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CoSt Of ProdUCt SAIES.......oveeeeeece et
General and AAMINISTTALIVE ..........cc.oovveee e
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Patent Filing and MaintERANCE...........c..coovuuiuriiereec et
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Finarsial Overview

2001 2000 1999
$ 176 $ 199 $ 142
1,424 383 -
1,600 582 142
117 133 81
1,858 1,799 1,585
365 534 827
196 152 134
936 2,036 2,485
170 (35) (44)
621 712 393
1,276 - -
- - 1.750
$3,003 $2.713 $4.584
$1.08 $ 103 $ 177
2,717 2,631 2,594
$4,612 $ 965 $1,311
4,658 1,057 1,346
808 400 494
368 808 196
3,804 565 817
3,482 (151) 656
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[elle? to Shareholders

AIM Listing In December 2001 Clean Diesel Technologies Inc. listed on the London Stock Exchange’s Alternative Investment
Market (AIM). At the same we time raised approximately $5.0 million (£3.6 million) of new funding. We chose to list on AIM to
provide more localized trading access for European investors who have always held the substantial majority of the Company's
shares. This strategy has worked with AIM investors demonstrating an appetite for your Company’s shares and a consequent
strengthening of the share price.

Our Market Clean Diesel Technologies aperates in a very large marketplace. According to a 2000 report prepared by Charles
River Associates and published by Diesel Technology Forum, 94% of all freight {trucks, trains, boats and barges), 66% of all farm
machinery, 95% of all public transit buses and 100% of heavy construction machinery in the US is diesel powered. Worldwide
about 200 billion gallons of diesel fuel are used annually including 50 billion gallons consumed in the US.

The annual gross output of the diesel industry, including manufacturing of diesel equipment, fuel and related materials, exceeds
$485 billion per year and is greater than the gross value of all computer hardware and office machines manufactured in America.

Diesel power is 30 to 40% more fuel efficient than gasoline (petrol) engines and thus creates much less of the greenhouse gas
carbon dioxide. However, it emits more nitrogen oxide (NOx) and more particulates. The California Air Resources Board (CARB)
calculates that 70% of ambient air toxics are due to diesel particulate emissions, which are now thought to be carcinogenic.
Studies also link particulate emissions with global warming. It is these unwelcome diesel emissions that your Company’s
products are designed to tackle.

The Company's products are aimed at the existing worldwide fleet of diesel engines, which will remain a problem because of the
long life of these engines {between 15 to 30 years) regardless of any developments that have the effect of cleaning up new engines.

CDT's patented family of platinum fuel additives can be used with normal diesel or with “alternative diesel fuels” such as biodiesel
and ultra low sulphur diesel to reduce emissions by up to 40%. Used with Diesel Oxidation Catalysts {DOCs), they can produce emis-
sion reductions of 40 to 60%. Used with Diesel Particulate Filters {DPFs), our products help to produce a stunning 85% reduction.

Currently, DPF technology is preferred by CARB and the United States Environmental Protection Agency (US EPA); however, this
technology is not working on most of the older and dirtier diesel engines because the filters become clogged. Thus a combination
of Platinum Plus® fuel borne catalyst (FBC) with the more easily fitted DOCs is likely to be the most practical and cost-effective
solution for many vehicles.

In the Company’s apinion, further reductions of diesel emissions to the levels required for 2007 and beyond can only be achieved by
using after-treatment systems such as more efficient diesel particulate filters in combination with Platinum Plus FBC, which reduces
clogging, and catalytic systems such as the ARIS™ 2000 NOx Reduction System.

Growing Demand The continuing tightening of clean air standards and growing international awareness of the greenhouse
effect, combined with increasing consumer pressure for fuel efficiency, increases demand for our technologies.

Devélopments are taking place around the world in response to these pressures. The most important, from your Company's
paint of view, are occurring in the United States, which is the world's largest market and the one in which your Company is
most firmly established.



California led the world in the reduction of emissions from gasoline vehicles and is again taking the lead over diesel engine
emissions. CARB declared diesel particulate emissions to be a Toxic Air Contaminant in1998, and issued a Risk Reduction Plan
in 2000 that requires the reduction of particulate emissions from the state’s 1.2 million diesel engines by 2007.

The US EPA has initiated a Voluntary Retrofit Program for emission reduction in the other 49 states that will involve hundreds of
thousands of vehicles over the next few years.

Within the next few months, CARB and the EPA are both expected to publish their own verification and durability program requirements
for diesel fuel additives. The verification programs will require the Company to perform extensive performance, durability and in-use
testing. We intend to apply for verification of the Platinum Plus FBC with multiple engine types as well as specific DOCs and DPFs.

The emergence of the CARB and EPA programs is creating a massive near-term market for particulate control,
which, in your Company's view, is likely to provide significant sales opportunities for our Platinum Plus FBC.

Platinum Plus® FBC The Company’s test-marketing of the Platinum Plus FBC for fuel economy continued in 2001 and
confirmed the laboratory findings of an average of 6% fuel economy improvement. The product generally pays for itself
when the fuel economy benefit is 3% or more.

The first distribution and bulk blending agreements are now in place and 2002 should see growth in commercial sales. There is
significant interest from large fleets including the food, beverage, delivery and waste hauling industries to use the product for
emissions reduction, particularly where the fuel economy benefit cavers the cost of the additive.

Traditionally, engine manufacturers have met emissions regulations for new diesel vehicles by engine design changes that have been
costly and have tended to increase fuel consumption. The Platinum Plus FBC provides an attractive alternative to this trend.

ARIS™ 2000 The Company’s ARIS 2000 NOx Reduction System, which forms part of the selective catalytic reduction system
for NOx reduction, was sold and installed on more than 100 power generation diesel engines in the US in 2001 by our licensee
the RJM Corporation.

Mitsui & Co. Ltd. exercised its option for exclusive use of the ARIS technology for stationary engines in Japan. Mitsui has also
signed a letter of intent to license the ARIS technology for mabile applications. The Company is also discussing the licensing of
the ARIS mobile technology with other potential licensees in the US and Europe.

Shareholdings Fuel Tech N.Vs shareholding in the Company has been reduced to about 16% of the total issued capital,
and Mr. Ralph Bailey and Mr. Douglas Bailey have retired from the Clean Diesel Board. We thank both of them for their help and
support over the formative years.

Thanks We thank all our shareholders, directors and employees for their continued support. We thank aur corporate finance advisers,
Nabarro Wells, and our advisers, Equity |, for their support during the AIM listing and we welcome our new stockbrokers, Durlacher Ltd.

/./7 hi

Jeremy D. Peter-Hoblyn, Director, Chairman and Chief Executive Officer
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Elalfaum Blus® Fuel Borne Gatalyst (FBG)

Fleet & Livestock % lmprovement
Rural, 66 Units £ 4
Grocery Distribution
Rural, 113 Trucks 6
Grocery & Fuel Distribution

== Rural, 74 Trucks e 6
Less-Than-Truckload Delivery
2 Units 7

i\ Beverage Delivery
B 73 Vehicles

Fuel Delivery
Urban, 26 Units

Fuel Delivery
Urban, 22 Units

Fuel Economy Fleet Test Summary

The Company has developed and patented a family of fuel additives
using precious metals, primarily platinum in conjunction with other
metals, in minute concentrations in the fuel in the range of 4 to 8
parts per million of total metal. Platinum is well known to be one of
the best combustion catalysts. The synergy of platinum and cerium
is also well known and used in catalysts for gasoline engines as
well as oxidizers for diesel engines. When added to fuel supplies
these catalysts promote more complete combustion in the engine,
resulting in increased power, improved fuel economy and reduced

particulates (smoke), carbon monoxide and hydrocarbons.

Platinum Plus also improves the performance of after-treatment
devices such as Diesel Oxidation Catalysts (DOCs) and Diesel
Particulate Filters (DPFs) which are increasingly being used in
diesel exhaust systems for reduction of particulate which has been
declared a Toxic Air Contaminant and “very probably carcinogenic”
by CARB. These devices are generally coated with platinum and
cerium and the Company’s FBC improves their performance and
increases their life while allowing lower-cost devices to be used.

Platinum Plus in the Engine

The Platinum Plus catalyst deposits on the metal surfaces of
the engine and catalytically improves combustion. The resuits
of improved combustion are:

© Improved fuel econamy, typically 6% — fuel economy
benefits of 4 to 8% have been demonstrated in laboratory tests
and confirmed in a 7-fleet, 400-vehicle, in-field demonstration
program {see chart for results)

© Reduced engine emissions of particulates, carbon monoxide
and hydrocarbons by 15 to 25% using normal sulphur diesel

Platinum Plus has been shown to be very effective when used in
alternative diesel fuels such as ultra low sulphur diesel, biodiesel
and jet kerosene {which is widely used in winter). The combination
of Platinum Plus with these fuels provides much cleaner emissions
and the fuel ecanomy impravement of Platinum Plus helps offset
the lower energy content of these fuels.

o Ultra low sulphur diesel — 25 to 30%
© Biodiesel — 20 to 40%
o Winter diese! (Kerosene) — 25 t0 35%



Platinum Plus with Diesel Oxidation
Catalysts (DOCs)

Particulates contain elemental carbon and hydrocarbons, which
are absorbed on the carbon. DOCs are very effective for reducing
the hydrocarbons but do little to reduce carbon. Platinum Plus
reduces carbon as well. Together, Platinum Plus and DOCs can
reduce particulate emissions by 30 to 60% depending on the
base fuel used (biodiesel and jet kerosene can be used with this
combination). This provides a very cost-effective way to reduce
emissions by same 40 to 60% and this combination can be fitted
10 all types of engines. DOCs are supplied by several companies
and cost about $1,000 to $1,500 per vehicle,

Platinum Plus with Diesel Particulate
Filters (DPFs)

DPFs reduce particulate emissions by more than 85% and are

the ultimate control technology. Exhaust after a DPF has less
particulate in it than ambient air. The challenge is to burn off

the soot that is collected on the filter at the lowest possible
temperature with the minimum amount of metal additive, because
excess metal additive deposits on the filter, such as ash, reduce
the useful life of the filter and add to back pressure which in turn
increases fuel consumption. The platinum-cerium additive oxidizes
the soot that callects on the filter by reducing the temperature

at which the soot oxidizes (regeneration temperature) by 200°

to 250°C. This is 50° to 100°C lower than other metal additives.
At the same time it improves fuel economy and reduces emission
of carbon monoxide, hydrocarbons and, to a lesser extent,
nitrogen oxide (NOx).

While DPFs are the ultimate control technology, their use is just
starting for retrofitting of vehicles because of the difficulties in
achieving reliable regeneration. The heavily catalyzed filter systems
that are now on the market cost $7,000 to $9,000 per engine
compared to an uncatalyzed filter with Platinum Plus that offers
the same effectiveness at about $4,000. For the older vehicles the
DOCs and Platinum Plus or Platinum Plus and an alternative fuel
may be the most practical solution since the filter technology is not
working on the older, dirtier engines. DPFs perform best when they
are fully integrated with the engine as part of a new engine
design, so they will fikely become widely used in new engines.
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ARS™ 2000 NOx Reduction System

Rt

The low-cost modular ARIS 2000 NOx Reduction System

with computer-controlled injection.

The ARIS 2000 is an advanced reagent injection system for

urea selective catalytic reduction (SCR) NOx reduction, designed
originally for use with stationary diesel engines. It has application
to meet future heavy-duty vehicle regulations for NOx, and
prototypes have already been installed on vehicles.

The SCR is effectively the diesel engine equivalent of a gasoline
(petrol) catalytic converter for NOx but, due to the excess oxygen
present, it needs ammonia derived from safely stored urea as a
reductant. Ammonia reacts with NOx in the presence of a catalyst
to tumn it into nitrogen and water. The SCR is therefore composed
of two parts — a urea injection system and a catalyst. ARIS

supplies the urea injection system component.

The ARIS has been sold commercially to engine manufacturers
and catalyst companies to demonstrate the ability of SCR systems
to achieve over 30% NOx reduction in stationary applications

and up to 85% in mabile applications.

ARIS 2000 for Stationary Diesels

The Company identified a market opportunity for SCR systems

for use with stationary diesel engines used primarily for power
generation. The ARIS 2000 is a single fluid injection and metering
system complete with an electronic control unit. The Company
completed prototype testing of the ARIS 2000 system for stationary
diesels in 1999 and started sales of commercial systems for

evaluation programs to catalyst companies and engine companies.



The ARIS 2000 technology has reduced the cost of NOx reduction
in large diesel engines for power generation by over 50%. This
now makes diesel engine power generation competitive with gas
turbines in both cost and emissions performance. A wide range
of stationary engines for pumping and other uses can now be

retrofitted for NOx reduction at an economic cost.

The Company decided that the most effective way to commercialize
its ARIS 2000 technology was to license the technology and the
related technologies for NOx reduction. In February 2000, the
Company completed an agreement with the RJM Corporation in
Norwalk, Connecticut to license the exclusive marketing rights for
the ARIS 2000 in North, Central and South America for stationary,
railroad and marine applications. In 2001, RJM sold more than

100 systems in the US, mostly for power generation.

In 2001, the Company completed an agreement with Mitsui & Co.
Ltd. {Mitsui) for the exclusive marketing rights for the ARIS 2000
in Japan for all stationary applications.

ARIS 2000 for Mobile Diesels

The Company has retained worldwide rights to the ARIS 2000

for mobile applications. The ARIS 2000 was designed to be adapt-
able to automotive use and to use automotive components. Mobile
prototypes of the ARIS 2000 have been made and installed on

test vehicles. The Company is actively marketing the technology
for license worldwide and has completed a letter of intent for the

ARIS 2000 exclusive mobile marketing rights for Japan with Mitsui.

In addition the Company has issued limited development licenses
to several companies interested in evaluating the technology for
different mobile NOx control systems.

T o o

PREE T e -&-@"ﬁ~ % ¥ B = A ;]
16 ARIS 2000 NOx Reduction Systems with a muffler

and catalyst on top of 16 one mega-watt power

generation units.
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Clezn Diesel Technologies Business Strategy

License and Distribution Agreements

The Company has recognized the benefit of partnering with
established additive companies and has completed distribution
agreements with several companies including the following:

©  The Lubrizol Corporation — exclusive distributor for Platinum

Plus with diesel particulate filter applications in Eurape
¢ Valv Tect — exclusive distributor to fuel marketers in the US

o Global Petroleum - exclusive terminal blender of Platinum
Plus in bulk diesel fuel in New England

o Baker Petrolite — nonexclusive distributor of Platinum Plus
to refiners and terminals outside New England

The Company sells finished Platinum Plus product or concentrate
to its licensed distributors who blend, market, sell and deliver

Platinum Plus locally to fleets and fuel marketing companies.

The Company’s strategy for the ARIS technology is to license

key partners in specific industries who can complete the commer-
cialization and system integration and sell the technology to the
marketplace. The Company generally requires an up-front license
fee and an ongoing per unit royalty payment faor access to the
technology. In 2000 and 2001 the Company completed license
agreements for the ARIS NOx reduction stationary technology
with the RJM Corporation in the US and Mitsui in Japan.

Patent Development

As to future growth, the Company plans to continue devetoping

its key patents, trademarks and know-how into viable commercial
products that meet the growing market demand for lower emissions
and improved fuel efficiency. The Company’s management has over
35 years of experience in the chemical, power, fuel and air pollution

control industries.

The Company has a portfolio of 26 patents and 5 pending patents
in the US and 63 patents and 68 pending patents internationally
related to the control of emissions (nitrogen oxide, particulate
matter, carbon monoxide and hydrocarbons) from diesel engines.

The Company's key patents include:

o Platinum Plus FBCs — platinum-cerium additive for use

in diesel fuel

o Platinum group metals as additives in diesel fuels in
combination with diesel oxidation catalysts

© Platinum with and without other fuel additives for use

with after-treatment systems

¢ Platinum group metal catalysts for use in gasoline fuels

o ARIS reagent—cooled injection system for urea SCR

o SCR-EGR combination for NOx reduction from diese! engines
o Loe-NOX™ water-in-emulsion technology

o Loe-NOx urea-to-ammonia conversion and delivery process

o Solid reagent injection systems for SCR



Selected Financial Data

The Company was incorporated on January 19, 1994, as a wholly owned subsidiary of Fuel Tech. Effective December 12, 1995, Fuel Tech completed
a Rights Offering of the Company’s Common Stock, with Fuel Tech retaining a 27.6% ownership interest in the Company. In 2001 and 2000, the
Company obtained $3.721 million and $1.021 million of proceeds, respectively, through private placement sale of shares of its Common Stack and
Series A Convertible Preferred Stock (the “Series A Preferred Stock”), respectively. As a participant in these financings, Fuel Tech owns 1,825,119

shares of the Company’s Common Stock and has an approximate 16.3% interest in the Company at December 31, 2001.

As discussed elsewhere herein, prior to 2000, the Company was a development stage business. The following selected data are derived
from the financial statements of Clean Diesel Technologies, Inc. The data should be read in conjunction with the financial statements, related notes

and other financial information herein.

STATEMENTS OF OPERATIONS DATA

(in thousands, except per share data)

Product BEVENUE............covveivs oot
License and Royalty REVENUE ...
TOtal RBVENUEBS .........coooeeveiee ettt
Costs and Expenses:

Cost of Product Sales..........ooove e
General and AdMINISTTAtIVE . ..........cco.. oo crees
Research and Development ... e
Patent Filing and Maintenante...........cc.ccoemvereeverescosviivsivne e
L0SS from OPEratiONS. ........coieers oo e
Interest {Income} Expense, Net
Cost of Withdrawn Rights Offering ... ...

For the Years Ended December 31,

Net Loss before Preferred Stock Dividends...........o.covceveivececrcrisiees

Preferred Stock Dividend (Non-cash)..........ccc.........
One-Time Preferred Stock Conversion Premium
One-Time Imputed Non-cash Preferred Dividend..........cccooovoeerivenroeciienins
Net Loss Attributable to Common Stockholders.......coo.coevvoeevecvcciccenee,
Basic and Diluted Loss per Common Share.........cooomerevcvccvcrivnnnnenen

Weighted-Average Shares Outstanding..........o..coovverevierrcereseeinsrinann.
Cash Dividends Paid........cccovvrirrivr oot

BALANCE SHEET DATA (in thousands}

CUITBINE ASSELS...c.vv.eeeeceeevesceeeeee e eeessesess e ee st asss et enn e e
TOtAE ASSBES.....ovovees ettt
Current Liabilities .......o.oooveeeoe e
Long-Term Liabilities.......

Working Capital..........
Stockholders’ Equity (BEfiCIt).......cccuvoierierees e

2001 2000 1999 1998 1997
$ 176 $§ 198 $ 142 $ 46 $ 199
1,424 383 - - -
1,600 582 142 46 199
17 133 81 29 132
1,858 1.799 1,585 1515 1,730
365 534 827 1,008 1,985
196 162 134 156 237
936 2,036 2485 2,663 3,885
170 {35) {44) 57 121

- - - 264 -
1,106 2,001 2,441 2,984 3.764
621 2 393 - -
1,216 - - - -
- - 1,750 - -
$3,003 $2,713 $4.584 $2.984 $3.764
$ 1.08 $ 1.03 $1.77 $ 119 $1.50
M 2,631 2,594 2,517 2517
$ 0.00 $ 0.00 $ 0.00 $ 000 $ 0.00
$4,612 $ 965 $1.311 $1.940 $1,682
4,658 1,057 1,346 1.985 1,750
808 400 494 686 894
368 808 196 - 395
3.804 565 817 1,254 788
3,482 {151) 656 1,298 461
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Managements Discussion and Analysis of Financial Condition and Results of Operations

Prior to 2000, the Company was a development stage enterprise and its efforts were devoted to the research, development and commercialization
of platinum fuel catalysts and nitrogen oxide reduction technologies to reduce emissions fram diesel engines. During 1999, the Company received its
EPA registration for its platinum-cerium product and completed its first commercial sales; accordingly, in the opinion of management, the Company
was no longer a development stage enterprise.

Results of Operations - 2001 versus 2000
Revenues and cost of product sales were $1,600,000 and $117,000, respectively, in 2001 versus $582,000 and $133,000, respectively, in 2000.
The 2001 revenues consist of Platinum Plus sales, ARIS Z000 system sales and ARIS license revenue and royalties.

The Company has received its EPA registration of the platinum-cerium additive. Field trials of the platinum-cerium additive started in 1999-2000
and have continued in 2001. In 2001, sales of the platinum-cerium additive totaled $114,000. Based on initial trial results and licensing agreements,
ongoing revenues from sales of its Platinum Plus additive are expected from distributors, refiners, additive marketing companies and fleets.

The Company identified a market opportunity for urea selective catalytic reduction (SCR} systems for use with stationary diesel engines primarily
for power generation. The ARIS 2000 is a single fluid injection and metering system complete with an electronic contral unit that can be integrated
with engine electronic and diagnostic systems. The Company has licensed the ARIS 2000 system for stationary diesel engines in North, South and
Central America to the BJM Corporation and completed a license with Mitsui & Co. Ltd. (Mitsui) for Japan with an option on the mobile ARIS
technology. Total sales of systems and license/royalties of the ARIS 2000 in 2001 were $62,000 and $1,424,000, respectively, versus $84,000 and
$306,000 in 2000, respectively. The Company and its licensee have sold and installed over 100 systems. The Company believes that the ARIS 2000
NOx reduction system has applications for both stationary engines and mobile engines. While the ARIS system for stationary use is being sold
commercially, the ARIS system for mabile applications needs further development fram the present prototype stage. The Company believes that
the ARIS 2000 system can most effectively be commercialized through licensing several companies with a related business in these markets.

The Company is actively seeking to license the mobile technology and the stationary technology in Europe and Asia.

General and administrative expenses increased to $1,858,000 in 2001 from $1,799,000 in 2000. The increase is the result of non-cash
warrant expense associated with investor relation activities partially offset by lower travel expense in 2001. Research and development expenses
decreased to $365,000 in 2001 from $534,000 in 2000. The continued reduction in 2001 is due to the shift in focus from research and development
to commercialization.

Patent filing and maintenance expenses increased to $196,000 in 2001 versus $152,000 in 2000. The increase is dug in part to maintaining
the patents and filing new applications. Interest income decreased to $11,000 in 2001 from $38,000 in 2000. Interest expense increased to $181,000
in 2001 from $3,000 in 2000 due to interest expenses associated with the term loan financing arrangement.

[n 2001, the Company recorded $1,897,000 of in-kind Preferred Stock dividends on its Series A Preferred Stock. In 2000, the Company recorded
$712,000 of in-kind Preferred Stock dividends on its Series A Preferred Stock.

2000 versus 1999
Revenues and cost of product sales were $582,000 and $133,000, respectively, in 2000 versus $142,000 and $81,000, respectively, in 1999
The 2000 revenues consist of Platinum Plus sales and license revenues, ARIS 2000 license revenues and royalties and ARIS 2000 system sales.

The Company has received its EPA registration of the platinum-cerium additive. Field trials of the platinum-cerium additive started in 1399-
2000. In 2000, sales of the platinum-cerium additive and license revenue totaled $115,000 and $77,000, respectively. Based on initial trial results,
ongoing revenues from sales of its Platinum Plus additives are expected from sales to fleets and aftermarket products and in later years to engine
manufacturers for inclusion with an “onboard dosing” system on new vehicles.
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The Company identified a market opportunity for urea selective catalytic reduction (SCR) systems for use with stationary diesel engines
primarily for power generation. The ARIS 2000 is a single fluid injection and metering system complete with an electronic control unit that can be
integrated with engine electronic and diagnostic systems. The Company has licensed the ARIS 2000 system for stationary diesel engines in North,
South and Central America to the RIM Corporation and completed a limited license with Mitsui for Japan. Total sales of systems and license and
royalties of the ARIS 2000 in 2000 were $84,000 and $306,000, respectively. The Company and its licensee have sold and installed 26 systems. The
Company believes that the ARIS 2000 NOx reduction system has applications for both stationary engines and mobile engines. While the ARIS 2000
for stationary use is being sold commercially, the ARIS system for mobile applications needs further development from the present prototype stage.
The Company believes that the ARIS 2000 system can most effectively be commercialized through licensing several companies with a related
business in these markets. The Company is actively seeking to license the mobile technology and the stationary technology in Europe and Asia.

General and administrative expenses increased to $1,799,000 in 2000 from $1,585,000 in 1999. The increase is primarily the result of increased
marketing expense related to the commercialization of Platinum Plus. Research and development expenses decreased to $534,000 in 2000 from
$827,000 in 1999. The continued reduction in 2000 is due to the shift in focus from research and development to commercialization.

Patent filing and maintenance expenses increased slightly to $152,000 in 2000 versus $134,000 in 1999. The increase is due in part to
maintaining the patents and filing new applications. Interest income decreased slightly to $38,000 in 2000 from $46,000 in 1999. Interest expense
increased to $3,000 in 2000 from $2,000 in 1999 due to interest expenses associated with the Director's and Officer's Insurance Policy, which
is financed.

In 2000, the Company recorded $712,000 of in-kind Preferred Stock dividends on its Series A Preferred Stock. In 1999, the Company recorded
$393,000 of in-kind Preferred Stock dividends on its Series A Preferred Stock. In addition, a one-time non-cash charge reflected as a Preferred Stock
dividend of $1.75 million was recagnized for the difference between the conversion price of the Preferred Stock and the quoted market price of the
Company's Common Stock at the date of issuance. (See Footnote 2, “Significant Accounting Policies,” to the accompanying financial statements.)

Liquidity and Sources of Capital

Prior to 2000, the Company was primarily engaged in research and development and has incurred losses since inception aggregating $19,385,000
(excluding the effect of the Preferred Stock dividends). The Company expects to incur losses through the foreseeable future as it further pursues
its commercialization efforts. Although the Company started selling limited quantities of product in 1999 and ficensing revenue in 2000 and 2001,
sales and revenue to date have been insufficient to cover operating expenses, and the Company continues to be dependent upon sources ather
than operations to finance its working capital requirements.

For the years ended 2001, 2000 and 1999, the Company used cash of $725,000, $1,872,000 and $2,518,000, respectively, in operating activities.

At December 31, 2001, and December 31, 2000, the Company had cash and cash equivalents of $4,023,000 and $541,000, respectively. The
increase in cash and cash equivalents in 2001 was due to $3.7 million raised through the issuance of the Company’s Common Stock in December
2001. Working capital increased to $3,803,000 at December 31, 2001, from $562,000 at December 31, 2000. The Company anticipates incurring
additional losses through at least 2002 as it further pursues its commercialization efforts.

The Company signed an agreement with the RJM Corporation on February 2, 2000, that licensed RJM to seli COT's ARIS 2000 NOx control
system for all stationary, marine and locomative applications in North, Central and South America. Under terms of the agreement COT received an
initial $360,000 license fee and inventory payment.

In April 2001, the Company amended its February 2000 ARIS Stationary NOx Reduction license agreement with the RUJM Corporation. Under the
amended terms of the license agreement, the Company received two fixed nonrefundable payments of $412,500 each on June 1 and September 1
in lieu of potentially receiving $1,040,000 on the second or third anniversary of the license agreement. The Company will continue to receive unit
royalties on future sales of stationary, marine or locomotive applications by RIM.
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Clean Diesel Technologies, Inc.

Management®s Discussion and Analysis of Financial Condition and Results of Operations (continued
p

In June 2000, the Company received a $160,000 payment from Mitsui for a short-term exclusive license for Platinum Plus fuel borne catalyst
and ARIS 2000 diesel emission reduction technologies. In addition to the exclusive ficense, Mitsui received an ARIS 2000 system, Platinum Plus
product and diesel emissions consuiting services from CDT. The Company recognized sales revenues for these products when they shipped and
the license revenue was prorated over the six-month license period.

In August 2001, the Company completed a license agreement with Mitsui for CDT's ARIS 2000 NOx control system for all stationary diesel
power generators in Japan. Under the agreement, the Company received nonrefundable up-front license payments of $495,000 and will receive
ongoing standard royalties on each system sold by Mitsui. Mitsui also has an option to license the ARIS technology for mabile applications in
Japan for an additional license fee.

In November 2000, the Company secured a $1 million privately financed term loan facility. In December 2000, the Company drew down
$500,000 of the term loan facility and in March 2001 the remaining $500,000 of the term loan was drawn down. As part of the private placement
stock transaction in December 2001, $750,000 of the outstanding term loan plus accrued interest was converted to Common Stack.

in December 2001, the Company received $3.721 million {net of expenses and term loan repayment) through a private placement of 2,580,664
shares of its Common Stock. In conjunction with the private placement, the Company converted all of its Series A Preferred Stock to Common Stock.
All of the Company’s Common Stock shares were registered to trade on the Alternative Investment Market (AIM) of the London Stack Exchange.

As a result of the Company's recurring operating losses, the Company has been unable to generate a positive cash flow. In management's
opinion, the Company's cash balance at December 31, 2001, will be sufficient to fund the Company’s operations through the second quarter 2003.
The Company may require additional capital to fund its future operations. Although the Company believes that it will be successful in its capital-
raising efforts, there is no guarantee that it will be able to raise such funds on terms that will be satisfactory to the Company. The Company
will develop contingency plans in the event future financing efforts are not successful. Such plans may include reducing expenses and selling
or licensing some of the Company’s technologies.

\
T!
)

Quantitative and Qualitative Disclosures about Market Risk

In the opinion of management, with the exception of exposure to fluctuations in the cost of platinum, the Company is not subject to any significant
market risk exposure. The cost of platinum may have a direct impact on the future pricing and profitahility of the Platinum Plus FBC. Although the
Company intends to minimize this risk through various purchasing and hedging strategies, there can be no assurance that the Company will be able
to do so. A significant prolonged increase in the price of platinum could have a material adverse effect on the Company's business, operating results
and financial condition.

The Company generally receives all income in United States dollars. The Company typically makes several small payments monthly in various
foreign currencies for patent expenses, product tests and registration, local marketing and promation and consultants.

Forward-Looking Statements

Statements in this annual report that are not historical facts, so-called “forward-looking statements,” are made pursuant to the safe harbor
provisions of the Private Securities Litigation Reform Act of 1995. Investors are cautioned that all forward-looking statements involve risks and
uncertainties, including those detailed in the Company's filings with the Securities and Exchange Commission. See "Management’s Discussion and
Analysis of Financial Condition and Results of Operations.”
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"
Report of Independent Auditers e

The Board of Directors and Stockholders
Clean Diesel Technologies, Inc.

We have audited the accompanying balance sheets of Clean Diesel Technologies, Inc. as of December 31, 2001 and 2000, and the related
statements of operations, stockholders' equity (deficit) and cash flows for each of the three years in the period ended December 31, 2001.
These financial statements are the responsibility of the Company’s management. Our responsibility is to express an opinion on these financial
statements based on our audits.

We conducted our audits in accordance with auditing standards generally accepted in the United States. Those standards require that we plan
and perform the audit to obtain reasonable assurance about whether the financial statements are free of material misstatement. An audit includes
examining, on a test basis, evidence supporting the amounts and disclosures in the financial statements. An audit also includes assessing the
accounting principles used and significant estimates made by management, as well as evaluating the overall financial statement presentation.

We believe that our audits provide a reascnable basis for our opinion.

In our opinion, the financial statements referred above present fairly, in all material respects, the financial position of Clean Diesel
Technologies, Inc. at December 31, 2001 and 2000, and the results of its operations and its cash flows for each of the three years in the
period ended December 31, 2001, in conformity with accounting principles generally accepted in the United States.

g,ww%lv‘ LLF

ERNST & YOUNG'LLP
Stamford, Connecticut
March 4, 2002
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________________________________________________ aaaa
Balanee Sheet (in thousands, except share data)

ASSETS
Current Assets:

£ash @nd CaSh EQUIVAIBNES............ccooooioicevveriiineoeeo oot ececass et osesssss o b essss st e e
ACCOUNTS RECEIVADIB. ..o et ettt ettt ettt ettt st e
IIVBIEOTIES ..o oottt ee ettt s e ee st sas a8 22 b s e e et et bR et et n e n et et b st
ONEE CUITBNT ASSBES ..ot ee et e st e ee st et et ee e
TOMAl CUITENE ASSUS . . oottt ettt et s et
Other Assets
Total Assets

LIABILITIES AND STOCKHOLDERS' EQUITY (DEFICIT)

Current Liabilities:

NOTES PAYADIE ... .o oot ettt 8 bt s
Accounts Payable and Accrued Expenses
Total CUITeNt LIADIIHIES ...............cooo oottt et st

NOTES PAYADIE ... oo e ettt a3t
Deferred Compensation and Pension Benefits
Total Long-Term Liahilities ...........c..ccoccoo oo ettt

STOCKHOLDERS' EQUITY (DEFICIT)
Preferred Stock, Par Value $0.05 per Share, Authorized 80,000, No Shares Issued and Outstanding........coccovveroovrienrieene,
Serigs A Convertible Preferred Stock, Par Value $0.05 per Share, $500 per Share Liquidation Preference,

Authorized 20,000 Shares, 14,623 Shares Issued and Qutstanding in 2000..........ccoooveororiiioio e
Common Stock, Par Value $0.05 per Share, Autharized 15,000,000 Shares, Issued and Outstanding 11,214,280

AN 260,611 SHAIES ......o.ivo ittt bt s s s et et eenes s st s ns s
Additional Paid=IN CAPITAL. ............oovr oot
ACCUMUIBTET DEFICIT .....v. ettt baa s s bttt
Total Stockholders’ EQUity (DEfiCIt)..................c.ccoocoiiioeiioorier s st
Total Liabilities and Stockholders’ Equity (Deficit). ...,

See accompanying notes.

December 31,
2001 - 2000
$ 4,023 § 541
197 50
296 287
96 87
4,612 965
46 92
$ 4,658 $ 1,057
$ 250 $ -
bh8 400
808 400
- 500
368 308
368 808
- 1
561 133
27,058 20,849
(24137) (21,134)
3,482 (151)
$ 4,658 $ 1,057




Product BEVENUE. ......covvevv e
License and Royalty REVENUE............c...mvvvrerriee e
Total Revenue ...,

Costs and Expenses:

C0St OF SEIBS.....oo oo
General and AdminiStrative.........c.o.cooveovooeooeeeeeeeee
Research and Development...........c..co.oeeivooceieeeeeeeeeeee e
Patent Filing and Maintenance ... oo

L0SS from OPErations........co...oevvvveeiveiroeeees oo
[NTEFESE INCOME.....covevvivs vt e e
INEFESt EXPENSE ...t

Net Loss before Preferred Stock Dividends.........co.oocvvciieciicii

Preferred Stock Dividends (NON-CaSh).......oocvveoreeer oo ereceren,

Net Loss Attributable to Common Stockholders..........cocooveevievcennn.

Basic and Diluted Loss per Common Share.........................

Weighted-Average Number of Common Shares Outstanding

See accompanying notes.

Statements of Operations (in thousands, except per share data)

Preferred Stock Conversion Premium (Non-cash).........ccccocccovvrii.
One-Time Imputed Non-cash Preferred Dividend..........ccccccoooeiries

For the Years Ended December 31,

2001 2000 1999
$ 176 $ 199 $ 142
1,424 383 -
1,600 582 142
117 133 81
1,858 1,799 1,585
365 534 827
196 152 134
936 2,036 2,485
(11) (38) (46)
181 3 2
1.106 2,001 2.441
621 712 393
1.276 - -
- - 1,750
$3,003 $2,713 $4,584
$ 1.08 $ 1.03 $ 1.77
2,11 2631 2,594
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Statements of Changes in Stockheolders’ Equity {Deficit) (in thousands)

Series A Convertible Additional Stoc.ll(.(l)lt:IIders'

Preferred Stock Common Stock Paid-In Accumulated Equity

Shares Amount  Shares Amount Capital Deficit (Deficit)

Balance at December 31,1998 .......... .. 18 $1 2544 $127  $15008 $(13837) $ 1,299
Net Loss for Year........cc..coccoooeevievenrnn. - - - - (2,441) (2,441)
Sale of Series A Preferred StocK..........ooocevvv oo, 35 - - - 1,750 - 1,750
Stock Options EXErCISEM. ...coivvvioiri e - - 12 1 4 - 5
Payment of Directors’ Fees in Common Stock - - 38 2 41 - 43
One-Time Preferred Dividend .........c..ccccoeevvean.. - - - - 1,750 (1,750) -
Declared but Not Issued Preferred Dividend...........ccocoervveeivoericeneae, - - - - 393 {393) -
Balance at December31,1999..............c.oooooovcoioreimrercrsr e 1.1 $1 2594 $130  $18946 $(18421) $ 656
N LOSS F0F YBAI. ... oo - - - - - (2,001) (2,001)
Issuance of Preferred Stock Dividends...... 7 - - - - - -
Sale of Series A Preferred StOcK ........c..cocoovivoieeiiecee e, 1.4 - - - 1,021 - 1,021
Issuance of Common Stock Warrants .........cooovevoeesioevceeeecens e - - - - 122 - 122
Stock Options EXErCiSed ... - - 27 1 6 - 7
Payment of Directors’ Fees in Common Stock - - 39 2 42 - 44
Declared but Not Issued Preferred Dividend........ 14 - - - 712 (712} -
Balance at December31,2000....................ccccccooooeorvoieineerreerenene 14.6 $1 2660 $133  $20849 $(21,134) $ (151)
Net LoSS fOr YBaI.........oo oo - - - - - (1,106} {1,108)
Issuance of Common Stock Warrants ................. - - - - 157 - 157
Payment of Directors’ Fees in Common Stock - - 26 1 40 4
Stock Options Exercised ..., - - 13 1 2 - 3
Declared but Not Issued Preferred Dividend..........cc.cocoocevieiivvecierinnne 12 - - - 621 (621) -
Conversion of Preferred Shares to Common StocK.......c.coooviivevveenne. {(15.8) m 5,299 265 (264) - -

Premium (12%) Paid to Preferred Shareholders for Conversion to

COMMON STOCK ... e eer et - - 636 32 1,244 (1,276) -
Issuance of COMMON STOCK ............coovvcoriveees s seeane - - 2,175 109 3612 - 3721
Term Loan and Related Interest Conversion to Common Stock............ — — 405 20 797 — 817
Balance at December 31,2001 ..., - $- 11,214  $561 $27,058 $(24137) $ 3482

See accompanying notes.
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Statements of Cash Flows (in thousands)

For the Years Ended December 31,

OPERATING ACTIVITIES
Net Loss before Preferrad DIVIAENGS. .ot ssss s e
Adjustments to Reconcile Net Loss to Cash Used in Operating Activities:
DBDIELIAION. . ... oottt et
Amortization of Deferred FINanCing COStS.......o.viveriviiiirceci ettt
Interest Expense from Term Loans Converted to Common Shares....
Compensatory Stock Warrant ......c....c..cooereoooceivieeoee v
Changes in Operating Assets and Liabilities:
ACCOUNT RECEIVADIE.....ccc.. vt bttt sttt
Inventories.........c..coo........
Other Current Assets
Accounts Payable and ACCTUE EXPENSES ...........corveoeeeeeer et et ssssa e

17

Net Cash Used in Operating ACHIVITIES .........cooivcvecesicee oot oo sests s sssse e e

INVESTING ACTIVITIES
PUICHESE OF FIXEA ASSEES ... oter ettt et reee e tere e eeee e tens et s st en et e s eae sttt ees s e sne oo e e

Net Cash Used in Investing Activities

FINANCING ACTIVITIES

Proceeds from Exercise of Stock Options
Proceeds from Term Loans............oooooeeiverocecccee,

Proceeds from Issuance of COmMMON StOCK, NET ...ttt e

Net Cash Provided by FInanCing ACHIVITIES............cieweeerimiins ettt

Net Increase (Decrease} in Cash and Cash Equivalents ......................cccooo.occooimrvviiimnnciicninnnns
Cash and Cash Equivalents at Beginning of PERIOM. ... e

Cash and Cash Equivalents at End of Period..... ...

NON-CASH ACTIVITIES
Preferred STOCK DIVIBNG. . ......... oottt sttt es st
Preferred Stock Conversion Premium {Non-cash)
One-Time imputed Non-cash Preferred Dividend
Conversion of Term Loans and Related Interest into Common Stock

2001 2000 1999
$(1,106) $(2,001) $(2,441)
1 10 18

9N - _

65 - _
120 61 -
(147) (4) (46)
9) 34 (102)

(9) (35) 6

259 63 47
(725) (1872 (2,518}
{17) {7) (8)
(17) (7) (8}

3 7 5

500 500 -
3721 1,021 1,750
4,24 1,528 1,755
3,482 (351) (771)
541 892 1,663

$ 4,023 $ 541 $ 892
$ 621 $ 712 $ 393
1,276 - _
~ - 1,750

817 - _

See accompanying notes.
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Notes to Financial Statements

1. Business

Clean Diesel Technologies, Inc. (the “Company” or “CDT"} was incorperated in the State of Delaware on January 19, 1994, as a wholly owned
subsidiary of Fuel-Tech N.V. (“Fuel Tech”). Effective December 12, 1995, Fuel Tech completed a Rights Offering of the Company’s Common Stock,
and reduced its ownership in the Company’s Common Stock to 27.6%. As a result of additional equity offerings in subsequent years, Fuel Tech
currently holds a 16.3% interest in the Company as of December 31, 2001,

The Company is a specialty chemical and energy technology company supplying fuel additives and proprietary systems that reduce harmful
emissions from internal combustion engines while impraving fuel economy. Pricr to 2000, the Company was a development stage enterprise devoted
to research, development and commercialization of platinum fuel catalysts (PFCs) and nitrogen oxide (NOx) reduction technologies for diesel engines.
During December 1999, the Company received its EPA registration for its platinum-cerium product and recorded its first commercial sales. Accordingly,
in the opinion of management the Company was no longer a development stage enterprise. The success of the Company’s technologies will depend
upon the commercialization opportunities of the technologies and governmental regulations, and corresponding foreign and state agencies.

As a result of the Company's recurring operating losses {$19,385,000 since inception excluding non-cash Preferred Stock dividends), the
Company has been unable to generate a positive cash flow. In management's opinian, the Company’s cash balance at December 31, 2001, will
be sufficient to fund the Company’s operations through the second quarter of 2003. The Company may require additional capital to fund its future
operations and working capital needs. Although the Company believes that it would be successful in raising additional capital, there is no guarantee
that it will be able to raise such funds on terms that will be satisfactory to the Company. The Company will develop contingency plans in the event
future financing efforts are not successful. Such plans may include reducing expenses and selling or licensing some of the Company's technologies.

2. Significant Accounting Policies

Use of Estimates

The preparation of the financial statements in conformity with accounting principles generally accepted in the United States requires management
to make estimates and assumptions that affect the amounts reported in the financial statements and accompanying notes. Actual results could differ
from those estimates.

Cash and Cash Equivalents and Financial Instruments

The Company considers all highly liquid investments with maturity of three manths or less when purchased to be cash equivalents. At December 31,
2001, substantially all of the Company’s cash and cash equivalents were on deposit with one financial institution. All financial instruments are
reflected in the accompanying balance sheets at amounts that approximate fair market value.

Inventories
Inventories are stated at the lower of cost or market and consist of finished product and platinum metal. Cost is determined using the first-in,
first-out (FIFO) method.

Revenue Recognition
The Company recognizes revenue from sales of Platinum Plus fuel borne catalyst and ARIS systems upon shipment.

In February 2000, the Company completed a license agreement with the RJM Corporation for CDT's ARIS 2000 NOx control system for all
stationary, marine and locomotive applications in North, Central and South America. The Company received a $260,000 license payment in return
for transferring the ARIS 2000 technology to the RJM Corparation. The Company also received $100,000 from the RJM Corporation for all of the
remaining ARIS 2000 inventary. The license payment is nonrefundable and requires no significant ongoing services to be performed by COT.

in April 2001, the Company amended its February 2000 ARIS Stationary NOx Reduction license agreement with the RJM Corporation.
Under the amended terms of the license agreement, the Company received two fixed nonrefundable payments of $412,500 each on June 1
and September 1 in lieu of potentially receiving $1,040,000 on the second or third anniversary. The Company recognized the $825,000 as
license revenue in 2001. The Company receives unit royalties on all sales of stationary, marine or locomotive applications by RJM.

In June 2000, the Company received a $160,000 payment from Mitsui & Co. Ltd. (Mitsui) for a short-term exclusive license for Platinum Plus
fuel barne catalyst and ARIS 2000 diesel emission reduction technologies. In addition to the exclusive license, Mitsui received an ARIS 2000 system,
Platinum Plus product and diesel emissions consulting services from COT, The Company recognized sales revenues for these products when they
shipped and the license revenue was prorated over the six-month license period.
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In August 2001, the Company completed a license agreement with Mitsui for CDT’s ARIS 2000 NOx control system for all stationary diesel
power generators in Japan. Under the agreement, the Company received a nonrefundable up-front license payment of $495,000, and will receive
ongoing standard royalties on each system sold by Mitsui. The Company recognized the license payment as revenue in 2001, as there are no signifi-
cant ongoing services to be performed by the Company. Mitsui also has an option to license the ARIS technology for mobile applications in Japan
for an additional license fee.

Royalty fees are recognized by the Company when earned.

Research and Development Costs

Costs relating to the research, development and testing of products are charged to operations as they are incurred. These costs include test
programs, salary and benefits, consultancy fees, materials and certain testing equipment. The cost of patent filings and maintenance has been
charged to operations as they are incurred. Included in accrued expenses at December 31, 2001, are liabilities for research and development of
$20,000 and patent legal expense of $15,000.

Stock-Based Compensation

The Company accounts for stock option grants in accordance with Accounting Principles Board ("APB”) Opinion No. 25, “Accounting for Stock Issued
to Employees.” Under the Company’s current plan, options may be granted at not less than the fair market value on the date of grant and therefore
no compensation expense is recognized for the stock options granted to employees. The Company has adopted the disclosure provisions of
Statement of Financial Accounting Standards (“SFAS”) No. 123, “Accounting for Stock-Based Compensation.”

Basic and Diluted Loss per Common Share

Basic and dituted loss per share are calculated in accordance with SFAS No. 128, “Earnings Per Share.” Basic earnings per share are computed by
dividing net earnings by the weighted-average shares outstanding during the reporting period. Diluted earnings per share are computed similar to
basic earnings per share except that the weighted-average shares outstanding are increased to include additional shares from the assumed exercise
of stock options, if dilutive.

During the third quarter of 1999 the Company issued 3,500 shares of Preferred Stock in exchange for $1.75 miltion, with each share being
immediately convertible into 333.33 shares of the Company’s Comman Stock. The Company was actively marketing its Preferred Stock at a premium
(i.e., the $1.50 conversion price was above the market price at the time of the solicitation} and did in fact receive commitments from European
investors at a time when the stock price was below $1.50 per share. Subsequent to receiving the commitments but prior to receiving the funds,
the price of the Company's Commaon Stock increased to over $3 per share. In connection therewith, as required by the FASB's Emerging Issues Task
Force Statement 98-5, "Accounting for Convertible Securities with Beneficial Conversion Features or Contingent Adjustable Conversion Ratios to
Certain Convertible Instruments,” the Company was required to record a one-time non-cash charge for a Preferred Stock dividend of approximately
$1.75 million resulting from the difference between the conversion price and the quoted market price of the Company’s Commaon Stock as of the date
of issuance. The $1.75 million one-time non-cash charge for a Preferred Stock dividend has been recognized in the computation of a loss applicable
to common stockholders as a charge against the accumulated deficit with a corresponding increase in additional paid-in capital in 1999. There was
no actual dividend distribution to Series A Preferred stockholders. The potentially dilutive Series A Convertible Preferred Stock Securities were not
included in the diluted loss per share applicable to common stockholders as the effect would be antidilutive.

3. Income Taxes
The Company accounts for income taxes in accordance with the “liability method.” Under this method, income tax provisions are based on income
taxes currently payable and those deferred because of temporary differences between the financial statements and tax basis of assets and liabilities.

At December 31, 2001 and 2000, the Company had tax losses available for offset against future years' earnings of approximately $17.2 million
and $16.3 million, respectively. Temporary differences were insignificant as of such dates. The Company has provided a full valuation allowance to
reduce the related deferred tax asset to zero.

Approximately $0.9 million, $2.0 million, $3.2 million, $3.4 million, $3.0 million, $1.9 million, $1.9 million and $0.8 million of the tax loss
carryforwards expire in 2008, 2010, 2011, 2012, 2013, 2019, 2020 and 2021, respectively. The Company has not recognized any benefit from the
aforementioned tax loss carryforwards. The Taxpayer Relief Act of 13997 modified the net operating loss provisions so that losses arising for tax
years beginning after the effective date of the Act (August 5, 1997) would be eligible for carryforward for 20 years. Existing losses would still be
subject to a 15-year carryforward period.

Under the provisions of the United States Tax Reform Act of 1986, utilization of the Company’s US federal tax loss carryforwards for the period
prior to December 12, 1935, may be limited as a result of the ownership change in excess of 50% related to the 1995 Fuel Tech Rights Offering.
Losses subsequent to the aforementioned date may be limited due to cumulative ownership changes in any three-year period.
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Notes to Financial Statements {continued)

4. Stockholders’ Equity

During 2001 and 2000, the Company received praceeds of $3.721 million {net of $0.644 million in expenses and $0.817 million in term loan repay-
ment) and $1.021 million through private placements of 2,580,864 and 1,362 shares of its Common Stock and Series A Preferred Stock, respectively.
In addition, in 1999 $1.75 million was raised through a private placement of 3,500 Series A Preferred Stock shares and in 1998, $1.4 million of bridge
loans and $0.5 million of term loans were converted into 2,800 and 1,028 shares of Series A Preferred Stock, respectively. During 2001, $1,897,000
of dividends were declared for Series A Preferred Stock and converted into the Company’s Common Stock. On December 28, 2001, the Company
converted all outstanding Series A Preferred Stock (15,897 shares), including accrued stock dividends, into Common Stock (5,934,829 shares).

In May 20071 and April 2000, the Company issued 25,676 and 39,490 shares, respectively, of Common Stock to its Board of Directors, in lieu
of approximately $40,800 and $44,400 of Director’s Fees pertaining to their services for the years ended December 31, 2000 and 1999, respectively.
The share price used represented the average of the Company's quarter-end high and low trading prices. Such Director’s Fees had been accrued and
charged to expense during 2000 and 1999.

5. Stock Options and Warrants

The Company maintains a stock award plan, the 1994 Incentive Plan (the “Plan”). Under the Plan, awards may be granted to participants in the
form of nonqualified stock options, stock appreciation rights, restricted stock, performance awards, bonuses or other forms of share-based or non-
share-based awards, or combinations thereof. The Company grants awards at fair market value on the date of grant with expiration dates typically
ranging from seven to 10 years. Participants in the Plan may be such of the Company's directors, officers, employees, consultants and advisers
{except consultants or advisers in capital-raising transactions) as the directors determine are key to the success of the Company’s business. The
percentage of outstanding Common Shares of the Company used to determine the maximum number of awards to participants is 17.5%. In general,
the palicy of the Board was to grant stock options vesting in three equal portions on the first through third anniversaries of the grant date for grants
prior to 1997, and in equal portions on the grant date and the first and second anniversaries of the grant date for grants awarded after 1997.

if compensation expense for the Company's plan had been determined based on the fair valug at the grant dates for awards under its plan,
consistent with the method described in SFAS No. 123, the Company’s net lgss and basic and diluted loss per common share would have been

increased to the pro forma amounts indicated below:
]

2001 2000 1999
Net Loss Attributable to Common Stockholders (000's):
AS REPOMBA .....oo et $3,003 $2.713 $4,584
Pro Forma 3425 3,077 4680 -
Basic and Diluted Loss per Common Share;
AS BEPOMEH ... e bbbttt et $ 1.08 $1.03 $ 177
PO FOMMA oo ee s et 1.23 117 1.80

In accordance with the provisions of SFAS No. 123, for purposes of the pro forma disclosures the estimated fair value of the options is amaor-
tized over the option vesting period. The application of the pro forma disclosures presented above are not representative of the effects SFAS No. 123
may have on operating results and earnings (loss) per share in future years due to the timing of stock option grants and considering that options vest
over a period of three years.

The Black-Scholes option-pricing model was developed for use in estimating the fair value of traded options that have no vesting restrictions
and are fully transferable. In addition, option-pricing models require the input of highly subjective assumptions including the expected stock price
volatility. Because the Company’s employee stock options have characteristics significantly different from those of traded options and because
changes in the subjective input assumptions can materially affect the fair value estimate, in management’s opinion, the existing models do not
necessarily provide a reliable single measure of the fair value of its stock options.
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The fair value of each option grant, for pro forma disclosure purposes, was estimated on the date of grant using the modified Black-Scholes

option-pricing model with the following weighted-average assumptions:

2001 2000 1999
Expected DIVIABND YIBIH ............ e et 0.0% 0.0% 00%
RISK-FIEB INEIEST RAE ...ovucv ettt i 4.66 % 6.67 % 572%
EXPECLEA VOIatiliTY ..o ettt 94.2% 99.7% 104.9%
EXPECLEA Life OF OPLION. ...ttt et 4 years 4 years 4 years

The following table presents a summary of the Company's stock option activity and related information for the years ended December 31:

2001 2000 1999

Options Weighted-Average Options  Weighted-Average Options  Weighted-Average

(000's) Exercise Price {000's) Exercise Price {000's) Exercise Price
QOutstanding, Beginning of Year..........ccoocoriomriiiniccrcninn. 974 $254 760 $2.48 440 $3.41
GrantBa......covover oo 240 1.97 246 248 335 1.16
EXEICISEO. . ...vvcve oo oo e (12) 20 (27) 24 (12) 40
Forfeited.....c...coc.ovcvivienereen. e {63) 2.00 (5) 1.93 (3) .90
Qutstanding, End of YBar..........oovovoovooecceciccc e 1,139 $248 974 $2.54 760 $2.48
Exercisable, End of Year ... 939 $255 744 $2.72 537 $2.98
Weighted-Average Fair Value of Options Granted

DUMNG the YBaT ... .ovvvvcreeireeccessie e $1.38 $1.78 $ 69

The following table summarizes information about stock options outstanding at December 31, 2001:

Options Outstanding

Weighted-Average

Options Exercisable

Range of Number of Remaining Contractual Weighted-Average Number of Weighted-Average
Exercise Prices Options Life (Years) Exercise Price Options Exercise Price
$§ 20-8249 652,500 8.05 $1.55 515,003 $1.44
250- 463 422,500 6.51 3.26 359,168 340
563 - 6.82 64,450 4.03 6.70 64,450 6.70
$ 20-$682 1,139,450 7.25 $2.48 938,621 $255

21

tn March 1997, in consideration of his assistance to the Company in obtaining sources of permanent financing, the Company granted a director
of the Company a warrant to purchase 25,000 shares of the Company’s Common Stock for $10.00 per share which exceeded the fair market value of
the Company's Common Stock at the date of grant. '

In June 1999, in consideration of their undertaking to assist the Company in obtaining sources of permanent financing, the Company granted
warrants to two directors for 58,333 and 29,167 shares at $1.50 per share, which exceeded the fair market value of the Company's Common Stock
at the date of grant and was included in the cost of capital.

In March 2000, pursuant to a financial consulting agreement, the Company granted an investment bank 25,000 warrants to purchase the
Company’s Common Stock, at an exercise price of $3.00 per share. The value of such warrants was $61,000 and was charged to earnings.

In April 2000, in consideration of their undertaking to assist the Company in obtaining sources of permanent financing the Company granted
warrants to two directors for 27,675 and 12,150 shares at $2.25 per share. The value of such warrants was $78,000 and was included in the
cost of capital.
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Notes to Financial Statements (continued)

In November 2000, the Company granted the lenders a total of 100,000 warrants in conjunction with a $1 million term loan agreement. 50,000
of the warrants were awarded in November 2000, 25,000 of the warrants were awarded in December 2000 when $500,000 of the term loan was
borrowed and the remaining 25,000 warrants were awarded when the remaining $500,000 was borrowed in March 2001. The warrants were priced
at $2.00 per share. The value of the warrants issued was $560,750 and has been capitalized as a deferred financing cost and will be amortized over
the life of the loan. The value of the 25,000 warrants issued in March 2001 was $37,250 and has been capitalized as a deferred financing cost. In
December 2001, the Company converted $750,000 of the outstanding $1,000,000 loan into Common Stock and expensed $16,100 of the remaining
capitalized warrant expense.

In February 2001, in consideration of their performing investor relations on behalf of the Company in the UK, the Company granted Equity
Development Limited two 50,000 blocks of warrants at $1.50 per share. The first 50,000 block of warrants has a one-year term and vests when the
Company's stock price remains above $2.50 for seven consecutive days. The second 50,000 block of warrants has a term of two years and vests
when the Company’s stock price remains above $3.00 for seven consecutive days. The value of such warrants was $119,500 and charged to
earnings in 2001.

In conjunction with the Company’s December 2001 AIM listing and private placement of Comman Stock, the Company granted its financial
adviser, Nabarro Wells Limited, 51,613 warrants at $2.00 per share on December 28, 2001, which was considered cost of capital.

CDT Warrants
2001 2000 1999
Warrants Exercise Price Warrants Exercise Price Warrants Exercise Price
(000's) Per Share (000's) Per Share {000's) Per Share
QOutstanding, Beginning of Year .......c..ccoovervccevcomeiesies e 302 N/A 183 N/A 75 $6.50 — $10.00
GRANTBO. ..o e e e e 177 $150-$ 2.00 139 $150-$ 200 88 $1.50
Exercised - - - - - -
Forfeited 50 $6.50 - - - -
Qutstanding, End of YEar.......cccoocovvvvciooorerececiceseeeeeeee e 429 $150-$10.00| 302  $1.50-$10.00 163 $1.50 - $10.00
Warrants Qutstanding Warrants Exercisable
Weighted-Average
Range of Number of Remaining (Years) Weighted-Average Weighted-Average
Exercise Prices Warrants Exercise Life Exercise Price Exercisable Price
$150-$ 2.00 339,113 5.54 $172 239,113 $ 182
$225-% 3.00 64,825 6.41 § 254 64,825 $ 254
$10.00 25,000 2.33 $10.00 25,000 $10.00
$1.50 - $10.00 428,938 5.36 $ 2.33 328,938 $ 258

6. Commitments

The Company is obligated under a sublease agreement for its principal office. In January 1999, the Company extended to its original subleass
agreement, which runs from March 1, 1999, through February 28, 2002. The Company has agreed to a six-month extension with three months’ notice
for termination of the lease through December 2002, at an annual rate of $116,000. The Company’s minimum lease payments for 2002 is §71,500.
For the years ended December 31, 2001, 2000 and 1999, rental expense approximated $81,500, $81,200 and $82,000, respactively.

Effective October 28, 1994, Fuel Tech granted two licenses to the Company for all patents and rights associated with its platinum fue!
catalyst technology. Effective November 24, 1997, the licenses were canceled and Fuel Tech assigned to the Company all such patents and rights
on terms substantially similar to the licenses. In exchange for the assignment, the Company will pay Fuel Tech a royalty of 2.5% of its annual
gross revenue from sales of the platinum fuel catalysts commencing in 1998. The royalty obligation expires in 2008. The Company may terminate
the royalty obligation to Fuel Tech by payment of $7,636,364 in 2002 and declining annually to $1,090,910 in 2008. The Company as assignes and
owner will maintain the technology at its own expense. Minimum royalties were paid to Fuel Tech in 2001 and royalties payable to Fuel Tech at
December 31, 2001, were not significant.
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7. Related Party Transactions

In November 2000, the Company secured a $1 million term loan facility at a 10% interest rate from several preferred shareholders, including Fuel
Tech Inc., which pledged $250,000. In 2000 and 2001, the Company drew down the entire $1 million term loan and at December 31, 2001, the
Company had a $250,000 term loan payable to Fuel Tech plus accrued interest. The remaining $750,000 of term loan and accrued interest was repaid
as part of the December 2007 private placement of Common Stock discussed in the stockholders’ equity note.

The Campany has a Management and Services Agreement with Fuel Tech. The agreement requires the Company to reimburse Fuel Tech for
management, services and administrative expenses incurred on behalf of the Company. The Company agreed to pay Fuel Tech a fee equal to an
additional 3 to 10% of the costs paid on the Company's behalf, dependent upon the nature of the costs incurred. Certain of Fuel Tech's officers
and directors serve as officers and directors of the Company. The financial statements include charges from Fuel Tech of certain management and
administrative costs, which approximate $70,00, $77,000 and $106,000 for the years ended December 31, 2001, 2000 and 1999, respectively. In
the opinion of the Company’s management, such costs are fair and reasonable and are on terms no less favorable than could be obtained from a
third party.

Average trade balances due to Fuel Tech for the years ended December 31, 2001 and 2000, approximated $6,000 and $3,000, respectively.

The Company had a deferred salary plan with its Chief Executive Officer in which he deferred $62,500 of his annual salary until the Company
reaches $5 million in revenue. This agreement was terminated in March 2001 and the executive’s salary was returned to full pay. For the years
ended December 31, 2001 and 2000, $10,400 and $62,500 of expense, respectively, was accrued in connection with such arrangement. At
December 31, 2001 and 2000, total obligations were $135,400 and $125,000, respectively, pertaining to this plan.

The Company makes annual pension payments or accruals pursuant to a deferred compensation plan on behalf of its Chief Executive Officer.
For the three years ended December 31, 2001, $50,000, $50,000 and $50,000 of expense was recognized per year in connection with such plan.
At December 31, 2001 and 2000, total obligations were $232,700 and $182,700, respectively, pertaining to this plan.

8. Marketing and Joint Development Agreements

The Company and AMBAC International reached an agreement in December 1997 under which the parties will jointly share in the cost of develop-
ment of the ARIS injector for urea SCR. The Company holds the exclusive marketing rights to the injector for a period of five years subject to certain
minimum purchases of injectors from AMBAC. The Company has agreed to purchase injectors exclusively from AMBAC until November 3, 2002, or
to pay AMBAC for 50% of AMBAC's development cost and a royalty on injectors made elsewhere for the Company. The Company has assigned its
rights with AMBAC to the RJM Corporation as part of its License Agreement. No rights or licenses have been granted by either party to the other
on patents or inventions conceived prior to the agreement. However, the parties have filed a joint patent on the specific ARIS injectar. The Company
has retained all rights to its underlying patents including the fundamental return-flow injection concept on which the US patent office has issued a
“notice of allowance.”

9. Subsequent Events

Effective March 1, 2002, Ralph E. Bailey, Chairman and a non-executive director of the Company, and Douglas G. Bailey, a non-executive director of
the Company, have resigned from the Company’s Board of Directors in order to concentrate their attention on the activities of Fuel Tech. The Board
subsequently elected CEQ Jeremy Peter-Hoblyn to Chairman and reduced its size fram seven to five directars.

In March 2002, the Board of Directors of the Company approved the issuance of the Company’s Common Stock in consideration of their accrued
directors’ fees at December 31, 2001 {totaling $52,000), and for all future fees. A director may choose to receive either all stock or 20% cash and
80% stock.

In January 2002, the Company retired its outstanding notes payable by paying $250,000 plus accrued interest of $24,100 to the note holders.
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10. Recent Accounting Pronouncements

Business Combinations

in June 2001, the FASB issued SFAS No. 141, “Business Combinations,” which applies to business combinations occurring after June 30, 2001,
SFAS No. 141 requires that the purchase method of accounting be used and includes guidance on the initial recognition and measurement of
goodwill and other intangible assets acquired in the combination.

Goodwill and Other Intangible Assets

In June 2001, the FASB also issued SFAS No. 142, "Goodwill and Other Intangible Assets.” SFAS No. 142 no longer permits the amortization of
goodwill and indefinite-lived intangible assets. Instead, these assets must be reviewed annually {or mare frequently under certain conditions) for
impairment in accardance with this statement. This impairment test uses a fair value approach rather than the undiscounted cash flows approach
previously required by SFAS No. 121. The goodwill impairment test under SFAS No. 142 requires & two-step approach, which is performed at the
reporting unit Jevel, as defined in SFAS No. 142. Step one identifies potential impairments by comparing the fair value of the reporting unit to its
carrying amount. Step two, which is only performed if there is a potential impairment, compares the carrying amount of the reporting unit's goodwill
to its implied value, as defined in SFAS No. 142. If the carrying amount of the reporting unit's goodwill exceeds the implied fair value of that good-
will, an impairment loss is recognized for an amount equal to that excess. The Company wil! adopt SFAS No. 142 effective January 1, 2002, and
does not expect the impact of the adoption of SFAS No. 142 to have a material effect on the Company’s results of operations or financial position.

Asset Retirement Obligations

In June 2001, the FASB issued SFAS No. 143, “Accounting for Asset Retirement Obligations.” This standard provides the accounting for the cost
of legal obligations associated with the retirement of long-lived assets. SFAS No. 143 requires that companies recognize the fair value of a liability
for asset retirement obligations in the period in which the obligations are incurred and capitalize that amount as a part of the book value of the
long-lived asset. That cost is then depreciated over the remaining life of the underlying long-lived asset. The Company is required to adopt SFAS
No. 143 effective January 1, 2003, and does nat expect the impact of the adoption of SFAS No. 143 to have a material effect on the Company's
results of operations or financial position.

Impairment or Disposal of Long-Lived Assets

in August 2001, the FASB issued SFAS No. 144. This standard supersedes SFAS No. 121 and the provisions of APB Opinion No. 30, “Reporting the
Results of Operations—Reporting the Effects of Disposal of a Segment of a Business, and Extraordinary, Unusual and Infrequently Occurring Events
and Transactions,” with regard to reporting the effects of a disposal of a segment of a business. SFAS No. 144 establishes a single accounting model
for assets to be disposed of by sale and addresses several SFAS No. 121 implementation issues. The Company is required to adopt SFAS No. 144
effective January 1, 2002, and does not expect the impact of the adoption of SFAS No. 144 to have a material effect on the Company’s results of
operations or financial position.

11. Quarterly Financial Data (Unaudited)

1st Quarter 2nd Quarter 3rd Quarter 4th Quarter
Ended 3/31/01 Ended 6/30/01 Ended 9/30/01 Ended 12/31/01 Total Year
Unaudited Unaudited Unaudited Unaudited 2001
(in thousands except per share data)
TOtal BEVENUE. ..ottt $ 24 $919 $ 499 $ 158 $ 1,600
Gross Profit.............. 17 868 449 149 1,483
Net (Loss)/Profit...... (760) 4 (364) (1,923) (3,003)
Basic (Loss)/Profit per Share {0.29) 0.02 0.13) {0.63) (1.08)
Diluted (Loss)/Profit per Share {0.29) 0.01 {0.13) {0.63) (1.08)
1st Quarter 2nd Quarter 3rd Quarter 4th Quarter
Ended 3/31/00 Ended 6/30/00 Ended 9/30/00 Ended 12/31/00 Total Year
Unaudited Unaudited Unaudited Unaudited 2000
TOtEI RBVBNUE. ... oo e $ 306 $ 59 $112 $ 105 § 582
GrOSS PrOfIt. .. ooeoee ettt e ren s e 284 34 71 60 449
Net Loss (462) (829) (682) {740) (2713)
Basic and Diluted LosS per Share.............ccoov oo ioeesccseereeeeenn, (0.18) {0.32) {0.26) (0.27) (1.03)

Note: The sum of the quarters’ earnings per share may not equal the full year per share amounts
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