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ﬂt has taken us longer than we expected to prove that we have the
right concept and the right strategy. But the proof is pouring in.
Zoltek is on course to lead a genuine revolution in the world of
building materials.

In the past two years, our sales of commercial carbon fiber have
doubled. They would be up still more if we had been able to act
faster in raising our production capacity. We expect to double carbon
fiber production and sales again in fiscal 2006.

Since going public a dozen years ago, Zoltek's history has been
nothing if not tumultuous. It may be useful to review this history in
setting out the nature of the challenges and opportunities that we
face today.

From Feast to Famine

Our goal from the start was to bring a space-age material down
to the earth — making lightweight, high-strength carbon fiber
available . .. in large amounts . .. and at an affordable (and greatly
reduced) price . . . for a multitude of new commercial users outside
the field of aerospace. During our first years as a public company,
we were hugely successful in generating excitement over this basic
concept. In some ways, we were too successful for our own goed.

Following our initial public offering in 1992, our stock soared over
the first several years of our existence as a public company. With a
rising stock price, we were able to make critically important strategic
moves. From the proceeds of our first secondary offering, we
purchased a Hungarian producer of acrylic fibers in 1995. This
acquisition enabled us ultimately to make our own precursor, or raw
material, a critical factor in both controlling the quality and driving
down the cost (and hence the price) of carbon fiber. Typically, the
precursor accounts for over half of the cost of producing carbon
fiber.

We completed another secondary offering in 19986. This time we
earmarked the proceeds to finance an accelerated five-year plan -
Zoltek 2000 — which included the installation of five new carbon
fiber production lines in Abilene, Texas, and another two in Hungary,
keyed to new and more efficient production processes and
technigues. All told, we increased our rated capacity for making
high-performance carbon fiber to about 25% of total world capacity.

But there was a downside as well as an upside to so much early
success in promoting the concept on which this company has been
built. Expectations were set at an incredibly high level. And we
began to attract too much of the wrong kind of competition.

Producers of aerospace-grade carbon fibers also increased
capacity. Then, in the late ‘90s, just as all of this new capacity was
coming on line, there was a sharp drop in demand for aerospace-
grade carbon fibers, due to falling military budgets around the world.

Suddenly there was a glut of :
carbon fibers, which led N
aerospace fiber
manufacturers to experiment -
in commercial markets. The =
final result was distress sales
of excess production into =
commercial markets. Unlike =
Zsolt Rumy Zoltek, however, aerospace- =
Chairman. CEO and grade manufacturers did not -
President of the Company attack (or even recognize) the
- - basic problem standing in the =
way of commercialization - a cost/production structure that put m
carbon fiber out of reach for all but the most exotic uses. -
(=]
In our own strategy, we had anticipated a period of time, prior to =
the emergence of the first real breakthrough application, in which we -

could achieve reasonable growth and profitability serving commercial
markets of relatively limited potential, such as sporting goods and
conductive plastics. Instead, we were faced with ruinous competition
from other producers (most cf them divisions of deep-pocketed
larger corporations) pricing their product far below their total cost.
Given a high fixed cost structure, and no intention of investing new
capital, it made economic sense for these companies to continue to
produce and to sell at any price above the marginal cost of obtaining
the raw material. In this situation (which persisted into 2004), our
primary competitive advantage — being the low-cost producer ~ was
no advantage at all

Through five exceedingly lean years, we laid off a large portion of
our workforce and we cut back in every practical area. But we did
not abandon the goal of commercializing carbon fiber. We rejected
the option of liquidating our facilities in Abilene and Hungary and
regrouping around the one profitable business that we have had
from the beginning {the sale of carbon fibers used in advanced
aircraft braking systems). While waiting for the first big breakthrough
application to materialize, we continued {o invest in the future. We
continued to invest several million dollars a year in promising
application areas with leading international partners like BMW, and
we continued to bear the substantial cost (roughly $5-to-$7 miliion
per year) of maintaining a great deal of excess capacity. In doing so,
we consciously incurred substantial losses, a mounting debt load,
and considerable financial risk. It was all part of the price to be paid
for the continued pursuit, through a difficult period, of a single
defining goal.

Divergence and Breakthrough

Given recent changes and developments, | believe that was
absolutely the right decision for Zoltek and its shareholders.

The glut of capacity that plagued us for so long disappeared in
2004. With a resurgence in aerospace demand caused by the
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development of two new airliners with greatly increased carbon fiber
content — the Airbus A380 and the Boeing 7E7 — suppliers of
aerospace-grade carbon fibers have returned to their traditional
marketplace. As a result, there has been a clear and permanent
separation and divergence between two markets: one for aerospace-
grade carbon fibers, the othér for lower-cost commercial-grade carbon
fibers geared to high-volume, price-sensitive markets. To cite an old
expression, they are now likeé chalk and cheese.

More than that, we now have the first big breakthrough application
firmly in hand. As pictured on the cover of this annual report, it is in fast-
growing field of wind energy. Utilities and governments alike have
identified wind energy as thé lowest cost renewable energy. Worldwide,
generation of electricity through wind energy is increasing nearly 20%
per year, and it is growing at an even faster rate in some regions of the
world.

In the jump to a new level of power and performance in wind energy,
carbon fiber is established ds the essential enabling material. Due to its
unrivaled combination of light weight and extraordinary stiffness, carbon
fiber is quite simply the only'material that will do the job in extending
wind turbine blade lengths to 45 meters or longer. Economics dictate
the movement to longer and longer blades because an increase in
length provides an exponential improvement in electrical generation,
Compared with a 30-meter blade, a 45-meter blade will provide over
twice the electrical power.

In late 2004, Zoltek concluded a long-term strategic supply
agreement with Vestas Wind Systems AS, of Denmark, the world's
largest producer of wind turbines and the rotor blades that power them.
Under this agreement, we expect to provide Vestas with $80-$100
million in carbon fibers over'the next three years, We also supply
Gamesa Eolica, of Pamplona, Spain, the world's third largest supplier of
wind turbines, with its carbon fiber requirements along with automated
equipment to fabricate the structural part of the wind turbine blades.

Over the next three years, we will be racing to keep up with demand
in serving the wind energy market. But there are several other targeted
application areas may be ready to bust loose in the near future.

They include:

Automotive: This may well become the largest future application for
carbon fibers. Carbon fiber composites are going into more and more
parts in current and new madel cars. Series production of high-end cars
that incorporate 100 pounds or more of carbon fiber per vehicle is
expected to begin in the next couple of years. We have invested more
than $7 million of our own money in partnership with BMW of Germany

_to develop a series production car with all-carbon fiber composite

structural components.

Construction and infrastructure: There is vast potential for weight
reduction in pre-cast structures. Using Zoltek carbon fiber, TechFab, of
Anderson South Caroling, has developed a composite grid for

reinforcing concrete that is now featured in a nationwide marketing and
sales campaign undertaken by the Altus Group, a partnership of five of
the nation's leading precast concrete producers. Carbon fiber-reinforced
grid delivers seven times the tensile strength of conventional steel
reinforcement. As a result, builders are able to erect streamlined
structures out of concrete with walls that are less than half as thick as
those in steel-reinforced structures. In addition to the huge savings in
material cost, other benefits include lower shipping and erection costs,
and enhanced architectural and aesthetic possibilities in the creation of
new shapes and forms. Still further, there are a number of companies
using our fibers fo repair concrete bridges and other structures and
make them earthquake proof.

Deep-sea exploration and drilling: Deepwater is the oil industry’s last
great frontier. To conquer this frontier, the oil industry knows that it
cannot rely on tools made of steel. Steel has already reached the limits
of its capabilities in existing pipes and other structures. Zoltek is actively
involved with major oil companies, drilling companies, pultruders, and
filament winders in finding ways to capitalize on the unique properties of
carbon fiber in providing the maximum benefit (more strength, more
stifiness, greater resistance to corrosion) for every pound of weight.

Alternate energy: Wind energy is only the beginning. Carbon fiber
also figures prominently in the search for other less polluting and
potentially more efficient forms of energy — everything from compressed
natural gas (CNG) to fuel cells. CNG - a simple hydrocarbon ~ is
inherently a cleaner burning fuel than gasofine and could eliminate as
much as 90% of automotive poliution. Carbon fiber's strength-to-weight
and stiffness-to-weight make it the best available material for CNG
tanks for transport and storage and other high-pressure vessels.

The Challenge Before Us

The lessons that are learned and the habits that are formed in staying
the course during hard times are not necessarily the ones that are
needed for renewed growth. | recognize that the challenge before us
today is very different than the one we confronted in the recent past.

While waiting for the market o change, we faced the basic challenge
of surviving a long period of excess capacity, too little demand, and
ruinous price competition. However, now that the market has changed,
with a clear divergence between commercial and aerospace markets
and with the first big breakthrough application on the commercial side,
we face the diametrically opposite challenge. Now we must be ready to
ramp up production and to do all the other things that are needed to
meet whole new levels of demand for commercial-grade carbon fibers.




Our Panex 35° fiber, produced from our own precursor, is the only

commercial (e, non-aerospace) carbon fiber that has been certified
and tested to meet all the requirements of the emerging commercial
markets in wind energy and automotive. Coupled with our ability to
bring new production lines into operation in intervals of
approximately six months, the commercial marketplace is ours to
lose.

We will fully utilize our installed capacity as quickly as we can
bring it back into production during 2008. In the current year, we
expect to have all seven continuous carbonization lines up and
running and enough precursor capacity to supply all of those lines
and two others that we plan to add immediately. That will give us
about 9 million pounds, or 4,500 tons, of rated annual capacity.
Beginning in 2006 we will need to double capacity again — to 18
million pounds, or 9,000 tons per year — simply to meet the levels of
demand represented by existing contracts and orders in 2007,
Beyond the near-term expansion, we are developing plans for
scaling up to much higher levels of capacity over the next several
years.

To underwrite the expansion of our physical plant we will seek to
raise substantial additional capital in 2005 and much more in future
years. Will the market support our need for capital? | am confident it
will, given the strength of our order book, the magnitude of the
opportunities in front of us, and our strong first-mover position.

Clearly, after losing money for a long time, our challenge is not
just to grow; we must also provide a superior return on invested
capital. To this end, we discontinued two of the money-losing non-
core operations in Hungary in 2004 and we are looking to sell the
remaining non-core businesses.

This is a company that was strategically designed, from its very
inception, to combine rapid growth with solid profitability. If we
experience rapid growth in the top line from increased production
and sales, it will boost the bottom line in several important ways.
Excess capacity costs will disappear. Overhead costs will be spread
over a wider base. In bringing in new production lines, we will be
able to make further improvements in throughput and efficiency.

In addition to increased production of carbon fibers, we are seeing
more and more opportunities to expand in profitable niches for
value-added product. Our Entec Composite Machines subsidiary is
increasingly active in supplying critical composite processing
equipment specifically designed to utilize our carbon fibers.

Last but not least, the growth that we anticipate in 2005 and
beyond poses a human resources/organizational management
challenge. We will add to our talent base and build a winning team in
engineering, sales and marketing, and operations management.

To Our Shareholders

| would like to take this opportunity to again thank our
shareholders. All of us at this company appreciate your confidence
and loyalty. Even though our stock price tripled over the course of
calendar 2004, | believe our shareholders are just beginning to reap
their due reward.

To borrow the words of a Nobel laureate, | truly believe that this
company will not merely endure, but prevail - in creating value for its
customers, employees and shareholders.

Zsolt Rumy

January 15, 2005

vy n N N V

1




A

L T E KX C 0 M P

0

4

+s GREATER STIFFNESS

* MORE STRENGTH
« LIGHTER WEIGHT

Those are the three great defining properties of
carbon fiber and carbon fiber composites. They make
a powerful combination, However, through most of
carbon fiber's history, two other factors have weighed
against its widespread use: high price and limited
productive capacity.

The first applications for carbon fiber came in
aerospace. This is hardly surprising because there is
no other field in which people have been more
concermed with strength and resilience or more
obsessed with saving weight. That comes from
building gravity-defying products that must be able to
stand up to hurricané-force winds and sudden
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changes in wind direction and speed.

But why keep a great material locked in a comer, where it is
of no use to anyoneioutside of one highly specialized
industry? Zoltek began its existence as a public company with
a novel concept. We'set out to prove that carbon fiber could
be produced for commercial markets. We set out, therefore, to
prove that there was a better way to make and market this
product. We re-engineered the whole production process to
drive down cost (and selling price) and to facilitate high-
volume production. Still more, we forged close partnership
arrangements with large potential commercial customers in
helping them to adapt the material to their own production
processes.

Wind energy is now established as the first major
commercial application for carbon fiber. While the carbon
fibers used in this application cost considerably less per pound
than aerospace-grade carbon fibers, they are every bit as

effective in standing tall and strong against the heaviest and
most variable winds. In fact, advanced windmill blades have a
great deal in common with advanced airplane wings. Both are
cantilevered beams that act as airfoils. The longer the blade
(or the longer the wing), the greater the lift it is able to provide.
Reinforced by Zoltek carbon fiber to provide the necessary
stiffness from hub to tip, windmill blades have now reached
lengths of 44 meters in production models and 55 meters in
prototype models. That compares with fuselage-to-wingtip
spans of just 32 meters for a Boeing 747-400 and 40 meters
for the new Airbus A380.

For the big Boeing and Airbus airplanes, longer wing span
and greater lift translate into the ability to carry more
passengers and cargo — a bigger payload. For wind turbines,
the economic pay-out is no less direct. With twice the length,
a blade is able to provide four times the electrical power.
European companies are committed to building scores of
carbon fiber-enabled three-megawatt wind turbines, which will
lower the cost of wind power to 3 cents per kilowatt hour —
making this environmentally friendly form of energy
economically competitive with oil and gas. One of these
turbines produces enough electricity to power more than
50,000 homes.




High-performance materials
may be classed by specific
strength (tensile strength
divided by density) and specific
stiffness (stiffness, or
resistance to deformation
under load, divided by density).
In specific strength, carbon
fiber composites far outperform

to 55 meters — weigh no more
than the 25 to 35 meter (mostly
glass fiber-reinforced) blades of
previous generation machines.

; That means that they do not

500 Ibs. require much stronger and more
expensive supporting structures.
And again, super-stiffness is
needed to ensure that super-long

steel and aluminum, though i blades do not bend so much that
glass fiber comes a reasonably they smash into the supporting
close second. In specific towers. Because of weight
stiffness, none of those other Steel  Aluminum Fiberglass Carbon considerations, to go to longer

materials comes remotely close
to carbon fiber. In this regard,
carbon fiber outperforms steel,
aluminum, and glass fiber by a
margin of 5-to-1.

And that is what makes all the difference in wind energy. It
is not just that a longer blade will provide greater lift. It must
also be extremely light weight — and able to stand up to
tremendous forces.

The best site for a high-powered wind turbine is where the
wind blows the hardest. If wind speed doubles, the energy
content of the wind increases by 2° - or eight times. So the
longest blades must be able to work in the most demanding
conditions. Again, this puts a tremendous premium on
stiffness.

And then there is the whole support structure to consider ~
the foundation, bearings, and tower on which the blades are
mounted. Today's new carbon fiber-reinforced blades — at 44

(Pounds of weight supported per
pound of fibers for the same deflection)

w and longer blades (beyond 55
meters) can only mean that entire

blades ~ and not just the
reinforcing elements — are made
of carbon fiber composite.

Joined with the three other properties, there is a fourth
property of carbon fiber that has become important — great
resistance to corrosion. Utilities and the makers of the most
powerful wind turbines are now looking fo site more wind
farms at sea.

While Europe has led the way in wind energy, other parts of
the world are coming on strong. There is great interest in
China and other developing countries in using wind turbines
as a speedy and efficient means of getting electricity to rural
areas that lie beyond the reach of large transmission lines.

Based both on existing orders and on current growth rates
in wind energy, we are projecting an annual demand for
carbon fiber that could exceed 10 million pounds in 2008 and
20 million pounds in 2010. By comparison, the fotal annual
consumption of carbon fibers by the aerospace industry is just
15 1o 20 million pounds.

There are other applications in the offing that could dwarf
wind energy and aerospace combined in terms of carbon fiber
consumption. Zoltek carbon fibers are now found in high-end
cars including the Ferrari Enzo, Daimler MclLaren SLR roadcar,
and the BMW MB. But the real future is in general assembly
cars containing a hundred pounds or more of carbon fiber.
Other opportunities abound in construction, oil field, and
marine.

It is all a matter of providing the unquestioned advantages
of carbon fiber (greater stiffness, more strength, and lighter
weight) with a ready supply of the material at an affordable
price. 2%

v 0 8 2

1 v n N N V¥

1 4 0 4 3 ¥




Selected Consolidated Financial Data  n thousands, Except Per Share Date)

Statement of Operations|Data: (2) Year Ended September 30,
2004 2003 2002 2001 2000
Netsales .............. e $ 45273 $ 30405 $ 41787 $ 47797 $ 51,892
Cost of sales, excluding dvailable unused capacity costs ........ 37878 33,181 33,008 48745 42616
Available unused capacity costs ... 4466 5716 6,039 6803 4,658
Selling, general and administrative expenses (1) ............... 8414 0951 10,319 12,839 10,759
Operating loss from continuing operations ..., (5,488) (9,443) 8079) (20,580) ®141)
Other income (expense) and income tax expense benefit ....... (4610) (2,270) 1,730 (649) 1,544
Net loss from continuing operations . .......coooovvii i iinn, (10,909) (11,929 6517) (21,239) (4,597)
Loss on discontinued opérations, net of income taxes .......... (5,828) (3673) (1314) (10,332) (4,088)
Nt 0SS ottt $ (16737) $ (15602) $ (7831) $ (31571) $ (8685)
Net loss per share:
Basic and diluted loss per share:

Continuing Operations . ..........ooveeeeieieiiiiy $ ©067) % 073 % 040) $ (129) % (0.25)

Discontinued Operations ... .....oovvereeieiiriiviioiiiin, (03B) (023) (0.08) (062) 0.22)

NEE 0SS Lottt e $ (102) % 0g6) $ 048) % (191) $ 0.47)
Weighted average common shares outstanding ................ 186,372 16,307 16,289 16515 18,360
Balance Sheet Data: September 30,

2004 2003 20092 2001 2000

Working capital . ... oo $ 17002 $ 18790 $ 9872 $ 22891 $ 27041
Total assets ............ e 122799 119,455 121,422 121,492 207701
Short-term debt ........ e e 2,194 933 14014 2,073 47126
Long-term debt, less current maturities ...................... . 42,094 33541 13,699 22,036 8,697
Shareholders' equity ... ...l 56,579 64,516 75,904 79,596 122811

(1 Includes application and development costs of $3,070, $3,453, $3750, $3,633 and $2.478 for fiscal years 2004, 2003, 2002, 2001 and 2000, respectively.

(2) Prior year amounts have been reclassified for discontinued operations as discussed in Note 3,



Management's Discussion & Analysis of Financial Condition & Results of Operations

General

The Company’s mission is to commercialize the use of carbon
fibers as a low-cost but high performance reinforcement for
composites used as the primary building material in everyday
commercial products. The Company has developed and is
implementing a strategy to manufacture and sell carbon fibers into
commercial applications at costs competitive with other materials. In
addition, through its technical fibers segment the Company is the
leading supplier of carbon fibers to the aircraft brake industry, and
manufactures and markets oxidized acrylic fibers, an intermediate
product of the carbon fiber manufacturing process, for fire and heat
resistance applications.

The Company introduced its carbon fibers strategic plan in 1995 to
develop a low-cost process to produce carbon fibers and build
significant capacity while encouraging growth of new applications. As
part of its strategy to establish availability of carbon fibers on a scale
sufficient to encourage growth of large-volume applications, the
Company completed a major carbon fiber production capacity
expansion in fiscal 1998 at its Abilene, Texas facility. While the
Company succeeded in developing its infrastructure to become the
low-cost producer, the large volume applications were slower to
develop than anticipated. From 1998 to mid-2003 total carbon fiber
usage did not grow significantly and aerospace applications actually
declined. This situation resulted in substantial overcapacity and
destructive pricing in the industry. Much of the new carbon fiber
business was captured by the aerospace fibers as certain
manufacturers sold their aesrospace-grade fibers on the commercial
markets at prices that did not cover their costs, undermining the
Company's commercialization strategy.

The carbon fiber market conditions began to change during the
second quarter of fiscal 2004, Two major aerospace programs, the
Airbus A-380 and the Boeing 7ET7, have absorbed virtually all of the
aerospace fiber capacity, and resulted in the divergence of the
aerospace and commercial markets for carbon fibers. Since the
beginning of fiscal 2004, the Company has entered into several
significant supply relationships with carbon fibers customers,
Increases in sales of carbon fiber products in the second, third and
fourth quarters of fiscal 2004 confirmed this shift. The divergence of
the two markets was accelerated by the strength in the development
of the carbon fiber wind turbine blade market. Currently Zoltek
believes it is in a unique position of having installed capacity and fiber
quality that can attract current available and future new business.

The recent increase in the demand for carbon fibers relates to
several different applications including aerospace. During fiscal 2004,
the Company experienced growth in customer demand in the carbon
and technical fiber business units, as sales (excluding inter-segment
sales) increased $5.2 million and $0.7 million, respectively, over fiscal
2003. The improved sales in the carbon fibers and technical fibers
business units resulted in a reduction in the overall operating loss
from continuing operations reported by the Company from a loss of
$9.4 million in 2003 to a loss of $5.5 million in 2004.

The Company has specifically targeted three significant and
emerging applications: wind energy, flame retardant bedding and
home furnishings, and automotive. Development of the use of carbon
fibers Is continuing in each of these targeted market segments.

With the new orders in place and indications for additicnal
significant orders, the Company has restarted its major carbon fiber
manufacturing facility in Abilene, Texas which had been temporarily
idled. The Company has begun operation of manufacturing lines with
aggregate rated capacity of 3 million pounds per year and expects to
begin operation of additional manufacturing lines with aggregate
rated capacity of 2 million pounds per year by the end of fiscal 2005.
The Hungarian carbon fiber manufacturing facility currently is
operating at full capacity. Maintaining the excess capacity has been
costly, but the Company believed it has been necessary to assure
customers of adequate supply and encourage them to shift to carbon
fibers from other materials. With the reactivation of the Abilene plant,
unused capacity costs are expected to diminish and, ultimately, be
fully absorbed in ongoing production as all the carbon fiber lines start
operating in fiscal 2005.

In order to meet demand for carbon fibers for wind energy and
other commercial carbon fiber applications, Zoltek has undertaken a
three-phase capacity expansion program. First, Zoltek has initiated the
start-up of the five installed lines at its Abilene, Texas facility and
activated sufficient precursor capacity to support all of the Company's
carbon fiber capacity, which are scheduled to be fully operational in
the first half of fiscal 2005. Second, Zoltek plans to add two new
carbon fiber lines and add sufficient precursor capacity at the
Company’s Hungarian facility by the end of fiscal 2005. The third
phase of the expansion program calls for a doubling of the carbon
fiber and precursor capacity levels after the second phase, to be
operational in 2006.

Outside of the carbon fiber business, the Company sells acrylic and
nylon fibers into textile markets and manufactures other specialty
products in its Hungary facility. During the fourth quarter of fiscal
2004, the Company discontinued the nylon fiber operation and the
acrylic textile business. These divisions were deemed not to be part
of the long-term strategy of the Company and not expected to be
profitable in the foreseeable future due to the continued pricing
pressure from competitive manufacturers. The Company will utilize a
portion of the acrylic fiber capacity to supply precursor for its growing
carbon fiber manufacturing operations. The Company recorded a
one-time charge to earnings of $0.2 million related to severance. The
results from operations of these two divisions have been reclassified
to discontinued operaticns for fiscal 2004, 2003 and 2002.

Results of Operations
FISCAL YEAR ENDED SEPTEMBER 30, 2004 COMPARED
TO FISCAL YEAR ENDED SEPTEMBER 30, 2003

The Company's sales increased by 15%, or $5.9 million, to $45.3
million in fiscal 2004 from $39.4 million in fiscal 2003, due to
increases in carbon fiber sales (excluding intersegment) and technical
fiber sales (excluding intersegment). Carbon fiber sales (excluding




Management'si Discussion & Analysis of Financial Condition & Results of Operations

intersegment) increased 40%, or $5.2 million, to $18.4 million in
fiscal 2004 from $13.2 million in fiscal 2003. The increase in carbon
fiber sales in fiscal 2004 was achieved despite a decrease of $56.9
million from 2003 related to the Company’s decision to relocate its
prepreg operations from California to Utah to reduce costs by
combining its operations with another of the Company's facilities.
Other carbon fibers sales increased by $11.1 million in fiscal 2004
from fiscal 2003 as production and sales of sporting goods and wind
energy orders continued during the third and fourth quarters of fiscal
2004 and the Company experienced a strong increase in the overall
demand for carbon fiber over prior years. Technical fiber sales
(excluding intersegment) increased 5%, or $0.7 million, to $14.8
million in fiscal 2004 from $14.1 million in fiscal 2003. Technical
fiber sales increased as demand improved not only in the aircraft
brake customers but also for the flame-retardant market. Sales of
the specialty products business segment decreased 1%, or $0.1
million, to $12.0 million in fiscal 2004 from $12.1 million in fiscal
2003. During the fourth quarter of fiscal 2004, the Company
discontinued the nylon fibér operation and the acrylic textile business.
The Company will utilize ailimited portion of the acrylic fiber capacity
to supply precursor for its Igrowing carbon fiber manufacturing
operations. The results from operations of these two divisions have
been reclassified to discontinued operations for fiscal 2004, 2003
and 2002. The remaining specialty products division sales have
remained flat from fiscal 2004 to 2003, however, the divisions
remained profitable at these levels.

The Company’s cost of isales (excluding available unused capacity
costs) increased by 14.19%, or $4.7 million, to $37.9 million in fiscal
2004 from $33.2 million in fiscal 2003. Carbon and technical fiber
cost of sales (excluding intersegment) increased by 17% or $4.1
million to $28.1 million in fiscal 2004 from $24.0 million in fiscal
2003 as sales of carbon and technical fiber (excluding intersegment)
increased 21% for the year. The increase of 16% compared to an
increase of 21% in sales tesults from the Company’s ability to absorb
its fixed cost as manufacturing activities increased. The cost of sales
of the Company's specialty products business segment increased 7%
compared to the 1% decrease in sales, reflecting sales mix factors.

The Company continued to incur costs related to the underutilized
productive capacity for caribon fibers at the Abilene, Texas facility,
including depreciation and other overhead associated with the unused
capacity. These costs, which were separately identified on the
statement of operations, were approximately $4.5 million during fiscal
2004 and $5.7 million in fiscal 2003. The decrease in 2004 was
due to the start-up of the carbon fiber lines in Abilene during the
fourth quarter of 2004. The Company believes it has been necessary
to maintain available capa¢ity to encourage development of significant
new large-scale applications. With the increased orders in fiscal
2005, unused capacity costs are expected to continue to decrease
significantly during that period and to be fully absorbed in ongoing
operations by the end of fiscal 2005 as all installed production lines
began operating. See additional discussion of the Abilene facility
under “~Liquidity and Capital Resources’

Application and market development costs were $3.1 million in
fiscal 2004 and $3.5 million in fiscal 2003 as the Company
continued cost containment measures implemented in 2003 related
to personnel involved in research and development. These costs
included product and market development efforts, product trials and
sales and product development perscnnel and related travel. Targeted
emerging applications include automobile components, fire/heat
barrier and alternate energy technologies.

Selling, general and administrative expenses were $5.3 million in
fiscal 2004 compared to $6.5 million in fiscal 2003. Although sales
for the year increased 15% and carbon fiber sales increased 40%
the Company has continued cost containment measures related to
personnel in non-operations departments implemented during fiscal
2008.

Operating loss from continuing operations was $5.5 million in fiscal
2004 compared to a loss of $3.4 million in fiscal 2003, an
improvement of $4.1 million. Carbon fiber operating loss improved
from a loss of $8.6 million in fiscal 20083 to a loss of $6.8 million in
fiscal 2004. The operating income in technical fibers increased from
income of $0.1 million in fiscal 2003 to $1.2 million in fiscal 2004,
Corporate headquarters operating loss decreased with a loss of $1.4
million in fiscal 2004 compared to a loss of $2.5 million in fiscal
2003. Specialty product operating loss decreased from a loss of
$1.6 million in fiscal 2003 to a loss of $1.5 million in fiscal 2004.
The decrease in the Company's total operating loss was a resutt of
the significant improvement in the carbon fibers and technical fibers
business units as sales and production have increased to absorb fixed
manufacturing cost and the continued reduction of operating
expenses due to the cost containment measures implemented during
2003,

Interest expense was approximately $3.4 million in fiscal 2004
compared to $1.9 million in fiscal 2003. The increase in interest
resulted from higher debt levels after the Company’s refinancing
transactions (see “~Liquidity and Capital Resources”). The Company
experienced little fluctuation attributed to changes in interest rates as
a substantial portion of the debt portfolio consists of fixed rate.

Amortization of debt discount from warrants, deferred financing and
beneficial conversion feature costs, which are non-cash expenses,
was $1.8 million in fiscal 2004 compared to $0.1 million in fiscal
2003. The increase in amortization resulted from the Company's
refinancing transactions (see “~Liquidity and Capital Resources”).

Other income/expense, net, was immaterial in fiscal 2004 and
fiscal 2003.

Income tax expense was $0.4 million for fiscal 2004 compared to
an income tax expense of $0.5 million for fiscal 2003. A valuation
allowance was recorded against the income tax benefit resulting from
the pre-tax loss in both fiscal 2004 and 2003 due to uncertainties in
the Company's ability to utilize tax losses in the future.
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The foregoing resulted in a net loss from continuing operations of
$10.9 million for fiscal 2004 compared to a net loss of $11.9 million
for fiscal 2003. Similarly, the Company reported a net loss per share
from continuing operations of $0.67 and $0.73 on a basic and diluted
basis for fiscal 2004 and 2003, respectively. The weighted average
common shares outstanding were 16.4 million for fiscal 2004 and
16.3 million for fiscal 2003,

In the fourth quarter of fiscal 2004, the Company formaily adopted
a plan to discontinue and exit two divisions of its Zoltek Rt. operations
which manufacture acrylic and nylon fibers and yarns. These divisions
are not part of the long-term strategy of the Company and will not be
profitable in the foreseeable future due to the continued pricing
pressure from competitive manufacturers. In the fourth quarter of
fiscal 2004, the Company recorded an impairment loss on
discontinued operations of $0.2 million compared to zero in 2003.
The operating loss related to those divisions was $5.2 million for the
fiscal year compared to $3.7 million in fiscal 2003. The increase in
the operating loss was due to sales decreasing by $7.8 million, or
32%, from $24.1 million in fiscal 2003 to $16.3 million in fiscal 2004
while cost of sales only decreased $6.6 million, or 27%, from $24.4
million in fiscal 2003 to $178 million in fiscal 2004, as the Company
did not decrease its fixed cost component of cost of sales at a rate
equal to its drop in sales. The Company also recorded a loss of $0.5
million related to a legal judgment involving the Company's former
Hardcore subsidiary. The Company is vigorously defending this
matter and has filed counterclaims and an appeal. Management
believes that the ultimate resolution of this litigation will not have a
material adverse effect on the Company's results of operations or
financial condition.

COMPARISON OF RESULTS FOR FISCAL YEARS ENDED
SEPTEMBER 30, 2003 AND 2002

The Company's sales decreased 8%, or $2.4 million, to $39.4
million in fiscal 2003 from $4 1.8 million in fiscal 2002. Technical fiber
sales decreased 29%, or $5.7 million, to $14.1 million in fiscal 2003
from $12.8 million in fiscal 2002. Carbon fiber sales (excluding
intersegment) increased 23%, or $2.5 million, to $13.2 million during
fiscal 2003 from $10.7 million in fiscal 2002, Carbon fiber sales
increased both in Hungary and the U.S. as the demand for carbon
fiber increased in the second half of the year as excess capacity in
the industry started to decrease. During fiscal 2003, technical fibers
sales decreased due to excess technical fiber capacity that weakened
sales economic conditions globally specifically in the aerospace
business. Sales of other products produced at Zoltek Rt. increased
$0.8 million, or 7%, to $12.1 million in fiscal 2003 from $11.3 million
in fiscal 2002 as sales of the Mavibond division increased due to
higher demand from Eastern European customers.

The Company's cost of sales (excluding available unused capacity
costs) decreased by 1%, or $0.3 million, to $33.2 million in fiscal
2003 from $33.5 million in fiscal 2002. The decrease in cost of
sales (excluding available unused capacity costs) was consistent with
the decrease in sales, however, not to the degree of the sales decline
due to the technical fiber unit having been impacted from industry-

wide excess capacity that resulted in distressed pricing across most
existing markets and lower sales volume that have not supported the
level of the Company's fixed manufacturing cost. The Company also
recorded a reserve of $1.0 million for certain carbon fiber inventories
of which it was deemed to have excess amounts in fiscal 2003,

In fiscal 2003, the Company continued to incur costs related to the
underutilized productive capacity for carbon fibers at the Abilene,
Texas facilities. These costs included depreciation and other
overhead associated with the unused capacity. These costs, which
were separately identified on the income statement, were
approximately $5.7 millien during fiscal 2003 and $6.0 million in fiscal
2002, The decrease relates to the continued cost containment
measures related to personnel implemented during fiscal 2003.

Application and market development costs were $3.5 million in
fiscal 2003 compared to $3.7 million in fiscal 2002, representing a
$0.2 million decrease. This decrease was due to cost containment
measures. The costs incurred in fiscal 2003 related to the carbon
fiber operations for product and market development efforts for
product trials, and for additional sales and product development
personnel and travel. Targeted emerging applications included
automobile manufacturing, alternate energy technologies, deep sea oil
drilling, filament winding and buoyancy.

Selling, general, and administrative expenses decreased $0.1
million, or 2%, from $6.6 million in fiscal 2002 to $6.5 million in fiscal
2003. The decrease in expense was from both business segments
and the corporate headquarters, due to cost cutting measures,
including lower payroll.

Interest expense was approximately $1.8 million in fiscal 2003
compared to $1.8 million in fiscal 2002. The increase resulted from
higher debt levels after the Company's refinancing transactions (see
“~Liquidity and Capital Resources”). The Company experienced little
fluctuation attributed to changes in interest rates as a substantial
portion of the debt portfolic consists of fixed rate.

Other income/expense, net, increased $0.4 million to $0.1 million
expense for fiscal 2003 from $0.3 miillion income for fiscal 2002 due
to an increase in the foreign currency transactional losses on the
Company's debt at its Hungarian subsidiary which is denominated in
U.S dollars or Euros.

Income tax expense increased $3.4 million to $0.5 million for fiscal
2003 from an income tax benefit of $2.9 million for the
corresponding period in the prior year. A valuation allowance was
recorded against the income tax benefit resulting from the pre-tax
loss for fiscal 2003 and 2002 due to uncertainties in the Company's
ability to utilize tax losses in the future. During fiscal 2002, the tax
laws changed allowing the Company additional carryback of net
operating loss to prior years resulting in a tax benefit in the statement
of operations.
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The foss from discontinugd operations related to the acrylic fiber
operations increased from a loss of $2.2 millicn in fiscal 2002 to a
loss of $3.7 million in fiscal 2003. The increase in the loss in fiscal
2003 was due to the decrease in sales related to continuing pricing
pressures from competitors without a corresponding reduction in
manufacturing cost. The loss in 2002 was offset by a gain of $0.9
million related to the sale of the Company's former Hardcore
subsidiary.

The foregoing resulted in a net loss from continuing operations of
$11.9 million for fiscal 2003 compared to a net loss of $6.5 million
for fiscal 2002. Similarly, the Company reported net loss from
continuing cperations per share of $(0.73) and $(0.40) on a basic
and diluted basis for fiscal 2003 and fiscal 2002, respectively. The
weighted average commoni shares outstanding were 16.3 million for
fiscal 2003 and fiscal 2002.

Liquidity and Capital Resources

Management will seek to fund its near-term operations from
continued sale of excess inventories and continued aggressive
management of the Company’s working capital, as well as sources
that may include additional borrowings and/or private equity.
However, management can make no assurance that these objectives
will be sufficient to fund near-term liquidity needs and has obtained
additionai financing to meet operating requirements, as discussed
under “-2005 Refinancing" below. As the demand for carbon fiber
continues to increase, the Company will need additional financing to
execute its capacity expansicn program.

Due to the timing of development of markets for carbon fiber
products, the Company's operating activities have used cash in each
of the past three fiscal yeais. As a result, the Company has executed
refinancing arrangements and incurred borrowings under credit
facilities, supplemented with long-term debt financing utifizing the
equity in the Company's real estate properties, to maintain adequate
liquidity to support the Comipany’s operating and capital activities.

2005 Refinancing

In October 2004, the Company issued convertible debentures in
the aggregate principal amount of $20.0 million to institutional private
equity investors. The convertible debentures have a stated maturity of
42 months and bear interest at 7.6% per annum and are presently
convertible into 1,666,666 ishares of common stock at a conversion
price of $12.00 per share. The Company alsc issued to the investors
six-year warrants to purchase an aggregate of 500,000 shares of
common stock of the Company at an exercise price of $13.00 per
share, The fair value of the debt discount associated with the
warrants at the time of issuance was estimated to be $2.5 million and
will be amortized as a non-cash interest expense over the term of the
convertible debt. Proceeds| from issuance of these convertible
debentures were used to reduce existing Hungarian bank debt by
$12.0 million and the balarice for working capital purposes which
allowed the Company to refinance the remaining Hungarian bank
debt to a three-year term loan for $3.0 million with no covenants
going forward.

In December 2004, the Company’s U.S. bank extended the
expiration and waived the financial covenants of the Company’s
revolving credit loan, term loan and mortgage on an existing property
from January 1, 2005 to January 1, 2006. The Company's U.S. bank
also increased the amount available under the revolving credit loan by
$0.5 million to $5.5 million and increased the term loan by $0.1
million to $0.8 million. The principal on the term loan will be repaid on
a quarterly basis of $0.1 million with the remainder of the principal
due on expiration. The mortgage will be repaid on a monthly basis of
$15,344 of principal and interest with the remainder of the principal
due on expiration.

2004 Refinancing

In January 2004, the Company issued and sold convertible
debentures in the aggregate principal amount of $7.0 million to
institutional private equity and other investors (including $250,000 to
each of Mr. Rumy and Mr. McDonnell who are members of the
Company's Board of Directors). The convertible debentures have a
stated maturity of 30 months and bear interest at 6% per annum and
are convertible presently into 1,295,954 shares of common stock at a
conversion price of $5.40 per share for each investor other than
Messrs. Rumy and McDonnell and $5.42 per share for each of
Messrs. Rumy and McDonnell. The Company also issued to the
investors five-year warrants to purchase an aggregate of 323,994
shares of common stock of the Company at an exercise price of
$5.40 per share for each investor other than Messrs. Rumy and
McDonnell and $5.42 per share for each of Messrs. Rumy and
McDonnell. The fair value of the debt discount associated with the
warrants and beneficial conversion feature, at the time of issuance,
was estimated to be $2.0 million and is being amortized as non-cash
interest expense over the term of the convertible debentures.
Proceeds from the issuance of these convertible debentures were
used for working capital purposes.

As part of the Company's January 2004 refinancing, the bank
lender to the Company’s Hungarian subsidiary amended certain
financial covenants and extended the maturity date of its loan to
December 31, 2004. In connection with such actions, the bank
required that the Company make arrangements to settle
intercompany accounts payable by Zoltek U.S. operations to its
Hungarian subsidiary in the amount of approximately $2.8 million.
The bank was unwilling to keep open its offer to restructure Zoltek
Rt's loans until after the Company's January 2004 refinancing
package was completed. Prior to the refinancing, the Company did
not have cash on hand or available borrowings that would enable it to
make the setflement of the intercompany accounts required by the
Hungarian bank. In order to proceed expeditiously to resolve the
Company's financing requirements, Zsolt Rumy, the Company's Chief
Executive Officer and a director of the Company. In December 2003
loaned the Company $1.4 million in cash and posted a $1.4 million
letter of credit for the benefit of the Company. This arrangement was
approved by the Company's board of directors and audit committee.
The loan by Mr. Rumy bore interest on the amount advanced and the
notional amount of the letter of credit at a rate per annum equal to
LIBOR plus 11% with a LIBOR floor of 2%, the same interest rate of
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the mortgage financing discussed below. As a result of the Company
completing the refinancing transactions making available the cash to
settle the intercompany accounts, the letter of credit was released.
After converting $250,000 into convertible debt as part of the
January 2004 financing, the remaining $1.15 millicn loan was repaid
during the third quarter of fiscal 2004.

Also in January 2004, the Company entered into a mortgage note
with a bank in the aggregate principal amount of $6.0 million. The
note has a stated maturity of three years and bears interest at a rate
of LIBOR plus 11% (13.5% per annum as of September 30, 2004)
with a LIBOR floor of 2%. The Company will pay interest only on a
monthly basis with principal balance due at fime of maturity. The loan
is collateralized by a security interest in the Company's headquarters
facility and its two U.S. manufacturing facilities that produce carbon
and technical fibers. The proceeds of this transaction were used to
pay down debt of $6.0 million with its U.S. bank. Of such proceeds,
$0.5 million was held in an escrow account to be released when the
Company completed certain post-closing requirements. The
Company completed these requirements during the third quarter of
2004 and the $0.5 million was released from escrow.

Due to the January 2004 refinancing completed subsequent to the
Company's fiscal year end, the Company's U.S. bank waived the
financial covenants through February 13, 2005, the maturity date of
the term loan. Additionally, the expiration of the Company's revolving
credit loan was extended from January 31, 2004 to January 31,
2005, The refinancing allowed the Company to execute its 2004
business plan, which was uncertain prior to the refinancing.

In March 2004, the Company issued and sold convertible
debentures in the aggregate principal amount of $5.75 million to
institutional private equity investors and Mr. Dill ($750,000) who is
member of the Company's board of directors. The convertible
debentures have a stated maturity of 30 months and bear interest at
6% per annum and are convertible presently into 895,908 shares of
common stock at a conversion price of $6.25 per share for each
investor other than Mr. Dill and $782 per share for Mr. Dill. The
Company also issued to the investors five-year warrants to purchase
an aggregate of 223,997 shares of common stock of the Company
at an exercise price of $750 per share for each investor other than
M. Dill whose warrants have an exercise price of $782 per share.
The fair value of the debt discount associated with the warrants and
beneficial conversion feature, at the time of issuance, estimated to be
$4.0 million and is being amortized as non-cash interest expense over
the term of the convertible debentures. Proceeds from the issuance
of these convertible debentures are being used for working capital
and capital expenditures.

2003 Refinancing

The Company executed an amended credit facility agreement,
dated as of February 13, 2003, with the U.S. bank. The amended
credit facility agreement is structured as a term loan in the amount of
$3.5 million (due February 13, 2005) and a revolving credit loan in
the amount of $5.0 million (due January 31, 2004). The Company

repaid $5.0 million of this loan from the proceeds of the sale of
subordinated convertible debentures as discussed below. Borrowings
under the amended facility are based con a formula of eligible
accounts receivable and inventories of the Company's U.S.-based
subsidiaries. The outstanding loans under the agreement bear interest
at the prime interest rate plus 2% per annum. The loan agreement
contains quarterly financial covenants related to borrowings, working
capital, debt coverage, current ratio and capital expenditures. Total
borrowings under the revolving credit agreement were $4.6 million
and the available credit under this agreement was $0.4 million at
September 30, 2003.

The Company also entered into a debenture purchase agreement,
dated as of February 13, 2003, under which the Company issued and
sold to 14 investors, including certain directors, subordinated
convertible debentures in the aggregate principal amount of $8.1
million. The subordinated convertible debentures have stated
maturities of five years, bear interest at 7% per annum and are
convertible into an aggregate of 2,314,286 shares of common stock
of the Company at a conversion price of $3.50 per share. The
Company also issued to the investors five-year warrants to purchase
an aggregate of 405,000 shares of common stock of the Company
at an exercise price of $5.00 per share. The fair value of the warrants,
at the time of issuance, was estimated to be $376,650. Proceeds
from the issuance of these convertible debentures were used to
repay existing borrowings as well as for working capital.

Credit Facilities

The Company's financing of its U.S. operations is separate from
that of its Hungarian operations. Availability of credit is based on the
collateral value at each operation. However, the covenants of the term
loan and revolving line of credit from its U.S. bank, which have been
waived through February 13, 20086, the latest maturity date of these
borrowings.

US Operations — The Company's current credit facility with its US.
bank is described above under “~2005 Refinancing” and *~2003
Refinancing” Total borrowings under the U.S. credit facility, including
the revolving line of credit and term loan, were $5.7 million at
September 30, 2004.

Hungarian Operations - The Company’s Hungarian subsidiary has
a credit facility with a Hungarian bank. Total borrowings under this
credit facility were $11.4 million at September 30, 2004. Due to the
fiscal 2005 refinancing (see “~Refinancing” in Note 2), the credit
facility has been reduced to a $3.0 million term loan with interest only
payments over the next three years and a balloon payment at the end
of the term.

in March 2003, the Company's Hungarian subsidiary entered into a
credit agreement with another Hungarian bank for $2.2 million of
which $2.2 million was outstanding as of September 30, 2004. This
facility was paid off as part of the 2005 refinancing.
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Total borrowings of the Hungarian subsidiary were $13.6 million at
September 30, 2004, of which $13.8 million has been classified as
long-term debt due to the 2005 refinancing in which $12.0 million
was repaid. Borrowings under the Hungarian bank credit facilities
cannot be used in Zoltek's U.S. operations.

Abilene, Texas Facility

In the third quarter of fiscal 2001, the Company elected to
temporarily idle a significant part of the operations located at the
Abilene, Texas facility. The Company resumed manufacturing at this
facility during fiscal 2004. Given that these assets were previously
idled and did not generate significant cash flow in 2004, the
Company performed an impairment test. The Company determined
that no impairment of its cafrying value exists at September 30, 2004
based on an analysis of expected future net cash flow to be
generated from this facility over the expected remaining useful life,

Cash Used By Continuinig Operating Activities

Net cash used by continuing operating activities was $6.8 million
for fiscal 2004. The cash fléws used by continuing operating activities
during fiscal 2004 were primarily due to the net loss of $10.9 million
plus an increase in net operating assets of $3.4 miliion, offset by non-
cash items, including depretiation and amortization of $7.4 miflion.
The increase in net operating assets consisted of an increase in
receivables and other assets of $4.1 million as carbon fiber sales
increased during the year and the Company’s Entec subsidiary
finished a $2.0 million projgct related to building a machine for a wind
turbine provider to make carbon fiber composite biades for wind
turbines with an automated process close 1o its fiscal year-end; the
related account receivable had not been collected by September 30,
2004. In addition, accrued|expenses and other liabilities and trade
payables increased $0.8 million with an increase in inventories of
$0.2 million.

The Company is exploring other alternative markets to sell certain
carbon fiber inventories to improve its cash flow. The Company has
decreased the carbon fiber and specialty unit actual inventory by $0.9
million which was offset by, an increased inventory in the Entec
operation.

Net cash used by contiriuing operating activities was $2.0 million
for fiscal 2003. The cash flows used by continuing operating activities
during fiscal 2003 were primarily due to the net loss of $11.9 million
offset by non-cash items including depreciation and amortization of
$59 million and unrealized foreign exchange gain of $0.8 million plus
a decrease in net operating assets of $3.2 million. The decrease in
net operating assets consisted of a decrease of $0.8 million in
inventories due primarily to a concerted effort to reduce inventories, a
decrease of $1.1 million in accounts receivable, a decrease of $0.3
million in prepaid and other assets and a $2.9 million increase in
accrued expenses and other liabilities, offset by a $1.2 million
decrease in trade payables and a $0.7 million decrease in long-term
liabilities.

Cash Used by Discontinued Operating Activities

Net cash used by discontinued operating activities was $0.2 million
for fiscal 2004. The cash flow used by discontinued operating
activities during 2004 was primarily related to the net loss of $5.8
million plus decreases in net operating assets of $5.6 million. The
decrease in net operating assets consisted of a decrease in
receivables and inventory of $3.5 million and $3.2 million, respectively,
offset by decreases in payables of $1.1 million. The decrease in
receivables and inventory related to the discontinuation of the textile
acrylic division as the sales and inventory purchases decreased
significantly from the prior year.

Net cash used by discontinued operating activities was $2.5 million
for fiscal 2003. The cash flow used by discontinued operating
activities during 2003 was primarily related to the net loss of $3.7
million plus decreases in net operating assets of $1.2 million. The
decrease in net operating assets consisted of a decrease in
receivables and inventory of $1.3 million and $1.0 million, respectively,
offset by decreases in payables of $1.1 million. The decrease in
receivables and inventory related to the discontinuation of the textile
acrylic division as the sales and inventory purchases decreased
significantly from the prior year.

Inventories
Inventories consist of the following (amounts in thousands):
September 30, September 30,

2004 2003
Raw materials ................ $ 5462 $ 4859
Work-in-process ............. 1,177 1,132
Finished goods ............... 18,317 19,087
Supplies, spares and other .. .. 946 1,930
$ 925902 $ 26978

Cash Used For Investing Activities

Net cash used for continuing investing activities for fiscal 2004
was $6.0 million which consisted of capital expenditures. The primary
capital expenditures consisted of the $1.7 million purchase of the
Company's Abilene nitrogen plant which was previously leased in an
arrangement accounted for as an operating lease and the
expenditures related to the expansion of the Company’s precursor
facility and carbon fiber operations to meet the additional demand for
carbon fiber products.

Net cash used for investing activities for fiscal 2003 was $0.7
million which included capital expenditures of $1.5 million primarily at
the Hungarian subsidiary related to expansion of its precursor facility,
offset by the sale of an investment held by the Hungarian subsidiary
for $0.7 million.

Historically, cash used in investing activities has been expended for
equipment additions and the expansion of the Company’s carbon
fibers production capacity. The Company expects capital
expenditures to increase in connection with the restart of the Abilene
carbon fiber lines, the expansion of its precursor facility in Hungary
and the installation of additional carbon fiber lines to meet the
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increase demand for carbon fiber. The Company will have to seek
additional financing to fund its continuing capacity expansion
program.

Cash Provided By Financing Activities

Net cash provided by financing activities was $12.6 million for
fiscal 2004 and $5.4 million for fiscal 2003. The various financing
transactions for 2004 and 2003 are described above.

Future Contractual Obligations

A summary of significant contractual obligations is shown below.
See Notes 5 and 8 to the consolidated financial statements for
discussion of the Company’s debt agreements and lease obligations,
respectively.

Less than 4-5 More than
_Total _1year 1-3years _years _Syears
Notes payable ........ $ 2441 $ 2441
Convertible debentures 20,850 - $20850
Long-term debt, including
current maturities ... 28468 570 _ 14405 $13493 § -
Total debt .......... 51,759 3011 352565 13,493 -
Operating leases ...... 348 58 174 116 -
Total debt and
operating leases .. 52,107 3068 35429 13609 -
Purchase obligations .. 1,403 1,403 - - -
Total contractual
obligations ........ $53510 $ 4472 $35429 $13603 $ -

The future contractual obligations and debt would be reduced by
$30.1 miliion in exchange for 6.2 million shares of common stock if
all the convertible debt including the 2005 financing that refinanced
$10 million of the existing Hungarian debt was converted. The
Company would also receive $12.0 million in additional cash if all
warrants associated with the convertible debt were exercised.

Conversion Less than More than
price Total 1year 1-3vears 4-5Syears 5 years
Total contractual
obligation ........ $ 53510 $ 4472 $ 35429 $13609 $
February 2003
iSSUaNce ... $ 325 (8,100) (8,100)
January 2004
issuance ......... 540 (7000) (7000) - -
March 2004
issuance ......... 625 (5750) (5750) - -
October 2004
issuance ......... 1200 (10000 (10000)
Total pro forma
contractual
obligations ... $ 22660 $ 4472 $ 14579 $ 3609 $

In October 2003, the Company was named as a defendant in a
civil action filed in the Court of Common Pleas for Cuyahoga County,
Ohio by the former owner of Hardcore Composites Operations, LLC
(“Hardcore”) alleging breach by Hardcore and the Company of their
respective obligations under a sublease, the Company's guaranty of
the sublease, and prior settlement agreement among the parties. The
former owner's action claims damages in the amount of $0.3 million
for breaches by the Company of its cbligations under the guaranty
and the settlement agreement and, in addition, demands $0.5 million
in damages from Hardcore and the Company, jointly and severally,

under the terms of the settlement agreement. During the third quarter
of fiscal 2004, Hardcore filed a petition under Chapter 11 of the U.S.
Bankruptcy Code. In October 2004, the Court of Common Pleas for
Cuyahoga County, Ohio ruled in favor of the former owner of
Hardcore Composites in the amount of $1.1 million. The Company
recorded an additional accrual of $0.5 million, which was recorded in
discontinued operations to fully accrue the liability under the
judgment. The Company is vigorously defending this matter, has filed
counterclaims and filed an appeal. Management believes that the
ultimate resolution of this litigation will not have further material
adverse effect on the Company’s results of operations or financial
condition, For additional information, see Notes 3 and 8 to the
Company's Consolidated Financial Statements.

Critical Accounting Policies

Outlined below are accounting policies that Zoltek believes are key
to a full understanding of the Company’s operations and financial
results. All of the Company'’s accounting policies are in compliance
with U.S. generally accepted accounting principles (GAAP).

Revenue recognition

The Company recognizes sales on the date title to the sold product
transfers to the customer, which is the shipping date. Revenues
generated by its Entec Composite Machines subsidiary are
recognized on a percentage of completion basis based on the
percentage of total project cost incurred to date. The Company
reviews its accounts receivable on a monthly basis to identify any
specific customers for collectability issues. If the Company deems
that an amount due from a customer is uncollectible, the amount is
recorded in the statement of operations.

During fiscal 2004, 2003 and 2002, approximately $7.2 million,
$8.0 miltion and $9.8 million, respectively, of sales was earned from
one customer in the technical fiber segment.

Shipping and handling

All amounts billed to a customer in a transaction related to shipping
and handling are recorded as revenue and the subsequent cost to the
Company is recognized as expense in cost of sales, excluding unused

capacity.

Inventories

The Company evaluates its ending inventories for estimated excess
quantities and obsolescence. This evaluation includes analyses of
sales levels by product and projections of future demand within
specific time horizons. Inventories in excess of future demand, if any,
are reserved. Remaining inventory balances are adjusted to
approximate the lower of cost on a first-in, first-out basis or market
value. Cost includes material, labor and overhead. If future demand
or market conditions are less favorable than the Company’s
projections, additional inventory write-downs may be required and
would be reflected in cost of sales (excluding available unused
capacity costs) on the Company’s statement of operations in the
period in which the revision is made.
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In recent years, carbon fiber sales have been depressed by excess
capacity across the industry, distressed pricing across most existing
markets and weakening economic conditions globally. These factors
combined with the high level of inventories maintained by the Company,
have resulted in the Company reducing the cost of certain carbon fiber
inverttories to their lower estimated market values. If demand for
products held in inventory dées not improve in a reasonable period of
time, or further deteriorate, it is possible that the market value of these
carbon fiber inventories mayi further decrease resulting in additional
charges to cost of sales (excluding available unused capacity costs).

Application and development expenses

The Company is actively pursuing the development of a number of
applications for the use of it§ carbon fiber and related products. The
Company is currently party to several developmental agreements with
various prospective users oflthese products for the purpose of
accelerating the development of various carbon fiber applications.
Additionally, the Company istexecuting several internal developmental
strategies to further the useiof carbon fiber and consumer and industrial
products made from carbonfiber. As a result, the Company incurs
certain costs for research, development and engineering of products and
manufacturing processes. These costs are expensed as incurred and
totaled approximately $3.1 million in fiscal 2004, $3.5 million in fiscal
2003 and $3.8 million in fiscal 2002. Application and development
expenses are presented as an operating item on the Company's
consolidated statement of operations. Given the Company’s position and
strategy within the carbon fiber industry, it is expected that similar or
greater levels of application and development expenses could be
incurred in future periods.

Unused capacity costs

During 2004, the Company was not operating its Abilene, Texas
facility at full capacity. As a result, the Company has elected to
categorize certain costs related to these idle assets as unused capacity
costs, Such costs totaled $4.5 million, $5.7 million and $6.0 million for
fiscal 2004, 2003 and 2002, respectively, and include depreciation and
other overhead expenses associated with unused capacity. The unused
capacity costs are presented as an operating item on the Company's
consolidated statement of operations. As discussed above, the
Company has resumed certain levels of manufacturing at this facility
during fiscal 2004, With the reactivation of the Abilene plant, unused
capacity costs are expectedlto diminish and, ultimately, be fully absorbed
in ongoing production once all the carbon fiber lines start operating in
fiscal 2005.

Valuation of long-lived assets

Long-lived assets are reviewed for impairment whenever events or
changes in circumstances indicate that the carrying amount may not be
recoverable. If the sum of the expected future undiscounted cash flows
is less than the carrying amount of the asset, a loss is recognized for the
difference between the fair value and the carrying value of the asset. In
determining expected future’ undiscounted cash flows attributable to a
long-lived asset or a group of fong-lived assets, the Company must make
certain judgments and estimaticns including the expected market
conditions and demand for products produced by the assets, expected
product pricing assumptions; and assumptions related to the expected
costs to operate the assets.  These judgments and assumptions are
particularly challenging as they relate to the Company's long-lived assets
due to the developmental st?ge and current market conditions of the

carbon fiber industry. It is possible that actual future cash flows related
to the Company's long-lived assets may materially differ from the
Company’s determination of expected future undiscounted cash flows.
Additionally, if the Company's expected future undiscounted cash flows
were less than the carrying amount of the asset being analyzed, it would
be necessary for the Company to make significant judgments regarding
the fair value of the asset due to the specialized nature of much of the
Company's carbon fiber production equipment in order to determine the
amount of the impairment charge.

Income taxes

The Company accounts for certain income and expense items
differently for financial reporting and income tax purposes. Deferred tax
assets and liabilities are determined based on the difference between
the financial statement and tax basis of assets and liabilities applying
enacted statutory tax rates in effect for the year in which the differences
are expected to reverse. A valuation allowance is provided against
certain deferred tax assets when realization of those assets are not
considered to be more likely than not.

Recent Accounting Pronouncements
See Note 1 to the Company's Consolidated Financial Statements.

Quantitative and Qualitative Disclosures About Market Risk

The Company is exposed to changes in interest rates primarily as a
result of borrowing activities under its credit facility. The nature and
amount of the Company's debt may vary as a result of future business
requirements, market conditions and other factors. The extent of the
Company's interest rate risk is not quantifiable or predictable because of
the variability of future interest rates and business financing
requirements. The Company does not believe such risk is material
because a significant amount of the Company's current debt is at fixed
rates. At September 30, 2004, the Company did not have any interest
rate swap agreements outstanding. However, a one percent increase in
the weighted average interest rate of the Company's debt would result in
a $0.5 million increase in interest expense based on the debt levels at
September 30, 2004.

The Company views as long-term its investment in Zoltek Rt, which
has a functional currency other than the U.S. dollar. As a result, the
Company does not hedge this net investment. In terms of foreign
currency translation risk, the Company is exposed to Zoltek Rt.'s
functional currency, which is the Hungarian Forint. The Company's net
foreign currency investment in Zoltek Rt translated into U.S. dollars using
period-end exchange rates was $35.3 million and $30.0 million at
September 30, 2004 and 2003, respectively. The potential foss in value
of the Company's net foreign currency investment in Zoltek Rt. resulting
from a hypothetical 10% adverse change in quoted foreign currency
exchange rate of the Hungarian Forint at September 30, 2004 and
2003 amounted to $3.5 million and $2.7 million, respectively. In addition,
Zoltek Rt routinely sells its products to customers located primarily
throughout Europe in sales transactions that are denominated in foreign
currencies other than the Hungarian Forint. Also, Zoltek Rt. has debt
that is denominated in foreign currencies other than the Hungarian
Forint. As a result, Zoltek Rt is exposed to foreign currency risks
related to these transactions. The Company does not currently employ a
foreign currency hedging strategy related to the sales of Zoltek Rt




Report of Management / Independent Registered Public Accounting Firrm

REPORT OF MANAGEMENT

Management of Zoltek Companies, Inc. is responsible for the The Report of PricewaterhouseCoopers LLF, Independent Registered
preparation and integrity of the Company's financial statements. Public Accounting Firm, on their audits of the accompanying financial
These statements have been prepared in accordance with generally statements follows. This report states that their audits were
accepted accounting principles and in the opinion of management performed in accordance with the Standards of the Public Company
fairly present the Company's financial position, results of operations, Accounting Oversight Board (United States). These standards

and cash flow. include consideration of internal control over financial reporting

controls for the purpose of determining the nature, timing, and extent
The Company maintains accounting and internal control systems that ~ of auditing procedures necessary for expressing our opinion on the
it believes are adequate to provide reasonable assurance that assets financial statements.
are safeguarded against loss from unauthorized use or disposition
and that the financial records are reliable for preparing financial :
statements. The selection and training of qualified personnel and the fé@
establishment and communication of accounting and administrative
policies and procedures are important elements of these control Zsolt Rumy
systems. December 29, 2004

The Board of Directors, through its Audit Committee consisting solely
of non-management directors, meets periodically with management
and the Independent Registered Public Accounting Firm to discuss
audit and financial reporting matters. To ensure independence,
PricewaterhouseCoopers LLP has direct access to the Audit
Committee.

REPORT OF INDEPENDENT REGISTERED PUBLIC ACCOUNTING FIRM

To the Board of Directors and Shareholders of Zoltek Companies, Inc.

In our opinion, the accompanying consolidated balance sheets and the related consolidated statements of operations, of changes in
shareholders' equity and of cash flows present fairly, in all material respects, the financial position of Zoltek Companies, Inc. and its subsidiaries
at September 30, 2004 and 2003, and the results of their operations and their cash flows for each of the three years in the period ended
September 30, 2004 in conformity with accounting principles generally accepted in the United States of America. These financial statements
are the responsibility of the Company's management. Our responsibility is to express an opinion on these financial statements based on our
audits. We conducted our audits of these statements 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, assessing the accounting principles used and significant estimates made by management, and evaluating the overall
financial statement presentation. We believe that our audits provide a reasonable basis for our opinion.

A ) ,22527‘,,4 £e R

PricewaterhouseCoopers LLP
St. Louis, Missouri
December 29, 2004




COﬂSOIidated Balanoe Sheet (Amounts in Thousands, Except Share and Per Share Data)

- Assets September 30,
= m—
— 2004 2003
Current assets:

- Cash and cash equivalents ... . ... i 3 267 $ 838
Accounts receivable, less allowance for doubtful accounts of $781 and $931, respectively ...... 11,811 10,380
VEMIOMIES o vt ettt et e e e 25802 26,978
Other CUMENT @SS« vttt vt e i e e e e 1,167 1,483

Total CUMENT @SS vt e e e 39,147 39,679
Property and equipment, net . .. o 80,538 77373
OFNer A88EES .. ot 3,114 2403

Total assets ... ......... DR $ 122799 $ 119455

Liabilities and shareholders' equity

Current liabilities:

Current maturities of lorig-term debt . ........... oo o $ 570 $ 933
Trade accounts payable ... . ... 13,257 11,892
Notes payable ... o 2,441 2916
= Accrued expenses and other liabilities ............ ... oo 5877 5148
w Total current liabilities ... e 22,145 20,889
o= Other long-term tabilities ... 357 509
= Long-term debt, less current maturities ... 43718 33,541
Total labilities .. .o 66,220 54,939
Commitments and contingéncies (see Note 8)
Shareholders' equity:
Preferred stock, $.01 par value, 1,000,000 shares authorized,
no shares issued and outstanding ........ ... o - -
Common stock, $.01 par value, 50,000,000 shares authorized,
i 16,307338 and 16,297.338 shares issued and outstanding, respectively .................... 163 163
| Additional paid-in capital ... ... ... 115,808 109,290
| Accumulated deficit oo i (49,249) (32,505)
Accumulated other comprehensive 0SS ... oo (10,145) (12,439)
Total shareholders’ €quity ... ..o e 56,579 64,516
{ Total liabilities and shareholders’ equity .. ... ... . . v $ 122799 $ 1194565

b | ‘ The accompanying notes are an integral part of the consolidated financial statements.




Consolidated Statement of Operations  (n Thousands, Except Per Share Data)

Year Ended September 30,

2004 2003 2002
Nt SalES i $ 45273 $ 394056 $ 41,787
Cost of sales, excluding available unused capacity costs .................... ... ... 37878 33,181 33,508
Available unused capacity COStS . ... ... 4,466 b716 6,039
Application and development costs ............... e 3,070 3,453 3,750
Selling, general and administrative expenses ............ ..o i 5344 6,498 6,569
Operating loss from continuing operations . ... ...t iin e (5,485) (9,443) (8,079)
Other income (expense):
Interest expense, excluding amortization of financing fees, debt discount and
beneficial conversion feature .. ... i i (3,499) (1,875) (1,632)
Amortization of financing fees, debt discount and beneficial conversion feature .. .. (771) (84) -
Interest INCOmME . . ot e e 21 57 25
OFher Mt oo 189 (49) 309
Loss from continuing operations before income taxes ..................... ... (10,475) (11,384) (9,377)
Income tax expense (benefit) ... ... .. 434 535 (2.860)
Net loss from continuing operations ... ... (10,809) (11,929) (6,517)
Discontinued operations:
Operating loss, net of taxes ... (5,16%) (3,673) (3,208)
Gain (loss) on disposal of discontinued operations .......... ... oo (659) - 1,894
Net loss on discontinued operations, net of taxes ............... ... el (5,828) (3,673) (1.314)
NEL 0SS ot e, $ (16737) $ (15602) $ (7.831)
Net loss per share: '
Basic and diluted loss per share:
ContinUINg OPETatioNS v\t v ittt ettt e $ (0.67) $ (0.73) $ (0.40)
Discontinued Operations . ........u.iur i (0.35) (0.23) (0.08)
o] = R $ (1.02) $ (0.96) $ (048) !
Weighted average common shares outstanding ................... oo 16,372 16307 16,289

The accompanying notes are an integral part of the consolidated financial statements.
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Consolidated Staterment of Changes in Shareholders’ EqQuity amounts in Thousands)

Accumulated Other

Total Shareholders’ Common Add' Paid-In Comprehensive Treasury Accumulated  Comprehensive
Equity Stock Capital Income (Loss) Stock (Deficit) Income (Loss)
Balance, September 30,2001 .............. $ 79595 $ 188 $ 128024 $ (20364) $ (15,181) $ 9072
Net 0SS oo vttt (7831) - - - - (7831) $ (7831)
Foreign currency translation;
adjustment ... 4,111 - - 4,111 - - 4111
Comprehensive 10SS ..o ovv v, $ (3720
Treasury shares retired ..o, - (28) (19,156) - 18,181 -
Exercise of stock options ..«................ 29 - 29 - - -
Balance, September 30, 2002 ... 75804 163 108,897 (16,253) - (16903)
NEEIOSS + ettt et (15602) (15602) $ (15602)
Foreign currency translation:
adjustment .............. e 3821 3,821 3821
Comprehensive 0SS ..o, $ (11,481
Warrants issued with sub-debt .............. 372 372
Exercise of stock options ..o 21 21
Balance, September 30,2003 .............. 64516 163 109,290 (12,432) - (32,505)
Netloss .............c....s P (16737) (16737) $ (16737)
Foreign currency translation
adjustment .............. e 2287 2987 2287
Comprehensive 0SS ...ivvereiiennnin, $ (14450)
Warrants issued with sub-debt .............. 6,258 6,258 -
Exercise of stock options
andwarrants ............ e 265 - 255
Balance, September 30, 2004 .............. $ 56579 $ 163 $ 115803 $ (i0145) $ - $ (48249

The accompanying notes are an integral part of the consolidated financial statements.



Consolidated Statement of Cash FIows  (amounts in Thousands)

Year Ended September 30,

2004 2003 2002

Cash flows from operating activities:
Net oSS oo $ (16737) $ (15602 $ (7831)
Adjustments to reconcile net loss to net cash
used by operating activities:

Loss from discontinued operations ... ... .o i 5,828 3,673 1,314
Depreciation and amortization ......... . o 5614 5,889 6,046
Amortization of financing and warrants ........... ... oo 1,772 84 -
Foreign currency transaction (gains) 10SSES ... ii i 128 787 (240)
Other, Net o (38) (36) an
Changes in assets and liabilities:

(Increase) decrease in accounts receivable ..., oot (4,295) 1,109 1,511
(Increase) decrease in INVENTONES ..\ttt e e (176) 783 (1,577)
(Increase) decrease in prepaid expenses and otherassets ..................... 152 339 (1,950)
Increase (decrease) in trade accounts payable .............. ... ... 2487 (1,228) 413
Increase (decrease) in accrued expenses and other liabilities .................. (1,590) 2,990 (742)
Increase (decrease) in other long-term liabilities .............. ... oo, 4 (675) 190

Total adjustments ... oo e e 10,692 13,861 5116

Net cash used by continuing operations . ... cov i (6,859) (1,957) (2,883)

Net cash provided (used) by discontinued operations ...............oviivein.. (234) (2,488) 1.824

Net cash used by operating activities ......... .. coi i (7093) (4,445) (1,062)

Cash flows from investing activities:

Proceeds from sale of long-term investment .......... ... - 641 -
Payments for purchase of property and equipment ............. ... ... .o (6,128) (1,483) (1,865)
Proceeds from sale of property and equipment .................. oo 137 121 74
Net cash used by continuing operations ... (5,991 (721) (1791
Net cash used by discontinued operations ... ... i i 8) Q4 (116}
Net cash used by investing activities .. ......... ... i (5997 (815) (1907)
Cash flows from financing activities:
Proceeds from exercise of common stock options and warrants ................. 255 21 29
Proceeds from issuance of convertible debt and warrants ....................... 12,750 8,100 -
Proceeds from issuance of notes payable ................. ... .o o 12,681 8,140 7335
Proceeds from issuance of note payable to related party ........................ 1,400 - -
Payment of financing fees .. .. ... o (1,249) - -
Repayment of notes payable and long-termdebt ..................... ..o, (11811 (10,880) (4,265)
Repayment of note payable to related party .............o o (1,400 - -
Net cash provided by continuing operations ... 12526 5381 3,099 5
Net cash used by discontinued operations . ...t ci - - (188)
Net cash provided by financing activities ................c oo 12,626 5.381 2983
Effect of exchange rate changesoncash ......... ... i (7 32 5
Net increase (decrease) in Cash ... vt e e (571) 153 18
Cash and cash equivalents at beginning of period ............... ... ... 838 685 667
Cash and cash equivalents at end of period ............ ... .. $ 267 $ 838 $ 685
Supplemental disclosures of cash flow information:
Net cash paid (refunded) during the year for: .
EEIEST oot $ 3,436 $ 1875 $ 2495
MCOME TBXES v vttt e - - (2,844)

The accompanying notes are an integral part of the consolidated financial statements,




Notes to Consolidated Financial Staterments

1. Summary of significant accounting policies

Principles of consolidation

Zoltek Companies, Inc. {the "Company") is a holding company, which operates through wholly owned subsidiaries, Zoltek Corporation,
Zoltek Properties Inc, Zoltek Rt, and Engineering Technology Corporation (‘Entec Composite Machines”). Zoltek Corporation (‘Zoltek”)
develops, manufactures ahd markets carbon fibers, a low-cost but high performance reinforcement for composites used as the primary
building material in everyday commercial products. Entec Composite Machines manufactures and sells filament winding and pultrusion
equipment used in the production of farge volume composite parts. Zoltek Rt, manufactures and markets acrylic and nylon fibers and
yarns for the textile industry, and carbon fiber. Other Zeltek Rt. products include nylon granules, plastic grids and nets, and carboxymethyl
cellulose. From April 2000 to March 2002, the Company owned a 45% interest in Hardcore Composites Operations, LLC (*Hardcore”),
which designs and manufactures composite structures for the civil infrastructure market, (See Note 3 for further discussion) These
financial statements havebeen prepared in accordance with U.S. generally accepted accounting principles. All significant inter-company
transactions and balances have been eliminated upon consolidation.

Foreign currency translation

The consolidated balantce sheet of the Company’s current international subsidiary, Zoltek Rt, was translated from Hungarian Forints to
U.S. Dollars at the exchange rate in effect at the applicable balance sheet date, while its consolidated statements of operations were
translated using the averdge exchange rates in effect for the periods presented. The related translation adjustments are reported as other
comprehensive income (loss) within shareholders’ equity. Gains and losses from foreign currency transactions of Zoltek Rt are included
in the results of operations in other expenses.

Use of estimates |

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

Revenue recognition

The Company recognizés sales on the date title to the sold product transfers to the customer, which is the shipping date. Revenues
generated by its Entec Composite Machines subsidiary are recognized on a percentage of completion basis based on the percentage of
total project cost incurredito date. The Company reviews its accounts receivables on a meonthly basis to identify any specific customers
for collectability issues. Ifithe Company deems that an amount due from a customer is uncollectible, the amount is recorded in the
statement of operations.

During 2004, 2003 and 2002, approximately $7.2 million, $8.0 million and $9.8 million, respectively, of sales was earned from one
customer in the technical fibers segment.

Shipping and handling
All amounts billed to a ¢ustomer in a transaction related to shipping and handling are recorded as revenue and the subsequent cost to
the Company is recognized as expense in cost of sales, excluding unused capacity.

Concentration of credit risk

Zoltek’s carbon fiber préducts are primarily sold to customers in the composite industry and its technical fibers are primarily sold to
customers in the aerospace industry. Zoltek Rt’s acrylic products are primarily sold to customers in the textile industry. Entec Composite
Machines' products are primarily sold in the composite industry. While the markets for the Company's products are geographically
unlimited, most of Zoliek's business is with customers located in North America and Asia and most of Zoltek Rt's sales are to customers
in Europe, while Entec Composite Machines’ sales are worldwide. The Company performs ongoing credit evaluations and generally
requires collateral for significant export sales to new customers. The Company maintains reserves for potential credit losses and such
losses have been within management's expectations. As of September 30, 2004, the Company's Entec subsidiary finished a $2.0 million
project related to buildingja machine for a wind turbine provider to make carbon fiber composite blades for wind turbines with an
automated process close to its fiscal year-end which had not been collected.

In the fiscal years ended September 30, 2004 and 2003, the Company reported sales of $7.2 million and $8.0 million, respectively, to a
major aircraft brake manufacturer which was the only customer that represented greater than 10% of the Company's total consolidated
revenues.

Cash and cash equivalents

All highly liquid investme}nts purchased with a maturity of three months or less are considered to be cash equivalents. As of September
30, 2004, the Company had a book overdraft of $0.7 million which was reclassified as accounts payable. The subordinated debt
agreements of 2004 and 2005 require that the Company maintain cash plus borrowing capacity under credit facilities of at least $0.5
million, which the Company was in compliance with as of September 30, 2004.




Notes to Consolidated Financial Staterments continued)

Inventories

inventories are valued at the lower of cost, determined on the first-in, first-out method, or market. Cost includes material, fabor and
overhead. The Company recorded an inventory valuation reserve of $1.0 million in the fourth quarter of 2003 to reduce the carrying
value of inventories to a net realizable value. No material adjustments to the reserve were required in the current year. The reserves
were established primarily due to intensified overcapacity for certain carbon fiber products.

Property and equipment

Property and equipment are stated at cost. Cost includes expenditures necessary to make the property and equipment ready for its
intended use. Expenditures, which improve the asset or extend the useful life, are capitalized, including interest on funds borrowed to
finance the acquisition or construction of major capital additions. No interest was capitalized for the years ended September 30, 2004,
2003 and 2002. Maintenance and repairs are expensed as incurred. When property is retired or otherwise disposed of, the related cost
and accumulated depreciation are removed from the accounts and any profit or loss on disposition is credited or charged to income.

The Company provides for depreciation by charging amounts sufficient to amortize the cost of properties placed in service over their
estimated useful lives using straight-line methods. The range of estimated useful lives used in computing depreciation is as follows:

Buildings and improvements ................ 10 to 20 years
Machinery and equipment .................. 3 to 20 years
Furniture, fixtures and software ............. 7 to 10 years

The Company primarily uses accelerated depreciation methods for income tax purposes. Depreciation expense was $5.6 million, $5.9
million and $6.0 million for the fiscal years ended 2004, 2003 and 2002, respectively.

Long-lived assets are reviewed for impairment whenever events or changes in circumstances indicate that the carrying amount may not
be recoverable. If the sum of the expected future undiscounted cash flows is less than the carrying amount of the asset, a loss is
recognized for the difference between the fair value and the carrying value of the asset.

In the third quarter of fiscal 2001, the Company elected to temporarily idle a significant part of the operations located at the Abilene,
Texas facility. The Company resumed manufacturing at this facility during fiscal 2004. Given that these assets were previously idled and
did not generate significant cash flow in 2004, the Company performed an impairment test. The Company determined that no
impairment of its carrying value exists at September 30, 2004 based on an analysis of expected future net cash flow to be generated
from this facility over the expected remaining useful life.

Financial instruments
The Company does not hold any financial instruments for trading purposes. The carrying value of cash, accounts receivable and
accounts payable approximated their fair value at September 30, 2004 and 2003.

Application and development expenses

The Company Is actively pursuing the development of a number of applications for the use of its carbon fiber and related products.
The Company is currently party to several developmental agreements with various prospective users of these products for the purpose of
accelerating the development of various carbon fiber applications. Additionally, the Company is executing several internal developmental
strategies to further the use of carbon fiber and consumer and industrial products made from carbon fiber. As a result, the Company
incurs certain costs for research, development and engineering of products and manufacturing processes. These costs are expensed as
incurred and totaled approximately $3.1 million in fiscal 2004 and $3.5 million in fiscal 2003 and $3.8 million in fiscal 2002. Application
and development expenses are presented as an operating item on the Company's consolidated statement of operations. Given the
Company's position and strategy within the carbon fiber industry, it is expected that similar or greater levels of application and
development expenses could be incurred in future periods.

Income taxes

The Company accounts for certain income and expense items differently for financial reporting and income tax purposes. Deferred tax
assets and liabilities are determined based on the difference between the financial statement and tax basis of assets and liabilities
applying enacted statutory tax rates in effect for the year in which the differences are expected to reverse. A valuation allowance is
provided against certain deferred tax assets when realization of those assets are not considered to be more likely than not.

Stock-based compensation

At September 30, 2004, the Company had stock-based employee compensation plans. The Company accounts for those plans under
the recognition and measurement principles of Accounting Principles Board Opinion No. 25 ("APB 25"}, Accounting for Stock Issued to
Employees, and its related interpretations. No stock-based employee compensation costs are reflected in net loss, as all options granted
under those plans had an exercise price equal to the market value of the underlying common stock on the date of grant. The Company
granted 77500, 112,500 and 451,000 employee stock options with an exercise price that equaled the Company's stock price on the
applicable date of grant in fiscal 2004, 2003 and 2002, respectively. The following table iilustrates the effect on net loss and loss per
share if the Company had applied the fair value recognition provisions of Statement of Financial Accounting Standards No. 123 (‘FAS
123"), Accounting for Stock Based Compensation, to stock-based employee compensation (in thousands, except per share):
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Notes to Consolidated Financial Staterments continwed)

2004 2003 2002
Net loss:
Asreported L. $ (16737) $  (15602) $ (7831)
Total stock-based employee compensation
expense deterniined under fair value-based
method for all dwards, net of tax effects ........... (255) (71) (205)
Pro foMmMa vt (16,992) (15,673) (8,036)
Basic and diluted loss per share:
Asreported ...l (1.02) (96) (0.48)
PO fOIMa o o i e (1.04) (96) (0.49)

Net loss per share

Basic net loss per share includes no dilution and is calculated by dividing net loss by the weighted average number of common shares
outstanding for each period, while diluted net income loss per share reflects the potential dilutive effects of stock options and warrants.
Because 2004, 2003 and 2002 results reflected a net loss, both basic and diluted earnings per share were calculated based on the
same weighted averageinumbers of shares for such years. If the results of the Company reflected a net income, an additional 4.8 million
shares would be included in calculating the diluted earnings per share. The additional shares relate to issuance of convertible debt of 4.5
million, warrants of 1.0 million of which 0.2 million would be dilutive using the treasury stock method and stock options of 1.0 million of
which 0.1 million would be dilutive using the treasury stock method.

Recent accounting pronouncements

The FASB issued FAS;B Interpretation No. 48-R “Consolidation of Variable Interest Entities” (FIN No. 46-R) in December 2003, which
addressed the requiremeénts for consolidating certain variable interest entities. FIN No. 46-R applied immediately to variable interest
entities created after January 31, 2003 and to variable interest entities that are considered special purpose entities as of December 31,
2003. FIN No. 46-R applied to all other variable interest entities as of March 31, 2004. The Company currently has no interests in
entities that are considered special purpose entities. Additionally, the Company has no significant variable interests in non-special
purpose entities. Accordingly, the adoption of FIN No. 46-R had no impact on the Company’s financial statements.

In October 2004, the government passed the “Homeland investment Act,” which allows companies to repatriate cash balances from
their controlled foreign subsidiaries at a reduced tax rate and created a new deduction for U.S, manufacturers related to qualified
praduction activities far income tax purposes. The Campany is still considering the implications but has not currently decided to
repatriate funds from itsiHungarian subsidiary.

In December 2004, the FASB issued interpretation No. 123-R *Accounting for Stock-Based Compensation” (FIN No. 123-R), which
addressed the requirement for expensing the cost of employee services received in exchange for an award of equity instrument. FIN No.
123-R will apply to all equity instruments awarded, modified or repurchased after June 15, 2005. The Company is evaluating the effect
of this interpretation but|believes it will have an immaterial impact on the Company's financial statements when implemented.

Financial presentation changes
Certain prior year amounts have been reclassified to conform to the current year presentation.

2. Financing and liquidity

2005 Refinancing

Management will seek to fund its near-term operations from continued sale of excess inventories and continued aggressive
management of the Comjpany's working capital, as well as sources that may include additional borrowings and/or private equity.
However, management can make no assurance that these objectives will be sufficient to fund near-term liquidity needs and has obtained
additional financing to meet operating requirements, as discussed in 2005 Refinancing below. As the demand for carbon fiber continues
to increase, the Company will need additional financing to expand the capacity to meet the demand of its carbon fiber production.

In October 2004, the Company issued convertible debentures in the aggregate principal amount of $20.0 million to institutional private
equity investors. The convertible debentures have a stated maturity of 42 months and bear interest at 7.6% per annum and are presently
convertible into 1,666,866 shares of common stock at a conversion price of $12.00 per share. The Company also issued to the
investors six-year warrants to purchase an aggregate of 500,000 shares of common stock of the Company at an exercise price of
$13.00 per share. The fair value of the debt discount associated with the warrants at the time of issuance was estimated to be $2.5
million and will be amortized as a non-cash interest expense over the term of the convertible debt. Proceeds from issuance of these
convertible debentures were used to reduce existing Hungarian bank debt by $12.0 million and the balance for working capital purposes
which allowed the Company to refinance the remaining Hungarian bank debt to a three-year term loan for $3.0 million with no covenants
going forward.




Notes to Consolidated Financial Staterments continued

In December 2004, the Company’s U.S. bank extended the expiration and waived the financial covenants of the Company’s revolving
credit loan, term loan and mortgage on an existing property to January 1, 2006. The Company's U.S. bank also increased the amount
available under the revolving credit loan by $0.5 million to $5.5 million and increased the term loan by $0.1 million to $0.8 million. The
principal on the term foan will be repaid on a quarterly basis of $0.1 million with the remainder of the principal due on expiration. The
mortgage will be repaid on a monthly basis of $15,344 of principal and interest with the remainder of the principal due on expiration.

2004 Refinancing

In January 2004, the Company issued and sold convertible debentures in the aggregate principal amount of $7.0 million to institutional
private equity and other investors (including $250,000 to each of Mr. Rumy and Mr. McDonnell who are members of the Company’s
Board of Directors). The convertible debentures have a stated maturity of 30 months and bear interest at 6% per annum and are
convertible presently into 1,295 954 shares of common stock at a conversion price of $5.40 per share for each investor other than
Messrs. Rumy and McDonnell and $5.42 per share for each of Messrs. Rumy and McDonnell. The Company also issued to the investors
five-year warrants to purchase an aggregate of 323,994 shares of common stock of the Company at an exercise price of $5.40 per
share for each investor other than Messrs. Rumy and McDonnell and $5.42 per share for each of Messrs. Rumy and McDonnell. The fair
value of the debt discount associated with the warrants and beneficial conversion feature, at the time of issuance, of $2.0 million and is
being amortized as non-cash interest expense over the term of the convertible debentures. Proceeds from the issuance of these
convertible debentures were used for working capital purposes.

As part of the Company's January 2004 refinancing, the bank lender to the Company's Hungarian subsidiary amended certain financial
covenants and extended the maturity date of its loan to December 31, 2004. In connection with such actions, the bank required that the
Company make arrangements to settle intercompany accounts payable by Zoltek U.S. operations to its Hungarian subsidiary in the
amount of approximately $2.8 million. The bank was unwilling to keep open its offer to restructure Zoltek Rt's loans until after the
Company’s January 2004 refinancing package was compieted. Prior o the refinancing, the Company did not have cash on hand or
available borrowings that would enable it to make the settlement of the intercompany accounts reguired by the Hungarian bank. In order
to proceed expeditiously to resolve the Company's financing requirements, Zsolt Rumy, the Company’s Chief Executive Officer and a
director of the Company, In December 2003 loaned the Company $1.4 million in cash and posted a $1.4 miflion letter of credit for the
benefit of the Company. This arrangement was approved by the Company's board of directors and audit committee. The loan by Mr.
Rumy bore interest on the amount advanced and the notional amount of the letter of credit at a rate per annum equal to LIBOR plus
11% with a LIBOR floor of 2%, the same interest rate of the mortgage financing discussed below. As a resuft of the Company
completing the refinancing transactions making available the cash to settle the intercompany accounts, the letter of credit was released.
After converting $250,000 into convertible debt as part of the January 2004 financing, the remaining $1.15 million loan was repaid
during the third quarter of fiscal 2004.

Also in January 2004, the Company entered into a mortgage note with a bank in the aggregate principal amount of $6.0 million. The
note has a stated maturity of three years and bears interest at a rate of LIBOR plus 11% (13.5% per annum as of September 30, 2004)
with a LIBOR floor of 2%. The Company will pay interest only on a monthly basis with principal balance due at time of maturity. The loan
is collateralized by a security interest in the Company's headquarters facility and its two U.S. manufacturing facilities that produce carbon
and technical fibers. The proceeds of this transaction were used to pay down debt of $6.0 million with its U.S. bank. Of such proceeds,
$0.5 million was held in an escrow account to be released when the Company completed certain post-closing requirements. The
Company completed these requirements during the third quarter of 2004 and the $0.5 million was released from escrow.

Due to the January 2004 refinancing completed subsequent to the Company’s fiscal year end, the Company’s U.S. bank waived the
financial covenants through February 13, 2005, the maturity date of the term loan. Additionally, the expiration of the Company's revolving
credit loan was extended from January 31, 2004 to January 31, 2005. The refinancing allowed the Company to execute its 2004
business plan, which was uncertain prior to the refinancing.

In March 2004, the Company issued and sold convertible debentures in the aggregate principal amount of $5.75 million to institutional
private equity investors and Mr. Dill ($750,000) who is member of the Company’s Board of Directors. The convertible debentures have a
stated maturity of 30 months and bear interest at 6% per annum and are convertible presently into 895208 shares of common stock at
a conversion price of $6.25 per share for each investor other than Mr. Dill and $7.82 per share for Mr. Dill. The Company aiso issued to
the investors five-year warrants to purchase an aggregate of 223897 shares of common stock of the Company at an exercise price of
$7.50 per share for each investor other than Mr. Dill whose warrants have an exercise price of $7.82 per share. The fair value of the debt
discount associated with the warrants and beneficial conversion feature, at the time of issuance, of $4.0 million is being amortized as
non-cash interest expense over the term of the convertible debentures. Proceeds from the issuance of these convertible debentures are
being used for working capital and capital expenditures.

2003 Refinancing

The Company executed an amended credit facility agreement, dated as of February 13, 2003, with the U.S. bank. The amended credit
facility agreement is structured as a term loan in the amount of $3.5 million (due February 13, 2005) and a revolving credit loan in the
amount of $5.0 million (due January 31, 2004). The Company repaid $5.0 million of this loan from the proceeds of the sale of
subordinated convertible debentures as discussed below. Borrowings under the amended facility are based on a formula of eligible
accounts receivable and inventories of the Company's U.S~based subsidiaries. The outstanding loans under the agreement bear interest
at the prime interest rate plus 2% per annum. The loan agreement contains quarterly financial covenants related to borrowings, working
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capital, debt coverage,jcurrent ratio and capital expenditures. Total borrowings under the revolving credit agreement were $4.6 million
and the available credit under this agreement was $0.4 million at September 3G, 2003.

The Company also entered into a debenture purchase agreement, dated as of February 13, 2003, under which the Company issued
and sold to 14 investots, including certain directors, subordinated convertible debentures in the aggregate principal amount of $8.1
million. The subordinated convertible debentures have stated maturities of five years, bear interest at 7% per annum and are convertible
into an aggregate of 2/314,286 shares of common stock of the Company at a conversion price of $3.80 per share. The Company also
issued to the investorsifive-year warrants to purchase an aggregate of 405,000 shares of comman stock of the Company at an exercise
price of $5.00 per shate. The fair value of the warrants, at the time of issuance, was estimated to be $376,650. Proceeds from the
issuance of these convertible debentures were used to repay existing borrowings as well as for working capital.

3. Discontinued operations

In the fourth quarter of fiscal 2004, the Company formally adopted a plan to discontinue and exit two divisions of its Zoltek Rt.
operations which manufacture acrylic and nylon fibers and yarns. These divisions are not part of the long-term strategy of the Company
and were not expectedlto be profitable in the foreseeable future due to the continued pricing pressure from competitive manufacturers.
In the fourth quarter of ffiscal 2004, the Company recorded an impairment loss on discontinued operations of $0.2 million related to
severance. These divisjons had been included in the Specialty Products segment (see Note 11). Certain information with respect to the
discontinued operations of the acrylic and nylon fibers divisions for the years ended September 30, 2004, 2003 and 2002 is summarized
as follows (amounts in thousands):

2004 2003 2002
Netsales .. oo iu $ 16,345 $ 24,134 $ 26,649
Costofsales......uvvi i e 17831 24,447 25,412
Gross profit ... (1,486) (313) 1,237
Selling, general and administrative expenses ........ (3,869) (2918) 3,286
Loss from operations ............ ... ool (5,355) (3231) (2,049)
Other income (EXPENSE) . oo v e, 186 (449) {129)
Net loss from operations ....................... (5,169) (3,673) (2.178)
Loss on disposal of discontinued operations ........ (209) - -
Loss on discontmuedtoperations .................. $ (5,378) $ (3673) 3 (2,178)

In the fourth quarter of fiscal 2001, the Company formally adopted a plan to dispose of its 45% interest in Hardcore Composites,
which designs and manufactures composite structures for the civil infrastructure market. The Company acquired its interest in Hardcore
Composites in the third guarter of fiscal 2000. From the date of acquisition until disposition, the financial statements of Hardcore
Composites were consolidated with the Company due to the ability to directly control the operations. In the fourth quarter of fiscal 2001,
the Company recorded an impairment loss on discontinued operations of $56.1 million to reduce the carrying value of Hardcore
Composites' long-lived assets to their estimated fair value less estimated selling costs. Hardcore was included in the Carbon Fibers
segment (see Note 11).

On March 1, 2002, the Company completed the sale of its interest in Hardcore Composites to the 55% majority owner. At that date,
Hardcore Composites had net liabilities of approximately $1,319,000 which were 100% consolidated by the Company. As part of the
sale, Hardcore Composites assumed these net liabilities, which resulted in the Company recognizing a $1,319,000 gain on the sale of
discontinued operations in the quarter ended March 31, 2002. Additionally, in consideration for this sale, Hardcore Composites issued a
series of unsecured promissory notes to the Company. In light of then existing financial condition of Hardcore Composites, the Company
recorded a full valuation allowance against the promissory notes in its accounting for the sale transaction.

In fiscal 2002, as a part of the sale of the Company's interest in Hardcore Composites, Hardcore Composites and the Company also
settled a $1,000,000 note and certain other obligations payable to the former owner, with the Company making a $475,000 payment
and Hardcore Composites contributing an additional amount. This note comprised part of the purchase price of the acquisition in the third
quarter of fiscal 2000 and was guaranteed by the Company. However, the Company continues to guaranty Hardcore Composite's lease
obligations of approximately $30,000 per month to the former owner. The obligation relates to a lease of the Hardecore Composites
manufacturing facility, which expires March 31, 2008, In fiscal 2002, the Company reversed the $525,000 remaining accrual for the
note payable to the former owner, as its obligation has been satisfied.

in October 2003, the Company was named as a defendant in a civil action filed in the Court of Commeon Pleas for Cuyahoga County,
Ohio by the former owner of Hardcore Composites Operations, LLC (*Hardcore”) alleging breach by Hardcore and the Company of their
respective obligations under a sublease, the Company’s guaranty of the sublease, and prior settlement agreement among the parties. The
former owner's action claims damages in the amount of $0.3 million for breaches by the Company of its obligations under the guaranty
and the settlement agreement and, in addition, demands $0.5 million in damages from Hardcore and the Company, jointly and severally,
under the terms of the settlement agreement. During the third quarter of fiscal 2004, Hardcore filed a petition under Chapter 11 of the
U.S. Bankruptcy Code. In October 2004, the Court of Common Pleas for Cuyahoga County, Ohio ruled in favor of the former owner of
Hardcore Composites in the amount of $1.1 million. The Company recorded an additional accrual of $0.5 million, which was recorded in
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discontinued operations to fully accrue the liability under the judgment. The Company is vigorously defending this matter, has filed
counterclaims and filed an appeal. Management believes that the ultimate resolution of this litigation will not have further material
adverse effect on the Company’s results of operations or financial condition. For additional information, see Notes 3 and 8 to the
Company’s Consolidated Financial Statements.

Certain information with respect to the discontinued operations of Hardcore for the years ended September 30, 2004 and 2002 is
summarized as follows (amounts in thousands):

2004 2002
Net Sales .. o e e e $ - $ 408
Costofsales . ... oo - 886
Gross profit .. oo e e - (478)
Selling, general and administrative expenses ........................ - 535
Loss from operations ... ..o e - (1,013)
Other EXPENSES ..ottt e - )
Net loss from operations ... - (1,030)
Loss on disposal of discontinued operations ........................ (450) 1,804
Loss on discontinued operations, netoftaxes .................... .. $ (450) $ 864
4. Inventories
Inventories consist of the following (amounts in thousands): September 30,
2004 2003
Raw materials .. oo i e e $ 5,462 $ 4859
WOrk=in-process .. ... 1177 1,132
Finished goods ... o 18317 18,057
Supplies, spares and other ... 846 1,930
% 25802 $ 26978

Inventories are valued at the lower of cost, determined on the first-in, first-out method, or market. Cost includes material, labor and )
overhead. The Company recorded an inventory valuation reserve of $1.0 million in the fourth quarter of 2003 to reduce the carrying
value of inventories to a net realizable value. No material adjustments to the reserve were required in the current year. The reserves
were established primarily due to intensified overcapacity for certain carbon fiber products.

5. Property and equipment

Property and equipment consists of the following (amounts in thousands):

September 30,
2004 2003

LN $ 1,732 $ 1,665
Buildings and improvements ...... ... oo oo 32,696 30,061
Machinery and equipment ......... .. oo 82,406 77999
Furniture, fixtures and software ............ ... . ... . . o .. 5,563 5477
Construction in progress ... 7049 4014
128,446 118216

Less: accumulated depreciation ... (48,908) (41.843)
$ 80,638 $ 77373

In the third quarter of fiscal 2001, the Company elected to temporarily idle a significant part of the operations located at the Abilene,
Texas facility. The Company resumed manufacturing at this facility during fiscal 2004. Given that these assets were previously idled and
did not generate significant cash flow in 2004, the Company performed an impairment test. The Company determined that no
impairment of its carrying value exists at September 30, 2004 based on an analysis of expected future net cash flow to be generated
from this facility over the expected remaining useful life.

During 2004, the Company was not operating its Abilene, Texas facility at full capacity. As a result, the Company has elected to
categorize certain costs related to these idle assets as unused capacity costs. Such costs totaled $4.7 million, $5.7 million and $6.0
million for fiscal 2004, 2003 and 2002, respectively, and include depreciation and other overhead expenses associated with unused
capacity. The unused capacity costs are presented as an operating item on the Company’s consolidated statement of operations. As
discussed above, the Company has resumed certain levels of manufacturing at this facility during fiscal 2004. With the reactivation of
the Abilene plant, unused capacity costs are expected to diminish and, ultimately, be fully absorbed in ongoing production once all the
carbon fiber lines start operating in fiscal 2005.
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6. Income taxes

- The components of the benefit for income tax expense (benefit) for the years ended September 30, are as follows {amounts in
thousands):
- 2004 2003 2002
From continuing operations:
Current:
Federal . $ - $ - $  (2731)
State . ...l e - - (113)
Non-US. local ... .. e e 434 171 388 -
434 171 (2,486)
Deferred:
Federal ..o - 203 9
STATE L vt - 17 ©)
oMU S, o e - 144 (874)
- 364 (374)
Total continuIng EPErations . . ... ...t $ 434 $ 535 $ (2860)
From discontinued operations:
Deferred:
Federal ........... A $ - $ - $ -
T State ... - - -
Total discontinued operations ... - - -
o Total L $ 434 $ 535 $ (2860

Deferred income taxes reflect the tax impact of carryforwards and temporary differences between the amount of assets and liabilities
for financial reporting pufposes and such amounts as measured by tax laws and regulations. Cumulative carryforwards and temporary
differences giving rise to.the net deferred income tax asset at September 30 are as follows (amounts in thousands):

2004 2003

Tax effect of regular net operating losses (expiring 2020-2022) .. ..o ivi e $ (18,085) $ (14,082)
Valuation allowance on net operatingfosses . ...... ... oo 13,854 10,690
Tax effect of capital 1058 .. ... (5626) (5682)
Valuation allowance on capital [0SS ... v e 526 582
D P CIatON Lt e 4407 4048
Employee refated COSIS ... i (88) (85)
IVEMEOIY FESBIVE ottt ettt ettt e e e - (464)
Bad debt acerual oo (59) (65)
Deferred state inComeaxes ... .. i i - -
Ot L {29) (42)
Non-tU.S. operations deferred tax, net . ... oo - =

Total net defermed taX @SSET ... ..t e $ - $ -

The benefit for income taxes at September 30 differs from the amount using the statutory federal income tax rate (34%) as follows
(amounts in thousands):

2004 2003 2002
At statutory rate: ,
Income taxes on loss from continuing operations . ........c..vvicii i, $ (3,661) $ (3,874) $ (3,188)
Increases (decreases):
Lower effective tax rate on non-U.S. operations ..................... . ... ... 1,064 768 333
Change in valuation allowance on net operating l0ss .. ... oo e, 2,471 3,601 (1,174)
Change in valuation allowance on capital loss ....... ... iiiiin - - -
Reduction of NOL du€ to b year carry back...... ... oo, - - (1,871
I Refund related to 5 year carry back of NOL...... ... oo - - 2731
Local taxes, non-U.S, . o i 434 171 3568
State taxes, net of fedéral benefit ... ... . - 16 (9)
Refund write=0T o - - -
O T 37 (48) (40)

$ 434 $ 535 $  (2860)
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The consolidated loss from continuing operations before income taxes by domestic and foreign sources for the years ended September
30, 2004, 2003 and 2002 was as follows (amounts in thousands):

2004 2003 2002
DO ot $  (9748) $ (10267) $ (8475
FOrEIgN L (727) (1,127) 98
Loss from continuing operations before income taxes ......ooovo i, $ (10,475) $ (11,394) $ (8377)

Undistributed earnings of Zoltek Rt. of $957,000, $3,5668,000 and $8,368,000 at September 30, 2004, 2003 and 2002, respectively,
are considered to be permanently reinvested and, accordingly, no provision for income taxes has been recorded. The undistributed
earnings creates a deferred tax liability as of September 30, 2004 of $836,000.

7. Debt

Credit Facilities

The Company's financing of its U.S. operations is separate from that of its Hungarian operations. Availability of credit is based on the
collateral value at each operation. No covenants exist related to the credit facility from its U.S. bank, which matures on January 1.

US Operations — The Company's current credit facility with its U.S. bank is described above under "-2005 Refinancing” and “-2003
Refinancing" Total borrowings under the U.S. credit facility, including the revolving line of credit and term loan, were $5.7 million at
September 30, 2004

Hungarian Operations — The Company’s Hungarian subsidiary has a credit facility with a Hungarian bank. Total borrowings under this
credit facility were $11.4 million at September 30, 2004. Due to the fiscal 2005 refinancing (see ‘~Refinancing” in Note 2), the credit
facility has been reduced to a $3.0 million term loan with interest payments over the next three years and repayment of principal at the
maturity date.

In March 2003, the Company's Hungarian subsidiary entered into a credit agreement with ancther Hungarian bank for $2.2 miflion of
which $2.2 million was outstanding as of September 30, 2004. This facility was paid off as part of the 2005 refinancing.

Total borrowings of the Hungarian subsidiary were $13.6 million at September 30, 2004, of which $13.6 million has been classified as
long-term debt due to the 2005 refinancing in which $12.0 million was repaid and the remaining borrowings extended to 2008.

Borrowings under the Hungarian bank credit facilities cannot be used in Zoltek's U.S. operations.

Long-term debt consists of the following (amounts in thousands):

September 30,
2004 2003

Note payable with interest at 9%, payable in monthly installments of

principal and interest of $15,392 to maturity in January 2006 .. ... .. ... oL $ 1,419 $ 1,607
Note payable with interest at 9.95%, payable in monthly installments of

principal and interest of $19,288 to maturity in September 2009 . .......... ... L - 1,042
Note payable with interest at 9.5%, payable in monthly installments of

principal and interest of $27,672 to maturity in December 2009 ... ... . oo - 1,568
Non-interest bearing note payable (discounted at 8%) to the City of

Abilene, Texas to be repaid from real estate and personal property

1aX ADAIEMENTS L. e e 1,781 1,706
Convertible debentures due February 2008 bearing interest at 70% ................c oL 8,100 8,100
Revolving credit agreement, maturing in January 2006, bearing interest at

prime plus 2.0% (prime rate at September 30, 2003 was 4.00%) ... ... ... i, 5000 4670
Term loan, $0.4 million payable in 2005, balance payable in January 2006,

bearing interest at prime plus 2.0% (prime rate at September 30, 2004

WBS A.800) o 700 3,300
Convertible debentures due June 2006 bearing interest at 6% ..... ... 7,000 -

Convertible debentures due September 2006 bearing interest at 6% ......... ... 5,750 -
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September 30,

2004 2003
Mortgage payable with interest of 13.5% interest only payments
maturity in January 2007 .. . $ 6,000 -
Facilities with Hungarian banks (interest rate of 55% t0 108%) ... v it e 13,568 12,566
Total debt .......... e 49318 34,474
Less: Beneficial conversion feature and debt discount associated
WITR WaITANES ot it et e e e (5,030) -
Less: amounts payable wWithin 0ne year ... ... oot e (870) (933)
Total long-term debt ... o e $ 43718 $ 33541
Following is a schedule of required principal payments of long-term debt (amounts in thousands):
Year ending
$e91ember 30, Total
2005 3 570
2006 ... 14,405
2007 .o 11,825
2008 ... 9,656
2009 .o 13,493
Thereafter ..ol

3 49318

8. Commitments and contingencies

Leases

Land at the carbon fibers manufacturing facility in Missouri is leased under an operating lease that expires in December 2065, with a
renewal option for 24 years expiring in December 2089. The lease requires annual rental payments of $57.991 through October 2010,
no further rental payments are required through initial term of lease. Rental expense related to this lease was $67,991 for the years
ended September 30, 2004, 2003 and 2002.

Legal

In October 2003, the Company was named as a defendant in a civil action filed in the Court of Common Pleas for Cuyahoga County,
Ohio by the former owner of Hardcore Composites Operations, LLC (*Hardcore”) alleging breach by Hardcore and the Company of their
respective obligations under a sublease, the Company’s guaranty of the sublease, and prior settlement agreement among the parties. The
former owner's action cldims damages in the amount of $0.3 million for breaches by the Company of its obligations under the guaranty
and the settlement agreement and, in addition, demands $0.5 million in damages from Hardcore and the Company, jointly and severally,
under the terms of the settlement agreement. During the third quarter of fiscal 2004, Hardcore filed a petition under Chapter 11 of the
U.S. Bankruptcy Code. In October 2004, the Court of Common Pleas for Cuyahoga County, Ohio ruled in favor of the former owner of
Hardcore Composites in the amount of $1.1 million. The Company recorded an additional accrual of $0.5 million, which was recorded in
discontinued operations to fully accrue the liability under the judgment. The Company is vigorously defending this matter, has filed
counterclaims and filed an appeal. Management believes that the ultimate resolution of this litigation will not have further material
adverse effect on the Company'’s results of operations or financial condition. For additional information, see Notes 3 and 8 to the
Company's Consolidated IFinancial Statements.

The Company is plaintiff in a patent infringement lawsuit pending in the United States Court of Federal Claims. The lawsuit, which has
been pending since 1996, involves the alleged unauthorized use of the Company’s carbon fiber processing technology in the
manufacture of extremely stealthy aircraft. Recently, a court decision has been favorable for the Company, but the Company cannot
predict the timing or the outcome of this litigation or the impact on the Company'’s financial condition and results of operations.

In September 2004, the Company was named a defendant in a civil action filed by a former investment banker that was retained by the
Company to obtain equity investors, alleging breach by the Company of its obligations under the agreement signed by the parties. The
investment banker alleges it is owed commission from equity investment obtained by the Company from a different source. The
Company has asserted various defenses, including that the investment banker breached the agreement by not performing reasonable
efforts to obtain financing for the Company, and therefore, the agreement was terminated by the Company prior to obtaining new
financing. The litigation is in early stages and the Company cannot predict the timing or the outcome of this litigation or the impact on
the Company's financial condition and results of operations.

The Company is a party to various claims and legal proceedings arising out of the normal course of its business. In the opinion of
management, the ultimate outcome of these claims and tawsuits will not have a material adverse effect upon the financial condition or
results of operations of the Company and its subsidiaries taken as a whole.
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Environmental

The Company's operations generate various hazardous wastes, including gaseous, liquid and solid materials. Zoltek believes that all of
its facilities are in substantial compliance with applicable environmental and safety regulations applicable to their respective operations.
Zoltek expects that compliance with current environmental regulations will not have a material adverse effect on the business, results of
operations or financial condition of the Company. There can be no assurance, however, that the application of future national or local
environmental laws, regulations and enforcement policies will not have a material adverse effect on the business, results of operations or
financial condition of the Company.

Sources of Supply

As part of its growth strategy, the Company has developed its own precursor acrylic fibers and all of its carbon fibers and technical
fibers, excluding the aircraft brake products, are now manufactured from this precursor. The primary source of raw material for the
precursor is ACN (acrylonitrile), which is a commodity product with multiple sources.

The Company currently obtains most of its acrylic fiber precursor to supply its technical fiber operations for the aircraft brake
applications from a single supplier which is the only supplier that currently produces precursor approved for use in aircraft brake
applications. The Company believes this supplier is a reliable source of supply at the Company's current operating levels. However, the
Company has initiated trials at an aircraft brake manufacturer with its own precursor-based products, which might protect its business if
there were an interruption in supply from the supplier.

The major materials used by the Specialty Products Business Segment include acrylonitrile and other basic commodity products, which
are widely available from a variety of sources.

9. Profit sharing plan

The Company maintains a 401(k) Profit Sharing Plan for the benefit of employees who have completed six months of service and
attained 21 years of age. No contributions were made by the Company for the years ended September 30, 2004, 2003, and 2002

10. Stock options

In 1992, the Company adopted a Long-term Incentive Plan that authorizes the Compensation Committee of the Board of Directors
(the “Committee”) to grant key employees and officers of the Company incentive or nonqualified stock options, stock appreciation rights,
performance shares, restricted shares and performance units. The Committee determines the prices and terms at which awards may be
granted along with the duration of the restriction periods and performance targets. Currently, 1,500,000 shares of common stock may be
issued pursuant to awards under the plan of which 987500 are currently outstanding. Outstanding stock options expire 10 years from
the date of grant or upon termination of employment. Options granted in 1998 and prior vest 100% five years from date of grant.
Options granted in 1999 and thereafter primarily vest 100% three years from date of grant. All options were issued at an option price
equal to the market price on the date of grant.

In 1992, the Company adopted a Directors Stock Option Plan under which options to purchase 7500 shares of common stock at the
then fair market value are currently issued to each non-employee director annually. In addition, newly elected non-employee directors
receive options to purchase 7500 shares of common stock, at the then fair market value. The options expire from 2004 through 2013,
respectively.

The pro forma information required by SFAS 123 regarding net income and earnings per share has been presented in Note 1 as if the
Company had accounted for its stock option plans under the fair value method. The fair value of each option grant is estimated on the
date of the grant using the Black-Scholes option pricing model with the following weighted average assumptions:

Assumptions: 2004 2003 2002
Expectedfife of options ... 6 years 6 years 6 years
Risk-free interest rate ... i i e 4.25% 4.25% 6.15%

Volatility of stock ... oo e 77% 96% 88%
Expected dividend yield .. ... . .o -- -- --

The fair value of the options granted during 2004, 2003 and 2002 was $159,961, $119,513 and $349,000, respectively.
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Presented below is a summary of stock option plans activity for the years shown:

Wid. Avg. Wid. Avg. Wtd. Avg.
Options Exercise Price  Exercisable  Exercise Price
Balance, September 30,2001 ... ..o o 1,066000 $ 10.75 531,000 $ 10.81
Granted .o 451,000 210
EXErCISBa ittt i e e (12,000} 2.38
Cancelled ... e (408,000) 11.31
Balance, September 30, 2002 ... ... ..o 1,087,000 705 561,833 10.35
Granted ... 112500 2.70
EXErCiSed ot e (10000) 2.07
Cancelled ... i (187500) 476
Balance, September 30,2003 . ..., . e 1,002,000 704 744,083 8.67
Granted .. e e 77500 6.36
EXErCISBA ottt i e e (63,000) 397
Cancelled . oo i (29,000) 5.44
Balance, September 30,2004 ... .. oo 987500 $ 722 792950 % 891
The following table summarizes information for options currently outstanding and exercisable at September 30, 2004:
Options Outstanding Options Exercisable
Rangeiof Witd. Avg. Wid. Avg. Wtd. Avg.
Price$ Number Remaining Life _Exercise Price Number Exercise Price
$ 1.33:250 409,500 8 years $ 213 184,250 $ 221
3.25+5.67 127500 6 years 4.85 87500 448
6.25+6.88 188,000 1 years £6.38 188,000 6.38
7691925 112,600 7 years 821 112,600 8.21
10.00-39.00 150,000 4 years 23.44 150,000 23.44
$ 1.33-39.00 987500 6 years $ 7292 722,250 $ 891

11. Business segment and geographic information

The Company's strategic business units are based on product lines and have been grouped into three reportable segments: Carbon
Fibers, Technical Fibers and Speciaity Products. In the fourth quarter of fiscal 2004, the Company discontinued two divisions within its
specialty fibers segment. Segment information for 2003 and 2002 has been reclassified to reflect such change (see Note 3).

The Carbon Fibers segment manufactures low-cost carbon fibers used as reinforcement material in composites, carbon fiber composite
products and filament winding equipment used in the composite industry. The Technical Fibers segment manufactures aircraft brake
pads and oxidized acrylic fibers for heat/fire barrier applications. These twc segments also facilitate development of product and process
applications to increase the demand for carbon fibers and technical fibers and seek to aggressively market carbon fibers and technical
fibers. The Carbon Fibers and Technical Fibers segments are located geographically in the United States and Hungary. The Specialty
Products segment manufactures and markets acrylic and nylon products and fibers primarily to the textile industry and is located in
Hungary. In the fourth quarter of fiscal 2004, the Company discontinued divisions within this segment. With the exception of the
Technical Fibers segment, none of the segments are substantially dependent on sales from one customer or a small group of customers.

Management evaluates the performance of its operating segments on the basis of operating income (loss) contribution to the
Company. The following table presents financial information on the Company’s operating segments as of and for the fiscal years ended

September 30, 2004, 2003 and 2002 (amounts in thousands):

Year Ended September 30, 2004

Corporate
Carbon Technical Specialty Headquarters
Fibers Fibers Products  and Eliminations _ Total
Net sales — external ...... e e $ 18431 $ 14831 $ 12011 % - $ 45273
Net sales — intersegment ... 2479 1,642 - (4,121) -
Total met sales v oov v 20910 16,473 12011 4,121 45973
Cost of sales, excluding available unused capacity expenses ......... 19117 14,091 9,794 (5,124) 37878
Available unused capacity ekpenses ..........ooiiiiiii 4466 - - - 4,466
Operating income (I0SS) .« oot e (6,823) 1,192 1,529 (1,383) (5,48b)
Depreciation and amortization expense ............. .o 3969 1,091 463 9N 5614

Capital expenditures ... ovoi i 5515 389 231 ®) 6,128
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Year Ended September 30, 2003

Corporate
Carbon Technical Specialty ~ Headquarters
Fibers Fibers Products and Eliminations _ Total
Netsales — exXtermMal «oouu i $ 13179 $ 14098 $ 12,128 % - $ 39405
Net sales — intersegment ..o 5675 - - (5675) -
Total met sales ..o 18854 14,098 12,128 (5675) 39,405
Cost of sales, excluding available unused capacity expenses ......... 17,367 12,689 9,141 (6018) 33,181
Available unused capacity expenses ......... ... 5716 - - - 5716
Operating iINcome (I0SS) ...« e v (8,644) a3 1617 (2511) (9,443)
Depreciation and amortization expense ..........cccovviiivniinn. . 4013 1,004 731 295 5973
Capital expenditures ... 515 512 456 - 1,483
Year Ended September 30, 2002
Corporate
Carbon Technical Specialty ~ Headquarters
Fibers Fibers Products and Eliminations _ Total
Net sales —external ... o e $ 10676 $ 19772 $ 11338 % - $ 41787
Net sales —intersegment ... 4419 - - (4,419) -
Total net sales .. oo 15,085 19,772 11,339 (4,419) 41787
Cost of sales, excluding available unused capacity costs ............. 13871 14,070 9,325 (3,358) 33508
Available unused capacity ... 6,039 - - - 6,039
Operating INcome (I088) + .+« (9,526) 3584 907 (3,044) (8,079)
Depreciation and amortization expense ................... 3978 1,182 B72 314 6,046
Capital expenditures ... ..o 2013 (624) 435 31 1,865
Total Assets
Corporate
Carbon Technical Specialty  Headquarters
Fibers Fibers Products and Eliminations  Total
September 30,2004 ... $ 63430 $ 19801 $ 36429 $ 3038 $ 122799
September 30,2003 ... 66,226 22611 32,569 {1951) 119455
September 30,2002 ... 74,046 25,465 25,024 (3113) 121,422
Sales and long-lived assets, by geographic area, consist of the following as of and for each of the three fiscal years in the period
ended September 30, 2004, 2003 and 2002 (amounts in thousands):

2004 2003 2002
Net Net Net

Long Lived Long Lived Long Lived

Net Sales (a) Assets (b) Net Sales (a) Assets (b) Net Sales (a) Assets (b)
United States ............. ... ool $ 227731 % 46582 $ 20892 % 45036 $ 24243 % 50,366
Western Europe .. ... 10,683 - 2,861 - 2,994 -
Eastern Europe ...l 9,400 33,956 13,685 31,436 11,020 28,660
ASI 2,361 - - - - -
Otherareas ........... oot 1908 - 2,067 - 3,530 -
Total .. $ 45273 $ 80,538 $ 39,405 % 77373 $ 41787 $ 79,026

(a) Revenues are attributed to countries based on the location of the customer.
(b) Property and equipment net of accumulated based on country location of assets.
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12. Summary of quarterily results (unaudited)

(Amounts in thousands, except per share data)

Fiscal year 2004 ) 1st Quarter  2nd Quarter  3rd Quarter 4th Quarter

NEt SaAlES vt i e e e $ 8,152 $ 11637 % 13,285 $ 12,299
Loss from continuing operations ............ vt (3,246) (2,631) (2,375) (2,757)
Loss from discontinued operations ..........coureriiiiii i (446) (1,313) (1,1863) (2,906)
Netloss .............. e $ (3692)% (3844)% (3538)% (5,663)

Net loss per share:
Basic and diluted net loss per share

ContinuUing OPEratIONS . « ¢\ vttt et $ (200 % (15)% (14 % aks)
Discontinued OPerations ... .. vu v ve e e (03) (08) (08) (17
1.7 S $ (23)% (23)% (22 % (34)
Fiscal year 2003 : 1st Quarter  2nd Quarter  3rd Quarter _4th Quarter
NEL SAIES &\ttt e $ 9440 % 0573 % 10,338 $ 10,054
Loss from continuing oparations .. ... ...t ien (2,522) (3,397) (2,580) (3,430)
Loss from discontinued operations ... (657) (898) (1,210) (908)
Nt 0SS ottt e $ G179 % (4295) % (3,790) $ (4,338)

Net loss per share:
Basic and diluted net losis per share

ContinUINg OPEratioNS . .\t vttt $ (16)% (20)% (15)% (2n
Discontinued operations .. ......o.ov i (04) (06) (.08) (06)
TO Al o $ (20)% (26)% (23)% (27)

In the fourth quarter of 2004, the Company recorded a $0.2 million charge associated with discontinued operations and a $0.5 million
accrual for a legal judgment (see Note 3). In the fourth quarter of 2003, the Company recorded a $1.0 million charge refated to the valuation
of inventory.

PRICE RANGE PER COMMON SHARE

The Company’s Comman Stock (symbol: “ZOLT") is traded in the Nasdaq National Market. The number of beneficial holders of the
Company's stock is approkimately 11,500, including shareholders whose shares are held in “nominee” or "street’ names. The Company has
never paid dividends,

Set forth below are thethigh and low bid quotations as reported by the Nasdag National Market for the periods indicated. Such prices reflect
interdealer prices, withouttretail mark-up, mark-down or commission:

Fiscal year ended Fiscal year ended
September 30, 2004 September 30, 2003

_High Low High Low
First Quarter ........... F $ 699 $ 243 $3.49 $125
Second Quarter ... i 11.21 505 307 1.48
Third Quarter ........... P 10.67 6.75 4,15 2.41
Fourth Quarter ......... e Q.22 6.59 3.00 209
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