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Clean Diesel Technologies, Inc. and its subsidiary Glean Diesel
International LLC, are a specialty chemical and energy technology
company with patented praducts that reduce emissions from diesel
engines while simultaneously improving fuel economy and power.
Products include Platinum Plus® fuel borne catalysts, which reduce
engine-out emissions of particulates (PM), carbon monoxide

(GO) and hydrocarbons (HCs), while improving fuel economy and
increasing the regeneration of after-treatment devices including
diesel particulate filters that reduce particulates up to 95%; the
EPA verified Purifier System, which combines the FBC and a lightly
catalyzed diesel oxidation catalyst (DOC) to reduce particulates

41 to 50%:; the EPA verified CWMF system, which combines the

FBC and a catalyzed wire mesh filter to reduce particulates 65

to 75%; and the ARIS® 2000 urea injection system for selective
catalytic reduction of NOx. Platinum Plus and ARIS are registered
trademarks of Clean Diesel Technologies, Inc.
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Financial Overview :
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2004 2003 2002 ?
Statements of Operations Data (in thousands, except per share data)
AGAIIVE TBYBNUE ....evovo et et $ 299 $ 212 $ 40 ;
HAIAWETE TBVBIUE ..ooooiivev. oo oo ss s e 369 161 102 ﬁ
License and roYalty FTEBVENUB. ... e e 54 194 299 |
TOAI TBVBNUBS . ...vv oot eereeesss oo 122 567 44 |
Costs and expenses:
COST O TBVBNMUE .ottt 455 219 86
General and A0MINISITAtIVE . ............ccooverviieie ettt 3,962 2,695 2,297
Research and deveIODMENT ... e 506 855 693
Patent amortization and Other BXPENSE ......co..oviveeeeee oo 90 58 43
LOSS fTOM OPBIALIONS . .......ovveieveeries oo e e (4,291) {3.260) {2,672)
Foreign cuUrrenCy BXChANGE GaIN ...ttt esse et 101 — —
[NEBIEST INCOME, NBT ...ttt e e 4 15 30 ‘
Net loss attributable to common StOCKNOIAEIS. ........o....coroveeeees e e, - $(4143) $(3.245) §(2642) |
Basic and diluted 105S Par COMMON SNETE ... {0.26) {0.26) {0.23)
Weighted-average shares oUtSTaNGING...........cccooveirievivreere et 16,071 12,721 11,419
Balance Sheet Data (in thousands)
CUITENT @SSEES 1rvvvvvovvsvesreeioe sttt s b 4,868 7,023 2,757 \
TOTAT SSELS covvvvrer e vctreesens et esscees et et abs bbb s res 211 st 1 s sR b 5513 7441 2,979 :
CUMTBNE HTBDITIIBS .ot ceme et eeeee oot ee s een e 3N 868 223 [
LONGEIM HADITEIES 11 oeer et e — — 418 !
WOTKING CAPITAL ...t 4,477 6,155 2,534 |
SHOCKNOIABIS  BOUILY. ....eooeeeeee ettt 5122 6,573 2,338 '
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Letter to Shareholders

Chairman’s Statement

During the year ended 31 December 2004, Clean Diesel
Technologies, Inc. reported that total revenue more than
doubled in the final quarter of 2004 to $194,000 from $89,000,
and for the year as a whole increased by 11% to $722,000
from $567,000 in 2003. Due to increased expenses in marketing
and technology the fourth quarter net loss was 11% higher

at $1.21m, compared with $1.09m in 2003, and for the year
28% higher at $4.14m, compared with $3.25m for 2003.

Significantly, in September, Dr. Bernhard Steiner was appointed
Chief Executive Officer, succeeding Jeremy D. Peter-Hoblyn who
retired. Over the last 10 years, Jeremy directed the development
of the Company’s proprietary products and established a strong
patent position for the core technologies. | thank Jeremy for

his contribution and am pleased that he is remaining @ member
of the Board.

Bernhard has joined Clean Diesel at a time when the Company
is moving into its next phase, from research and development
into commercial success. He is well placed to lead Clean Diesel
through this transitional stage; he has a history of recognizing
and developing market opportunities for new and existing
technologies, as well as bringing new technologies to

market successfully.

Bernhard joined us with a general management background
from companies including Motorola, NXT, Amstrad and Sony
and most recently held executive director positions in Wayfinder
Systems AB from Sweden and OWR AG from Germany. His
record demonstrates the ability to successfully take technologies
to market, establish the necessary marketing and distribution
strategies and ensure strong and profitable growth.

We believe Bernhard is the right person to take the company
to the next level and enable Clean Diesel to reach its full
potential. Bemhard's track record of growing and scaling
global enterprises is well matched to the opportunity at
Clean Diesel.

| look forward to Bernhard’s contribution to the next stage
of Clean Diesel's development.
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Derek R. Gray, Non-Executive Chairman of the Board

Chief Executive’s Review

I'm delighted to be Clean Diesel Technologies, Inc.’s CEC.

| see great potential in its technologies and substantial
business opportunities for its existing and future products.
Clean air and energy efficiency are areas of great concern
around the world, where in recent months increased aware-
ness has emerged through both market requests and regula-
tors, and our company has the know-how and products to
address both of those and benefit from the growing market.

My first impressions before joining the company were that
Clean Diesel under Jeremy Peter-Hoblyn's leadership had
developed groundbreaking technologies, received wide-
reaching international patent protection and achieved
validation and market acceptance through blue-chip
partners who need our products.

Transition to Commercialization

My initial focus is repositioning the Company's products
and personnel to be more market oriented. In December
2004, we formed an international representative office,
Clean Diesel International LLC, near London, England, to
support the growing European and Asian opportunity for




diesel emission reduction. Tim Rogers, Vice President
International, joined in early 2004 to develop our interna-
tional efforts. Tim brings a wealth of sales experience to
Clean Diese! and strengthens and supports our growing
team. Tim’s contribution has already been recognized with
the sponsorship of the Asian Development Bank Air Guality
conference and our first orders in Europe for Platinum Plus®
fuel borne catalyst (FBC) with diesel particulate filters.

[ see a strong near-term demand in Europe for both of our
technologies, the Platinum Plus FBC and the ARIS® 2000
NOx reduction system. The US remains a huge potential
market with the following drivers in particular: initial
retrofit demands emerging in 2005 and 2006, additional
California retrofit regulations, and original equipment
manufacturer (OEM) standards for new trucks in place for
2007. In the US, we are aiming to increase revenues with
existing customers and we have a good pipeline of potential
customers. The Asian market typically follows the US and
Europe’s initiative and thus emission reduction opportunities
are likely to grow.

Giobal Markets

A key requirement for the Company is the establishment

of distribution partners for the US, Europe and Asia. In
order to quickly grow revenues, we need increased access
to established distribution channels. Sales have started in
the US and Europe and we have begun working with major
emission control automotive supply companies. Commercial
activities have commenced in Asia with an invitation by the
Asian Development Bank to join the Clean Air initiative for
Asian cities.

Product Successes

Clean Diesel received a second US Environmental Protection
Agency (EPA) verification for a catalyzed wire mesh filter
(CWMF) and the Platinum Plus FBC. The CWMF has been
developed by Mitsui & Co., Ltd. of Japan and the combination
of this and the Platinum Plus FBC ensures greater emissions
reduction than our EPA verified Purifier System but less than
a diese! particulate filter. The FBC/CWMF system is targeted
at the more difficult regeneration applications and cost-
sensitive vehicles.

The ARIS 2000 NOx reduction technology is positioned for
strong growth in 2005. Clean Diesel and its US-based ARIS
licensee, Combustion Components Associates, have been
jointly marketing the ARIS license and system to European
exhaust manufacturers for retrofit and OEM applications.
Additional license announcements are expected in 2005,
Mitsui has made significant progress in stationary sales

of ARIS systems in Japan and expects the market to grow
rapidly in 2005/2006 as the Kyoto initiatives come in to play.

We established a Clean Diesel Technical Advisory Board
with industry experts. The Technical Advisory Board will
assist us in identifying and contacting fleets, identifying
additional applications for our technology and reviewing
technical programs.

Outlook

The growing awareness and legislation worldwide of the
need for clean air and energy efficiency provides us with
great opportunities for our existing and future products.
The establishment of a presence in Europe, where we see
a strong near-term demand for our technologies, further
provides the infrastructure to take the Company forward
to profitability.

Thanks to Everyone
[ would like to extend my thanks to all of our people for
their hard work and dedication to the business.

(%722

Dr. Bernhard Steiner, Chief Executive Officer
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Company Background

Clean Diesel Technologies, Inc. {CDT) was formed in 1994 as a
wholly owned subsidiary of Fuel Tech Inc. and subsequently de-
merged via a 1995 rights issue. The Company’s mission is to develop
revolutionary and proprietary technologies for cleaning up harmful
diesel emissions while also reducing fuel consumption. Over the
past several years CDT has filed patents, developed technologies
and is now commercializing its technologies. The products include

a family of Platinum Plus® fuel borne catalysts (FBCs); the Platinum
Plus Purifier System, which includes the FBC combined with a tradi-
tional diesel oxidation catalyst {DOC); the FBC/catalyzed wire mesh
filter system (CWMF); the FBC/diesel particulate filter system; and
the ARIS® 2000 NOx reduction system. CDT's commercialization
strategy involves both direct sales to key accounts and development
of worldwide distribution and licensing agreements.
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Platinum Plus is positioned as an enabling
technology that reduces diesel engine-out
emissions, improves after-treatment device
performance and increases fuel economy.

Enabling Technologies

CDT's Platinum Plus fuel additives and NOx reduction systems are
easily combined with other after-treatment devices and various
fuels including ultra low-sulfur diesel {ULSD) and bicdiesel, to
reduce particulates and NOx from diesel engines. In many applica-
tions the use of Platinum Plus FBC enables the reduction of platinum
on the after-treatment device resulting in a considerably lower end-
user cost. The end result is less particulates, NOx, CO and unburned
hydrocarbons being released into the environment and reduced fuel
consumption, which also reduces greenhouse gas emissions. CDT's
technologies can be applied to any diesel engine including light
duty and heavy duty engines; stationary or mobile applications;
on-road or off-road vehicles; and marine, mining, locomotive or
farming equipment.

Platinum Plus Fuel Borne Catalyst (FBC)

The Platinum Plus FBC is a patented bimetallic fuel additive
composed of a fuel-soluble organometallic compound of platinum
and cerium dissolved in a petroleum carrier. These are the same
metals used in catalytic converters on gasoline (petrol} powered
vehicles and diesel oxidation catalysts. The FBC catalytically pro-
motes more complete combustion of diese! fuel in the engine. This
better combustion results in reduced emissions as well as improved
fuel economy performance because less fuel is needed for a given
amount of work. Platinum Plus is an EPA registered fuel additive and
is a key component of COT's verified Platinum Plus Purifier System,
which combines the FBC with a lightly catalyzed diese! oxidation
catalyst for up to 50% reduction. The Company has also completed
VERT and BUWAL testing in Europe for use with a filter. Finally,
extensive testing in the US and Europe has confirmed no toxic
metal emissions and no increase in other secondary or “ultrafing”
particle emissions from the use of the FBC.

Platinum___-




How the Platinum Plus FBC Works

Liquid Hydrocarbons
Solid Garbon
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The FBC combines with the diesel
particulate in the combustion process.

CDT Market Opportunity

The continuing tightening of clean air standards, emission control
regulations and growing international awareness of the greenhouse
effect provide the Company with substantial opportunities through-
out the world. Annual consumption of diesel fuel is estimated at
200 billion gallons worldwide and over 10 million diesel engines
are produced each year. The US alone has over 13 million diese!
engines currently in operation. With diesel power being 30 to

40% more efficient than gasoline {petrol} powered engines, almost
al! freight, bus, heavy construction and farm equipment is diesel
powered. Consequently, with a life span of 20 to 30 years for most
diesel engines and with older diesel engines being significantly
more polluting, diesel retrofit programs are quickly gaining
momentum around the world,

US Market Opportunity

Initially CDT is focused on the US diesel retrofit market, but long
term its technologies may be most applicable to original equipment
manufacturers {OEMs) and new engines. California led the world in
gasoline emission reduction and is again taking the lead in diesel
emission reduction. In 1998 the California Air Resources Board
{CARB) declared diese! particulate emissions to be toxic and
subsequently mandated large particulate emission reductions

in the state’s 1.2 million vehicles in the 2005 to 2011 period.

In addition to the California mandated program, the US Environ-
mental Protection Agency (EPA) has a voluntary retrofit initiative
targeting hundreds of thousands of vehicles for the other 49 states
out of the approximately 13 million diesel vehicles currently in
operation. Increased funding and local city/state mandates for
retrofit emission reduction programs are the catalyst needed to
drive the market forward.

European Market Opportunity

In respense to growing commercial opportunities and the prevalence
of diesel engines, CDT hired Tim Rogers in early 2004 to develop
CDT's international business outside the US. Tim has 20 years of
diesel fuel additive experience. In 2004 CDT established Clean
Diesel International LLC, a UK representative office outside

London, England.

Clean Diesel International, in conjunction with its partner Dinex,
was listed on the UK Energy Savings Trust Cleanup register for
the Platinum Plus FBC in combination with a silicon carbide diesel
particulate filter (DPF) from Dinex. As a result the system qualifies
for retrofit grants in the UK. Initial target opportunities include
London black cabs, buses and delivery vehicles.

in late 2004 Clean Diese! International’s local Danish partner,
Daugbjerg, received Danish approval for the Platinum Plus FBC/DPF
system. As a result Daugbjerg has been awarded two contracts for
the FBC/DPF system as part of Copenhagen’s DPF retrofit program.

The focus and demand in Europe is for filter technology where the
Company sees significant opportunities for its FBC. Ciean Diesel
international continues to participate in a number of local programs
to demonstrate the improved performance of the Platinum Plus FBC
with filters for potential distribution partners and fleet operators.

Asian Market Opportunity

CDT is actively seeking local distribution partners in Asia for its
Platinum Plus FBC to be used with filters or other after-treatment
devices including a DOC or CWMF. Even though the Platinum Plus
FBC improves the performance of diesel particulate filters, COT
believes a growing market opportunity exists for DOCs and CWMFs,
which can reduce particulates 50 to 75%, because many Asian
countries do not have the fuel quality or capital needed to imple-
ment diesel particulate filters. In 2004 CDT was asked to join

the Asian Development Bank’s Clean Air Initiative Program.
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The critical components to the Company’s

future success are developing key distribution
partners in the US, Europe and Asia and completing
CARB FBC/CWMF and FBC/filter verifications.

Marketing Strategy and Commercialization
CDT is focused on several key strategies to commercialize its
technologies and generate increased revenues. These include:

e Fxpand and support a network of licensed distributors for the
Platinum Plus FBC and the EPA verified systems in the US,
Europe and Asia.

o Target key corporate fleets to pull Platinum Plus and the verified
systems through the distribution channels.

¢ Complete CARB verifications including the FBC/CWMF and
FBC/diesel particulate filter.

 |nitiate an OEM program to generate interest in the FBC for the
2007-2008 regulations in the US and Europe.

e Maximize the value of the ARIS technology through additional
licensing in the US, Europe and Asia.

Platinum Plus FBC and Filters

A filter is usually the after-treatment device of chaice by regulators
because of the high (up to 90%}) emission reductions. However,
fleet operators are more cautious toward filters because of the
high cost, reduced vehicle performance and increased maintenance
requirements. CDT’s Platinum Plus FBC is positioned to bridge the
gap between regulators and operators by lowering the filter cost
through reduced platinum loading and increasing vehicle perfor-
mance through lower regeneration temperatures and improved
fuel economy.
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CDT's FBC/filter system reduces particulates by up to 90% without
increasing emissions of NOz in the exhaust compared to traditional
heavily catalyzed systems, which increase NO:z levels. NO- is a
strong lung irritant and a precursor to ozone and both CARB and
the Mining Safety Health Administration {MSHA) have set
maximum emission fimits for this pollutant.

The CDT FBC/filter system has been approved in Europe by VERT
as well as a number of local programs in the UK, Denmark and
Sweden. In the US the FBC/filter system has been accepted for
use by the MSHA. CDT is also involved with several partners to
verify a FBC/filter system with CARB and the EPA.

Platinum Plus FBC/CWMF System

CDT developed the FBC/catalyzed wire mesh filter (CWNMF} in can-
junction with Mitsui & Ca., Ltd. The system was verified by the EPA
for 65 to 75% diesel particulate reduction on ultra low sulfur diesel
fuel (ULSD) and 55 to 60% on normal diese! fuel. All on-highway
fuel in the US will be ULSD in 2006. CDT has also submitted an
application for verification of the FBC/CWMF system to CARB.

CDT is marketing the CWMF system for applications where high
particulate reduction is desired but difficult operating conditions
and low regeneration temperatures are present. Urban waste
haulers, delivery vehicles and buses would be likely candidates
as well as many vehicles in Asian cities where older vehicles
and lower fue! quality are issues.

Platinum Plus Purifier System (FBC/DOC)

The Purifier System is an EPA verified system combining Platinum
Plus and a diesel oxidation catalyst {DOC). At a 41 to 50% verified
particulate reduction, the Purifier System provides double the
performance of traditional verified DOC systems.
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Installed Purifier System
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‘In the US, many municipal, state or federally funded construction or
highway projects are requiring equipment to be fitted with verified
emission reduction technology.

In addition, many regions around the US are beginning to provide
funds or incentives for local fleets to voluntarily adopt verified
emission reduction technologies.

Platinum Plus Alternative Fuel Emission Reduction
% Reductions vs. Baseline N0.2D (Triplicate FTP Tests)
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- Platinum Plus FBC and Alternative Fuels (Biodiesel)
The Platinum Plus FBC is actively being marketed as an enabling
technology that improves the performance of most diesel fuels and

gnhances the performance of after-treatment davices such as filters,

traps and DOCs. CDT has tested Platinum Plus with regular No.2
diesel, ULSD, No.1 diesel {jet kero) and biodiesel. The ability

of Platinum Plus to reduce NOx in conjunction with No.1D and
biodiesel blends represents a rapidly growing niche opportunity
since most untreated biodiesel blends increase NOx slightly,
making the biodiesel acceptance in many regions more difficult.

Platinum Plus FBC Dosing Options

The FBC is easily introduced to the diesel fuel and requires no
special mixing or freeze protection. The FBC can be added to the
fuel in several ways. Traditional manual splash blending in a fuel
delivery truck or bulk storage tank or automatic dosing equipment
on a fuel delivery truck or bulk storage tank can deliver the FBC.
CDT also sells Platinum Plus packaged in single-dose containers.

CDT has developed an on-board dosing system for fleet vehicles
that continuously releases small guantities of FBC into the fuel line
from a mounted reservoir. CDT is also working with a large distribu-
tion partner to finalize a proprietary fuel filter that would release
the FBC from the fuel filter as fuel passes through the filter.

Platinum Plus Fuel Economy

In addition to reducing emissions, the improved combustion perfor-
mance from introducing platinum in the engine reduces fuel consump-
tion. The improved fuel economy performance of Platinum Plus has
been demonstrated in both the labaratory on engine dynamometer
stands and in the field with over a dozen fleet evaluation programs.

Laboratory studies at SwRI and Cummins Engine Company using the
Federal Test Procedure and Steady State testing showed 2.2 to 7%
reductions in the brake-specific fuel consumption on a Detroit Diese!
BDC series 60 engine and 7.7% on a Cummins B series engine.

Platinum Plus Fieet Test Summary

Trash Hauling Urban 41 Trucks

Feed and Livestock Rural 47 Units

Grocery Distribution Rural 54 Tractors

Grocery and Fuel Distribution Rural 35 Tractors

Beverage Delivery Urban/Rural 43 Units

Line Haul Freight 16 Tractors

Fuel Delivery Urban/Rural 9 Tractors

Fuel Delivery Urban 10 Units

Beverage Delivery Urhan 72 Vehicles

Beverage Delivery Urban 41 Vehicles

Average MPG Improvement = 7%

Platinum Plus has also been evaluated in over a dozen on-road fleet
trials with fuel economy improving 3 to 12% across a variety of
fleets. Performance is best on stop-and-go delivery cycles where
the engine is the least efficient. Platinum Plus is currently being
used in beverage delivery trucks, waste haulers, municipal buses
and barges for fuel economy. With rising diesel fuel prices the
potential savings for fleets also increases. i
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ARIS 2000 NOx Reduction System for Selective
Catalytic Reduction (SCR) of Nitrogen Oxides

The ARIS 2000 is a patented computer-controlled reagent injection
system for urea SCR NOx reduction. Originally designed for use on
stationary diesel engines, the ARIS also has applications for new
and retrofitted heavy duty diesel vehicles. Mobile systems are
operating in the US and Japan in conjunction with ARIS licensees.

The ARIS system reduces NOx up to 90% by injecting a nontoxic
urea-based reagent into the exhaust of an engine. In the presence
of an SCR exhaust catalyst, the NOx and reagent are reduced to
nitrogen and water vapor. The concept has been used for years in
farge power generation facilities, but with the COT technology it
can be cost-effectively applied to small stationary engines and
heavy duty vehicles.

A key patented feature of the ARIS 2000 technology is the use of a
single fluid in the urea SCR NOx reduction system. Most other SCR
systems require the availability of pressurized air to assist the NOx
reduction. COT's simpler “airless” system is thus potentially very
appealing to OEMs.

The Company decided that the most effective way to commercialize
and gain broad acceptance of its ARIS 2000 technology was to
license it. CDT has licensed Connecticut-based Combustion
Components Associates (CCA) for a nonexclusive license to sell

the ARIS system for mobile and portable diesel engines in the US.
In 2004 COT granted CCA an additional limited nonexclusive ARIS
license for US stationary applications.

Clean Diesel Technologies has licensed Mitsui & Co., Ltd.s DeNOx
joint venture for the exclusive marketing rights of the ARIS 2000 for
all stationary and mobile applications in Japan.

CDT is actively in discussions with several US and European entities
about ARIS licenses and expects to announce agreements in 2005.

EGR-SCR Opportunity

In acdition to patents on the single fluid injector for the ARIS
technology, CDT holds a fundamental patent on the combination
of SCR and exhaust gas recirculation (EGR). Both technologies are
widely used individually to target NOx. CDT believes the combina-
tion of the two technologies is likely to be preferred in new diesel
engines to maximize the system and fuel efficiency while still
meeting the new stringent NOx emission requirements.

CDT has granted a limited EGR-SCR license to a consortium of OEMs
to test various engines’ ability to achieve the 2007-2010 new engine _
emission standards over different performance cycles using this
patented approach.
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Sellected Financial Data

The following selected data are derived from the financial statements of CDT. The data should be read in conjunction with the financial

statements, related notes and other financial information in this report.

Snanm e e

{in thousands, except per share data) 2004 2001 2000
AQItiVE TBVENUE..........eoeeoceoe e, $ 299 § 212 $§ 40 § 14 $ 114
Hardware revenue 369 161 102 62 85
License and royalty reVENUE ... 54 194 299 1,424 383
TOtAl TRYBNUES ..eoovoveeece e 122 567 M 1,600 582
Costs and expenses:

COSt Of TBYBNURL......oo oo 455 219 86 117 133
General and adMINISTALIVE.........cooovrvoerioeoeeceee e 3,962 2,695 229 1,858 1,799
Research and development 506 855 693 365 534
Patent amortization and other expense 90 58 43 196 152
L0SS from OPErations ........coov.ovsooecieeee e (4,291) (3,260) (2,672) (935} (2,036)
Foreign currency exchange gain ... 101 — — — —
Interest iNCOME/(EXPENSE), NBL.......vvivereveeceeeeeeee e 47 15 30 (170) 35
Loss before preferred stock dividend..........coooooooooree {4,143) {3,245) (2,642) (1,1086) {2,001)
Preferred stock dividend (non-cash) ..o —_ — — (621) (712)
Preferred stock conversion premium ..., — — — {1,276) —
Net loss attributable to common stockholders $ (4,143 $ (3,245) $ (2,642) $(3,003) $(2713)
Basic and diluted 10ss per common Share..............ccccooecoeron, $ (0.26) $ (0.26) $ (0.23) $ (1.08) $ (1.03)
Weighted-average shares outstanding 16,071 12,721 11,419 2,777 2,631
Cash dividends paid............oo oo $ 0.00 $ 000 $ 000 $§ 0.00 $ 0.00
{in thousands) 2004 2003 200 2001 2000
Balance Sheet Dala

CUITENE BSSEES. v seereeeeees ettt en s $ 4,868 $ 7,023 $ 2,757 $4,612 $ 965
Total assets........... 5513 7441 2,979 4,658 1,057
Current liabilities 391 868 223 808 400
Long-term liabilities 0 0 418 368 808
Working capital 4,471 6,155 2,534 3,804 565
Stockholders’ equity (defiCit)............oooeee e, 5,122 6,573 2,338 3,482 {151)




J CDT Annual Report

T

Vlanagement’s Discussion and Analysis off
Finaneial Condition ane Results of Operatiocns

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

unable to generate positive cash flows, it has made significant progress in commercializing its technologies.

Resslls ol Crareliars
2004 versus 2003
Revenues and cost of revenue were $722,000 and $455,000, respectively, in 2004 versus $567,000 and $219,000, respectively, in 2003.

The 2004 revenues consist of the following:

(in thousands) 2004 2003 2002
AAIIVE e e e e §$212 $ 40
HETAWETE ...ttt et e a e 161 102
License and royalty 194 299
TOMAI FEVBIMUR . .......... oo et . §567  s441

In the foregoing table “Additive” includes the Platinum Plus FBC products and concentrate; “Hardware” includes the EPA verified Purifier
System, ARIS injectors and dasing systems.

COT received EPA verification of its Purifier System (FBC and DOC) in October 2003, and a second verification for its catalyzed wire mesh
filter system (FEC and CWMF) in June 2004. Clean Diesel Technologies has applied for verification for emission reduction by CARB for the
FBC/CWMEF system as well. The Platinum Plus FBC is registered with the EPA.

Additive revenus has increased as a result of successful demonstration programs and sales of the verified Purifier System, which requires
the use of the Platinum Plus FBC. The increase in hardware sales is primarily the result of the EPA-sponsored State of Maine school bus
retrofit program and increased ARIS injector sales to Mitsui,

Clean Diesel Technologies 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. CDT's business strategy is to license the ARIS 2000 NOx reduction sys-
tem to other companies for an up-front fee for the technology and infarmation transfer and a separate ongoing royalty per unit payment. CDT
currently has an exclusive license agreement for both stationary and mobile ARIS applications with Mitsui & Co., Ltd. for Japan. CDT has a
nonexclusive license for both stationary and mobile ARIS applications in the United States with Combustion Components Associates (CCA)

of Monroe, Connecticut. CDT previously had an ARIS stationary license agreement for Narth America with the RJM Corporation of Norwalk,
Connecticut, but as of August 2004 RJM was out of business and the ARIS license reverted back to CDT. CDT believes that the ARIS 2000
system can most effectively be commercizlized through licensing several companies with a related business in these markets. Clean Diesel
Technologies is actively seeking additional ARIS licensees for both mobile and stationary applications in the US, Europe and Asia.

General and administrative expenses increased to §3,962,000 in 2004 from $2,695,000 in 2003 as summarized in the following table:

{in thousands) 2004 2003 2002
Compensation and DENBTILS. ..ot $2,535 $1,650 $1,335
OCCUPANCY. ..o 420 320 265
PrOTESSIONGL ..ot 740 425 325
DENBI . e 267 300 366
Total general and administrative @XPENSES ............ccoooiioiiiiooiioriiiiiecnrese s __$3962 $2,695 $2,29

Compensation and benefit expense increased as the result of several staff additions in the US and Europe related to increased sales
and marketing efforts and a new CEQ. Occupancy increased in 2004 as & result of the European activity. Professional fees also increased
primarily due to the SEC secondary registration process and fund-raising, which was terminated in the fall of 2004,

Research and development expenses decreased to $506,000 in 2004 from $855,000 in 2003. The decrease in research and development in
2004 is due to the 2003 verification testing relating to CARB and EPA testing and the transition to commercial selling efforts in 2004.




Patent amortization and other costs increased to $30,000 in 2004 versus $58,000 in 2003. The 2004 increass is related to writing off some
patents in 2004 and the higher amortization related to prior years’ capitalized costs.

Interest income increased to $47,000 in 2004 from $15,000 in 2003 due to the higher amount of invested funds related to the November
2003 fund-raising.

Resuls of Operations

2003 versus 2002

Revenues and cost of product sales were $567,000 and $219,000, respectively, in 2003 versus $441,000 and $86,000, respectively, in 2002.
The 2003 revenues consist of Platinum Plus sales, ARIS 2000 system sales, ARIS license revenue and royalties, and miscellaneous equip-
ment sales.

COT received EPA verification of its Purifier System (FBC and DCC) in October 2003, and completed a second verification program with
the EPA for the FBC and Mitsui CWMF and is waiting for final verification results from the EPA to be posted. Clean Diesel Technologies
applied for verification for emission reduction by CARB as well. The Platinum Plus FBC is registered with the EPA. in 2003, sales of

the platinum-cerium additive totaled $212,000. Based on initial trial results and licensing agreements, ongoing revenues from sales

of its Platinum Plus additives are expected from distributors, refiners, additive marketing companies and flests.

Clean Diesel Technologies identified a market opportunity for urea sefective catalytic reduction 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. CDT licensed the ARIS 2000 system for stationary diesel engines
in North, South and Central America to the RJM Corporation on a nonexclusive basis and completed a stationary license agreement with
Mitsui for Japan on an exclusive basis. In December 2002 Clean Diesel Technologies completed an additional exclusive license agreement
with Mitsui & Co., Ltd. far the mobile ARIS technology in Japan. In 2003 CDT completed an ARIS mobile license with Combustion
Components Associates for the US market. Total sales of ARIS systems {included in Hardware) and license/royaltigs of the ARIS 2000

in 2003 were $111,000 and $194,000, respectively, versus $102,000 and $298,000 in 2002, respectively. CDT and its licensees sold and
installed over 175 systems. CDT 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 mobile applications needs
further development from the present prototype stage. CDT believes that the ARIS 2000 system can most effectively be commercialized
through licensing several companies with a related business in these markets. Clean Diesel Technologies is actively seeking to license

the mobile ARIS technology in the US and Europe and the stationary technology in the US, Eurape and Asia.

General and administrative expenses increased to $2,695,000 in 2003 from $2,291,000 in 2002. The increase is the result of an increase in
staff expense and marketing and travel relating to the increased sales effort in marketing CDT's technologies. The increase is also related to
higher professional fees including the effects of exchange rates, associated with being listed on AIM. Research and development expenses
increased to $855,000 in 2003 from $693,000 in 2002. The increase in research and development in 2003 is due to the development of new
apolications far COT's technologies and for verification testing relating to CARB and EPA certification.

Patent filing and maintenance expenses increased to $58,000 in 2003 versus $43,000 in 2002. The increase is attributable to the write-

off of some patents in nonviable countries and the resultant charge to income of the related asset amounts, which had been capitalized.
Clean Diesel Technologies capitalizes the expenses related to filing each patent and then amortizes the expense over the remaining life
of the patent.

Interest income decreased to $15,000 in 2003 from $39,000 in 2002 due to the decrease in funds used for operations. Interest expense
decreased to $0 in 2003 from $9,000 in 2002 as a result of using equity to fund operations.

Liquidity and Sources of Capital

Prior to 2000, Clean Diesel Technologies was primarily engaged in research and development and has incurred losses since inception
aggregating $29,415,000 (excluding the effect of the preferred stock dividends). CDT expects to incur losses through the foreseeable future
as it further pursues its commercialization efforts. Although CDT has begun selling limited quantities of Platinum Plus additive and Purifier
Systems and generating ARIS licensing and royalties, revenue to date has been insufficient to cover operating expenses, and Clean Diesel
Technologies continues to be dependent upon sources other than operations to finance its working capital requirements.

For the years ended 2004, 2003 and 2002, Clean Diesel Technologies used cash of $4,312,000, $2,744,000 and $2,836,000, respectively, in
operating activities.
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At December 31, 2004, and December 31, 2003, Clean Diesel Technologies had cash and cash equivalents of $4,265,000 and $6,515,000,
respectively. The decrease in cash and cash equivalents in 2004 from 2003 was due to the use of funds in 2004, partially offset by fund-
raising. Working capital decreased to $4,477,000 at December 31, 2004, from $6,155,000 at December 31, 2003. CDT anticipates incurring
additional losses through at least 2005 as it further pursues its commercialization efforts. At the date of this report, Clean Diesel
Technologies has cash resources estimated to be sufficient for its needs into the first quarter of 2006.

In October 2004, Clean Diesel Technologies received $754,000 (net of $25,000 in expenses) through a private placement of 426,500 shares of
its common stock on AIM. As part of the transaction, retired CEQ Jeremy Peter-Hoblyn exchanged his deferred salary of $135,400 for 73,587
shares of CDT common stock.

In September 2004, Clean Diesel Technologies received $1.789 million {net of $65,000 in expenses) through a private placement of 1,000,000
shares of its comman stock on AlM.

In December 2003, Clean Diesel Technologies received $3.583 million (net of $170,000 in expenses) through a private placement of 1,282,600
shares of its comman stock on AIM.

in September 2003, Clean Diesel Technologies received $3.866 million (net of $39,000 in expenses) through a private placement of 2,395,597
shares of its comman stock on AIM.

In October 2002, Clean Diesel Technologies received $1.356 million (net of $69,000 in expenses) through a private placement of 704,349
shares of its comman stock on AIM.

In December 2001, Clean Diesel Technologies received $3.721 million {net of expenses) through a private placement of 2,580,664 shares of
its common stock. In conjunction with the private placement, COT converted all of its Series A preferred stock to common stock. All of CDT's
common stack shares were registered to trade on the AIM of the London Stock Exchange.

In April 2003, Clean Diesel Technologies completed a nanexclusive license agreement with Combustion Components Associates of Monroe,
Connecticut, for the mobile ARIS technology in the US. Under terms of the agreement CCA agreed to pay COT a nonrefundable $150,000
license fee and committed to spend an additional $100,000 in developing, testing and demonstrating ARIS mobile prototypes. CDT recog-
nized the $150,000 license revenue in the second quarter of 2003, as there are no ongoing services required to be performed by COT.

In September 2004, CCA was granted an additional limited two-year nonexclusive ARIS stationary license for the US market. The license
fee is due at the end of a two-year trial period. Similar to the other ARIS license agreements for stationary applications, a per unit royalty of
approximately $1,500 (based on percentage of sales price) is due for each system. CDT did not receive any revenue from this license in 2004.

In December 2002, Clean Diesel Technologies completed an additional exclusive license agreement with Mitsui for the mobile ARIS technol-
ogy for Japan. Under terms of the agreement Mitsui agreed to pay CDT a $250,000 license fee and Mitsui committed to spend an additional
$200,000 in developing, testing and demonstrating ARIS mabile prototypes. CDT recognized the $250,000 of license revenue in the fourth
guarter of 2002.

In August 2001, Clean Diesel Technologies completed a license agreement with Mitsui for COT's ARIS 2000 NOx control system for all
stationary diesel power generators in Japan. Under the agreement, CDT received nonrefundable up-front license payments of $495,000 and
will receive engoing standard royalties of $1,500 to $2,500 on each system sold by Mitsui. Mitsui also had an option to license the ARIS
technology for mobile applications in Japan for an additional license fee.

Future Contractual Obligations
lessthan 1t03 4tob5 Overb

(in thousands) Total 1year vyears vyears years
OPBIATING [BASES ...t e ees sttt en e $595  $142  $422 $31 —
Deferred compensation and pension BENETITS............cocevvoree e — — — — —

© U TORAN. e e $5%5 _ §142  $422  §31  —

The operating lease consists of a five-year lease for administrative space in Stamford, Connecticut and a four-year lease for warehouse
space in Milford, Connecticut. The deferred compensation and pension benefit plans for the Company’s retired CEQ were settled in 2004
and are more fully discussed in Note 7 to the Financial Statements.

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




estimates. The Company believes that of its significant accounting policies {see Note 1 to the Financial Statements), the following may
invalve a higher degree of judgment and complexity.

Revenue Recognition
Clean Diesel Technologies generates revenue from the sale of additive including the Platinum Plus FBC products and concentrate; “hardware”
including the EPA verified Purifier System, ARIS injectors and dosing systems; and license and royalty fees from the ARIS 2000 system.

Clean Diesel Technologies’ shipping terms are FOB shipping point and CDT recognizes revenue when its products are shipped unless the
purchase order or contract specifically requires the Company to provide installation for hardware purchases. For hardware projects where
CDT is responsible for installation either directly or indirectly (third-party contractor), revenue is recognized when the hardware is installed
and/or accepted if the project requires inspection/acceptance.

The Company sells to end-user fleets, municipalities and construction companies as well as fuel resellers, additive distribution companies
and emission reduction companies.

License revenug is recognized when the license agreement is entered into, the license period commences, the technology rights, information
and know-how have been transferred to the licensee and COT does not have any ongoing responsibilities or performance requirements and
collection is reasonably assured. Royalty income is recognized 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.

Patent Expense

CDT capitalizes all direct incremental costs associated with initial patent filing costs and amortizes the cost over the estimated remaining
life of such patent. Patents are reviewed regularly and the remaining carrying amount of any patents deemed not commercial or cost effec-
tive are written off.

o
NI

In the opinion of management, with the exception of exposure to fluctuations in the cost of platinum, CDT is not subject to any significant
market risk exposure. See "Risk Factors of the Business—~Platinum Price” in the Company’s Form 10-K.

Ciean Diesel Technologies generally receives most income in United States dollars. COT typicaily makes several monthly payments in various
foreign currencies for salary expense, patent expenses, product tests and registration, local marketing and promotion, and consultants.

New Accounting Pronouncements

FASB Statement 123 (Revision 2004), “Share-Based Payment,” was issued in December 2004 and is effective as of the beginning of the first
interim or annual reporting periods that begin after June 15, 2005. The new statement requires all share-based payments to employees to
be recognized in the financial statements based on their fair values on the grant date. Such cost is to be recognized over the period during
which an employee is required to provide service in exchange for the award, which is usually the vesting period. COT currently accounts for
its share-based payments to employees under the intrinsic value method of accounting set forth in Accounting Principles Board Opinion No.
25, "Accounting for Stock Issued to Employees.” Additionally, CDT complies with the stock-based employer compensation disclosure require-
ments of FASB Statement No. 123 as amended. The Company has not yet completed its evaluation of the effect adopting the new standard
will have on its financial statements.
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We have audited the accompanymg balance sheets of Clean Diesel Technologies, Inc. as of December 31, 2004 and 2003 and the related
statements of operations, changes in stockholders equity and cash flows for each of the two years in the period ended December 31, 2004.
These financial statements are the responsibility of the Company's management. Our respansibility is to express an opinion on these finan-
cial statements based on our audit.

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 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 reasanable basis far our opinion.

In our apinion, the financial statements referred to above present fairly, in all material respects, the financial position of Clean Diesel
Technalogies, Inc. as of December 31, 2004 and 2003 and the results of its operations and its cash flows for each of the two years in
the period ended December 31, 2004 in conformity with U.S. generally accepted accounting principles.

CoprZL 7

Eisner LLP
New York, New York
January 26, 2005
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We have audited the statements of operations, stockholders’ equity, and cash flows of Clean Diesel Technologies, Inc for the year ended
December 31, 2002. These financial statements are the responsibility of the Company's management. Our respansibility is to express an
opinion an these financial statements based on our audit.

We conducted our audit in accordance with the standards of the Public Company Accounting Oversight Board (United States). Those
standards require that we plan and perform the audit to obtain reasonable assurance about whether the financial statements are free

of material misstatement. An audit includes examining, on a test basis, evidence supparting 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 audit provides a reasanable basis for our opinion.

In our opinion, the financial statements referred to abave present fairly, in all material respects, the results of its operations and its
cash flows of Clean Diesel Technologies, Inc. for the year ended December 31, 2002, in conformity with U.S. generally accepted
accounting principles.

S

Stamfard, Connecticut
January 24, 2003




Balamee Sheealts

{in thousands, except share data)

[ERETIRC

T e e Gy
B T dy

2004 2003

Current Assets: .

Cash and cash BGUIVAIBNTS .........c.. oo oo oot $ 4265 $ 6515
Accounts receivable, net of allowance of $12 and $3 in 2004 and 2003, respectively 145 115
IMVEIOTIES oo oo e ettt 387 320
BT U BN @888 oo oo ettt ee e n 73
Total CUIMTENt @SSO ... e e ettt 4,868 7,023
PAIBNES, DL ...ttt e sttt 418 274
Fixed assets, net of accumulated depreciation of $188 in 2004 and $123 in 2003, respectively 126
NI BSSBES ...ttt 18
TOtAl @SSCUS ... e S § 744

Liakl"les and Stockholders’ 2guily
Current Liabilities:

Deferred compensation and pension DBNETILS ... ..ot s — § 44
Accounts payable and accrued expenses N 427
Total current Habilities ... e 391 868
Stockholders’ Equity:
Preferred stock, par value $0.05 per share, authorized 80,000, no shares issued and outstanding................cc........ — —
Common stock, par value $0.05 per share, authorized 30,000,000 shares, issued and outstanding

17,165,868 and 15,679,337 shares, respectively 858 784
Additional paid-in capital...........c..cooomiveiriccvieceeee 38,431 35,813
ACCUMUIBTEA TEFICIT. ... oo et ettt ettt ee s (34,167) {30,024}
Total stockholders’ BQUITY ... s 5122 6,573
Totaf liabilities and stockholders’ eqUIty. ... $ 5513 § 7441

See accompanying notes.
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Statements of Cperations

(in thousands, except per share data)

2004 2003 2002
$ 299 $ 212 $ 40
369 167 102
License and royalty revenue 54 194 299
TOtal FEVENUE. ..ot 122 567 a0
Costs and expenses:
COST OF TBVBNMUE ...t et e 455 219 86
General and administrative 3,962 2,695 2,291
Research and development 506 855 693
Patent amortization and other expense 90 b8 43
LOSS fTOM OPEIATIONS .....covv. ettt et ee et (4,291) (3,260) {2,672)
Other income (expense):
Foreign currency exchange gain 101 — —
Interest iNCOME......ccccovvverivcciiiens 47 15 39
IMEEIBST BXPEINSE. ..ovvovvoe ittt ettt ee et ee sttt sn st eee s — — (9)
Net loss attributable to common StOCKNOIAETS......ccco...iviiviiieiiiee e _ S(4143)  $(3245)  §(2842)
Basic and diluted loss per common share attributable to common stockholders............... $ (026) _§ (026)  §1(023) _
Weighted-average number of common shares outstanding....................ccccoeocoeriiriciioneinnee _ 160 1z7a 11418

See accompanying notes.




Statements of Changes in Stockholders’

Eeuity (Delficit)

(in thousands)

Series A Convertible Additional Total Stock-
Preferred Stock Common Stock Paid-In Accumulated holders’ Equity

Shares Amount Shares Amount Capital Deficit (Deficit)
Balance at December 31,2001................... — $ — 11,214 $561 $27,058  $(24,137) $ 3482
NBt 108S fOr YAl ......ooveveeeee e — — — — — (2,642) (2,642)
[ssuance of common stock warrants.................... — — — — 95 — 95
Payment of directors’ fees in common stock ........ — — 23 1 46 — 47
Exercise of Warrants.......coooeoeeeeoieocoeee e, — — 27 1 (1 — —
Issuance of common stock — — 654 33 1,224 — 1,257
Issuance of common stock — — 50 2 97 — 39
Balance at December 31,2002................. — $ — 11,968 $598 $28519  $(26,779) $2,338
Net 108S fOr Year. ..ot — — — — — (3,245) (3,245)
Exercise of warrants................ — — 17 1 (1) — —
Issuance of common stock — — 2,396 120 3,746 — 3,866
Payment of directors’ fees in common stock........ — — 13 1 26 — 27
fssuance of common StocK ..., — — 1,283 64 3,519 — 3,583
Exercise of WarrantS. ..o, — — 2 — 4 — 4
Balance at Decemher 31,2003.................. — $§ — 15,679 $784 $35813  $(30,024) $6,573
NEt 1088 fOr Year ..o — — — — — {4.143) (4,143)
Options exercised............cccccoooooo... — — 34 2 87 — 89
Issuance of common stock — —_ 1,000 50 1,739 — 1,789
Payment of directors’ fees in common stock........ — — 26 1 b6 — 57
Issuance of common StOCK.......co..cocvvvviier i, — — 427 21 733 — 754
Broker fee credit from 2003.........cc..ooovvvevcen o, — — — — 3 — 3
Balance at December 31,2004, —  § — 17,166 $858  $38431  $(34,167) $5,122

See accompanying notes.
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. Statements of GCagh Flow

(in thousands)

2004 2003 2002
Tergting Lefuilics
................................................................................................................................................. $(4,143) $(3,245) $(2,642)
Adjustments to reconcile net loss to cash used in operating activities:
Depreciation and amOrtization..........cco.co..oveviveeeeieees oot 132 81 26
Bad debt and Inventory write-off.......................... 19 — —
Amortization of deferred financing costs ............ — — 8
Compensatory STOCK WAITANT.......c..co.ivviceicieeeese st e — — 95
Non-cash compensation expense for stock options 88 — —
Changes in operating assets and liahilities:
ACCOUNES TBCBIVANIE. ..ottt ettt et (40) 169 (87)
INVEINTOTIES 1...vvvvoo st o s e (76) {6) {18)
Other current assets and SECUMTY ABPOSIES ........c...ovvcivioeeecrerer st st 7) 3 20
Deferred compensation and pension benefits {306) — —
Accounts payable and @CCrUBH BXPENSES ... s et 21 254 (238)
Net cash USed in OPEIatiNg ACHIVITIES ......ovv.eeeeeeieiees oo (4,312) (2,744) {2,836)
westing Aetivitie
Patent costs .......................................................................................................................................... (186) (192) (122)
PUTCNASE OF FIXEA @SSEIS 11ovvvvvv oo eees oo eeeeeeeeeee s se et e e et e {164) (85) (88)
Net cash used in iNVESTING @CTIVITIES ...o.oi.ivo oo {350} (277) (210)
Anensiag Astiviliss
Proceeds from exercise of stock options and Warmants ...t e 1 4 —
Praceeds fram broker fee credit 3 — —
REpAYMENT O TBIM J0ANS........coooevceceees et — — (250)
Proceeds from issuance of COMMON STOCK, NBL.......coivveiviies e 2,408 7,449 1,356
Net cash provided by financing ACTIVITIES........eiviveeres oo 2412 7,453 1,106
Net (decrease)/increase in cash and cash equivalents..................cccciviiirinncnn, {2,250) 4,432 {1,940)
Cash and cash equivalents at beginning of the year 6,515 2,083 4,023
Cash and cash equivalents at end of the year.................cccoccoooooiioriiicie, ~$4265 $ 6,515 $2083
wen-Gash Financing Lellvities
Payment of accrued directors’ fees in coMmMON StOCK ... $ o7 $ 28 § 47
Stock issued as payment for deferred CompPeNSation............cc..cccooovvvvenreeisrs s 135 — —

See accompanying notes.




Notes to Financlal Statements

Clean Diese! Technologies, Inc. ("CDT"), located in Stamford, Connecticut, was incorporated in the State of Delaware on January 18, 1994,
as a wholly owned subsidiary of Fuel-Tech N.V. {"Fuel Tech"). Effective December 12, 1995, Fuel Tech completed a rights offering of CDT's

common stock, and reduced its ownership in CDT's common stock to 27.6%. As a result of additional equity offerings in subsequent years,
Fue! Tech currently holds a 10.6% interest in COT as of December 31, 2004.

Clean Diesel Technologies is a specialty chemical and energy technology company supplying fuel additives and proprietary systems to
reduce harmful emissions from internal combustion engines while impraving fuel economy. Over the past several years the Company has
filed patents, developed its technologies and is now commercializing Platinum Plus, a fuel borne catalyst (FBC); the Purifier System, which
includes the FBC combined with & traditional diesel oxidation catalyst; the FBC/catalyzed wire mesh filter (CWMF) system; and the ARIS
2000 NOx reduction system through a direct sales and licensing distribution strategy. CDT is developing a network of licensed distributors
to sell and market its patented Platinum Plus FBC, EPA verified Purifier System and the EPA verified FBC/CWMF system. CDT continues to
market and sell the FBC, Purifier and CWMF systems ta key corporate fleets to generate demand for its technologies. COT's strategy for the
ARIS 2000 NOx reduction system is to continue licensing the patented technology to engineering and automotive companies for an up-front
license fee and an ongoing royalty. The success of COT's technologies will depend upon the commercialization opportunities of the technolo-
gies, governmental regulations, and corresponding foreign and state agencies. COT’s raw materials are maintained off site and the majority
of its blending and manufacturing is performed by third parties.

2. Signilicent Accounting Pelicles

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.

Reclassification
Certain prior-year balances have been reclassified in arder to conform to the current year's presentation.

Cash and Cash Equivalents and Financial Instruments

Clean Diesel Technologies considers all highly liquid investments with original maturities of three months or less when purchased to be cash
equivalents. At December 31, 2004, substantially all of CDT's cash and cash equivalents were on deposit with two financial institutions. All
financial instruments are reflected in the accompanying balance sheets at amounts that approximate fair market value.

Foreign Currency

The US dollar is considered the functional currency for COT. CDT maintains a UK bank account for its UK representative office. Foreign
currency translation gains or losses are recognized in the period incurred, which is included in other income (expense) in the accompanying
statements of operations. CDT recorded a foreign currency gain of $101,000 on its UK bank holdings as of December 31, 2004,

Inventories
Inventories are stated at the lower of cost or market and consist of the following:

{in thousands) 2004 2003
Finished Platinum Plus FBC . . $142 $ 73
Platinum concentrate/metal 150 171
Hardware (ARIS and Purifier) 77 56
DRIBT e ettt 18 20
TOTAY ENVEILOTY...........coooovoiot e et $387 $320

Revenue Recognition
Clean Diesel Technclogies generates revenue from the sale of additives including the Platinum Plus FBC products and concentrate; hardware
including the EPA verified Purifier System, ARIS injectars and dosing systems; and license and royalty fees from the ARIS 2000 System.

CDT shipping terms are FOB shipping point and revenue is recognized when its products are shipped and collections are reasonably assured
unless the purchase order or contract specifically requires CDT to provide installation for hardware purchases. For hardware projects where
CDT is responsible for installation either directly or indirectly (third-party contractor), revenue is recognized when the hardware is installed
and/or accepted if the project requires inspection/acceptance.
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(continued)

CDT sells to end-user fleets, municipalities and construction companies as well as fuel resellers, additive distribution companies and
emission reduction companies. Twe customers represent 53% of 2004, 2003 and 2002 total revenue and ane customer accounts for 23%
and 65% of the December 31, 2004 and 2003 accounts receivable balance, respectively.

Buring the third quarter of 2004, the RJM Corporation ceased operations and consequently their ARIS stationary license for the North
American market reverted back to COT and thus CDT will not receive any future royalties from RJM. COT had previously received and recog-
nized $1.1 million in license revenue from RJM in 2000 and 2001 for the exclusive ARIS stationary license in the North American market.

License revenue is recagnized when the license agreement is entered into, the license period commences, the technology rights, information ‘
and know-how have been transferred to the licensee and COT does not have any ongoing responsibilities or performance requirements and
collection is reasonably assured. Royalty income is recognized when earned.

In August 2001, Clean Diesel Technologies completed an exclusive license agreement with Mitsui & Co., Ltd. for CDT's ARIS 2000 NOx control
system for all stationary diesel power generators in Japan for the remaining life of the patents, through 2018. Under the agreement, CDT
received a nonrefundable up-front license payment of $495,000, and will receive ongoing standard royalties of between $1,500 and $2,500 on
each system sold by Mitsui. CDT recognized the license payment as revenue in 2001, as there are no significant ongoing services to be per-
formed by CDT.

In December 2002, Clean Diesel Technologies completed an additional exclusive license agreement with Mitsui for the mobile ARIS technol-
ogy for Japan for the remaining life of the patents, through 2018. Under terms of the agreement Mitsui agreed to pay CDT & $250,000
license fee and Mitsui committed to spend an additional $200,000 in developing, testing and demonstrating ARIS mobile prototypes. CDT
recognized the $250,000 license revenue in the fourth quarter of 2002.

In April 2003, Clean Diesel Technologies completed a nonexclusive license agreement with Combustion Components Associates (CCA) of
Monrog, Connecticut, for the mobile ARIS technology in the US for the remaining life of the patents, through 2018. Under terms of the agree-
ment CCA agreed to pay CDT a $150,000 nonrefundable license fee and the licensee committed to spend an additional $100,000 in develop-
ing, testing and demonstrating ARIS mobile prototypes. CDT will also receive ongoing royalty payments on a per unit basis. CDT recognized
the $150,000 license revenue in the second guarter of 2003, as there are no significant ongoing services required to be performed by CDT.

In September 2004, CCA was granted a limited two-year nonexclusive ARIS stationary license for the US market. The license fee of $150,000 is
due by the end of a two-year trigl period. Similar to the other ARIS license agreements for stationary applications, a per unit royalty of approxi-
mately $1,500 (based on percentage of sales price] is due for each ARIS system sold. CDT did not recognize any revenue from this license in 2004.

Geographic Information
CDT sells its Platinum Plus additives and licenses its ARIS systems throughout the world. A geographic breakdown of revenue consists
of the following:

{in thousands) 2004 2003 2002
Rlowesmlel

S e e et e e $468 $364 § 70

UK BUTODE oottt 2 g9 39
ASIA... oo e 252 194 332
TOtAl FEVEMUR. ..........oooooooeec oot $722 $567 $441
Foreign assets held by Clean Diesel Technologies consist of capitalized foreign patents net of accumulated amortization and are as follows:
(in thousands) 2004 2003

US patents, et ..o ; $79 $ 64
Foreign patents, net 339 210
Total patents, net $418 $2714

Patent Expense

CDT capitalizes all direct incremental costs associated with initial patent filing costs and amortizes the cost over the estimated remaining
life of such patent. Patents are reviewed regularly and the remaining carrying value of any patents deemed not commercial or cost effective
are written off. The expiration dates of CDT's patents, in numerous countries throughout the world, range from 2005 to 2022.

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.



General and Administrative Expense
General and administrative expense is summarized as the following:

(in thousands) 2004 2003 2002

Compensation and BENETILS........coovoev e et $2535 $1,650 $1,335
OCCUPANCY...cveve e 420 320 265
PrOfESSIONA ... s 740 425 325
DEDIBT et e 267 300 366
Total general and administrative EXPENSe...............c...c..ocoo oo __ §3,962 $2,695 $2,291

Stock-Based Compensation

Clean Diesel Technologies accounts for employee/director stock option grants in accordance with Accounting Principles Board (APB)
Opinion No. 25, "Accounting for Stock Issued to Employees,” and its related interpretations. Under CDT'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.

If compensation expense for CDT's plan had been determined based on the fair value at the grant dates for awards under its plan, consistent
with the method described in SFAS No. 123 as amended, CDT's net loss and basic and diluted loss per common share would have been as
follows on a pro forma basis:

. 2004 2003 2002
Net loss attributable to common stockholders as reported............ccooovveeviovvcoevieeecee e, $(4,143) $(3,245) $(2,642)
Add: Stock-based compensation expense included in reported net loss, net of related

B BT LS e, 88 —_ —
Deduct: Total stock-based employee compensation expense determined under fair
value-based method for all awards, net of related tax effects {826) {1,176) {591)

Pro forma net loss attributable to common stockholders
Net loss per share attributable to common stockholders:

Basic and diluted net loss per common share — &s reported..........ccoevereriooevrerveees oo $ (0.26) $ (0.26) $ {0.23)
Basic and diluted per common share —proforma ..., $ (0.30) $ (0.35) $ (0.28)

$(4.881) $(4,421) ${3,233)

In accordance with the provisions of SFAS No. 123, for purposes of the pro forma disclosure the estimated fair value of the options is
amortized over the option vesting period. The application of the pro forma disclosures presented abave is 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 fair value of each option grant, for pro forma disclosure purposes, was estimated based on the date of grant using the modified
Black-Scholes option-pricing model with the following weighted-average assumptions:

2004 2003 2002
Expected dividend yield 0.0% 0.0% 0.0%
Risk-free INTEreSt 1ate........oocooovovvviocvcoeceeeee e 4.2% 4.1% 4.85%
EXPECIE VOIALHIIY ..o..co.. e 99.4% 98.4% 94.2%
EXPECTE [Ife OF OPTION. ..ot s st 4 years 4 years 4 years

The weighted-average fair value per option granted was calculated as $1.39, $2.10 and $2.01 in 2004, 2003 and 2002, respectively.

Basic and Diluted Loss per Common Share

Basic and diluted loss per share is calculated in accordance with SFAS No. 128, “Earnings Per Share.” Basic loss per share is computed by
dividing net loss by the weighted-average shares outstanding during the reparting period. Diluted loss per share is computed similar to basic
eamings per share except that the weighted-average shares outstanding are increased to include additional shares from the assumed exer-
cise of stock options and warrants, if dilutive using the treasury stock method. CDT's computation of diluted net loss per share for 2004,
2003 and 2002 does not include common share equivalents associated with 2,668,000, 2,248,000 and 1,567,000 options, respectively, and
532,000, 557,000 and 379,000 warrants, respectively, as the result would be anti-dilutive.

8. [nzome Tanes

The Company fallows the liability method of accounting for income taxes. Such method requires recognition of deferred tax liabilities and
assets for the expected future tax consequences of events that have been included in the financial statements or tax returns. Deferred tax
liahilities and assets are determined based on the difference between the financial statement and tax bases of assets and liabilities using
enacted tax rates in effect for the year in which the differences are expected tc reverse.

At December 31, 2004 Clean Diesel Technologies had tax losses available for offset against future years' taxable income of approximately
$27.1 million, expiring between 2009 and 2024. Temporary differences were insignificant as of such dates. CDT has provided a full valuation
allowance to reduce the related deferred tax asset to zero because of the uncertainty relating to realizing these tax benefits in the future.

Under the provisions of the United States Tax Reform Act of 1986, utilization of CDT's US federal tax loss carryforwards for the period prior
to December 12, 1995 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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{continued)

4, Steaireldars’ tarliy
During 2004, Clean Diesel Technologies received proceeds of $2.4 million (net of expenses) through two private placements totaling approxi-
mately 1.4 million shares of its common stock on the AIM of the London Stock Exchange. In 2003 procseds of $7.5 million {net of expenses)
through two private placements totaling approximately 3.7 million shares of its common stock on the AlM of the London Stock Exchange
were received. In 2002, CDT received proceeds of approximately $1.4 million {net of expenses) through a private placement of approximately

0.7 million shares of its common stock on the AIM of the London Stock Exchange.

In July 2004, October 2003 and May 2002, CDT issued 26,031, 13,276 and 22,658 shares, respectively, of common stock to its Board
of Directors in lieu of approximately $56,500, $27,500 and $46,800 of directors' fees pertaining to their services for the years ended
December 31, 2003, 2002 and 2001. The share price used represented the average of CDT's quarter-end high and low trading prices.
Such directors’ fees had been accrued and charged to expense during 2003, 2002 and 2001.

8. Stezl Oplicns end Warretls

Clean Diesel Technologies maintains a stock award plan, the 1994 Incentive Plan (the “Plan”). Under the Plan, awards may be granted to
participants in the form of incentive stock options, nonqualified stock aptions, stock appreciation rights, restricted stock, performance
awards, bonuses, or other forms of share-based or non-share-based awards, or combinations thereaf. CDT grants awards at fair market
value on the date of grant with expiration dates of typically 10 years. Participants in the Plan may include CDT's directors, officers, employ-
ees, cansultants and advisors (except consultants or advisors in capital-raising transactions) as the directors determine are key to the
success of the business. The percentage of outstanding common shares of CDT used to determine the maximum number of awards to
participants is 17.5%. In general, the policy of the Board was to grant stock options vesting in three equal portions an 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.

The following table presents a summary of CDT's stock option activity and related information for the years ended December 31:
2004 2003 2002
Weighted- Weighted- Weighted-
Options Average Options Average Options Average
(000's)  Exercise Price  (000's)  Exercise Price  (000s)  Exercise Price

[~

Outstanding, beginning of Year. ..., 2,248 $2.45 1,567 $2.60 1,139 $2.48
GIANTE. .. .ov e st 469 1.97 681 212 470 2.94
EXBICISEA. ..ot 49 1.22 — — — —
FOrfRItE oo — — — — (42) 2.97
Outstanding, end of Year............cccsronionnceecnnenen, __2,668 $2.39 2,248 $2.45 1567  $260
Exercisable, end of Yar. ... 2,197 $2.47 1,711 $2.49 1,220 $2.56
Weighted-average fair value of options granted
QUING TNE YBAT.....vvvvererenernen s B $1.39 $210 §201
The following table summarizes information about stock options outstanding at December 31, 2004
Options Qutstanding V Options Exercisable
Weighted-Average
Range of Number of Remaining Contractual ~ Weighted-Average Number of Weighted-Average
Exercise Prices Options Life in Years Exercise Price Options Exercise Price
§ 20-9$249 1,627,937 7.52 $1.72 1,133,600 $1.68
250 - 4863 1,081,000 6.44 3.10 1,004,001 31
563 - 6.82 59,450 1.05 6.72 59,450 6.72
. § 20-§682 2,668,387 6.94 $2.39 2,197,051 $2.47

In 2004, employees exercised approximately 48,000 options in a cashless exercise resulting in the Company issuing approximately 33,000
shares of its common stock. CDT recorded a charge to operations of $88,000 with a corresponding increase in additional paid-in capital,
representing the market value of the common stock issued.




In February 2001, in consideration of their performing investor relations on behalf of Clean Diesel Technologies in the UK, CDT 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
CDT'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 CDT'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 2002, as a result of the warrants becoming vested, CDT charged to earnings an additional $35,000 for the 100,000 warrants.

In conjunction with the September 2003 stock offering, CDT granted the private placement investors 230,240 warrants {approximately one
warrant for each 10 shares of common stock purchased) at the same $1.83 price as the common stock issued.

The following table presents a summary of COT warrant activity and related information for the years ended December 31:

GDT Werrants ' 2004 2003 2002
Warrants  Exercise Price Warrants  Exercise Price Warrants  Exercise Price
(000's) Per Share (000's) Per Share {000's) Per Share

Qutstanding, beginning of year ..., 557 $150-1000 379 $150-1000 429 $1.50 - 10.00
Granted — — 230 $163 — —
EXEICISEA. .. ..o — — 19 $1.50-2.00 50 $1.50-2.00
FORILET ...t 25 $10.00 33 — — —
Outstanding, end of YEar ....c.c.ccoovovvveeccce e 532 $1.50 - 3.00 557 $1.50-1000 379 $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
$1.50- $2.00 466,908 6.58 $1.73 466,908 $1.73
2.25- 3.00 64,825 3.41 2.54 64,825 2.54
_$150-§3.00 531,733 6.19 $1.82 531,733 $1.82

B, [lprorlienmmli
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Clean Dlesel Technologles is obligated under a sublease agreement for its principal office through March 2009 and through July 2008
for its warehouse space. Annual rent including utilities for the administrative space is $123,000 and $19,000 for the warehouse space
(excluding utilities). For the years ended December 31, 2004, 2003 and 2002, rental expense approximated $128,800, $110,500 and
$112,100, respectively.

Effective October 28, 1994, Fuel Tech granted two licenses to Clean Diesel Technologies for all patents and rights associated with its plat-
inum fuel catalyst technology. Effective November 24, 1997, the licenses were canceled and Fuel Tech assigned to CDT all such patents and
rights on terms substantially similar to the licenses. [n exchange for the assignment, CDT 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. CDT may terminate the
royalty obligation to Fuel Tech by payment of $4.4 million in 2005, $3.3 million in 2008, $2.2 miltion in 2007 or $1.1 million in 2008. CDT as
assignee and owner will maintain the technology at its own expense. Royalties incurred in 2004, 2003 and 2002 amounted to $7,450, $4,800
and $800, respectively. Royalties payable to Fuel Tech at December 31, 2004, 2003 and 2002 were $7,450, $4,800 and $800, respectively.

7. Releted Parly Transactions
In January 2002, the remaining $250,000 of a $1,000,000 term loan was repaid to Fuel Tech.

Clean Diesel Technologies has a Management and Services Agreement with Fuel Tech. The agreement requires CDT to reimburse Fuel Tech
for management, services and administrative expenses incurred on behalf of CDT. CDT agreed to pay Fuel Tech a fee equal to an additional
31010% of the costs paid on CDT's behalf, dependent upon the nature of the costs incurred. One Fuel Tech officer/director serves as an
officer/director of Clean Diese! Technologies. The financial statements include charges from Fuel Tech of certain management and adminis-
trative costs, which approximate $63,000, $69,000 and $63,000 for the years ended December 31, 2004, 2003 and 2002, respectively.

Clean Diesel Technologies had a deferred salary plan with its former Chief Executive Officer in which he deferred $62,500 of his annual
salary until COT reaches $5 million in revenue. This agreement was terminated in March 2001 and the executive’s salary was returned to
full pay. In October 2004 as part of CDT's private placement on the AIM exchange, the former CEO exchanged all of his outstanding $135,400
of deferred compensation for 73,587 shares of CDT's common stock. The balance at December 31, 2004 and 2003 for this plan was $0 and
$135,400, respectively.

Clean Diesel Technologies made annual pension payments or accruals pursuant to a deferred compensation plan on behalf of its former
Chief Executive Officer. The former CEO also agreed to defer payment of the deferred compensation plan until the Company reached

$5 million in revenue or he retired. In June 2003 the CEO elected to discontinue his deferred compensation plan. For the three years
ended December 31, 2004, $0, $22,300 and $50,000 of expense was recognized each year in connection with the plan. In September 2004,
the CEO retired and in October 2004 the full $305,600 balance was paid. At December 31, 2004 and 2003, total obligations were $0 and
$305,600, respectively, pertaining to this plan.
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Clean Diesel Technologies and AMBAC International reached an agreement in December 1997 under which the parties will jointly share

in the cost of development of the ARIS injector for urea SCR {selective catalytic reduction). CDT holds the exclusive marketing rights to the
injector for a period of five years subject to certain minimum purchases of injectors from AMBAC. CDT agreed to purchase injectors exclu-
sively from AMBAC until November 3, 2002 or to pay AMBAC for 50% of AMBAC's development cost and a royalty on injectors made else-
where for COT. No rights or licenses have been granted by either party to the other on patents or inventions conceived prior to the agree-
ment. However, the parties have filed a joint patent on the specific ARIS injector. CDT has retained all rights to its underlying patents
including the fundamental return-flow injection concept on which the US Patent Office has granted CDT a patent.

| Notes to Financial Statements
. (continued)
€. Marzeing end [olnt Tevelepmsanl Agrsemants

¢, Resent Acczuallng Froncuncsmants

FASB Statement 123 (Revision 2004), “Share-Based Payment,” was issued in December 2004 and is effective as of the beginning of the

first interim or annual reporting periads that begin after June 15, 2005. The new statement requires all share-based payments to employees
to be recognized in the financial statements based an their fair values on the grant date. Such cost is to be recognized over the period during

which an emplayee is required to provide service in exchange for the award, which is usually the vesting period. COT has not yet completed
its evaluation of the effect adoption of the new standard will have on the financial statements.

10, Grartery Frerclel Zala (rrnardiield
(in thousands, except per share data)

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

Ended 3/31/04 Ended 6/30/04 Ended 9/30/04 Ended 12/31/04 Total Year

Unaudited Unaudited Unaudited Unaudited 2004
TOMAl TEVENUC. oo $ 194 $ 93 $ 2 $ 19 $ 722
GroSS PIOfIt™ oot 62 40 92 73 267
Net loss attributable to common stockhalders..................... {808) (885) {1,243) {1,207) (4,143)
Basic net loss per common share {0.05) (0.06) (0.08) {0.07) {0.26)
Diluted net [0S per common Share ..., ; {0.05) (0.06) (0.08) (0.07)  (0.26)

1st Quarter 2nd Quarter  3rd Quarter 4th Quarter
Ended 3/31/03 Ended 6/30/03 Ended 9/30/03 Ended 12/31/03 Total Year
Unaudited Unaudited Unaudited Unaudited 2003

TOTAI TEVENUB. ..o $ 96 $ 283 $ 99 $ 89 $ 567
GrOSS DrOfIt™ oo 39 219 h2 38 348
Net loss attributahle to common stockholders .......c.cc.......... (907) (585) (664) (1,089) {3,245)
Basic net (0SS per common Share .....c...o.coovcevvane {0.08) (0.05) {0.05) {0.08) (0.26)
Diluted net loss per common share (0.08) 0.0s) (005 (008 _ (0.26)

Note: The sum of the quarters” earnings per share may not equal the full-year per share amounts.
*Gross profit is defined as total revenue less cost of revenue.
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