energy Group and its wholly-owned subsidiaries.

Commerce Energy provides electricity to its customers in the deregulated California, Pennsylvania,
Michigan, New Jersey and Texas electricity markets. Commerce is licensed by the Federal Energy Regulatory
Commission, (“FERC™) as a power marketer. In addition to the states in which the company currently
operates, the Company is also licensed to supply retail electricity by applicable state agencies in New York,
Maryland, Ohio and Virginia. The Company also provides natural gas to customers in California, Georgia,
Maryland, New York, Ohio, and Pennsylvania. Skipping Stone provides energy-related consuiting services and
technologies to utilities, generators, pipelines, wholesale merchants and investment banks.

Commerce Energy Group’s predecessor, Commonwealth Energy Corporation (“Commonwealth”), was
formed in California in August 1997. On July 6, 2004, Commonwealth reorganized into a holding company
structure, whereby Commonwealth became a wholly-owned subsidiary of Commerce Energy and the
stockholders of Commonwealth became stockholders of Commerce. As a result of the reorganization, each
share of Commonwealth common stock was exchanged for one share of Commerce common stock, and
Commonwealth stock options became Commerce stock options. Immediately prior to consummation of the
rearganization, Commonwealth transferred ownership of its subsidiaries to Commerce Energy. As a result of
the transfer, these entities became subsidiaries of Commerce Energy.

2. Summary of Significant Accounting Policies
" Basis of Consolidation

The Company’s consolidated financial statements include its two wholly-owned operating subsidiaries:
Commerce Energy Inc. and Skipping Stone, Inc, All material inter-company balances and transactions have
been eliminated in consolidation,

In fiscal 2003, the Company’s consolidated financial statements included the accounts of its controlled
investment in Summit Energy Ventures, LLC (“Summit”), and its majority ownership in Power Efficiency
Corporation (“PEC™). In fiscal 2004, the Company terminated its relationship with Summit (with all assets
distributed to its members), and its investment in PEC decreased to 39.9% and subsequently, to 15% at
July 31, 2005. As of July 31, 2004 and 2003, neither entity was consolidated (See Note 10).

Use of Estimates and Assumptions

The preparation of consalidated 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 liabilities, and the disclosure of contingent assets and liabilitics. These ¢stimates and assumptions
are based an the Company’s historical experience as well as management’s future expectations. As a result,
actual results could 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 and loss
contingencies.
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COMMERCE ENERGY GROUP, INC.
NOTES TO CONSOLIDATED FINANCIAL STATEMENTS — (Continued)

Reclassifications

The Company has reclassified certain prior fiscal year amounts in the accompanying consolidated
financial statements to be consistent with the current fiscal year's presentation.

Nen-cash items

In fiscal 2004, the Company recorded a non-cash provision for impairment of $7,135 and a non-cash loss
on termination of Summit of $257. In the third quarter of fiscal 2004, the Company acquired Skipping Stone,
Inc. for the Company’s common stock of $3,100 in 2 non-cash transaction. In the fourth quarter of fiscal 2004,
the Company issued 65 shares of common stock and 40 shares of other convertible preferred stock on a non-
cash settlement and in connection to the reorganization, all outstanding Commonwealth Energy Corporation
Series. A convertible preferred stock, other convertible preferred stock and common stock was converted one
of one into the Company’s commen stock as a non-cash transaction.

In fiscal 2005, the Company issued $2,000 of its commeon stock {930 shares) in connection with an
acquisition (ses Note 3).

In fiscal 2005, the Company retired $4,562 of property and equipment and related $4,398 of accumulated
depreciation with a net book value of $165.

Revenue and Cost Recognition

Energy sales are recognized when the electricity and natural gas are delivered to the Company’s
customers. Green power credits were recognized in fiscal 2003 upon the fulfillment by the Company of all
related obligations.

Direct energy costs, which are recognized concurrently with related energy sales, include the commodity
cost of purchased electricity and natural gas, transportation and transmission costs associated with energy
delivered to customers, fees incurred from various energy-related service providers and cnergy-related taxes
that cannot be passed directly through to the cusiomer. Fees and charges from the Independent System
Operators (“IS0Os™) and the Local Distribution Companies (““LDCs”) are determined by the ISO or LDC
based upen for each day’s activities. The Company estimates and accrues for these fees based on activity
levels, preliminary settlements and other related information. The Company’s bills to customers may also
include charges for the transmission and distribution of the commodity for which the utility is ultimately
responsible. These amounts are excluded {rom the Company’s net revenue.

The Company’s net revenue is comprised of the following:
Fiscal Year Ended July 31,

2003 2004 2005
Retail electricity sales. . ... ... v i i, $153,430  $205,028 $188,316
Excessenmergysales. ... ....... ... ... ... .. coiiiiiii.. 6,496 5,595 40,061
Greenpowercredits ... ... ... . ... . .. o e, 3,600 — —
Total electricity sales ............coviiiiiiiiinnnn.n. 165,526 210,623 228,377
Retail natural gas sales. ......oovt et iiinin i iannnan, — — 25476
By [ 8 5 1 T $165,526  $210623 $253,853

Skipping Ston¢ revenues, after inter-company eliminations, for the fiscal year ended July 31, 2004 and
2005 were $803 and $1,927, respectively, representing less than 1% of total net revenue for each fiscal period.
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COMMERCE ENERGY GROUP, INC,
NOTES TO CONSOLIDATED FINANCIAL STATEMENTS — (Continued)

Green power credits represenied payments under a State of California Public Purpose Program, to
provide incentives to suppliers of renewable power to reduce the cost of such power to certain customers. This
program was discontinued after March 2003.

Sales commission expense payable based on customer billings is recognized in the same period as revenue
generated by such billings. Commission expense is recorded in selling and marketing expenses.

Major Customer and Suppliers

No individual customer accounted for ten percent or more of the Company’s consolidated net revenue in
fiscal 2003, 2004 or 2005.

The Company does not utilize a significant number of energy suppliers. In fiscal 2005, three suppliers
accounted for 15%, 10%, and 10% of direct energy cosi.

Operating Expenses

Selling and marketing expenses consist principally of costs incurred for sales and marketing personnel and
promotional and advertising activities. Advertising costs are expensed as incurred and were $92, $326 and $26
for fiscal 2003, 2004 and 2003, respectively.

General and administrative expenses consist principally of costs incurred for all other corporate personnel,
rent, utilities, telecommunications, insurance, legal fees, and other corporate costs including provisions made
for uncollectible accounts receivable, the depreciation and amortization of tangible and intangible assets, and
stock-based compensation (see below for details regarding stock-based compensation charges).

In fiscal 2004, the Company decided to reclassify certain expenses related to the reorganization of the
Company into a Delaware holding company structure and initial public listing of Commerce’s common stock
on the American Stock Exchange (“reorganization and initial public listing expenses™) to a separately
identified category within selling, general and administrative expense category. The Company has also
reclassified certain non-operating litigation expenses related to capital-raising initiatives of prior management
during the initial formation of the Company (“initial formation expenses™) from general and administrative
expenses to other income and expenses.

Earnings (Loss) Per Common Share

Earnings (loss) per commeon 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. Earnings (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, stock purchase warrants and
convettible debt been exercised or converted into additional common shares. For the fiscal years ended 2004
and 2005, assumed exercises or conversions have been excluded in computing the diluted loss per share since
there were net losses for the fiscal years and their inclusion would be anti-dilutive.

Stock Option-Based Compensation

As allowed by Statement of Financial Accounting Standards {“SFAS"”) No. 123 (“SFAS No. 1237},
“Accounting for Stock-Based Compensation”, the Company has elected to retain the compensation measure-
ment principles of Accounting Principles Board Opinion No. 25, “Accounting for Stock Issued to Employees”
(“APB No. 25”), and its related interpretations for stock options issued to employees and outside directors.
Under APB No. 25, compensation cost is recognized at the measurement date for the amount, if any, that the
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fair value of the Company’s common stock exceeds the option exercise price. The measurement date is the
date at which both the number of options and the exercise price for each option are known.

In December 2002, the Financial Accounting Standards Board (“FASB™) amended the transition and
disclosure requirements of SFAS No. 123 through the issuance of SFAS Mo, 148 (“SFAS No. 1487),
“Accounting for Stock-Based Compensation — Transition and Disclosure”. SFAS No. 148 amends the
existing disclosures to make more frequent and prominent disclosure of stock-based compensation expense
beginning with financial statements for fiscal years ending after December 15, 2002. The Company has
adopted the disclosure provisions of SFAS No. 148,

Pro forma information regarding carnings (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

The Company did not have an active market for its common stock until July 8, 2004, on which date the
Company’s common stock was listed on the American Stock Exchange under the symbol “EGR.™ As a result,
the value of the Company’s stock-based awards granted to employees and outside directors in fiscal 2003 and
2004 was estimated using the minimum value method, which does not consider stock price volatility. Stock-
based awards granted in fiscal 2005 have been valued using the Black-Schales option pricing model. Among
other things, the Black-Scholes 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 value method. The estimated fair values for stock
options granted during fiscal 2003 and 2004 were $1.86 and $1.92, respectively, The market price at July 31,
2005 was $1.49.

The fair value of stock-based awards granted in fiscal years 2003, 2004 and 2005 were estimated using the
following weighted-average assumptions:

Fiscal Year Ended July 31,
2003 2004 1005

Weighted-average risk-free interestrate .............cc0ovi.n... 40% 4.9% 5.0%
Average expected life in years ....... ... ... ieiiiiiiiiiiiii 4.7 6.0 6.0
Expected dividends. . ............... ... ... o i None None  None
Volatllity ..o e — —  0.8252
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If the fair values of the options granted during a fiscal year 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 income (loss) and earnings (loss) per common share as follows:

Fiscal Year Ended July 31,
2003 2004 2005

MNet income (loss) asreported . ... .o i $5422  $21,720)  3(6,114)
Add: Stock-based employee compensation expense included in

nct income (loss), net of related tax effects . ............... — 636 256
Deduct: Total stock-based compensation expense determined

under fair value based method for all awards, net of related

tax effectS. . .. e e (382) (1,222}) (2,977}
Pro forma net income (1088) ... ..ot i $5,040  $(22,306) $(8,835)
Earnings (loss) per share:

Basic —asreported ... ... ... . .. i $019 § (0.77) § (0.20)

Basic—proforma ... ... o e $018 § (079) $ (029)

Diluted —asreported. .. ...... ... ... .. i $018 § (077) $ (0.20)

Diluted —— pro forma. ... ... oveeii i it $017 $ (079 3 (0.29)

Cash and Cash Equivalents

Cash equivalents consist primarily of investments in highly rated and/or insured liquid debt instruments
with maturitics or interest reset dates of three mouths or less. The Company maintains its cash and cash
equivalents with highly rated financial institutions, thereby minimizing any associated credit risks.

Accounts Receivable

The Company’s accounts reccivable consist of billed and unbilled receivables from customers. The
Company’s customers are billed monthly at various dates throughout the month. Unbilled receivables
represent the amount of electric power and natural gas delivered to customers as of the end of the period, but
not yet billed. Unbilled receivables from sales are estimated by the Company to be the number of units of
electricity and natural gas delivered but not yet billed, multiplied by the current customer average sales price
per unit.

Credit Risk and Allowance for Doubtful Accounts

The Company’s exposure to credit risk concentration is limited to those local utilities that collect and
remit receivables, on a daily basis, from the Company’s individually insignificant and geographically dispersed
customers within the states of California, Pennsylvania, Michigan and New Jersey. 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 receivable with those local
utilities is remote.

The Company mainilains an allowance for doubiful accounts, which represents management’s best
estimate of probable losses inherent in the accounts r¢ceivable balance. Management determines the
allowance based on known troubled accounts, historical experience, account aging and other currently
available evidence (see Note 8).
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Inventory

Inventory represents natural gas in storage and is stated at the lower of weighted average cost or market.

Deferved Income Taxes

Deferred income tax assets and liabilitics 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 year 2004 and continuing in fiscal 2005, the Company g¢stablished a valuation
allowances to reserve its net deferred tax assets, less possible tax refunds, because management believes it is
not certain that the Company will realize the tax benefits in the foreseeable future.

Restricted Cash, Cash Equivalents and Energy Deposits

Cash and cash ¢quivalents which the Company currently cannot access, as they are pledged as collateral
for ¢lectricity commodity purchase obligations or to secure leiters of credit for a variety of purposes, are
reported as restricted. The Company also has energy deposits pledged as collateral for electricity commodity
purchase obligations.

Property and Egquipment

Property and equipment arc 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 vsing the straight-line method over estimated economic useful lives of three to
five years.

Certain softwarc devclopment and implementation costs to install third party software incurred on
significant projects for internal use, primarily consisting of direct internal labor costs and third-party system
application development costs incurred, are capitalized. These capitalized costs, once the application is placed
in service, are amortized using the straight-line method over estimated economic useful lives of three to five
years.

Goodwill

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 2005 of certain assets of
ACN Utilities, Inc. (“ACNU") (see Note 3), resulted in the recording of $6,214 in goodwill.

In accordance with SFAS No. 142, “Goodwill and Other Intangible Assets”, goodwill is no longer
amortized but is subject to periodic impairment tests. For the goodwill related to the Skipping Stone and
ACNU acquisitions, the Company retained independent outside valuation specialists to value the intangible
assets associated with the acquisition. The resulting goodwill was reevaluated at vear end and it was
determined that no impairment had occurred. Goodwill related to PEC was assessed for impairment on a
quarterly basis, with the resulting reductions charged to expense in results of operations.
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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, a covenant not to compete and
certain assets acquired as part of the Skipping Stone and ACNU acquisitions, including customer list,
software and other intangibies. 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, Aggregate amortization expense for these intangible assets was $238, $376 and $383
for fiscal 2003, 2004 and 20035, respectively. Other intangible assets are as follows:

Fiscal Year Ended July 31, 2005
Grass Camrying ~ Accumulated

Amount Amortization Net
Customer lStS . . ... iuvenee ettt e iieaaanens $2,000 $ 244 $1,756
Software . ... e 1,810 640 1,170
Licenses {(indefinite life) ............................. 00 — 900
Otherintangibles .............. ... ... ..., 1,823 775 1,048

$6,533 $1,659 $4,874

Fiscal Year Ended July 31, 2004
Gross Carrying ~ Accumulated

Amouut Amartization Net
Customerlists.................. ... . ... it $1,140 $ 25 $1,115
SOftware ........ooi i e 1,060 141 219
Other intangibles ... ............ ... ... ...l 1,823 605 1,218
$4.023 771 $3.252
The future aggregate amortization expense for intangibles is as follows:
Fiscal Year Ending July 31,
2006 . e e $1,107
B P 753
2008 e e e e 500
000 . e e e i 279
2010 and beyond . .. ... e 1,335

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 boak value. If impairment is indicated, the net
book value is reduced to an amount equal to the estimated future cash flows, on an apprapriately discounted
basis.

Fair Value of Financial Instruments

The Company’s financial instruments consist primarily of cash and cash equivalents, accounts receivable
and accounts payable. The cartying amounts of these financial instruments are reflected in the accompanying
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consolidated balance sheets at amounts considered by management to approximate their fair values due to
their very shorl-term nature,

Segment Reporting

The Company’s chief operating decision makers work together to allocate resources and assess the
performance of the Companys business. These members of senior management currently manage the
Company’s business, assess its performance, and allocate iis resources as the single operating segment of
energy retailing. Although the Company aequired Skipping Stone in fiscal 2004, Skipping Stone revenue, net
of inter-company eliminations, accounts for less than 1% of total net revenue at July 31, 2004 and 2005, and
geographic information is not material.

Accounting for Derivatives Inistruments and Hedging Activities

The Company’s activities expose it to a variety of market risks, principally from commodity prices.
Management has cstablished risk management policies and procedures designed to reduce the potentially
adverse effects that the price volatility of these markets may have on its operating resutts. 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 centrol 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
carnings fluctnations caused by commodity price volatility.

Supplying electricity and natural gas to retail customers requires the Company to match customers’
projected dernand with long-term and short-term commeodity purchases. The Company purchases substan-
tially 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 pencrated from customer sales as
encrgy is delivercd to retail customers and the related energy under the forward physical delivery contracts is
recorded as direct energy costs when received from suppliers.

In January 2005, the Company sold two significant electricity forward physical delivery contracts {(on a
net cash settlement basis) back to the original supplier in connection with a strategic realignment of its
customer portfolio in the Pennsylvania electricity market (PJM-ISO), which resulted in a gain of $7.2 million
in the second quarter of fiscal 2005. As a result of that sale, the normal purchase and normal sale exemption is
no longer available for the Pennsylvania market {PJIM-ISO).

For forward contracts that do not meet the qualifying 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 Other Comprehensive Income (Loss) and subsequently reclassified as direct energy cost in the statement
of operations as the energy is delivered.

Certain {inancial derivative instruments (such as swaps, options and futures), designated as economic
hedges or as speculative, do not qualify or meet the reqnirements for normal purchase, normal sale accounting
treatment or cash flow hedge accounting and 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 may result in
operating income (loss) volatility as the fair value of the changes are recorded on a net basis in direct energy
cost in the consolidated statement of operations for each fiscal period. As of July 31, 2005, the mark to market

F-13




COMMERCE ENERGY GROUP, INC.
NOTES TO CONSOLIDATED FINANCIAL STATEMENTS — (Continued)

value of economic hedges, utilized primarily to hedge the Company’s cost of electricity in Pennsylvania, was a
loss of $.7 million. The notional value of these derivatives was $11.2 million.

Recent Accounting Standards

In December 2004, the FASB issued SFAS No. 123 (revised 2004), “Share-Based Payment”
(SFAS No. 123R). SFAS No. 123R requires measurement of all employee stock-based compensation awards
using a fair-value method and the recording of such ¢xpensc in the consolidated financial statements. In
addition, the adoption of SFAS No. 123R will require additional accounting related to the income tax effects
and disclosure regarding the cash flow effects resulting from share-based payment arrangements. In January
2005, the United Staics Securities and Exchange Commission (SEC) issued Staff Accounting Bulle-
tin No. 107, which provides supplemental implementation guidance for SFAS No. 123R. SFAS No. 123R is
effective for our first quarter of fiscal 2006. '

The Company has selected the Black-Scholes option-pricing model as the most appropriate fair-value
method for its awards and will recognize compensation cost on a straight-line basis over the awards’ vesting
periods. The Company expects that the adoption of SFAS No. 123R will result in an expense of approximately
$200 for fiscal 2006 for options issued as of July 31, 2005. However, uncertainties, inciuding the Company’s
future stock-based compensation strategy, stock price volatility, estimated forfeitures and employee stock
option exercise behavior, make it difficult to determine whether the stock-based compensation expense that
the Company will incur in future periods will be similar to the SFAS No. 123 pro forma expense disclosed in
Note 2. In addition, the amount of stock-based compensation expense to be incurred in future periods will be
reduced by the Company’s acceleration of 1,300 unvested and *out-of-the-money” stock options in fiscal 2005
as disclosed in Note 14,

3. Acquisition

On February 9, 2005, the Company acquired certain assets of ACN Utility Services, Inc. (“ACNU"), a
subsidiary of American Communications Network, Inc. (the “Parent”), and its retail ¢lectricity and natural
gas sales business. ACNU sells retail electricity in Texas and Pennsylvania and sells retail natural gas in
California, Georgia, Maryland, New York, Ohio and Pennsylvania. The aggregate purchase price was
$14.5 million in cash and 930 shares of the Company’s common stock, valued at $2.0 million. In addition, as
part of the initia] purchase price, the Company was required to fund $2,542 of collateralized letters of credit on
the closing date to guarantee our performance to wvarious third partics. The common stock payment is
contingent upon meeting certain sales requirements during the year following the acquisition date, and has
been placed in an escrow account. Based on sales results to date, it appears that virtually none of the
contingent consideration will be earned and goodwill will be reduced by substantially all of the $2.0 million in
February 2006,

The assets acquired include approximately 80,000 natural gas and electricity residential 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
infrastructures. Wo cash or accounts receivables were acquired in the transaction and none of ACNU’s legal
liabilities were assumed. The assets purchased and the operating results generated from the acquisition have
been included in the Company’s operations as of February 1, 2005, the effective date of the acquisition.




COMMERCE ENERGY GROUPF, INC.
NOTES TO CONSOLIDATED FINANCIAL STATEMENTS — (Continued)

The following table presents the unaudited, pro forma consolidated results of operations for the fiscal
years ended July 31, 2004 and 2005 as if the acquisition of ACNU had occurred at the beginning of fiscal
2004. These pro forma results are not necessarily indicative of (a) the results of operations that would have
accurred had ACNU actually been acquired at the beginning of fiscal 2004, and (b) future results of

operations.

Fiscal Years Ended
July 31,

2004 2085
INCE TEVEIIUCE . « .+ . ae v v meen b e nen e e e e emasteeannneennnnesns $296,106  $293,184
Loss before benefit from income taxes ..................ccvinevinnnn (22,754) (5,625}
L[] G0 L A A (21,737 (5,625)
Loss per share:

Bagicand diluted . ...... .. ... . e (0.74) (0.18)

The following table presents the unaudited assets (no liabilitics were acquired) acquired from ACNU as
of the date of acquisition:

INZIUTAl a8 MVEIMIOLY <« ¢ o v v et e ettt et et e e e e e aa e $3,578
EQUIPTOGIL . 4ttt ian et e ettt e e e 78
L 11T T 2011
Replacement of letter of credit facility. . .......... ... .. ... i, 2,542

Net a586t8 ACQUITEA -« - -« v vt et ettt e et ettt e e e $8,209

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 ACNU. The following table presents the results of the valuation:

Category of intangible assets:
Intangible assets subject to amortization:
10 1113 T $ 860
Eo N 3 750
] - U P $1,610
Intangible asset not subject t¢ amortization:
Licenses ........ e e e $ 900

The intangible assets are included in “Other intangible assets” in the accompanying consolidated balance
sheet at July 31, 2005 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 resuit of this transaction is summarized as follows:

PUTCRASE PTICE . - .ottt i ettt et e et $16,525
Amount assigned to the net assets acquired ................ .. ... i 8,200
Amount assigned to intangible assets ............ ... ... . e, 2,510

Goodwill created (excluding $408 of acquisition costs) ............... e $ 5,806
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4. Market and Regulatory

The Company currently serves electricity and gas customers in nine states, operating within the
jurisdictional territory of nineteen different local utilities. 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 gencrally 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 their customers in the markets in which the
Company operates, significantly impact the viability of the Company’s sales and marketing plans, and it’s
overall operating and financial results.

Electricity

Currently, the Company actively markets electricity in eleven LDC markets within the five states of
California, Pennsylvania, Michigan, New Jersey and Texas.

On April 1, 1998, the Company began supplying customers in California with electricity 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 Direct Access, or DA, which allowed electricity customers to buy their
power from a supplier other than the electric utilities. This suspension, although permitting the Company to
keep current direct access customers and to solicit direct access customers served by other ESPs, prohibits the
Company from soliciting new non-DA customers for an indefinite period of time.

Currently, several important issues are under review by the CPUC, including a Resource Adeguacy
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 those
costs across all load serving entities and ultimately our financial impact. '

Proposition 80, an initiative on the November 8, 2005 California special ¢lection ballot, would ban
electricity customers from buying their power from a supplier other than the electric distribution utilities,
except for those all ready doing so.

The current rate cap in Michigan on residential customers will be lifted as of Januvary 1, 2006, A primary
component of the rate increase is a shifting of rate responsibility away from commercial 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 and acquire new commercial cusiomers in the state.

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 prices should have or might have been under alternative scenarios of behavior by market participants.
In the event the historical costs of market aperations were to be reallocated among market participants, the
Company can not predict whether the results would be favorable or unfavorable, nor can the Company predict
the amount of such adjustments. The payment or receipt of adjustments, if any, will likely be conducted
between FERC, the California ISO and the Company’s contracted scheduling coordinator for the period in
question, Automated Power Exchange (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.

There are no current rate cases or filings in the states of Pennsylvania, New Jersey or Texas that are
anticipated to impact the Company’s financial results.
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Natural Gas

Currently, the Company actively markets natural gas in eight LDC markets within the six states of
California, Georgia, Maryland, New York, Ohio and Pennsylvania. Due to recent and significant increases in
the price of natural gas, a number of LDCs have filed or communicated expeciations 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 the Company’s financial resulis.

The Company provides 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, DEO notified
the Public Utilities Commission of Ohio, or PUCO, of its desire to exit the commodity market. It’s stated goal
is to become a distribution-only company by the end of 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 DEQ. In April 2005, DEO filed with the PUCQO te¢ embark upon its plan. The ultimate
outcome of this filing is unknown; however, it is not anticipated to adversely impact the Company’s financial
results.

The Company provides natural gas service to residential and small commercial consumers in the
Philadelphia Electric Company service area 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
Company is the only natural gas provider to residential customers in this market. The potential impact of this
evaluation to the Company’s operations is unknown at this time.

5. Interest Income, Net

Interest income, net, is comprised of the following;
Fiscal Year Ended

July 31,
2003 2004 2008
Y 5 e 1 e 1 1 TP $733  $554  $890
Interest CRPEMSE . . ...\ttt it ars e i (18) (5) —
Interest INCOME, MET . . ... oot e e et e $715  $549 3890
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6. Income Taxes

The provision for (benefit from) income taxes consists of the following:

Tiscal Year Ended July 3,
2003 2084 2005
Current income taxes:
Federal ... .. .. . e $2,900 $(3623) §$ 74
7 12 829 95 —_
4 3,729 (3,528) 74
Deferred income taxes:
Federal .. ... .. $1,155 § 1,888  $(74)
S 1 - 229 623 —
Total ..o e e 1,384 2,511 ()
Provision for (benefit from) income taxes ....................... $5113  $(1,017) § —

A reconciliation of the federal statutory income tax rates to the Company’s effective income tax rates
follows:

Fiscal Year Ended

July 31,

2003 2004 2005
Federal statutory income tax rate . ... ... oot i i, 35.0% (350)% (35.0)%
State income taxes, net of federal benefit ... ... ...... ... ........... 6.4 2.1 —
Increase (decrease} in valuation allowance .......... . ... ... ... (1.7} 244 38.3
Permanent item — offering costs . ... ... ... .. — 5.8 —
Expiration of gtock options ............co i i e 8.3 —_ —_
Tax-exempt iNterest ... ... i i ittt iire e e 06) (07) (3.9
Other . e 11 (L1 03
Effective income tax rate .. ....... ..o i 485% (4.5)% —%
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Deferred income taxes were as follows:

July 31,
2004 2005
Deferred income tax assets:
SHOCK OPHOMS « .+« vt v e e e et et e e e $ 677 % 344
Reserves and aCCIUals .. o\ ou i i i i et s 938 1,026
Net operating loss carryforwards ...........oevi i e 1,368 4,686
Allowance for doubtful accounts ................. . i iiiiiiiiiiienn, 1,436 2,472
Capital 108SES . ..o o e 424 730
Unrealized 105588 - oo ottt e e e 4,291 2,078
AMT tax credit ... .. e e — 226
Total deferred INCOME 1AX 888CE8 . v v vttt e i ire et ceanreannes 9,134 11,562
Less valuation allowance . . ... ..o v i i i e (6,691) {8,391)
Total deferred income tax assets, NEl .. ...t e oens e, 2,443 2,171
Deferred tax liabilities:
Depreciation and amorfization . ........ ... .. e ittt iiiiiaen. (596) (378)
State INCOME taXES . .. ...ttt it ae it e (664) (928)
Acquired intangibles . ... L (1,109) {865)
Total deferred income tax liabilities ... ............ ... .. ......... (2,369) (2,171)
Net deferred inCoOme 1aX asset . ... ... ... .. tiierinerrinernanann $ 74 $ —

A valuation allowance increase equal to the net deferred tax assei 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, 2005. The increase in the valuation allowance for the fiscal year 2005 was $2,700.

At July 31, 2005, the Company had net operating loss carrylorwards of approximately $9,259 and $14,450
for federal and state income tax purposes, respectively, that begin to expire in years 2018 and 2008,
respectively. Of these losses, $1,306 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. In addition the
Company’s 2005 and future net operating losses may also be subject to the “change of ownership™ provision of
the Tax Reform Act of 1986. As a result of this anaual limitation, a portion of these carryforwards may expire
! before ultimately becoming available to reduce future income tax labilities. The company has also incurred
capital losses of $1.632 which arc available to offset capital gains generated by the company. These losses

i begin to expire in year 2009.

F-19




COMMERCE ENERGY GROUP, INC.
NOTES TO CONSOLIDATED FINANCIAL STATEMENTS — (Continued)
7. Earnings (Loss) Per Common Share

Earnings (loss) per common share have been computed as follows:
Fiseal Year Ended July 31,

2003 2004 20058

Numerator:
Net income (1085) . vuvr et e e e eaiiirnaenns $ 5422  $(21,720) $(6,114)
Less: Preferred stock dividends .. ................... ... 0L, (CID) — —
Income (loss) applicable to common stock — Basic .......... 5,325 (21,720)  (6,114)
Income impact from assumed conversion of preferred stock . . .. 97 — —
Net income (loss) —Diluted .........coviviiiinrinnannns $ 5422  $(21,720) $(6,114)
Denominator:
Weighted-average outstanding common shares — Basic ....... 27,424 28,338 30,946
Incremental common shares from assumed conversions:

StOCK OPHONS . . . o i e e i e e i 1,499 — —

Series A convertible preferred stock ... ...... o0 e 609 — —

Other convertible preferred stock ........................ 704 — —
Adjusted weighted-average common shares — Diluted ........ 30,236 28,338 30,946

For fiscal 2003, 2004 and 2003, 6,860, 9,779 and 8,464, respectively, of common shares attributable to
outstanding stock options and warrants were excluded from the calculation of diluted earnings per share
because the effect of their inclusion would be anti-dilutive. Fer fiscal 2004 and 2005, assumed in-the-money
stock option exercises have been excluded in computing the diluted loss per share as 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 2004 and 2005 would have been 28,469 and 31,299, respectively.

8. Accoums Receivable, Net

Accounts receivable, net, is comprised of the following:

July 31,
2004 2005
Billed . ... ... e e e e $21,777  $22,0i6
Unbilled .. ... i e e et 12,535 11,325
34,312 33,341
Less allowance for doubiful accounts ........ ... oot (3,193) (5,498)
Accounts receivable, net . ... ... L et 331,119 §$27,843
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The following schedules set forth the activity in the Company’s allowance for doubtful accounts for the

reported periods:
Fiscal Year Ended July 31,

2003 2004 2005
Balance, beginning of year. .. .........cco it $ 2,538 $ 2981 $3,193
Provisions charged t0 operations . . ......covvuiicnriinnnannis 1,709 2,589 3,092
R (= § - (1,266) (2,377) _(787)
Balance, endof vear........ ... ... i $ 2981 § 3,193 $5498

In fiscal 2004, the Company collected $2,234 in past due accounts receivabie in the settiement of the
PGA&E bankruptcy claim that was recorded in net revenne as received.

The Company has granted security interests in its Michigan and Texas accounts receivable as security for
payment of energy purchases.

9. Restricted Cash, Cash Equivalents and Energy Deposits

The Company has cash, cash equivalents and deposits related to outstanding letters of credit or cash
deposited as collateral to secure performance under energy purchase contracts as follows:

July 31,
2004 2008
Short-term investments pledged as collateral for letters of credit to secure the
purchase of energy and operating performance. ........................ $4,008 § 8,222
Encrgy deposits pledged as collateral to secure the purchase of energy ...... 5,085 11,122
Total restricted cash, cash equivalents and energy deposits ................ $9,093  §19.344

The Company had $3,745 and $7,827 in outstanding letters of credit at July 31, 2004 and 2005,
respectively, :

10, Investments

During fiscal 2005 the Company had three investments in early-stage, energy related entities incurring
operating losses, which are expected to continue, at least in the near term: Encorp, Inc. (“Encorp”), Turbocor
B.V. (“Turbocor”) and Power Efficiency Corporation (“PEC”). At July 31, 2005, the Company sold its
interest in Turbocor for $2,000 resulting in a gain of an equal 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.
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On April 30, 2004 the Company reached an agreement with its investment manager, Northwest Power
Management (“NPM") to terminate its Summit relationship. As a result of the transaction, the Company no
longer retains an equity interest or contractual relationship with Suminit, and the Company retains and
directly owns the investments in the three portfolic companies previously held by Summit. Under the terms of
the termination agreement, the Company retains the entire interest in Encorp and Turbocorp previously held
by Summit, and retains a portion of the interest in PEC that was previously held by Summit and not
distributed to NPM in the settlement. The Company no longer consolidates the financial results of PEC in its
financial reports due to a reduction in its ownership percentage, from 75.8% to 39.9%, as part of the
agreement. The table below displays the activity for these investment accounts for fiscal 2004 (there was no
significant change in these accounts in fiscal 2005 except for the sale of Turbocor as discussed above):

Provisian for Direct
) Investment Capital Tmpairment Investment Ownership
Basis at Contribution/ and Basis at Percentage at
Investee July 31, 2003 {Losses) Distributlon  July 31, 2084  July 31, 2004
Encorp................. $2,030 : — $(1,934) $ 96 2.3%
Turbocor............... 3,332 800 (4,432) — 9.3%
Subtotal. ... .. ........ 5,362 300 {6,066) 96
PEC................... 2,752 (1324) (1,428) — 39.9%
Total investments. ... .. $8,114 § (524) $(7.454) 5 9

The three investments are all early stage entities incurring operating losses, which are expected to
continue, at least in the near term. They each have very limited working capital and as a result, continuing
operations will be dependent upon their securing additional financing to meet their immediate capital needs.
The Company has no obligation, and currently no intention of investing additional funds into these companies.
In fiscal 2004, to reflect the impairment of these investments, the Company recorded provisions for
impairment of $7,135 to reflect its percentage ownership in the net equity of each of these companies and a
logs of $1,904 to reflect the scttlement of the termination of Summit.

11. Property and Equipment, Net

Property and equipment, net, is comprised of the following:

July 31,
2004 2005
Information technology equipment, systems and software. ................ $ 7,131 8§ 4,139
Office furniture and equipment ... ... ..., . . ittt 1,468 1,039
Renewable energy assets ... ... i i i 499 249
Leasehold improvements . . ... ..o v es i ereriarsrvannaannns 257 141
9,355 5,568
Less: accumulated depreciation and amortization ...........0vvnvecenn.. (6,742)  (3,56])
Property and equipment, net. .. ..., ... ... . ool $ 2613 § 2,007

The Company retired $4,562 of property and equipment with $4,398 of related accurmlaied depreciation
in fiscal 2005.
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12. Accrued Liabilities

Current accrued liabilities are comprised of the following:

July 31,
2004 2005
Accrued fitigation and fegal eXpense .. .........ccvviruvarer et $1.682 $1,053
Energy taxes payable . . .. .. ... .. L. e 1,688 774
Accruedenergy related fees ... ... ... L e 580 1,201
Accrued compensation related expenses . ... ... ...l 691 1,900
Accrued audit fees . .. ... .. e 275 369
Other. ... e 1,225 1,649
Total acorued Habilities . .. .. .. ov ettt i it i ine e $6,141  $6,946

13, Stockholders’ Equity
Restricted Stock

In April 2004, pursuant to the terms of an employment agreement, the Company granted 150 shares of
restricted common stock to its 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 fiscal year
ended July 31, 2004 and 2005 for this stock-based employee compensation award was $32 and $256,
respectively. The fiscal 2005 expense roflects the acceleration of vesting under the terms of his contract (See
Note 15).

Common Stock

All sales of Commonwealth’s common stock were made through private placements prior to July 6, 2004.
On July 6, 2004, Commonwealth reorganized into a holding company structure, whereby Commonwealth
became a wholly-owned subsidiary of Commerce Energy and the stockholders of Commonwealth became
stockholders of Commerce. As a result of the reorganization, (a) each issued and outstanding share of
common stock of Commonwealth was exchanged, subject to exercise of dissenters’ rights by the Common-
wealth's stockholders, for a share of Common Stock, par value $0.001 per share, of Commerce Energy
(“Commerce Common Stock™) and a right to purchase (each, a “Right”) one one-hundredth of a share of
Series A Junior Participating Preferred Stock, par value $0.001 per share, of Commerce (“ITunior Participat-
ing Preferred”) and (b) Commerce assumed the Commonwealth’s 1999 Equity Incentive Plan (the “Plan™},
all outstanding obligations to issu¢ common stock under the Plan and all outstanding stock options issued
outside the Plan. The stockholders of Commerce hold the same relative percentage of Commerce common
stock as they owned of Commonwealth common stock immediately prior to the reorganization, suhject to the
exercise of dissenters rights which were paid in fiscal 2005.

In July 2004, as part of the reorganization, the Company repurchased 604 shares of commeon stock for
$1,159 from former stockholders of Commonwealth, under the exercise of California law dissenter’s rights.

Prior to July 8, 2004, there was no established public trading market for any class of Commerce Energy's
or Commonwealth’s equity securities. On July 8, 2004, Commerce’s cammon stock began trading on the
American Stock Exchange under the symbol “EGR.”
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Commerce Rights Plan

The Board of Directors of Commerce has approved the adoption of & preferred share purchase rights plan
dated July 1, 2004. Each right entitles the registered holder to purchase from the Company one one-hundredth
of a share of Series A Junior Participating Preferred Stock, par value $0.001 per share, at a price of $20 per
one one-hundredth of a preferred share, subject to adjustment. The description and terms of the rights are set
forth in a rights agreement entered inta between the Company and Computershare Trust Company, as rights
agent, dated July 1, 2004 (the “Rights Agreement”}. Until a right is exercised, the holder thereof, as such,
will have no rights as a stackholder of the Company by virtue of such right, including, without limitation, the
right to vote or ta receive dividends.

Each one one-hundredth of a share of Series A Junior Participating Preferred Stock has designations and
powers, preferences and rights, and the qualifications, limitations and restrictions which make its value
approximately equal to the value of on¢ share of Common Stock. The Series A Junior Participating Preferred
Stock purchasable upon exercise of the rights will not be redeemable. The Series A Junior Participating
Preferred Stock rank junior to any other series of the Company's preferred stock. Each share of Scries A
Junior Participating Preferred Stock will be entitled to 2 minimum preferential quarterly dividend payment of
$1.00, but will be entitled to an aggregate dividend of 100 times the dividend declared per share of Common
Stock. In the event of liquidation, the holders of the Series A Junior Participating Preferred Stock would be
entitled to a minimum preferential liquidation payment of $20 per share (plus an amount equal to accrued but
unpaid dividends), but would be entitled to receive an aggregate payment equal to 100 times the payment
made per share of Common Stock. Each share of Series A Junior Participating Preferred Stock will have
100 votes, voting together with the Common Stock. These rights are protected hy customary anti-dilution
provisions,

The rights will expire on July 1, 2014, unless they are earlier redeemed or exchanged by the Company, in
each case, as described below. The exercise of rights for Series A Junior Participating Preferred Stock is at all
times subject to the availability of a sufficient number of authorized but unissued Series A Junior
Participating Preferred Stock. The rights are not exercisable until the distribution date, which will occur an
the earlier of:

(i) the date of a public announcement that a person, entity or group of affiliated or associated
persons have acquired beneficial ownership of 15% or more of the outstanding Common Stock after the
effective date of the reorganization, subject to certain exceptions set forth in the rights agreement; or

(1i} 10 business days (or such later date as may be determined by action of the Board of Directors
prior to such time as any person or entity becomes the beneficial owner of 15% or more of the outstanding
Common Stock) following the commencement of, or announcement of an intention to commence, a
tender offer or exchange offer, the consummation of which would result in any person or entity hecoming
the beneficial owner of 15% ot more of the outstanding Common Stock.

Notwithstanding anything to the contrary, none of the provisions of the Rights Agreement will be
triggered by lan B. Carter’s beneficial ownership of the Company’s securities unless such ownership exceeds
30% of the outstanding Common Stock.

Until the distribution date, or earlier redemption or expiration of the rights, (i) the rights will be
evidenced by the stock certificates representing the Common Stock, (ii) no separate right certificates will be
distributed and (iii) the rights will be transferable with and only with the Common Stock, (iv) Common
Stock certificaies will contain a notation incorporating the rights agreement by reference and (v) the
surrender or transfer of any certificates for Common Stock, even without such notation or a copy of the
summary of rights being attached thereto, will also constitute the transfer of the rights associated with the
common stock represented by such certificate. As soon as practicable following the distribution date, separate
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certificates evidencing the rights will be mailed to holders of record of the Common Stack as of the close of
business on the distribution date and such separate right certificates alone will evidence the rights,

The purchase price payable, and the number of Series A Junior Participating Preferred Stock or other
securities or other property issuable upon exercise of the rights are subject to adjustment from time to time to
prevent dilotion. With certain exceptions, no adjustment in the purchase price will be required until
cumulative adjustments require an adjustment of at least 1% in such purchase price. No fractional shares will
be issued and in licu thereof, an adjustment in cash will be made bascd on the market price of the shares on
the last trading day prior to the dale of exercise.

In the event that any person or group of affiliated or associaied persons becomes the beneficial owner of
15% or more of the outstanding Common Stock, proper provision shall be made so that each holder of a right,
other than rights bencficiaily owned by such acquiring person and its associates and affiliates (which will
thereafter be void), will for a 60-day period (or such longer period as necessary to register the Company’s
securities} have the right to receive upon exercise that number of shares of Common Stock having a market
value equal to two times the exercise price of the right (or, if such number of shares are not and cannot be
authorized, the Company may issue cash, debt, other securities or a combination thereof in exchange for the

rights).

In the event that the Company is acquired in a merger or other business combination transaction or 50%
or more of its consolidated assets or earning power are sold, proper provision will be made so that each holder
of a right will thereafter have the right to receive, upon the exercise thercof at the then current exercise price
of the right, that number of shares of common stock of the acquiring company which at the time of such
transaction have a market value equal to two times the exercise price of the right.

At any time after a person or a group of afTiliated or associated persons becomes the beneficial owner of
15% or more of the outstanding Common Stock and prior to the acquisition by such person or a group of
affiliated or associated persons of 50% or more of the outstanding Common Stock, the Board of Directors of
the Company may exchange the rights (other than rights owned by such person or a group of affiliated or
associated persons which shall have become void), in whole or in part, at an ¢xchange ratio of one share of
Commeon Stock per right (or, at the election of the Company, the Company may issue cash, debt, stock or a
combination thereof in exchange for the Rights), subject to adjustment. Finally, in the event of any merger,
consolidation or other transaction in which Common Stock is exchanged, each share of Series A Junior
Participating Preferred Stock will be entiiled to receive 100 times the amount of consideration received per
share of Common Stock.

At any time prior to the carliest of (i} the day that a person or a group of affiliated or associated persons
has hecome the beneficial owner of 15% or more of the outstanding Common Stock, or (ii) July 1, 2014, the
Board of Directors of the Company may redeem the rights in whole, but not in part, at a price of $0,001 per
right. Immediately upon any redemption of the rights, the right to exercise the rights will terminate and the
only right of the holders of rights will be to receive the redemption price.

The terms of the Rights may be amended by the Board of Directors of the Company without the consent
of the holders of the rights, except that from and after such time as the rights are distributed no such
amendment may adversely affect the interest of the hoiders of the rights, excluding the interests of an
acquiring person.

Commonwealth Righes Plan

In Janyary 2002, Commonwealth adopted a Shareholder Rights Plan (the “Commonwealth Rights
Plan™). In connection with the reorganization, all of the rights under ithe Commonwealth Rights Plan were
acquired by Commerce Energy.
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14. Stock Options

Stock options granted after December 1999 will expire in December 2004 through 2010. As of July 31,
2005, 8,872 stock options remained unexercised and outstanding.

The Company’s 1999 Equity Incentive Plan (“Plan"), which was approved by the Company’s stockhold-
ers, provides for the granting of up to an aggregate of 7,000 common shares, In addition, the Company’s Board
of Directors has from time to time made individual grants of warrants or options outside the Plan. At July 31,
2005, the Company had 6,052 and 2,820 stock options unexercised and outstanding that were granted under
and outside the Plan, respectively.

Stock option activity is set forth below: ,
QOptions Outstanding

Weighted-
Ave
Fair Value
Weighted- of
Number of Exercise Price Average Common
Shares FPer Share Exercise Price Stock
Balance at July 31,2002 ............... 10,490  $0.01 - $3.75 $1.82
Options granted:
Employee performance-based . ....., 300 2.50 2.50 $2.50
Other employees(1) ............... 325 1.86 - 3.05 1.93 $1.86
Options exercised .. ................... (482) 0.01 - 1.00 0.03
Options cancelled .. ....._............. (403) 2.50- 275 2.50
Options expired. .. .................... (2,541) 0.01 - 100 0.22
Balance at July 31,2003 ............... 7,689 0.25- 3713 255
Options granted:
Other(2) vvvvvrieeinnieeenns, 3981 005- 375 1386 $1.94
Options exercised ..................... (102) 0.05- 275 0.26
Options cancelled . . ................... {899) 2.5 2,75
Options expired. .. ............covnns. {362) 1.00 - 3.75 2.81
Balance at July 31, 2004 . ... .. ......... 10,307 0.05 - 373 2.26
Options granted:
Other{3) ... ... e B50 1.92 - 3.50 2.43 $2.43
Options exercised .. ..........coviun... {102) 0.50 - 1.92 1.92
Options cancelled . . ............... ... (1,881) 1.92 - 2.50 2.18
Options expired..........c.. e, {302) 1.86 - 275 2.18
Balance at July 31, 2005 .......... veenn §872  $0.05 - $3.75 $2.24

(1) Options with exercise prices equal to the fair value of the Company’s common stock at respective dates of
grant.

(2) Options of 447 were granted with exercise prices less than, options of 2,934 were granted with exercise
-prices equal to, and options of 600 were granted with exercise prices greater than, the fair value of the
Company's comimon stock at respective dates of grant.

(3) Options were granted with exercise prices greater than the fair value of the Company’s common stock at
respective dates of grant.
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The weighted average characteristics of stock options outstanding as of July 31, 2005 were as follows:

Average )
Number of Remaining Weighted
Shares Contractual Shares Average
Range of Exercise Prices Ontstanding  Life (Years)  Exercisable  Exercise Price
0.05-8050. ... 221 0.6 221 - $0.05
3051 -8192. ... e 3,404 83 3,354 1.86
193 - 8375 . 5,247 4.7 5,072 _2.59
Total ... ..o 8,872 6.0 8,647 $2.24

During July 2005, the Company accelerated the vesting of 1,300 out-of-the-money options to reduce
expected future reported expense under the new FASB Statement No. 123R. “Share-Based Payments”.

Stock Options Granted to the Company’s Former Chairman and Chief 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 $3.0 million. In addition, Mr. Carter
refains an option to purchase 2.5 million shares of the Company’s common stock at $2.50 per share. With
respect to the retained stock options, the Company has filed an appropriate registration statement with the
Securitics and Exchange Commission relating to the shares of common stock of the Company which underlie
Mr. Carter’s stock option. Under the Settlement Agreement, Mr, Carter and the Company agreed to mutual
general releases of all claims that the panies may have against each other and Mr. Carter agreed 1o relinguish
any stock options he had been granted, or claimed to have been granted, in excess of the 2.5 million options.

15. Commiiments and Contingencies
Commitments
Employment Contract Commitments

The Company entered into an employment agreement with Mr. Weigand on April 1, 2004 to serve as
President of the Company. The agreement provided for an initial three year term and automatically extended
for successive one year periods. On August 4, 2003, the Company’s 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 hecame effective an October 8, 2005. At that time,
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
Mot to Engage in Prohibited Activities entitles Mr, Weigand to receive severance payments equal to his base
salary (3400 annually) for the remaining term of his employment agreement (through April 1, 2007).

The Company entered into an employment agreement with Mr. Boughrum on April 1, 2004 to serve as
Chief Financial Officer of the Company. The agreement provided for an initial three year term and
automatically extended for successive one year periods. On August 4, 2005, the Company’s board of directors
decided to terminate withoui 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. At that time, Mr. Boughrum 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 hack office services for a
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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 entitles Mr. Boughrum to receive scverance
payments equal to his base salary ($350 annually) for the remaining term of his employment agreement
(through April 1, 2007). In addition, all of Mr. Boughrum's restricted stock grants immediately vested.

The contractual obligations owed to Mr. Weigand and Mr. Boughrum have been accrued in fiscal 20035
and totaled $1,500.

In August 2005, the Company entered into an employment agreement with it's newly appointed Chief
Executive Officer, Mr. Steven S. Boss. Mr. Boss will receive an annualized base salary of $412, with a target
incentive bonus of 50% 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 to 50 shares upon the
achievement of performance targets for fiscal years 2006, 2007 and 2008, respectively. The 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 twelve (12) months of his then current base salary payable over a 12-month peried, 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 within 180 days after the change of
control.

Purchase Commitments

The Company has entered into a series of electricity supply contracts to purchase electricity covering
approximately 64.5% of the customers’ firm load servicing requirements for peak period electricity for fiscal
2006 based on the Company’s forecast. The following is a summary of the Company’s commitments to
purchase electric power by state as of July 31, 2005:

Fiscal Years Ending July 31,

_ 2006 2007 Total

California . ... .o e e e e e $36,005 $12,468 $48,473
Pennsylvania and New Jersey .. ....ooueevreninnririarennnnnn 10,645 — 10,645
X 7 $46,650 $12468 559,118

For the Michigan market, the Company has entered into several forward encrgy supply contracts with a
major electric power generator to purchase a full-requirements, all services product to service the Company’s
customer load. These full requirement service contracts include energy and all scheduling costs. The
Company’s customers must use within a limited range of the forecasted load or the generator will supply the
additional electricity at their current market price plus an additional charge for other services provided. If the
Company falls below the allowed range of the forecast, the generator will sell the excess electricity at market
and credit us with the proceeds, but will charge us a service fee for the unused electricity.

As the price at which the Company can purchase electric power is fixed during the terms of the contracts.
If the price at which the Company can competitively resell this power falls below the contract full-
requirements purchase price, the Company would incur operating losses.

Operailing 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 $742, $931, and $1,191 in fiscal 2003, 2004 and 20035, respectively.
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The future aggregate minimum lease payments under operating lease agreements in existence at July 31,
2005 arc as follows:

Fiscal Year Ending July 31,

2008 . e e e $ 983
00T e e 501
2008 L e e i 879
0 86
1 1 L =
$2,849

Employee Benefit Plan

The Company has a 401(k) retirement plan in which any full time employee may participate. The
Company contributes $0.50 for each dollar of employee contribution up to a maximum employer contribution
of 3% of sach participant’s annual salary. The maximum employer contribution at 3% corresponds 1o an
emplayee contribution of 6% of annual salary. Such contribution totaled $92, $144 and $190 for the years
ended December 31, 2003, 2004 and 2005, respectively.

Reguiatory Proceedings

The Company ig a party to a numbet of Federal Energy Regulatory Commission (“FERC”) and
California IS0 proceedings related to the California Energy Crisis of 2000 and 2001. The FERC and other
regulatory judicial bodies continue to examine the behavior of market participants during this 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

Since the date of the 10-K for period ending July 31, 2004, previously reported legal proceedings have
been resolved as follows:

On January 21, 2005, the court granted the Company’s motion to dismiss in Coltrain, et al. v
Commonwealth Energy Corporation, et al. (Case number CV03-8560-FMC (RNBx)) for lack of
prosecution.

On December 23, 2004, the Company entered into a full and comprehensive Settlement Agreement and
Mutual General Release (the “Settlement Agreement”) with stackholder and former director of Common-
wealth Energy Corporation, Joseph P. Saline, and stockhalder Joseph Ogundiji. The Settlement Agreement
effectively ended all legal actions between the parties that began in 2001, including Orange Court Superior
Court case numbers 01CC10657, 01CC09285, 03CC03409, 04CC05038. The Settlement Agreement ac-
knowledges and validates Mr. Saline’s shares of common stock in the Company and provides for a §1.2 million
settlement payment fo Mr. Saline, The Settlement Agreement also provides Mr. Ogundiji with a payment of
$222,400 in settlement of all his claims and for canceling all of his 120 shares of common stock. In addition,
Mr. Saline and Mr. Ogundiji agreed that for the next two years they would submit any future diputes to
mediation before commencing litigation or before they take any steps to contact the Company’s stockholders
for any reason related to bringing a proxy contest.
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On February 18, 2005, the court struck the defendant’s answers and dismissed their counter-claim in
Commonwealth Energy Corporation v. Wayne Mosley, et al. (Case number CV03-00402-NM (RNBx)) for
failure 1o prosecute and failure to comply with orders of the court.

We are currently, and from time to time may become, involved in litigation concerning claims arising out
of our operations in the normal course of business. We are currently not involved in any legal proceedings 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. Related Party Transactions

During fiscal 2004, the Company engaged Nexus Advisory to assist in the Company’s financial
reorganization. The Company paid Nexus Advisory $110 in fiscal 2004 for consulting services. In July 2004,
David Barnes, the principal of Nexus Advisory, became the Company’s Vice President of Finance and
Investor Relations. The Company did no further business with Nexus Advisory in fiscal 2005 and Mr. Barnes’
employment with the Company terminated in December 2004,

In prior fiscal years, the Company utilized Technical Service Group, Inc., doing business as Symcas-TSG
(“Symcas™) on a limited basis for its IT maintenance. During fiscal 2004, Linda Guckert, the Company’s
Vice President of Information Technology, terminated her relationship with Symcas and the Company paid
Symcas $577 in fiscal 2003 and less than $10 in fiscal 2004 and 2005.

On April 1, 2004, the Company acquired Skipping Stone Inc., an energy consulting and technology firm.
Skipping Stone was a privately held company that was principally owned by Peter T. Weigand. Mr. Weigand,
who was the Chief Executive Officer of Skipping Stone prior to its acquisition by the Company, became the
President of Commonwealth, Commerce Energy and Skipping Stone on April 1, 2004. Prior to its acquisition
of Skipping Stone, since 2001, Commonwealth has engaged Skipping Stone to perform various consulting
services. The consulting services were performed by various employees and independent contractors of
Skipping Stone, including Peter T, Weigand and Richard L. Boughrum, who was an independent contractor of
Skipping Stone until March 28, 2004. On April 1, 2004, Mr. Boughrum became the Chief Financial Officer of
Commonwealth and Commerce Energy. Consulting services performed by Skipping Stone for Commonwealth
have included data collection and analysis of market size information, review of energy supply and finance
agreements, development of business plans, work plans and definitions of various strategic initiatives and
representation of the Company in the implementation of such initiatives, The agreements to perform
consulting services were terminable by cither party at any time. At the time of the completion of the merger,
the only on-going comsulting services being performed by Skipping Stone for Commonwealth relate to
Commonwealth's preparations in connection with its upcoming required report on internal control over
finaneial reporting pursuant to Section 404 of the Sarbanes-Oxley Act of 2002, Commonwealth has paid
Skipping Stone an aggregate of approximately $308 in consulting fees and expenses from March 2002 through
the acquisition date. Through March 31, 2004, approximately 23% of Sldpping Stone's calendar 2004 revenues
had been derived from consulting fees paid by Commonwealth.

The aggregate purchase price for all of the outstanding Skipping Stone securities, which consists of
common stock and vested options, was $3.1 million and the assumption of 50.6 million of debt. The purchase
price was paid through the issuance of Commonwealth common stock, which was valued at $1.92 per share.
Mr. Weigand received 1,088 shares of Commonwealth common stock in the transaction. In addition, ather
former holders of Skipping Stone common stock received an aggregate of 526 shares of Commonwealth
common stock in the transaction.

The Company granted the former holders of Skipping Stone common stock “piggy-back™ registration
rights with respect 1o the 1,468 shares of commen stock issued to them in the merger. Pursuant to a
Tegistration rights agreement dated as of April 1, 2004, the Company agreed to register such shares for resale
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under the Securities Act in any registration statement filed by Commonwealth with the Securities and
Exchange Commission with respect to an offering by Commonwealth for its own account (other than a
registration statement on Form S-4 or 8-8 or any successor thereto) ar for the account of any Commonwealth
stockhalder. The Company will pay all of the expenses of such registration. The Company also agreed to
indemnify and hold harmless each of the former holders of Skipping Stone common stock from and against
any liabilities (including attarney fees) arising out of any untrue statement of a material fact contained in any
such registration statement, other than with respect to information provided by such stockholders for inclusion
in the registration statement. The Company’s obligation to register these shares will terminate only when such
shares have been disposed of pursuant to an effective Registration Statement; in the opinion of counsel to
Commonwealth, the entire amount of the shares may be sold in a single sale without any limitation as to
volume pursuant to Rule 144 (or any successor pravision then in effect) under the Securities Act; or the
shares are sold or distributed by a person not entitled to these registration rights.

Each of the former holders of Skipping Stone common stock, including Mr, Weigand, has agreed to place
20% of the Commonwealth shares issued to him in the merger in an escrow for a period of six months. The
stockholder escrow shares are subject to forfeiture, at $1.92 per share, based upon a two part “true up”
calculation, which is defined in the merger agreement. The first part of the calculation is designed ta cover a
decline in the value of Skipping Stone’s net equity, defined as the difference between the total assets minus
the total liabilities, from December 31, 2003 to April 1, 2004, the effective time of the merger. The second
part of the calculation will verify that as of six months from the effective time all assets have been collected,
amortized or realized as cash and no other liahilities have been accrued or paid by Skipping Stone or
Commonwealth after the effective time. The stockholder escrow shares continue to be held in escrow pending
resolution of the “true-up” calculation.

In addition, each of the former holders of Skipping Stone common stock, including Mr. Weigand, has
agreed to place an additional 10% of the Commonwealth shares issued to him in the merger in an escrow fora
period of eighteen months in the case of Mr. Weigand, and twelve months in the case of the other three former
holders of Skipping Stone common stock. The retention escrow shares of Mr. Weigand continue to be held in
escrow pending resolution of the “true-up” calculation. The retention escrow shares are subject to forfeiture in
the event that such person volunlarily resigns his employment with Commonwealth, Commerce Energy or any
of their affiliates after the reorganization during the escrow period {(but not upon death, disability or certain
changes in control not approved by the board). In connection with the merger, Mr. Weigand also entered into
an Agreement Not to Compete for twelve months after he is no longer employed by Commonwealth,
Commerce or any of their affiliates, except under the circumstance of a change in control not approved by
Board of Commonwealth or Commerce.

The Company purchases natural gas from several suppliers, including Cook Inlet Energy Supply LL.C
{“Cook Inlet”). Gregory L. Craig is the Chief Executive Officer and a substantial shareholder of Cook Inlet,
and was appointed to the Company’s Board of Directors as a Class 1 Director in November 2004 through
August 2005, when M. Craig resigned from the Board. For the six months ended July 31, 2005, the Company
purchased $9.2 million of natural gas from Cook Inlet, 5% of the Company's total direct energy costs. The
Company believes the purchases were on tetms comparable to those available from unaffiliated suppliers. The
Company’s natural gas retailing business was acquired in February 2003, and the supply arrangement with
Cook Inlet existed at the time of acquisition.

17. Quarterly Financial Information (Unaudited)

The majority of the Company’s commodity supply contracts are accounted for pursnant to the normal
purchase, normal sale accounting treatment prescribed by Statement of Financial Accounting Standards
No. 133, Accounting for Derivative Instruments and Hedging Activities, as amended, or SFAS No. 133,
whereby contracted energy costs are recorded at the time of physical delivery. During fiscal 2003, the
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Company accounted for certain of its electricity supply contracts (all electricity supply contracts for its
Pennsylvania market entered into after January 28, 2005) and certain other financial derivatives as cash flow
hedges, whereby mark to market accounting gains or losses were deferred and reported as a component of
other comprehensive income (loss) until the time of physical delivery.

In connection with the preparation of the Company’s consolidated financial statements for the fiscal year
ended July 31, 2005 management determined that derivatives previously designated as cash flow hedges
lacked the adequate documentation of the method for measurement and testing of hedge cffectiveness
required to qualify as cash flow hedges under SFAS No. 133. Additionally, we determined that certain
derivatives contracts had been inappropriately accounted for as normal purchase, normal sale contracts and
thereby erroneously accounted for as exempt from the mark to market accounting provisions of
SFAS No. 133. Mark to market gains or losses on derivatives previously designated as cash flow hedges and
on contracts inaccurately exempted as normal purchase, normal sale contracts required adjustment in the
income statement for each period, rather than deferral as a component of other comprehensive income (loss)
until physical delivery, The Company has restated its results for each of the quarterly periods ended
October 31, 2004, January 31, 2005 and April 30, 2005, the effects of which are summarized below and were
to increase (decrease) direct energy costs in the first, second and third quarterly periods in fiscal 2005 by
$1,071, ($1,613) and ($328), respectively. The effect of the restatement on the Company’s consolidated
balance sheet at the end of each quarter is immaterial and the restatement had no effect on our cash flows.
The fiscal 2004 quarterly financial information is shown as reported for comparative purposes only and was not
impacted by the restatement.

The following is the Company’s quarterly financial information:

Octaber 31 January 31 Aprl 30 July M Fiscal Year
Reported  Restated  Reporied  Restated  Reported  Restated
Year ended July 31, 2005:
Net revenue . ............. $38,496 $58.406 $61.048 $61,048 $68478 $68,478 $65,831  $253.853
Direct energy costs. . ....... 52,406 51,335 51,026 52,639 60,439 60,767 60,930 225,671
Grossprofit............... 6,090 7.161 10,022 8,409 8,039 7,711 4,501 28,182
Netloss.................. (1,120) (48) (729)  (2,342) (993) (L31%9)  (2,405) (6,114)
Net loss per common share:
Basic and diluted ... ... .. (0.04) (0.00) (0.02) (0.0%) {0.03) (0.04) {0.08) {0.20)

October 31  January 31 April 30 July 31 Fiscal Year

Year ended July 31, 2004:

Netrevenue .......ovuiivireereennnnnn. $58,396 $47.038  $48,321 $56,668  $210,623
Direct energy costs. . ... ouvuriannennns 54,075 43,783 42,799 50,523 191,180
Gross Profit . .. ..o 4,321 3,255 5,722 6,145 19,443
Net 1088 . v e (1,122) {7,653) (5,594) (7,351  (21,720)
Net loss per common share:

Basic and diluted .............ooeeiii.. .. (0.04) (0.28)  {020)  {0.25) (0.77)
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Exhibit C-4
Financial Arrangements
Commerce Energy, Inc. doing business as Commerce Energy of Ohio, Inc.

Applicant has no financial arrangements with regard to conducting CRES activity within
the state of Ohio.



Exhibit C-5
Forecasted Financial Statements
Commerce Energy, Inc. doing business as Commerce Energy of Ohio, Inc.

The applicant has no forecasted financial statements for possible CRES operation at this
time.




Exhibit C-6
Credit Rating

Exhibit C-7
Credit Report
Commerce Energy, Inc. doing business as Commerce Energy of Ohio, Inc.

The Dunn & Bradstreet reports pertaining to Commerce Energy, Inc. and Commerce
Energy Group are attached.



D&B Business Information Report: COMMERCE ENERGY GROUP, INC. Page 1 of 6 7

D&B Business Information Report
Copyright 2007 Dun & Bradstreet - Provided under contn;act for the exclusive use of subscriber 2647343371

ATTN: SEscobar Report Printed: FEB 07 2007
In Date

BUSINESS SUMMARY

COMMERCE ENERGY GROUP, INC.

600 Anton Blvd Ste 2000
Costa Mesa, CA 92626
This is a headquarters location, D-U-N-S Number: 15-389-3024
Branch{es} or division(s) exist.
Web site: WWW .Commerceenargygroup.com D&B Rating: 5A2
Financial strongth: 5A is $50 million and
Teiephone: 714 259-2500 over,
credil 21 s
Fax: 714 2597501 e credtt 5 g0od
Chief executive: STEVEN S BOSS, CED D&B PAYDEX®:
Stock symbol:  EGR 13-Month DAB PAYDEX: 78
When weighted by dollar amount, payments to
Year started: 2003 suppliers average 3 days beyond terms.
Employs: 176 (UNDETERMINED here) Based on trade collected over last 12 months.
Financial OCT 31 2006
statement date:
Sales F: $247,080,000
Net worth F: $64,253,000
History: CLEAR
Financing: SECURED
Financial GOOD
condition:
SIC: 4811
4922
Line of businass: Provides retall electricity and natural
gas
SUMMARY ANALYSIS
D&B Rating: 542
Financial strength: SA Indicates $50 milkon and over.,

Compogite credit appraisal: 2 Is gooad.

This credit rating was assigned because of D&B's assessment of the company's financlal ratlos and its cash flow. Far
more Information, sea the D&B Rating Key.

Below is an overview of the company’s rating history since 07/31/04:

D&B Rating Date Applied
5A2 01/24/05
FR3 07/31/04

The Summary Analysis section reflects information in D&B's file as of February 5, 2007,
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D&B Business [nformation Report: COMMERCE ENERGY GROUP, INC. Page 2 of 6

CUSTOMER SERVICE

If you have questions about this report, please call our Customer Resource Center at 1.800,234.3867 from anywhere
within the U.5, If you are outside the U.S. contact your local D&B office.

o Additional Deciston Support Avallable ***

Additional D&B products, manitoring services and specialized investigations ara avaiiable to help you evaluate this
company or its Industry. Call Dun & Bradstreet's Customer Resource Center at 1.800.234.3867 from anywhere within
the U.S. or visit our website at www.dnb.com,

HISTORY

The following information was repotrted 01/09/2007:

Officer(s): STEVEN S BOSS, CEO+
ROBERT C PERKINS, CHB+
LAWRENCE CLAYTON JR, SR VP-CFO-SEC
THOMAS L ULRY, SR VP SALES B MKTG
R NICK CICLL, VP-CHIEF RISK QFFICER

DIRECTOR(S): The officers identified by {+) and Charles E Bayless, Mark S Juergensen, Gary J Hessenauer and
Dennis R Lelbel,

Business started 2003.
The company was incorporated in the State of Delaware on December 18, 2603.

The company's common stock is traded on the American Stock Exchange unidar the symbol "EGR", As of October 16,
2006, there ware 1,813 shareholders of record. As of December 6, 2006, those shareholders Identified by the
company as beneficially owning 5% ar more of the putstanding shares were: Daniel Zaff (11.0%) and Ian B Carter
(B.4%). As of the same date, officers and directors as a group beneficlally owned 6.5% of the outstanding shares.

Events.
On Saptember 20, 2006, the company acquired HESCO assats consisting of cantracts with end-use customars.

On February 9, 2005, the company acquired certain assets of ACN Utility Senvices, Inc., or ACNU, a subsidiary of
American Communications Netwark, Inc.

$TEVEN S BOSS, Diractor since Jul 2005, He was appointed CEO of tha company In August 2005. Since August 2005,

he alsa has served as a director and President of the rempany's principal operating subsidiary, Commarce Energy,

Inc., and as a director and CEO of the company's other operating subsidiary, Skipping Stane Inc. Firom 2003 to

ﬁugust}:OOS. he was an attomey In private practice and from 2000 to 2003, he sarved as Presldent of Energy Buyers
etworlk, LLC,

ROBERT C PERKINS. Director since Dec 2003, He has been the Chairman of the Board of Diractors of the company
since May 2005. He also sarved as a director of Commonwealth Ehergy Corporation, the predecessor corporation to
the company, fram 1999 to January 2006.

LAWRENCE CLAYTON JR. He was appointed Interim CFC and Secretary of the company in August 2005 and In
December 2005 was appointed Senlor Vice President, CFO and Secretary of the corporation. Since January 2606, he
has served as a director and CFO, Treasurer and Secretary of Commerce Energy, Inc., and of Skipping Stone Inc.
From March 2004 to August 2005, he was a principal of The Practice Advisary Group.

THOMAS L ULRY. He joined the company in February 2005 as Senior Vice President, Sales and Dperations and
currently serves as Seniar Vice President, Sales and Marketing. From October 2003 unti! he joined the company, he
served as Global Vice President and COO of ACN Energy. From November 2001 to July 2003, he served as Senior Vice
President for Nicor Enargy, LLC.

R NICK CIOLL. He was appointed Vice Prasident, Chief Risk Officer of the company in October 2006. He has servad as
Vice President, Risk Management for Commerce Energy Inc., since July 2004. From Aprll 2002 to 2004, he served as
Director of Risk Management at TXU Corporation. From November 2001 to 2002, ha served as Internal Business
Consultant at TXU Corporation.
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DENNIS R LEIREL. Director since Dec 2005. He served as a founding partner of Esquira Associates LLC, a financial
consulting business since 1998,

GARY J HESSENAUER. Director since Aug 2005. Since 2003, he has been an investor and advisor to early stage
companies.

CHARLES E BAYLESS. Director since Jul 2004, He has been the President of the West Virginla University Institute of
Technology since April 2005.

MARK 5 JUERGEMNSEN. Director since Dec 2003, He has served as Vice President of Sales and Marketing for Predict
Power, an energy solutlon sofiware company he co-founded, since May 2000.

CORPORATE FAMILY

Click below to buy a Business Information Report on that family member.
For an expanded, more current corporate famlly view, use D&B's Global Family Linkage product,

Subsidiaries (US):
Commerce Energy Inc Costa Mesa, CA DUNS # 17-634-3341

QOPERATIONS

01/09/2007
Description: The company through its wholly owned subsidiarles, provides retall electricity and natural gas.

Terms: Nel 30 days, Sells to residentlial, commaercial, Industrial, and Instituticnat customers,
Territory : United States,

Electricity sales volumes are higher in the summer months followed by the winter months. Natural
gas sales volumes are higher in the winter, with the lowest demand ¢¢curring during the summer.

Employses: 176 which incdudes officer(s). UNDETERMINED employed here.
Facllities: Leases 39,000 sq. ft. in a hullding.
Location: Suburban business section on main straet.

Branches: This business has muitiple branches, detalled branch Information Is avallabla in Dun & Bradstreet's
linkage or family tree products.

Subsidiaries: This business has multiple subsidiaries, detallad subsidiary Information is available In Dun &
Bradstreet's linkage or family tree products.

SIC & NAICS

SIC: NAICS:

Based on information In our file, D&B has assigned this 221119 Other Electric Power Generation
company an extended 8-digit SIC, D&B’s use of B-digit 486210 Pipeline Transportation of Natural Gas
SICs enables us to be more spedfic to a company's

operations than If we use the standard 4-digit code.

The 4-digit SIC numbers link to the description oh the
Occupational Safaty & Health Administration (QSHA)
Web site. Links open In a new browser window.

49110000 Electric services
49220000 Natural gas transmission
D&B PAYDEX
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The D&B PAYDEX is a unique, doliar weighted Indicator of payment performance based on up to 11 payment
experiences as repartad to D&B by trade references.

3-Month D&B PAYDEX: 79 12-Month DB PAYDEX: 7 8B
When welghted by dollar amount, payments to When weighted by dollar amount, payments to
suppliers average 2 days beyond terms. suppliers average 3 days bayond terms.

Basad on trade collected over last 3 months. Based on tiade collected over last 12 maonths.

When dollar amounts ara not considered, then
approximately 83% of the company’s payments are
within terms.

PAYMENT SUMMARY

The Payment Summary section reffects payment information in D&B's file as of the date of this repart.

Below is an overview of the company's dollar-weighted payments, segemented by its suppllers' primary Industries:

Total Total Dollar Largest High Within Days Slow
Rev'd Amts Credit Terms <31 31-60 61-90 90>
(#) 4)) (%) (%) (%)
Top industries:
Nonclassified 3 10,250 7,500 100 - - - -
Whal office supplies 3 4,000 2,500 87 - 13 - -
Whol computers/softwr 1 75,000 75,000 100 - - - -
Whol nondurable goods 1 7,500 7,500 100 - - - -
Newspaper-print/publ 1 2,500 2,500 - - - 100 -
Misc general gov't 1 750 750 1060 - - - -
Other payment cabegories:
Cash axperiences 1 10,000 10,000
Payment record unknown 0 0 0
Unfavorable comments 0 0 0
Placed for collections:
With D&B 0 0
Other 0 N/A
Total in D&B's file 11 119,000 75,000

The highest Now Owes on file is $50,000
The highest Past Due on file [s $1,000

D&8 recelves gver 600 million payment experiences each year. We enter these new andupdated experiences into
D&B Reports as this Information isreceived.

PAYMENT DETAILS

Detalled Payment History

Date Reported Paying Record High Credit Now Owes Past Due Selling Terms Last Sale
(mm/yy) (%) ($) €] Within
{months)
01707 Ppt 75,000 50,000 (] 1 mo
12/06 Ppt 7,500 ¢} 0 1 mo
Ppt 2,500 0 0 6-12 mos
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Slow 80 2,500 0 ] Ni5
11706 (005) 10,000 10,000 ¢  Cash account
09/06 Ppt-Slow &0 1,000 1,000 1,000
07/06 Ppt 2,500 1,000 0 N30
(008) 750
Satisfactory.
03/06 Ppt 500 0 0
12/05 Ppt 7,500 0 0
Ppt 250 0 0

Payments Detall Key: red = 30 or more days beyond terms

Payment experlences reflect how bills are met In relation to the terms granted. In some Instances payment beyond
terms can be the result of disputes over merchandise, skipped Invgices ete.

Page 5 of 6

6-12 mos
1 mo

1 mo
1 mo
1 mo

6-12 mos
6-12 mos
£-12 mos

Each experience shown Is froem a separate suppiier. Updated trade experiences replace those previously reported.

FINANCE

0170972007
Three-year statemant comparative:

Consolidated

Jul 31 2005

Current Assets 69,290,000

"Current Liabs 32,571,000

Lurrent Ratio 2.13

Working Capitaj 35,715,000

-Other Assets 33,342,000

"Net Worth 70,061,000

Sales 253,853,000
Net Profit (Loss) ... [6114000) -

Interim Consuolidatad statement dated OCT 31 2006:

Assets
Cash 8,066,000
Accts Rec 37,524,000
Inventory 7,267,000
Prepald Expenses & Other Current 4,608,000
Curr Assets %57,485,000
Fixt & Equip 7,047,000
Restricted Cash & Cash Equivalent 16,755,000
Deposits 2,358,000
Goodwiil 4,801,000
Other Intangible Assets 7,543,000
Total Assets $96,089,000

Consolidated
Jul 31 2008
64,996,000
32,743,000
1.99
32,253,000
34,080,000
66,333,000
247,080,000
. {2.239,000)
Liabilitias
Accts Pay
Accruals
Curr Liabs
COMMON 5TOCK
ACCUM OTHER COMPREHENSIVE
LOSS
RETAINEE EARNINGS

Tatal

Consolidated
Oct 31 2006 -

57,485,000
31,836,000

1.81
25,649,000
38,504,000
64,253,000

23,578,000
8,258,000

$31,836,000
58,982,000

(326,000)
5,597,000

$96,085,000

From AUG 01 2006 to OCT 31 2006 sales $70,507,000; cost of goods sold $60,451,000, Gross profit $10,056,000;
operating expenses $10,0584,000. Cperating Income %(28,000); other income $412,000. Net income $384,000.

Statement obtalned from Securties And Exchange Commission. Prepared from books without audit.

Accounts raeceivable shown net lass 4,901,000 allowance,
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Explanations .
The net worth of this company Includas Intanglbles.

The report was updated using information the company filed with the Securities and Exchange Commission.

KEY BUSINESS RATIOS

Statement date: OCT 31 20086

Based on this number of establishments: 56

Firm Industry Median

Reaturn of Sales: 0.5 Return of Sales: 8.4
Current Ratio: 1.8 Current Ratfo: 1.2
Assets / Sales: LN Assets / Sales: 256.9
Total Liability / Net Worth; unN Total Liability / Net Worth: 192.6

UN = Unavailable

BANKING
12/06 Account(s) averages low 5 figures. Account open 1-3 years.
PUBLIC FILINGS

The foltowing Public Fillng data s for Information purposes only and Is not the officlal record. Certified coples can only
be obtalned from the offidal source.

UCC FILINGS

Collataral: Negotiable instruments inclugding proceeds and products - Inventory including
proceeds and products - Account(s) including proceeds and products - Assets
including proceeds and products - and OTHERS

Type: Original

Sec. party: WACHOVIA CAPITAL FINANCE CORPORATION (WESTERN), AS AGENT,
PASADENA, CA

Dabtor: COMMERCE ENERGY GROUF, INC,

Flling number: 6167721 0

Filad with: SECRETARY OF STATE/UCC DIVISION, DOVER, DE

Date filad: 05/17/2006

Latest Info Received: 06/16/2008

The publi¢ record Items contained In this report may have been pald, terminated, vacated or reteased prior to the
date this report was printed.

B A Bt bl bk e = o S . 2 —— .

Copyright 2007 Dun & Bradstreet - Provided under contract for the exclusive use of subscriber 2647343371
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Exhibit C- 8
Bankruptcy Information
Commerce Energy, Inc. doing business as Commerce Energy of Ohio, Inc.

The applicant has not filed any form of bankruptcy, reorganization or protection from
creditors.



Exhibit C- 9
Merger Information
Commerce Energy, Inc. doing business as Commerce Energy of Ohio, Inc.

Applicant completed no mergers in the past two years. Included herein is a copy of the
Ohio Business License and Certificate of Good Standing.
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DATE: DOCUMENT ID  DESCRIPTION FILING EXPED PENALTY CERT - copy
08/2172005 200517102302 FOREIGMNAMENDMENT (FAM) 50.00 100.0¢ 0D Lo E

This is not a bill. Please do not remit payment.

COMMONWEALTH ENERGY CORPORATION
600 ANTON BLVD., STE. 2000

CAROL SMART

COSTA MESA, CA 92629

STATE OF OHIO
CERTIFICATE

Ohio Secretary of State, J. Kenneth Blackwell

1195068

1t is hereby certified thet the Secretary of State of Ohio has custody of the business records for
COMMERCE ENERGY OF OHIO, INC. (COMMERCE ENERGY, INC.)
and, that said business records show the filing and recording of:

Document(s) Decument No(s):
FOREIGN/AMENDMENT 200517102362

Witness my hand and the seal of
the Secretary of State at Columbus,
Ohio this 20tk day of June, AD.

’;i'/@uzm

Ohio Secretary of State

Offica of the Secretary of Stata




UNITED STATES OF AMERICA
STATE OF OHIO
OFFICE OF THE SECRETARY OF STATE

I, J. Kennerh Blackwell, do hereby certify that I am the duly elected, qualified and present
acting Secretary aof State for the State of Ohio, and as such have custody of the records of
Ohio and Foreign corporations, that said records show COMMERCE ENERGY, INC,, a
California Corporation, having qualified to do business within the State of Ohio on
November 27, 2000, under License No. 1195068, under the Assumed Name COMMERCE

ENERGY OF OHIO, INC. (, is currently in GOOD STANDING upon the records of this

affice.

Witness my hand and the seal of the
Secretary of State at Columbus, Ohio
this 1st day of July, A.D. 2005.

}/M%

Ohio Secretary of State

Validation Number: 200518201076



Exhibit D - 1
Operations
Commerce Energy, Inc. doing business as Commerce Energy of Ohio, Inc.

Commerce Energy, Inc. (CEI) d/b/a Commerce Energy of Ohio will operate as a
Competitive Retail Electric Service Provider. CEI will assume the responsibility for the
sale and provision of retail electric generation service to retzil customers. CEI will hold
title to the electric power provided prior to delivery to retail customers.

CEI will utilize its knowledge and expertise gained from operations in its other
deregulated markets to handle all of its scheduling, EDI, billing, settlement and ancillary
product needs. CEI will manage these intemally by performing all the scheduling of
retail power for transmmission and delivery as well as all other services used to arrange for
the purchase and delivery of electricity to.retail customers. CEI currently has internal
systems capable of sending and receiving EDI transactions to meet the needs of
interfacing with other parties in the Ohio marketplace such as the incumbent utility
transmission and distribution companies and the state’s system operator.

CEI has experience contracting with customers, providing coatracted services, supplying
billing data and responding to customer inquiries and complaints in the above referenced
markets. CEI plans to continue to fulfill these services for its future customers in Ohio in
accordance with Commission rules pursuant to Section 4928.10 of the Revised Code.



Exhibit D-2
Operations Experience
Commerce Energy, Inc. doing business as Commerce Energy of Ohio, Inc.

Steven S. Boss- Chief Executive Officer

Mr. Boss joined the company as a member of the Board of Directors in July 2005 and
later became the Chief Executive Officer in August 2005. Mr. Boss has significant
operating experience in the retail energy industry. 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 to that, Mr. Boss served in various legal
and senior management positions in a number of energy companies and practiced law in
private practice. Of particular note, from 1984 to 1992, Mr. Boss served as president and
chief executive officer of Sunrise Energy Services, Inc., at the time, one of the largest
independent natural gas marketing companies in the cammercial market sector in the
United States, which had its shares listed on the American and London Stock Exchanges.
Mr, Boss received a Bachelor of Science in Aerospace Engineering from the University
of Texas, a Juris Doctor from the University of Southem California and has been a
member of the California State Bar since 1974.

Lawrence Clayton, Jr. — Chief Financial Officer

Mr. Clayton has managerial expetience in the electric and natural gas markets. He served
as a private consultant for energy clients as a principal of The Practice Advisory since
March 2004. Previously, Mr. Clayton served as Chief Financial Officer of EOTT
Energy, a large independent gatherer and marketer of crude oil. Prior to that Mr. Clayton
was the Chief Financial Officer of Aquila Energy, an energy merchant subsidiary of
UtiliCorp United, Inc., which traded on the New York Stock Exchange.

M, Clayton is a graduate of Rice University, where he earned both an M. A. degree in
Accounting and a B.A. degree in Managerial Studies and Economics.

Thomas Ulry - Senior Vice President, Sales and Marketing

Mr. Ulry has more than 17 years of energy industry experience in both fast paced start-up
companies and mature business environments. His professional career includes extensive
experience in executive level operations positions with an emphasis in the Energy sector.
Mr. Ulry previously worked as Chief Operating Officer of ACN Energy, Previously, Mr.
Ulry served as Senior Vice President for Nicor Energy, L.L.C. While at Nicor Energy, his
responsibilities included managing the profit and loss center for the company’s consumer
business unit generating an excess of $165 million in revenue, and expanding sales
channels, which resulted in a 90% increase of new customers. Prior to his tenure at Nicor
Energy, Mr, Ulry held the position of President and Chief Operating Officer for
Energy.com Corporation, successfully launching the company with an e-commerce store
specializing in energy related products. Mr. Ulry holds an Associates Degree in
Information Technology.


http://Energy.com

Nick Cioll - Vice President Risk Management

Mr. Cioll is responsible for implementing and running all aspects of risk management for
Commerce Energy including leading risk control, risk analytics, hedging oversight, load
forecasting, contracts and credit. Mr. Cioll has a 16 year career as an executive in
finance, risk management, and operations and has 11 years experience directly in the
electricity business at Commerce Energy, TXU, Entergy, and Automated Power
Exchange, He has been an executive with three Fortune 200 Companies, TXU, Freeport
McMoRan and Kaiser Aluminum, where he was Director of Risk Management for TXU,
CFO and head of finance for two Freeport affiliates, and Director and VP of Global
Commodities Management at Kaiser and Freeport, respectively. Mr. Cioll was also
Senior VP of Operations at RateXchange, the leading bandwidth exchange. He has an
undergraduate degree in Economics, an MBA in Finance, and a CPA.

Robert Gunnin - Vice President Energy Supply

Mr. Gunnin’s joined Commerce Energy in 2003. He has a total of 28 years of experience
in the energy business. Mr. Gunnin’s overall responsibility at Commerce Energy is for
energy supply in all markets. This includes the long term strategic purchases as well as
the day by day shaping decisions. He is also the Manager of Scheduling and
Procurement, CAISO Scheduler and PIM Scheduler.

Prior to joining Commerce Energy Mr. Gunnin worked at DTE Energy Trading as the
Director of Generation Trading {Ann Arbor, MI). There he was responsible for
integrating the vtility generation fleet and the utility staff into the trading/merchant side
of the business.

Mr. Gunnin has also worked for ICF Consulting as the Vice President of Risk
Management, MIECO, Inc. as the Vice President and he worked for San Diego Gas &
Electric as the Manager of Energy Risk Management. He also worked in the trading and
supply section for the following companies; Energy Pacific, Banque Paribas, Chicago
Research & Trading, BP North America, Tosco Corp.

Mr. Gunnin is 2 member of NYMEX, the Petroleum Advisory Committee, the Options
Advisory Committee, the Chicago Board of Trade, the Petroleum Advisory Commiittee,
the Chicago Mercantile Exchange and the Petroleum Advisory Committee. Mr. Gunnin
has a degree in Accounting from the University of Southern California in Accounting and
a MBA from Pepperdine University.



Exhibit D-3
Key Technical Personnel
Commerce Energy, Inc. doing business as Commerce Energy of Ohio, Inc.

Name Title Contact Information

Thomas Ulry Sr. Vice President, Sales and Marketing tulry @commerceenergy.com
Phone: 714-481-6650

Nick Cioll Vice President, Risk Management ncioll @ commerceenergy.com
Phone: 714-259-2564

Tony Cusati Mid-West Market Mgr., Regulatory Affairs fcusati@conumerceenergy.com

Phone: 703-444-2307
Rob Gunnin Vice President, Energy Supply rgunnin @commerceenergy.com

Phone: 714-259-2502


http://coinmerceenergY.com
http://commerceenergv.com
http://commerceenergy.com
http://commerceenergy.com

Exhibit D-4
FERC Power Marketer License
Commerce Energy, Inc. doing business as Commerce Energy of Ohio, Inc.

Applicant’s Federal Energy Commission docket number is ER 97-4253-000.



