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ALTERNATIVE FUEL SYSTEMS (2004) INC.

Financial Statements

For the quarter ended
June 30, 2010

NOTICE OF NO AUDITOR REVIEW OF
INTERIM FINANCIAL STATEMENTS

Under National Instruments 51-102, Part 4, subsection 4.3(3) (a), if an auditor has not performed
a review of the interim financial statements they must be accompanied by a notice indicating that
the financial statements have not been reviewed by an auditor. The accompanying unaudited
interim financial statements of the Company have been prepared by and are the responsibility of
the management of the company. The company’s independent auditor has not performed a
review of these financial statements in accordance with the standards established by the
Canadian institute of Chartered Accountants for a review of interim financial statements by an
entity’s auditor.



ALTERNATIVE FUEL SYSTEMS (2004) INC.

Balance Sheets
(Unaudited)
(expressed in Canadian dollars)

June 30 December 31
2010 2009
$ $
Assets
Current assets
Cash and short-term investments 1,422,089 1,696,115
Accounts receivable 77,538 76,693
Prepaid expenses and deposits 44,372 30,216
Inventory 977,926 672,455
2,521,925 2,475,479
Property, plant and equipment 156,153 166,930
Intangible assets 1,377 1,606
2,679,455 2,644,015
Liabilities
Current liabilities
Accounts payable and accrued liabilities 197,326 146,400
Advances from customers 109,940 114,036
307,266 260,436
Shareholders' Equity
Capital stock (note 3 (a)) 2,512,301 2,512,301
Contributed surplus (note 3(c)) 606,020 580,040
Deficit (746,132) (708,762)
2,372,189 2,383,579
2,679,455 2,644,015

Commitments and contingencies (note 5 and 6)

The accompanying notes form an integral part of these financial statements.

Approved by the Board of Directors

"Darshan Kailly"

"David Checkel"

Director

Director



ALTERNATIVE FUEL SYSTEMS (2004) INC.

Statements of Income (Loss), Comprehensive Income (Loss) and Deficit

(Unaudited)
(expressed in Canadian dollars, except per share data)

For the three months ended

For the six months ended

June 30 June 30
2010 2009 2010 2009
$ $ $ $
Product revenue 815,131 397,803 1,302,282 1,051,452
Cost of revenue 489,228 195,167 776,565 587,812
Gross margin 325,903 202,636 525,717 463,640
Engineering revenue 8,906 259,094 57,194 268,209
Interest and other income 2,507 1,649 7,819 4,878
337,316 463,379 590,730 736,727
Expenses
Operating and administration
Engineering and product development 143,800 143,617 296,734 293,648
Administrative and other 81,360 104,612 172,341 221,956
Sales and marketing 47,650 51,406 97,342 101,488
Amortization of property, plant & equipment 8,876 10,814 17,752 21,628
Amortization of intangible assets 114 5,115 229 10,230
Stock-based compensation (note 3(b)) 12,990 13,395 25,980 26,791
Foreign exchange loss (gain) 6,288 (19,864) 7,526 9,049
Repayment of research funding (note 6) 6,180 5,001 10,196 9,969
307,258 314,096 628,100 694,759
Income (loss) and comprehensive income (loss)
for the period 30,058 149,283 (37,370) 41,968
Deficit - beginning of period (776,190) (768,982) (708,762) (661,667)
Deficit - end of period (746,132) (619,699) (746,132) (619,699)
Basic and diluted income (loss) per common share 0.00 0.01 (0.00) 0.00

The accompanying notes form an integral part of these financial statements.



ALTERNATIVE FUEL SYSTEMS (2004) INC.

Statements of Cash Flows
(Unaudited)
(expressed in Canadian dollars)

For the three months ended

For the six months ended

June 30 June 30
2010 2009 2010 2009
$ $ $ $
Cash (used in) provided by
Operating activities
Income (loss) for the period 30,058 149,283 (37,370) 41,968
Items not involving cash:
Amortization 8,990 15,929 17,981 31,858
Stock-based compensation 12,990 13,395 25,980 26,791
52,038 178,607 6,591 100,617
Change in non-cash working capital items (113,348) (321,795) (273,642) 37,454
Cash flow from operations (61,310) (143,188) (267,051) 138,071
Investing activity
Purchase of property, plant & equipment
and intangible assets - 1,605 (6,975) (15,084)
(Decrease) increase in cash and short-term investments (61,310) (141,583) (274,026) 122,987
Cash and short-term investments - beginning of period 1,483,399 1,677,105 1,696,115 1,412,535
Cash and short-term investments - end of period 1,422,089 1,535,522 1,422,089 1,535,522

The accompanying notes form an integral part of these financial statements.



Alternative Fuel Systems (2004) Inc.

Notes to Financial Statements

Unaudited

For the six months ended June 30, 2010 and June 30, 2009
(expressed in Canadian dollars)

1. Nature of operations

Alternative Fuel Systems (2004) Inc. (“AFS” or the “Company”) was incorporated
on October 19, 2000 under the original name of “H2 Fuel Inc.” The Company in the
business of developing and marketing fuel management systems that enabled internal
combustion engines to operate on compressed natural gas.

2. Basis of presentation
The interim financial statements have been prepared in accordance with Canadian
generally accepted accounting principles. The interim financial statements have been
prepared following the same accounting policies and methods of computation as the
annual audited financial statements for the year ended December 31, 2009. These
interim financial statements do not contain all the disclosures required for annual
statements. Accordingly, they should be read in conjunction with the annual audited
financial statements and notes thereto for the year ended December 31, 2009.

3. Capital stock
a) Authorized

Unlimited common voting shares without nominal or par value

Number of shares Amount

Balance — December 31, 2009 and
June 30, 2010 17,486,580 $2,512,301

b) Stock-based compensation
The Company’s stock option plan is described in Note 6 b) to the audited
December 31, 2009 financial statements. From commencement of operations on
March 31, 2004 to the current period ended June 30, 2010, the Company has
outstanding 824,000 stock options, of which 740,400 are exercisable.
During the quarter ended June 30, 2010, no stock options were exercised.
The Company recognized a $12,990 expense for stock-based compensation in the
statement of operations related to the options during the quarter ended June 30,
2010 (2009 - $13,395).

¢) Contributed surplus

The balance of contributed surplus is comprised of the following:



Alternative Fuel Systems (2004) Inc.

Notes to Financial Statements

Unaudited

For the six months ended June 30, 2010 and June 30, 2009
(expressed in Canadian dollars)

Balance - December 31, 2008 $537,714
Benefit on options exercised charged to share capital (10,445)
Stock-based compensation expense for the year ended

December 31, 2009 52,771
Balance - December 31, 2009 580,040
Stock-based compensation expense for the six months ended

June 30, 2010 25,980
Balance — June 30, 2010 $606,020

4. Segmented information
The Company operates in a single business segment, which is the development and
marketing of fuel management systems and related components that enable internal
combustion engines to operate on compressed natural gas. Company wide
disclosures as follows:
a) Geographic information
Revenues by region (including product and engineering revenue):

For the three months For the six months

ended June 30 ended June 30
($ thousands) 2010 2009 2010 2009

India $518 $409 $906 $454
U.S.A. 181 159 273 200
Europe 77 71 117 618
Asia 28 11 28 27
China 18 1 27 12
Canada and other 2 6 8 9

$824 $657 $1,359 $1,320

All of the Company’s assets are located in Canada.
b) Major customers
For the three months ended June 30, 2010, two individual customers accounted

for 62% and 14% of the revenue. For the three months ended June 30, 2009 two
individual customers accounted for 62% and 18% of revenue respectively.



Alternative Fuel Systems (2004) Inc.

Notes to Financial Statements

Unaudited

For the six months ended June 30, 2010 and June 30, 2009
(expressed in Canadian dollars)

For the six months ended June 30, 2010, two individual customers accounted for
67% and 12% of the revenue. For the six months ended June 30, 2009, two
individual customers accounted for 62% and 18% of the revenue respectively.

As at June 30, 2010, two individual customers accounted for approximately 49%
and 34% of the accounts receivable. As at June 30, 2009, one individual
customer accounted for 87% of the accounts receivable.

5. Commitments

AFS has renewed its lease for 5800 square feet of warehouse, shop and office space,
which currently house all of its operations. The lease is for a two-year period from
July 1, 2010 to June 30, 2012 with monthly lease payments of $5,800.

6. Contingent liabilities

The Company has a contingent liability to repay funding from the National Research
Council of Canada (the “NRC”). The original funding amount was $310,000,
repayable on a quarterly basis at a rate of 0.75% of gross sales recognized in the
related period. During the quarter ended June 30, 2010, the Company repaid $6,180
(2009 - $3,217) to the NRC in respect of this government funding bringing the total
repayments to date to approximately $227,804 (balance at end of 2009- $217,608).

The Company will continue to make repayments to the NRC until the earlier of the
full repayment or December 31, 2011. The repayment rate of 0.75% is subject to
periodic review by the NRC, which has the discretion to increase the rate to 1.5%.

7. Capital management strategy

The Company’s objectives when managing capital are to safeguard the Company’s
ability to continue as a going concern and maintain an optimal structure to reduce the
cost of capital and to facilitate the growth strategy of the Company.

The Company monitors it capital management through analysis of near-term and mid-
term cash flow expectations to ensure adequate amount of liquidity and through the
monthly review of financial results and business expectations. The Company
considers the shareholder’s equity to be the capital of the Company. As at June 30,
2010, the Company’s capital stock totaled $2,512,301.

Based upon the dynamic nature of the technology markets that the Company engages
in, and the low level of tangible assets required, the capital strategy is to carry a very
low level of debt (including capital leases and notes payable). Although no formal



Alternative Fuel Systems (2004) Inc.

Notes to Financial Statements

Unaudited

For the six months ended June 30, 2010 and June 30, 2009
(expressed in Canadian dollars)

debt to equity ratio has been established by the Company, the ratio of debt to equity
has not exceeded 10%.

Where considered appropriate by Management and/or the Board of Directors, the
Company may incur and carry long-term debt from time to time as a result of
expansion activities or cash flow expectations.

8. Financial instruments

The Company considers its risk in relation to financial instruments in the following
categories:

Credit risk

Credit risk is the risk that counterparty to a financial instrument will not discharge its
obligations, resulting in a financial loss to the Company. The Company has policies
and procedures in place that govern the credit risk it will assume. The Company
evaluates credit risks on an ongoing basis including an evaluation of counterparty
credit rating and counterparty concentrations measured by amount and percentage.
When deemed appropriate, the Company requires that deposits be provided in
advance of any work or shipments. The Company’s objective is to have no credit
losses.

The primary sources of credit risk for the Company arise from the following
financial assets: cash and short-term investments and accounts receivable. The
Company has not had any material credit losses in the past and the risk of financial
loss is considered to be low. As at June 30, 2010, the Company has no financial
assets that are impaired due to credit risk related defaults.

Liquidity risk

Liquidity risk is the risk that the Company will not be able to meet its obligations
associated with financial liabilities. Financial liabilities are primarily comprised of
accounts payable ands accrued liabilities. The Company frequently assesses its
liquidity position and obligations under its financial liabilities. The Company
mitigates liquidity risk by maintaining a sufficient cash balance as well as a
sufficient current and projected liquidity cushion to meet expected future payments.
Financial liabilities arose primarily from the purchase of inventory to meet
production demand. As at June 30, 2010, the Company has met all of the obligations
associated with its financial liabilities.

Market risk

Market risk is the risk the fair value (for assets and liabilities considered to be held
for trading and available for sale) or future cash flows (for assets and liabilities
considered to be held-to-maturity, other financial liabilities and receivables) of a



Alternative Fuel Systems (2004) Inc.
Notes to Financial Statements

Unaudited

For the six months ended June 30, 2010 and June 30, 2009
(expressed in Canadian dollars)

financial instrument will fluctuate because of changes in market prices. The
Company evaluates market risk on an ongoing basis and assesses the impact of
variability in identified market risks on our medium-term cash requirements.

The following sections describe these risks in relation to the Company’s key
financial instruments:

a)

b)

Cash and short-term investments

The Company has cash deposits with Canadian banks and has money market
investments. The Company’s Treasury Policy requires that cash not required for
short-term needs be invested in instruments issued and backed by a major
Canadian chartered bank.

Maturity dates for investments are established to ensure cash availability for
operating expenses as they come due. Our cash balances are currently invested in
money market instruments with major Canadian banks in the form of term
deposits. As at June 30, 2010, the amount in cash and short-term deposits was
$1,422,089. The Company does not expect any investment losses based on these
investments.

Accounts receivable

Accounts receivable primarily consists of amounts due from our primary
customers, as well as amounts due from Canada Revenue Agency in respect of
GST. The Company’s credit risk in regards to accounts receivable therefore
relates primarily to the risk of default by our customers. The Company has
purchased insurance from the Export Development Corporation to partially
mitigate this credit risk. Therefore, the Company estimates the risk of credit loss
as low.

As at June 30, 2010, two individual customers accounted for approximately 49%
and 34% of the accounts receivable. As at June 30, 2009, one customer
accounted for approximately 87% of the accounts receivable.

Accounts payable and accrued liabilities

Accounts payable and accrued liabilities are comprised primarily of amounts
payable for inventory purchased and for typical operating expenses. Payment
terms on these amounts are typically 30 to 60 days from receipt of invoice but do
not bear interest. The Company has met all its obligations in respect of these
liabilities.



Alternative Fuel Systems (2004) Inc.

Notes to Financial Statements

Unaudited

For the six months ended June 30, 2010 and June 30, 2009
(expressed in Canadian dollars)

9. Liquidity and capital resources

For the six months ended June 30, 2010 there was a total decrease in cash of
($274,026) from the December 31, 2009 balance. Excluding non-cash transactions
such as amortization of $17,981 and stock-based compensation expense of $25,980,
this decrease was primarily due to a decrease in working capital of ($273,642),
purchases of equipment totaling ($6,975) and a loss from operations of ($37,370).

For the three months ended June 30, 2010 there was a total decrease in cash of
($61,310) from the March 31, 2010 balance. Excluding non-cash transactions such
as amortization of $8,990 and stock-based compensation expense of $12,990, this
quarterly decrease was primarily due to a decrease in working capital of ($113,348)
offset by net income from operations of $30,058.

The Company is focusing on controlling costs and preserving capital, while working
with its customers to bring new projects into production. Currently, the Company
has no outstanding debt, had a cash balance of more than $1.4 million at the end of
the quarter and as at June 30, 2010, the Company’s capital resources included total
working capital of about $2.2 million. As part of the Company’s management of
liquidity and capital resources, discretionary spending and the cash burn rate are
monitored to proactively manage the cash and working capital position of the
Company. Management anticipates that this level of resources will be sufficient to
allow the Company to continue to grow the business without having to finance or
incur debt.



