EDGAR'pro

iy EDGAR Dnlire”

GSE SYSTEMS INC

FORM 10-K

(Annual Report)

Filed 03/29/02 for the Period Ending 12/31/01

Address

Telephone
CIK
Symbol
SIC Code
Industry
Sector
Fiscal Year

1332 LONDONTOWN BLVD
SYKESVILLE, MD 21784
4109707874

0000944480

GVP

7372 - Prepackaged Software
Software

Technology

12/31

Powere d By EDGA;Rbn]ine

http://www.edgar-online.com
© Copyright 2016, EDGAR Online, Inc. All Rights Reserved.

Distribution and use of this document restricted under EDGAR Online, Inc. Terms of Use.


http://www.edgar-online.com

GSE SYSTEMS INC

FORM 10-K

(Annual Report)

Filed 3/29/2002 For Period Ending 12/31/2001

Address 9189 RED BRANCH ROAD
COLUMBIA, Maryland 21045
Telephone 410-772-3500
CIK 0000944480
Industry Software & Programming
Sector Technology
Fiscal Year 12/31
e oo ecgaroning com EDGAR Customer Senice. 303.852-6665

Corporate Sales: 212-457-8200



Conformed

UNITED STATES

SECURITIES AND EXCHANGE COMMISSION
Washington, D.C. 20549

FORM 10-K

(Mark One)

[ X] ANNUAL REPORT PURSUANT TO SECTION 13 OR 15(d)
OF THE SECURITIES EXCHANGE ACT OF 1934
For the fiscal year ended December 31, 2001

OR
[] TRANSITION REPORT PURSUANT TO SECTION 13 OR 15(d)
OF THE SECURITIES EXCHANGE ACT OF 1934
For the transition period from to

Commission File Number 0-26494

GSE Systems, Inc.

(Exact name of registrant as specified in its @rart

Delaware 52-1868008
(State of incorporation) (ILR.S. Emp loyer Identification Number)
9189 Red Branch Road, Columbia, Maryland 21045
(Address of principal executive offices) (Zip Code)

Registrant's telephone number, including area c@d®) 772-3500
SECURITIES REGISTERED PURSUANT TO SECTION 12(b) OF THE ACT:

Common Stock, $.01 par value
(Title of each class)

SECURITIES REGISTERED PURSUANT TO SECTION 12(g) OFTHE ACT: NONE
Indicate by check mark whether the registrant ¢ filed all reports required to be filed by Seeti or 15(d) of the Securities Exchange
of 1934 during the preceding 12 months (or for sstobrter period that the registrant was requirdilésuch reports), and (2) has been
subject to such filing requirements for the pastie@s. Yes X No
Indicate by check mark if disclosure of delinquiélers pursuant to Item 405 of Regulation S-K is oontained herein, and will not be
contained, to the best of registrant's knowledgelefinitive proxy or information statements incorated by reference in Part Ill of this Form

10-K or any amendment to this Form 10-K. [X]

The aggregate market value of Common Stock heldooyaffiliates as of March 8, 2002 was $21,422,354 aseclosing price of such stc
on that date. Number of shares of Common Stockanding as of March 8, 2002: 5,869,138

DOCUMENTS INCORPORATED BY REFERENCE

Part Il incorporates certain information by refere from the Registrant's definitive proxy statetrierbe filed for its 2002 Annual Meeting
Shareholders



GSE SYSTEMS, INC.
FORM 10-K
For the Year Ended December 31, 2001

TABLE OF CONTENTS

PART I Page
Item 1. Business 3
Item 2. PropertiesS....cccoovvvenncccecces s 25
Item 3. Legal ProceedingsS.....cccccoeeeeeees s 25
Item 4. Submission of Matters to a Vote of Security Holders.......... 25
PART II
Item 5. Market for Registrant's Common Equit y and Related
Stockholder Matters............. 26
Item 6. Selected Financial Data.............. 27
Item 7. Management's Discussion and Analysis of Financial Condition
and Results of Operations........ . s 28
Item 7A Quantitative and Qualitative Disclos ures About Market Risk.... 40
Item 8. Financial Statements and Supplementa ry Data.........ccceveeen 41
Item 9. Changes in and Disagreements with Ac countants
on Accounting and Financial Disclos UF.eiiieeieiiieee e 42
PART Il
Item 10. Directors and Executive Officers of the Company*............... 43
Item 11. Executive Compensation*.............. e 43
Item 12. Security Ownership of Certain Benefi cial Owners
and Management*.......ccccceeeeee. s 43
Item 13. Certain Relationships and Related Tr ansactions*................ 43
PART IV
Item 14. Exhibits, Financial Statement Schedu les, and
Reports on Form 8-K............... . 44
SIGNATURES......coiiiiiieeieceeees e 45
Exhibits IndeX......ccccecveee e 46
* to be incorporated by reference from the P roxy Statement for the

registrant's 2002 Annual Meeting of Shareholders.

D/3(R), D/3 DCS(R), SABL(R), TotalVision(R) and RETT(R) are registered trademarks and GFLOW+TM, GLOG M,
GCONTROL+TM, GPower+TM, SimSuite PowerTM, SimSur®TM, SimExecTM, eXtreme I/STM, RACSTM, PEGASUSR
Surveillance and Diagnosis SystemTM, SIMONTM, VIBIAITM, VPTVTM, Java Applications & Development Eronment (JADE)TM
and VPbatchTM are trademarks of GSE Systems, Ihather trademarks used in this document are tbpgrty of their respective owners.

Cautionary Statement Regarding Forward-Looking Staements.

This report contains certain forward-looking stadems. Any statements contained herein that arstatements of historical facts may be
deemed forward-looking statements. These stateraemtsased on management's current beliefs andtexijpas and are subject to numerous
risks and uncertainties and changes in circumssaagtual results may differ materially from thdeeward-looking statements due to
changes in global, economic, business, governmeatdinical, competitive, market and regulatorydes

PART |
ITEM 1. BUSINESS.

GSE Systems, Inc. ("GSE Systems", "GSE" or the "@amy") is a world leader in real-time power plant@ation and process automation
and control. The Company provides simulation sohdiand services to the nuclear and fossil elegtility industry, as well as process
industries such as the chemical and petrochemidakiries. In addition, the Company provides ptgotimization and safety improvement
software primarily to the power industry. The Comga process automation products optimize batchhgbdd plant control for the special
chemical, food and beverage, and pharmaceuticabinds. The Company operates through two busseg®ents, Power Simulation and
Process Automation.

In addition to these two core businesses, GSErasied in the use of simulation and control tetdgies to reduce the product development
cycle for the pharmaceutical and chemical industifigough its participation in the Netherlands-lbasgmpany Avantium International BV.

Recent Developments



Power Simulation Business

The Company's Power Simulation Business Unit ("Rteontinued its efforts to expand its leadershipuclear simulation technology to

the fossil simulation marketplace. In 2000, GSEaskd its "G-Suite" software tools which targesiicsmulation applications. These tools
elevate the level of simulation beyond traditioimalning to allow the operator to optimize plantfpemance. In 2001, GSE was awarded $3.1
million of new orders for fossil simulators in thiaited States, including an award from AmericarcEle Power in March 2001 for two full-
scope fossil training simulators, bringing GSEtsltéossil orders in the last two years to $9.6ioml. In 2001, 21.7% of Power's worldwide
revenue was generated by fossil projects.

The deregulation of the electric power industry #2001 California energy crisis underscoredriyortance of efficient and reliable
operations of power stations. The use of simuldiioaddress these issues has resulted in new opfies for GSE to improve the simulation
fidelity of existing simulators and the supply @& simulators around the world. While GSE simulsitmre primarily utilized for power plant
operator training, the uses are expanding to irckrthineering, plant modification studies, and apen efficiency improvements for both
nuclear and fossil utilities. During plant constian, simulators are used to test control strategied ensure on-time start-up. After
commissioning, the same tools can be used to iserglant availability and optimize plant performariar the life of the facility.

President Bush's National Energy Policy encouréigeimprovement of nuclear plant operating perfarceafrom 90%, the current level, to
92%. In the second quarter of 2001, GSE releasestaleproducts using advanced signal analysis tqaks to help nuclear plants achieve
this increase in operating performance. GSE's Rsgalsint Surveillance and Diagnosis System helpargoplant availability, safety and
economy. Pegasus is a software package for semiratit plant surveillance and diagnostics and esagite engineers to perform detailed
analysis for specified component faults, allowihg identification of degraded performance and @pteent of components before they fail.
SensBase provides comprehensive sensor test serhias ensuring that changes in transmitters #mat tmnstruments do not jeopardize the
function of the nuclear plant protection systemRLES, a noise analysis program package, is a cualfeof signal analysis tools which allow
users to detect developing abnormalities in thatpla

In the latter part of 2001, the Company entered iwb strategic marketing alliances which are etgto help expand the Power business.
The first alliance is with General Physics Corpmatthe leading supplier of operator instructiotmalining programs for the Power industry.
Whereas GSE is the leading manufacturer of operataining simulators for the Power industry, thi&aace with General Physics
Corporation will allow a more encompassing solutiotboth companies' client base and strengthen rtagpective product lines. In additior
cooperating in marketing of individual productss tompanies will combine some of General Physidshsive training materials and
programs with GSE's power plant simulation modelgrbvide truly interactive and adaptive totalriiag solutions. GSE will also help sell
and distribute General Physics' GFE product to &8&Stomer base.

The second alliance is with PowerGen's Simulatainiing Systems Group, a premier supplier of siniutesystems and technology for
Combined Cycle Gas Turbine (CCGT) power plants. $imeulator Training Systems Group has developethge of distributed control
system emulation tools necessary to effectivelyutate the control systems for fossil and nucleavgroplants. GSE has the extensive
knowledge, models and tools necessary to simutatéunctionality of power plant systems. By combinthe tool sets and jointly marketing
this capability worldwide, the companies believeytitcan both significantly expand their offering asrdvide greater value to users in the
nuclear, fossil and CCGT power industry.

Process Automation Business

In order to return the Company's Process Contrsir&ass Unit ("Process") to profitability, the Comgamplemented a restructuring plan in
2000 that included personnel reductions, the outsogi of Process' manufacturing and assembly ojpasgtand the November 2000 sale of
Process' unprofitable European operations basBelgium. The restructuring was completed in thstfiqjuarter 2001 with the sale of the
Business Unit's VirtualPlant technology and assefsvantium International B.V. ("Avantium") in exahge for Avantium stock.

To expand within its traditional customer base gaith new customers, Process embarked upon a prdgrdevelop a lower-cost, next
generation process controller using the latestapimcessor technology. This new controller willgzet of the second quarter 2002 D/3
product release which will also include enhancadnaing and improved security features. This nevsioerof the D/3 product will allow the
Company to bridge the cost gap between programnhadpie controllers (PLCs) and the distributed cohsiystems while providing the
increased performance of a full-function distrilsbt®ntrol system. This more cost effective solutiath enable existing customers to apply
automation to areas of their plants that couldgneviously afford the benefits of a full distribdteontrol system. The Company has initiat
campaign to find expanded distribution channelstfonew products, particularly in smaller, batgpléications where previously the power of
the D/3 could not be cost effectively applied.

Plant Security Business

In light of recent security concerns at nucleantdand other sensitive locations, the Companypbgan marketing the technology it acqui
several years ago for plant access control andsiuin detection. The Company has implemented gkesy at several nuclear power plants in
the US and is pursuing applications at other féedi The system is a command and control cengégliiltegrates information card readers,
retinal scanners, closed circuit TV and other fidgddices used for intrusion detection and persoacetss control. The Company has recently
hired a manager to develop a business plan foexpansion of this security business. The Compaajsis teaming with ManTech Security
Technologies Company, a subsidiary of one of itsqgule shareholders, to provide turnkey capabiitio the nuclear industry. Services
include threat and vulnerability assessments,milgation plans, cost/benefit analysis, secuntgtem design, implementation, testing i



training.

The Company also believes it is uniquely qualifie@pply its plant design and operations knowleagevell as simulation technology to help
customers analyze security threats and develogegtes to test plant recovery strategies in th@eekan incident.

VirtualPlant Strategy

During 1999 and 2000, the Company created and mmgaiéed its VirtualPlant business and marketingesgra VirtualPlant combined
simulation with control systems to create a raaktrepresentation of an operating manufacturingtp¥artualPlant would allow a customer
to create an environment for simulation-enhancgegmentation, thereby reducing the amount of ptalsxperimentation necessary to
achieve an optimal design for a new process product

In February 2000, while implementing the Virtualftlatrategy, the Company participated in the fongdif Avantium International B.V.
Avantium, a Netherlands-based high technology campamploys high-speed experimentation and sinanatchnologies in contract
research and development in the area of new prathvelopment and process chemistry. In connectitm Awantium's founding, the
Company licensed certain of its simulation softweand automation system products in exchange foj5Pa1shares of Avantium preferred
stock and 352,102 shares of Avantium common stheis giving the Company a 10% equity interest imdtium. GSE was subsequently
hired by Avantium to provide software to automatd anaximize Avantium's lab environment. Avantiurscahired the Company to make
certain improvements and enhancements to the seftivicensed to Avantium.

In early 2000, GSE determined that outside investmas required to support its VirtualPlant businé®wever, the Company was
unsuccessful in attracting the needed capital orable terms. Accordingly, the Company sold itsuélPlant assets and technology to
Avantium in March 2001. Avantium purchased cerfaiad assets and intellectual property (including €Company's BatchCAD and
BatchWizard software products) and employed cedathe Company's personnel in the U.S. and the ®BE received 200,000 shares of
Avantium preferred stock and 280,000 shares of Aauemcommon stock, which increased its equity iesein Avantium to approximately
19% and the carrying value of its investment t&$#illion. The Company licensed its process cordral simulation software exclusively to
Avantium solely for the research and developmernkataThe Company received a royalty-free licermsese and produce upgrades of the
BatchWizard Software owned by Avantium in the mactiiring market.

On February 7, 2002 Avantium completed a privage@mnent round of financing which resulted in 2diorl Euros in new capital and the
conversion of 11 million Euros of convertible debhe equity issuance and debt conversion diluteB'S&wnership in Avantium to 6.1%.
The estimated fair market value of Avantium follogithe financing was $47.4 million. Accordingly tBempany concluded that this
transaction was evidence of "an other than tempatecline" in the fair value of its investment ivantium. Thus, in the fourth quarter 2001,
the Company wrote down its investment in Avantiun$2.9 million and recognized a $4.6 million pre-tharge.

Research and Development

Throughout the year, GSE continued to invest icdi® products of D/3 Distributed Control Systerd &ower simulation technology. As
mentioned above, the Company enhanced the capehiit the D/3 through significant investment ilowaer-cost, next generation process
controller using the latest microprocessor techgyldhis new controller will be part of the secandhrter 2002 D/3 product release which
will also include enhanced alarming improved sdgdgatures. GSE also invested in the developmeatWwindows 2000 version of its
FlexBatch Recipe and Process Management software.

The Company has made significant progress in apglyava Technology on its Power Simulation tool2dA1. The first release of the Java
Instructor Station has been implemented on two anggfull scope fossil simulators. Additional to@ee expected to be released in the third
and fourth quarters of 2002.

Background.

GSE Systems was formed on March 30, 1994 to catatelithe simulation and related businesses of 88ribdogies, General Physics
International Engineering & Simulation and EuroSeach separately owned and operated by ManTecmétienal Corporation, GP
Strategies Corporation and Vattenfall AB, respetivOn December 30, 1994, GSE Systems expandedhatprocess control automation
and supply chain management consulting industiquidin its acquisition of the process systems dimisibTexas Instruments Incorporated,
which the Company operates as GSE Process Soluting"Process Solutions").

In April 1996, the Company aligned its operatingugrs into three strategic business units to be#tere its then primary vertical markets -
Power, Process and Oil & Gas. The realignment a&tbthe Company to focus on providing all of itdhtezlogies to these markets, while
addressing the specific needs of each market divdeg industry specific solutions.

In May 1996, the Company acquired Erudite Softwea@onsulting, Inc. ("Erudite"), a regional providef client/server technology, custom
application software development, training servitesdware/software sales, and network designrapteimentation services. The acquisil
facilitated the Company's efforts to enter thentlgerver information technology solutions markgtdite was subsequently combined with a
small pre-existing consulting group within the Company tonfiathe Company's Business Systems business



In December 1997, the Company acquired 100% obtitetanding common stock of J.L. Ryan, Inc. ("Ryaa“provider of engineering
modifications and upgrade services to the powent@mulation market. The combination of the Compapre-existing technology with the
technical staff of the acquired Ryan business ost the Company to be more competitive for modtfons and upgrade service projects
within the nuclear simulation market.

After incurring substantial losses in 1997, managetndecided to divest the Company's unprofitabkrnass units and concentrate its
resources on its core businesses, Power SimulatioiProcess Automation. Accordingly, in April 1988 Company sold substantially all of
the assets of Erudite to Keane, Inc. and in NovertB88, the Company divested certain assets dbth& Gas business unit to Valmet
Automation (USA), Inc.

In April 1999, the Company acquired certain asaatsemployed the associates of BatchCAD Limitee BhtchCAD product was a key
element in the Company's VirtualPlant businessraarketing strategy.

In early 2000, while implementing the VirtualPlattategy, the Company participated in the foundihgvantium International B.V.
Avantium, a Netherlands-based high technology campamploys high-speed experimentation and sinanatchnologies in contract
research and development in the area of new prathvelopment and process chemistry. In connectitm Awantium's founding, the
Company licensed certain of its simulation softweand automation system products in exchange fonthwa preferred and common stock.
GSE was subsequently hired by Avantium to proviafeasire to automate and maximize Avantium's labiremment. Avantium also hired t
Company to make certain improvements and enhandsrteethe software it licensed to Avantium.

In March 2001, the Company sold its VirtualPlansibess to Avantium in order to maximize its investrnin the VirtualPlant strategy.
Power Simulation Business.
Industry

The real-time simulation industry grew from the ehé@ train people on complex and potentially dangsroperations, without placing life or
capital assets at risk. Real-time simulation hanhesed for the training of plant operators forgbwer industry, including both nuclear
power plants and conventional fossil fuel powengdi.e., coal, oil, and natural gas), since thdyel 970s. Real-time simulation usage has
traditionally centered on initial training of op&wes and follow-on training of operators in emergenonditions that can best be achieved
through simulation replicating actual plant operasi.

In the nuclear power industry, use of a simulatat ticcurately reflects the current actual plastgieis mandated by the U.S. Nuclear
Regulatory Commission. This mandate resulted floeninvestigation of the accident at the Three N&land nuclear plant in 1979, which
was attributed, at least in part, to operator effbe NRC requires nuclear plant operators to #aem licenses through simulator testing. E
nuclear plant simulator must pass a certificatiomgpam to ensure that the initial plant design alhdubsequent changes made to the actual
plant control room or plant operations are acclyagflected in the simulator. Plant operating lises are tied to simulator certification.

Full scope power plant simulators are a physigalegentation of the entire plant control room. €betrol panels are connected to an
input/output (I/0) system, which converts analogctrical signals to digital signals understood ty simulation computer. The simulation
computer houses the mathematical models, whichlatmthe physical performance of the power playtstems such as the reactor core,
steam boiler, cooling water, steam turbine, eleatrjenerator, plant system controls and electdisatibution systems. Partial scope
simulators can be viewed as a subset of a fullesssopulator. Instead of simulating the entire perfance of the power plant, a partial scope
simulator might represent one or two critical sgsdesuch as the steam turbine and/or electricalrgtareoperation.

In the past, training simulators had to strike bcdée balance between providing an accurate ergimg representation of the plant, while ¢
operating in "real-time" in order to provide effeettraining. As computing power has increasedpschas the capacity of simulators to
provide more accurate plant representations intnea based upon simulation models developed frogireering design codes.

Simulation also is used to validate proposed mgotipment changes to confirm the results of suemgés, prior to making the change in the
plant, which can save time and money, as well dsae the risk of unsafe designs, for the utility.

Demand for new simulators in the nuclear power gtidushifted to the international market in the A9%as the domestic market was limited
to upgrades and replacement of existing simulatdosvever, the Company believes that the new NakiBnargy Policy's emphasis on the
importance of nuclear power to the U.S. energy supyay result in the extension of the useful lieé4).S. nuclear power plants. Any service
life extension of a nuclear power plant is likedyrequire major upgrades to the plant's equipmedtechnology, including its simulator.

Fossil fuel plant simulators are not required by & regulation, but are justified as a cost-effecapproach to train operators on new digital
control systems being implemented at many fossil flwwer plants. The size, complexity and prica édssil plant simulator are much lower
than for simulators used for nuclear plants. Fqaaiht simulators have traditionally used lowegfity (less sophisticated) mathematical
models to provide an approximate representatigriaft performance. The demand for highly accuratdets did not exist in the early mar
for fossil simulators since the main use of theudator was to train operators on the functionaditylistributed control systems for plant start-
up activities.



The deregulation of the power industry has forcélties to view their assets differently. Poweapts must now be profit centers, and gail
the maximum efficiency from the plant to becomerenain, competitive is a paramount issue. The s@hdf the operator has shifted, as
plant operators now must perform within narrowed aarrower performance margins while still mainiagnsafe operations. GSE now sees
its fossil fuel plant customers recognizing theddis of high fidelity simulation models that prae highly accurate representations of plant
operations to help plant operators and managenatatrdine optimal performance conditions.

Industry deregulation has also resulted in the alichstion and redistribution of assets on a gldizis. U.S. utilities are purchasing
generating assets around the world, and foreiditiegiare investing in U.S. assets, creating tbedrfor real-time integration of plant
information from a variety of sources and a varigftyegacy information systems in a cost-effectivenner. Dataquest estimated that the
annual spending on information technology for Witiities in 2001 totaled $15.4 billion (includirgg.3 billion on software and $6.5 billion
on services); such spending is forecasted to iser&m$22.5 billion in 2002. The Company is consideeither developing or acquiring
technology that will enhance the ability of disgardatabases to communicate and provide rapid astdrmized information across the plant.

According to the National Energy Policy, "To meatjpcted demand over the next two decades, Amaricst have in place between 1,300
and 1,900 new electric plants. Much of this newegation will be fueled by natural gas. Howeversérg and new technologies offer us the
opportunity to expand nuclear generation as whlbte power plants will require new plant operatdisw plant operators will require more
training programs. The Company believes that m@iaihg programs will require more training tooMjich will result in more demand for
power plant simulators and related products andces. Therefore, the Company believes that thesiegiions, if they come to fruition in
whole or even in part, represent a market oppdstdar its real-time simulation, plant optimizatiossset management and condition
monitoring products and services.

GSE's solution

The Company's Power Simulation business is a ldadbe development, marketing and support of fiidglity, real-time, dynamic
simulation software for the electric utility indagt The Company has built or modified about 65haf &approximately 75 full-scope simulators
serving about 103 operating nuclear power planteeénJnited States. Outside the United States, E&Ebuilt or modified about 73 of the
approximately 167 full-scope simulators servingrappnately 329 operating nuclear power plants.

In addition to operator training, the Company'sudation products and services permit plant ownads@perators to simulate the effects of
changes in plant configuration and performance itimmd to optimize plant operation. These featusv the Company's customers to
understand the cost implications of replacing agief equipment, installing new technology or hofdout-of-service assets. GSE has also
developed a suite of tools based on sophisticagedlisanalysis and simulation techniques to halgitstomers manage their assets by
determining equipment degradation before it seyampacts plant performance.

The Company has also focused on upgrading oldbntdagy used in power plants to the Microsoft Wiwdd\T platform and has
successfully deployed such new technology upgréatgdant process computers, safety parameteralispistems, and plant access security
systems. As nuclear plants in the U.S. continuegt® the Company will seek more business in thigage market.

GSE provides both turnkey solutions, including deted hardware and proprietary software, to matspeific plant, and discrete simulation
technology for specific uses throughout a plastsitbstantial investment in simulation technology led to the development of proprietary
software tools. These tools significantly reduae ¢bst and time to implement simulation solutiond support long-term maintenance. The
Company's high fidelity, real-time simulation teckogy for power plant fluid, logic and control, etacal systems and associated real time
support software, "SimSuite Power", is availableUdlIX and Windows NT computer platforms. This tactogy is specifically designed to
provide user friendly graphic interfaces to the @amy's high fidelity simulator.

In addition to the simulator market, the Comparfeiaf products aimed at improving performance os$ting plants by reducing the numbe;
unplanned outages due to equipment failure. Udilvgaced signal analysis techniques, the Compamyfs tan predict when certain plant
equipment needs to be replaced. Replacement mfatrquipment prior to failure permits effectiviaipning and efficient use of maintenance
time during scheduled off-line periods. In the fetuhe Company will apply this technology to itegess control systems to help customers
better manage plant assets.

Other products of the Power Simulation busineskide

Java Applications & Development Environment (JAD&)ava-based application that provides a winddavtire simulation instructor station
and takes advantage of the web capabilities of, Jdaving customers to access the simulator andsimulation scenarios from anywhere
they have access to the web.

SimExec, a Windows NT-based real-time simulatioecetive system that controls all real-time simolatactivities and allows for an off-line
software development environment in parallel witl training environment.

eXtreme I/S, a Windows NT-based Instructor Statfat allows the use of Microsoft Word and PowerPtrcontrol the real-time simulation
environment. eXtreme I/S is a user-friendly toal dtassroom training and electronic report genenatit provides reatime plant performanc
directly from the simulator during classroom trampi which drastically increases learning efficier



Pegasus Surveillance and Diagnosis System, a sefppeekage for semi-automatic plant surveillanakdiagnostics, incorporates
sophisticated signal processing and simulationrigetes to help operators evaluate the conditionpmtbrmance of plant components.
Pegasus permits plant management to identify dedrpdrformance and replace components before #iey f

SIMON, a computer workstation system used for nwitig stability of boiling water reactor plants DN assists the operator in
determining potential instability events, enabloagrective action to be taken to prevent unnecggsdant shutdowns.

Vista PIN, a Pbhased plant information system, provides unpamaléiexibility usefulness and ease of maintenankiendecreasing the cc
of ownership. Vista PIN provides real-time dispteyprocess parameters, trends, alarm status, atatibal data archiving with on-line
retrieval.

The Power Simulation business also provides cangudtnd engineering services to help users plasigdeimplement, and manage/support
simulation and control systems. Services includdiegtion engineering, project management, traingiig services, maintenance contracts
and repair.

Strategy

The goal of the Power Simulation business is taagpts business on three fronts. First, it inteledsontinue serving its traditional customer
base and to be prepared to meet increased dem@adiifonal simulation use grows in relation tareased electric capacity in the United
States. Second, it intends to market its existimdy@gpgraded simulation products and its newly dged signal analysis products as plant
optimization, asset management and condition mangdools. And, third, it intends to leverageeétssting engineering staff to provide
additional services to domestic and internatiofiahts.

Traditional Simulation Market. The National Enefigglicy considers nuclear power a key component®fpower supply in the United Sta
Nuclear power currently accounts for about 20%hefelectrical power grid capacity in the Unitedt&aand the NEP indicates that
percentage will likely remain the same even ad tatpacity increases. Any new nuclear power planidikely be of the advanced reactor
designs created by Westinghouse, General Electdd®8B, or the new pebble-bed gas cooled reactdeunonstruction by a consortium of
companies. These new designs require new simulatafsraining programs, as they are different fthennuclear power plant designs
currently in operation. In addition to new poweans, if any, under the NEP, existing nuclear poptants will likely be required to remain
on-line for a longer period than originally expettin order to stay in operation, many plants valjuire life extension modifications. Since
all existing nuclear power plants went on-line lefd979, their designs and technology can alsoflbdérmen the substantial advances in plant
design and technology developed over the past 2syEor example, several of the Company's U.fyutustomers are considering
replacing their existing hard panel control roonithwnodern distributed control systems as are commdossil fuel plants, and which have
been implemented in Europe for several years. fignit changes to control room instrumentation galherequire modification or
replacement of the plant simulator. With the latgestalled base of nuclear plant simulators invtegld, the Company believes it is uniquely
positioned to serve this market segment with nemukition products and services.

Another component of the National Energy PolictoiSup-rate” the existing capacity to increase teieal yield without building new power
plants. By changing the capacity of certain equipiire a plant, the utility can gain upwards of &dcrease in output. Again, any such
changes must be reflected in the control room sitoul and operators must be trained on the newpawgrit before implementation.

In addition to the new demand for power in the BadiStates, several emerging regions of the wodagpanding their electrical capacity
with both nuclear and fossil fuel power plants. Td@mpany believes this expansion includes the faddtegrated simulation and training
programs and has developed products that will enakbd exploit the fossil fuel simulation marketpé. GSE is increasing its marketing
efforts in this area. It has increased the numbéids submitted for fossil simulators over thetpgighteen months and has increased the
number of orders obtained, including a multi-mitlidollar order for a full-scope fossil plant simigiain India in 2000.

Simulation Beyond Training. The Company believes the deregulation of the electric power indusimg increased the importance of
efficient and reliable operation of power plantsatdition to operator training, the Company's $ation products can meet this increased
need for efficiency by assisting plant operatoranderstanding the cost implications of replaciggipment, installing new technology and
maintaining out-of-service assets. In order to eixphis potential, the Company has increasedittaify of its simulation products and is
marketing its services to increase the fidelitgiofiulators that are already in operation.

As computing power and networking technologies ionpr several of the Company's customers have dttrteigrate simulation technology
from the training organization to the engineerimgamization. The same full scope simulation sofeathat drives the simulated control room
panels in a simulator can be used with graphigalesentations of the panels so engineers candsgfrdchanges and see how the balance of
the plant will react to such changes. GSE has deeel a Javivased application to allow customers easier adogssid use of, the simulati
capabilities across the organization through ndtveommunication.

Optimize Existing Engineering Resources. GSE's Pawmestic service organization focuses on simulgygrades and retrofits. This group
employs over 20 engineers, and the Company emplsis60 engineers in the United States capablerefcing the upgrade/retrofit market.
In addition to domestic resources, GSE has devdlapgetwork of trained engineers in Russia, UkraGmech Republic, Bulgaria, India and
China. These foreign resources provide low cosineraging and software development capabilitiesaned-eadily available to supplement the
United States engineering staff as neces:



In addition, the Power Simulation business has griwough acquisitions and will continue to pursgquisitions and investment
opportunities that will create value and enhanahdlbw. The Company targets acquisitions and itnaeats that provide:

Cost saving opportunities
Enhanced positioning in existing markets
Entry into new geographic and industry markets
Turnaround opportunities for under-performing besges
Strategic Alliances

Power's strategic alliances have enabled the Coyripgrenetrate regions outside the United Stateobybining the Company's technolog
expertise with the regional presence and knowleddecal market participants. These strategic atles have also permitted the reduction of
research and development and marketing costs binghsuch costs with other companies.

In recent years, an increasing amount of the Cogipanternational business has come from contiadiastern Europe, including the
republics of the former Soviet Union, the PacificnRand India. In order to acquire and perform thesatracts, the Company entered into
strategic alliances or partnerships with variougties including Automation Systems Co. Inc., asdlary of Beijing Jihang Automation
(China); All Russian Research Institute for NuclPawer Plant Operation (Russia); Kurchatov IngifiRussia); Macmet Ltd. (India);
PowerGen (England); Risk Engineering Ltd. (BulgariZamsung Electronics (Korea); Toyo Engineeringp@ration (Japan); and the Instit
for Information Industry (Taiwan).

In addition to traditional partners, GSE has depetba marketing cooperation arrangement with tiveelP@echnology group of PowerGen,
the UK's largest power company. PowerGen may behaised by E.ON, the world's largest investor-owutéity. This relationship gives
GSE access to the European fossil simulation maaketell as the tools necessary to simulate ttm&as Teleperm control system, one of
the more popular control systems being offered.®. duclear power plants.

Competition

The Power Simulation business encounters intensgetition. In the nuclear simulation market, GSinpetes directly with larger firms
primarily from Canada, Germany and France, sudbaasadian Aerospace & Electronics (CAE), STN Atlad &SF Thomson. The fossil
simulation market is represented by smaller congsaim the U.S. and overseas. Several of the Congpeaompetitors have greater capital
other resources than it has, including, among aideantages, more personnel and greater markétiaggial, technical and research and
development capabilities. Customer purchasing @e@sare generally based upon price, the qualithetechnology, experience in related
projects, and the financial stability of the suppl



Customers

The Power Simulation business has provided apprately 200 simulation systems to an installed bdsser 75 customers worldwide. In
2001, approximately 71% of the Power Simulatioreraie was generated from end users outside thed Biitees. Customers include, among
others, Ameren, Arizona Public Service, Carolinav®oand Light Company, Commonwealth Edison Comp&sipm South Africa,

Karnaraft Sakerhet & Utbildning AB, Korean ElectRower Company, Nationalina Elecktrischecka Kompa@irgrez SC, Battelle's Pacific
Northwest National Laboratory, Taiwan Power Compamd West Bengal Development Cc

For the years ended December 31, 2001, 2000, &8®idriee Power Simulation customer (Battelle's Pabdifirthwest National Laboratory)
accounted for approximately 17%, 22%, and 13%,aetbely, of GSE's consolidated revenues. The Radifrthwest National Laboratory is
the purchasing agent for the Department of Enenglythe numerous projects GSE performs in EastedrCamtral Europe.

Sales and Marketing

The Company markets its Power Simulation productsservices through a network of direct sales stafénts and representatives, systems
integrators and strategic alliance partners. Aatlisales force is employed in the continental UhBéates. Market-oriented business and
customer development teams define and implemeifgpeampaigns to pursue opportunities in the pomarketplace.

The Company's ability to support its multi-faciliimternational and/or multinational Power Simudatclients is facilitated by its network of
offices and strategic partners in the U.S. andseas. Power Simulation offices are maintained inyMad and Georgia, and outside the L
in Sweden and Japan. In addition to the officeatted overseas, the Company's ability to conduetriational business is enhanced by its
multilingual and multicultural work force. GSE hsisategic relationships with systems integratoib @yents representing its interests in:

Russia South Africa

Germany Mexico

Switzerland Brazil

Bulgaria Taiwan

Spain Korea

Czech Republic Japan

India People's Republi ¢ of China
Process Automation Business.

Industry

Process control systems automate manufacturingtned processes, thereby reducing labor and otlogluption costs and maximizing
production efficiency. According to the AutomatiBesearch Council, worldwide revenues for procetsnaation systems totaled over $7.8
billion in 2000 and are projected to be $9.5 hillia 2005. The sales of process control systems haen driven by customer desires to
improve production efficiency and reliability. Thapital-intensive and competitive nature of manufacg requires companies to focus on
designing, monitoring, and modifying the productfmocesses in the most efficient and profitable meanProcess control systems consist of
rugged microprocessor-based hardware, which isighifssdistributed throughout a plant and linkeddigital communications to control
centers. These systems allow users to monitor antiat various functions. The graphic informatiordacontrol displays utilized by these
systems enhance the customer's strategic produatidemergency decision-making capabilities.

Two parts of the industry, the batch and hybridtomla markets, are of particular interest to GSke batch controls market focuses on
products made in batches versus a continuous [@othe Company believes the need for traceabifityiacreased government requirements
(e.g., EPA, FDA) is fueling the growth of batch tmhsystems in the United States. The hybrid ciatmarket focuses on the integration of
manufacturing automation and business systemsCohgpany believes that the growth in e-businesslamdeed to optimize performance of
supply chains are increasing the need for real-filaet and production information that can be mehybrid control systems.

GSE's solution

The Process Automation business designs, develapdelivers process control, data acquisitionntigerver and business software, systems
and services. These products permit the Compaungtemers to maximize the use of plant assets byrmmakal-time process information
more easily available, thereby enabling fastertzatter informed operating decisions.

Process Automation products and services are &dgetthe following industries in which the Comparpersonnel have substantial
experience:

Specialty chemicals Pharmaceutical Food and begdvials

The flagship product in the Process Automationiess is the D/3 DCS, a distributed control systemdyxct that is highly flexible and
designed to meet open standards. D/3 DCS is dimealsystem, which uses multiple process contradutes to monitor, measure, and
automatically control variables in both continuauml complex batch processes. D/3 DCS also formplétform for plar-wide information



for operators, engineers and management.

Other products of the Process Automation businedade the following:

FlexBatch, a flexible batch manufacturing systemdu® facilitate the rapid creation of various bgpcoduction processes.
TotalVision, a graphical system that provides artliserver-based human-machine interface for nearocess and plant information.
VPTV, a web-enabled version of the TotalVision pagp

SABL, a sophisticated batch and sequential manufiagt software language that permits the schedwaimdytracking of raw materials and
finished products, data collection and emergencydgwn procedures.

The Process Automation offerings also include tiwaé dynamic simulation tools and products thatused to develop high fidelity
simulations for chemical processing and other itrthlgplants. The most prominent set of simulagwaducts and tools is called SimSuite |
SimSuite Pro facilitates design verification, pregeptimization and operator training in varioysety of manufacturing operations.

Strategy

The goal of the Process Automation business igpared its leading position as a provider of pro@gemation solutions and services to its
target markets of batch and hybrid control forgpecialty chemical, food and beverage, and phamtiae¢industries. GSE's strategy has the
following key elements:

Improving technology. The D/3 DCS distributed cohBystem is designed as an open standard that@dnwith a customer's existing
software. In 2000, the Company expanded its opstesysoftware to permit communication with thirdtpd/O and implemented additional
Microsoft technology such as Windows 2000 and Msoftis OLE for process control to permit layerirfghord-party applications on its
system. In addition, the Company implemented gieghitilities to increase the ease of use of thiggrful system. These new tools and
interfaces allow customers to use their existingiggent when they wish to upgrade their processraation technology. In 2002, the
Company will finish modifying its process controbdule (PCM) to increase its operating speed andceeds manufacturing costs. The
Company expects that this will allow it to briddeetcost gap between programmable logic contro{R€s) and the distributed control
systems while providing the increased performari@fall-function distributed control system. Thei@pany will continue to provide value-
added differentiation through plant optimizatiomasset management technologies ported from thep@ayts power simulation market
applications.

Expand its expertise to new industries. GSE haenéxpce in the specialty chemical, food and bewerparmaceutical, and metals indust
The Company will continue to focus its efforts brde industries, but will seek to apply the teciinixpertise that it has developed to other
industries.

Leverage its expertise through sale of enginearorsulting services. The Process Automation gragdeveloped a significant amount of
expertise in manufacturing processes. In the fidsds provided field service to customers of itsducts pursuant to its warranty or an
extended service plan. The Company is currenthaedjmg these services to provide applications,ware and systems engineering
consulting services to its customers to improvenbegration and performance of their process aatmn technology.

Competition

The process automation industry is a highly conipetenvironment that has undergone considerabisalmation over the past few years.
The industry is populated with numerous large pseamntrol vendors, many of which have substaptégiater financial, marketing and
other resources than GSE has. Examples includecgsucpanies as Foxboro, Siemens, Honeywell and EmeThe principal factors
affecting competition include price, technologyseaf use, reliability, application experience angport programs, and the financial stab
of the supplier. The Company competes by emplogifiipcus” strategy that ensures its new producelgment protects its customers'
previous investments in applications software amagss /O, thereby maintaining or significantlgreasing barriers to change.

Customers

The Company has provided over 300 process contstésis to an installed base of over 125 customerklwide. In 2001, approximately
8% of worldwide Process Automation revenue was gead from end users outside the United StatesCiimepany's customers include,
among others, Archer Daniels Midland Company, Akt Bethlehem Steel Corporation, Cargill IncorpetaEastman Chemical Company,
Formosa Plastics Company, GE Plastics, Merck & [Ba., Miller Brewing Company, and Westinghouse &mah River Company. For the
years ended December 31, 2001, 2000 and 1999 oced3rAutomation customer (Westinghouse Savannadr Rompany) accounted f
approximately 24%, 11%, and 5%, respectively, ef@mpany's consolidated revenues.

Sales and Marketing



Process Automation markets its products and sextfg®ugh a network of direct sales staff, agentsrapresentatives, systems integrators
and strategic alliance partners. It employs a tisates force in the continental United Statesitheggionally based, market focused and
trained on its product and service offerings. M&dwented business and customer development tdafiree and implement specific
campaigns to pursue opportunities in the powerggss and manufacturing marketplaces. This eff@tjigported by a regional support
organization focused on the current customer ilestddase.

The Company's ability to support its multi-faciliimternational and/or multinational clients isifaated by its network of offices in the U.S.
and overseas. Process maintains U.S. offices in:

Louisiana Ohio

Maryland Pennsylvania
Minnesota South Carolina
New Jersey Texas

North Carolina

Process Automation has strategic relationships syithems integrators and agents representingtéiests in:

Belgium Taiwan
Korea People's Republi ¢ of China
Netherlands

Competitive Advantages.

The Company believes that it is in a strong positmcompete in both the Power Simulation and Fr®éaitomation markets based upon the
following strengths:

Technical and Applications Expertise. GSE is ailegithnovator and developer of real-time softwarthwnore than 30 years of experience
producing high fidelity real-time simulators andeo?5 years in producing fully integrated computedi process control systems in more than
25 counties. As a result, the Company has acqgsubdtantial applications expertise in the energyiadustrial process industries. The
company employs a highly educated and experiencgtinational workforce of more than 250 employédasluding approximately 180
engineers and scientists. Approximately half ofthengineers and scientists have advanced sciaddeahnical degrees in fields such as
chemical, mechanical and electrical engineeringliegg mathematics and computer sciences.

Proprietary Software Tools. GSE has developedrarijtof proprietary software tools including autmde generators and system models that
substantially facilitate and expedite the designdpction and integration, testing and modificatdfrsoftware and systems. These tools are
used to automatically generate the computer codesgstems models required for specific functionmmmmnly used in simulation and proc
control applications, thereby enabling it or itstmmers to develop high fidelity real-time softwgreckly, accurately and at lower costs.

Open System Architecture. GSE's software produndst@ols are executed on standard operating systétimshird-party off-the-shelf
hardware. The hardware and operating system indieper of its software enhances the value of itdyuts by permitting customers to
acquire less expensive hardware and operatingregstehe Company's products work in the increasipglyular Microsoft operating
environment, allowing full utilization and integi@t of numerous off-the-shelf products for improyetformance.

International Strengths. Approximately 40% of then@pany's 2001 revenue was derived from internaltisalas of its products and services.
GSE has a multinational sales force with officezated in Nykoping, Sweden, and Tokyo, Japan andtagad representatives in 22 other
countries. To capitalize on international opportigsiand penetrate foreign markets, the Compangé$tablished strategic alliances and
partnerships with several foreign entities.

Plant Security Systems
Industry

Prior to the events of September 11, 2001, theslang@ower plant security industry was focused ayragling existing security systems to r
computing technology. Each plant has an accessat@atd intrusion detection system in compliancthwégulations promulgated by the
Nuclear Regulatory Commission (NRC). The market feassed on upgrading existing control systems wétver computing hardware a
more powerful database systems. The requiremetitgdied the ability to interface to new field semgsdevices such as CCTV, microwave
sensors, and more sophisticated biometric devieels & hand geometry and retinal scanners. Theetnarikery diverse, serviced by a
number of vendors without clear dominance.

After the events of September 11, 2001, concern theevulnerability of nuclear plants to terrordtacks has heightened. The NRC has is
new directives to increase plant security, andrtastry is formulating its strategy and respoi@esignificance is the NRC and industry re-
evaluation of the "design basis threat" for nucfdants. New terrorist capabilities and strategiest now be factored into plant protection,
addressing both external threats and potentiairiatehreats



In addition to nuclear power reactors, there ampenous research reactors and nuclear waste stanalggrocessing facilities throughout the
country. Concern also centers on reactors in Bag&terope, and the Department of Energy is curradgleloping its strategy regarding
nuclear plant security as it relates to US poliagl aational security.

In addition to nuclear power, the domestic chemiwdlistry is evaluating its vulnerability to teriirthreats. The American Chemistry
Council is recommending that manufacturers of clsahproducts step up their role in protecting Aroag's homeland. There are over 15,000
chemical plants in the U.S. that have large guastitf extremely toxic or volatile chemicals. Umdithe nuclear power industry, there are no
common standards of security across plants intieenical industry.

GSE's Solution

GSE's Plant Access Security System, named Pasadescaccess control and intrusion detection fagdandustrial applications such as
nuclear power plants that require personnel tragKiiis system is redundant, stable, and includel standard features as: access control
and intrusion detection, CCTV integration, biometrand on-line personnel photos, dynamic map dispkdvanced event processing,
security communications, and systems integration.

GSE had three installations of its Plant AccessuBgcSystem in operation at nuclear facilitieghie United States prior to September 11,
2001. GSE sees significant growth potential inrthelear security market and has hired technicalraaketing staff to analyze this potential
and develop a business plan for the Company'direalsecurity system business.

In addition to plant access control systems, the@amy believes the plant design and operations letne it has gained through simulation
give it the expertise to help utilities uncover @sdess plant vulnerabilities. The Company's sitiom@apability can be used to assist the
industry in testing threat scenarios and respanseframes.

Strategy

The Company plans to differentiate itself throudteiing services beyond just the access contrdesysmplementation. The Company is
teaming with ManTech Security Technologies Compangrovide turnkey capabilities to the nuclear isttiy. Services range from threat and
vulnerability assessments, risk mitigation planstbenefit analysis, security system design tdéemgentation, testing and training.

Competition and Competitive Advantage

The nuclear plant access control and intrusionatiete system market is not dominated by any ventloe. Company believes that it is in a
strong position to compete due to its superiornetdgy and ability to provide a broader scope ofises through its strategic partners. The
Company's experience and reputation as a relialplglier to the nuclear industry and as a systetegator of complex real-time nuclear
plant computer systems (Simulators, Security Systétant Process and Control Computers) gives timep@ny unique access to the
industry.

Sales and Marketing

The Company has provided plant access securitgmmgsto three nuclear power plants in the US. Custsmmclude Carolina Power and Li
and Connecticut Yankee Atomic Power Company. The@oy will market its plant access control systamthe nuclear power and
chemical markets through its direct sales charsadds agents and strategic alliance partners.

Intellectual Property.

The Company depends upon its intellectual propagtyts in its proprietary technology and informati®SE maintains a portfolio of patents,
trademarks (both registered and unregistered),ragig (both registered and unregistered), anchéies. While such patents, trademarks,
copyrights and licenses as a group are of maten@brtance to the Company, it does not considercangypatent, trademark, copyright, or
license to be of such importance that the losxpiration thereof would materially effect any segrmer the Company as a whole. The
Company relies upon a combination of trade sectefsyright, patent and trademark law, contractuarmyements and technical means to
protect its intellectual property rights. GSE dHaites its software products under software licaggeements that grant customers
nonexclusive licenses for the use of its produgtsch are nontransferable. Use of the licensedvsott is restricted to designated computers
at specified sites, unless the customer obtaiiite #icense of its use of the software. Softward hardware security measures are also
employed to prevent unauthorized use of the Conpawftware, and the licensed software is subget#rms and conditions prohibiting
unauthorized reproduction of the software.

The Company has several U.S. patents that weredsauthe 1996 timeframe, none of which (individyalr collectively) have a significant

role in the Company's current business operatiorsccordance with Title 35 U.S. Code Section 1bdse patents have a duration of 20 y

from the filing date of the application, subjectatoy statutory extension, provided they are prgpadintained. The Company believes tha

of the Company's trademarks (especially thoseusathe phrase "GSE Systems") are valid and wik fza unlimited duration as long as t

are adequately protected and sufficiently used. Gbmpany's licenses are perpetual in nature aridvaie an unlimited duration as long as
they are adequately protected and the parties adbéhe material terms and conditio



GSE's registered trademarks include D/3, D/3 D@®BLS TotalVision, and RETACT. Registration is pendior is being considered for ott
relevant trademarks, including GFLOW+, GLOGIC+, GCTIROL+, and GPower+. Some of these trademarks Aeebeen registered in
foreign countries. The Company also claims trad&mights to SimSuite Power, SimSuite Pro, Java Apfibns & Development
Environment (JADE), SimExec, eXtreme I/S, RACS, PAES Plant Surveillance and Diagnosis System, SIM@ista PIN, VPTV, and
VPbatch.

In addition, the Company maintains federal stayutmpyright protection with respect to its softwaregrams and products, has registered
copyrights for some of the documentation and maedhted to these programs, and maintains tradetgerotection on its software
products.

Despite these protections, the Company cannotieetisat it has protected or will be able to protecintellectual property adequately, that
the unauthorized disclosure or use of its intellatproperty will be prevented, that others haveanavill not develop similar technology
independently, or, to the extent it owns pateimiat others have not or will not be able to desiguad those patents. Furthermore, the laws of
certain countries in which the Company's produstssald do not protect its products and intellelgtuaperty rights to the same extent as the
laws of the United State



Industries Served.

The following chart illustrates the approximateqegrtage of the Company's 2001, 2000, and 1999 uegeattributable to each of the
Company's reporting segments:

Industries served

2001 2000 1999
Process 50% 45% 52%
Power 50% 55% 48%
Total 100% 100% 100%

Contract Backlog.

The Company does not reflect an order in backldd iithas received a contract that specifies #rens and milestone delivery dates. As of
December 31, 2001, the Company's aggregate cobtmaktog totaled approximately $21.5 million, w@h0.8 million in contract backlog for
the Power Simulation business and $10.7 milliooantract backlog for the Process Automation busin€ke entire backlog is expected to be
converted to revenue by December 31, 2002. As cEBer 31, 2000, the Company's aggregate contaakidy totaled approximately $2:
million, made up of $14.3 million for the Power Silation business and $8.6 million for the Proceatofation business.

Employees.

As of December 31, 2001, the Company had 256 erepkya 16% decrease from December 2000. The redsietiere primarily associated
with the sale of the VirtualPlant assets and tetdgyand the transfer of certain of the Compangisgnnel in the U.S. and the UK to
Avantium.

Segment Information.
See Note 19, Segment information, in the "NoteSdasolidated Financial Statements"” for a discussfdhe Company's business segments.
RISK FACTORS.

The Company's expense levels are based upon ks&tipns as to future revenues, so it may be ertabddjust spending to compensate 1
revenue shortfall. Accordingly, any revenue shdrtf@uld likely have a disproportionate effect dretCompany's operating results.

The Company's operating results have fluctuatéddrpast and may fluctuate significantly in thaufetas a result of a variety of factors,
including purchasing patterns, timing of new praduand enhancements by the Company and its commgetitnd fluctuating foreign
economic conditions. Since the Company's expensdslare based in part on its expectations asttweuevenues, the Company may be
unable to adjust spending in a timely manner topmsate for any revenue shortfall and such revehasfalls would likely have a
disproportionate adverse effect on operating restilte Company believes that these factors mayedaesmarket price for its common stock
to fluctuate, perhaps significantly. In addition,recent years the stock market in general, andtihges of technology companies in partici
have experienced extreme price fluctuations. Tha@my's common stock has also experienced a rellatw trading volume, making it
further susceptible to extreme price fluctuations.

Risk of International Sales and Operations.

Sales of products and the provision of servicemnbusers outside the United States accountegfworimately 40% of the Company's
consolidated revenues in 2001. The Company antasphat international sales and services williootto account for a significant portion
of its revenues in the foreseeable future. As altighe Company may be subject to certain rigksluiding risks associated with the
application and imposition of protective legislatiand regulations relating to import or export [lilging export of high technology products)
or otherwise resulting from trade or foreign polayd risks associated with exchange rate fluctnatiddditional risks include potentially
adverse tax consequences, tariffs, quotas and lotingers, potential difficulties involving the Cpany's strategic alliances and managing
foreign sales agents or representatives and pateilifficulties in accounts receivable collectidine Company currently sells products and
provides services to customers in emerging mait@i@nies such as Russia, Ukraine, Bulgaria, an€#eeh Republic. The Company has
taken steps designed to reduce the additional ais&sciated with doing business in these countriggshe Company believes that such risks
may still exist and include, among others, gengaditical and economic instability, lack of currgneonvertibility, as well as uncertainty with
respect to the efficacy of applicable legal systeéfgre can be no assurance that these and otttersfavill not have a material adverse ef
on the Company's business, financial conditioresults of operations.

The Company relies on two customers for a substigmirtion of its revenues. The loss of eitherhafsie customers would have a material
adverse effect upon the Company's revenues anlisre§wperations



For the years ended December 31, 2001, 2000, &%) dBe Power Simulation customer (Battelle's Rabibrthwest National Laboratory)
accounted for approximately 17%, 22%, and 13%,eetbgely, of the Company's consolidated revenubs. Hacific Northwest National
Laboratory is the purchasing agent for the Depamtro€Energy and the numerous projects the Compenfprms in Eastern and Central
Europe. For the years ended December 31, 2001, 2000999, one Process Automation customer (Wdsgiuge Savannah River Company)
accounted for approximately 24%, 11%, and 5%, rspy, of our consolidated revenues. If the Complost either of these customers, the
Company's revenue and results of operations wailthdterially and adversely affected.

The Company's business is substantially dependesales to certain industries. Any disruption iesth industries would have a material
adverse effect upon the Company's revenues.

In 2001, 38% of GSE's revenue was from custometisemuclear power industry. The Company will coné to derive a significant portion
of its revenues from customers in the nuclear pamdustry for the foreseeable future. The Compaalyibty to supply nuclear power plant
simulators and related products and services isrtigmt on the continued operation of nuclear pgiaarts and, to a lesser extent, on the
construction of new nuclear power plants. A widegeof factors affect the continued operation amtstruction of nuclear power plants,
including the political and regulatory environmethig availability and cost of alternative meanpaiver generation, the occurrence of future
nuclear incidents, and general economic conditions.

In 2001, 37% of the Company's revenue was fromooosts in the chemicals industry. Accordingly, trer@any's future performance is
dependent to a certain extent upon the demanéhéo€ompany's products by customers in the chenmdabktry. The Company's revenues
may be subject to period-to-period fluctuationa @®nsequence of industry cycles, as well as gedenaestic and foreign economic
conditions and other factors affecting spendingdypanies in the Company's target process indsstrie

The Company's substantial indebtedness could aglyaaffect its financial condition.

The Company has substantial indebtedness. In additimay increase its indebtedness in the fufline. following are important statistics
about the Company and its indebtedness:

On December 31, 2001, the Company had total long-tkebt of $6.7 million, representing 33% of ittatacapitalization.

At December 31, 2001, the Company's available bong base was $5.8 million, of which approximat$8:0 million had been utilized.
The Company's level of indebtedness could have itapbconsequences to the stockholders. For exaibptzuld:

Make the Company more vulnerable to economic dommstu

Potentially limit the Company's ability to withsthnompetitive pressures.

Impair the Company's ability to obtain additionakincing in the future for working capital, capiéadpenditures, acquisitions or general
corporate purposes.

Make the Company more susceptible to the above kiskause borrowings under the Company's credlitfagill bear interest at fluctuating
rates.

If GSE is unable to generate sufficient cash flénws operations in the future the Company may tbebieto repay or refinance all or a
portion of its then existing debt or to obtain dmtdial financing. The Company cannot be sure thgtsach refinancing would be possible or
that any additional financing could be obtainedacoeptable terms.

The Company's debt agreements impose significaaratipg and financial restrictions, which may pirevié from capitalizing on business
opportunities.

GSE's debt agreements impose significant operatidgfinancial restrictions. These restrictions effand in certain cases limit, among other
things, the Company's ability to:

- incur additional indebtedness and liens;

- make capital expenditures;

- make investments and acquisitions and sell gssets

- consolidate, merge or sell all or substantiallyphits assets.

There can be no assurance that these restrictitinsotvadversely affect the Company's ability teaince its future operations or capital ne



or to engage in other business activities that beain the interest of stockholders.

The Company is dependent on product innovationraselarch and development, which costs are incpniedto revenues for new products
and improvements.

The Company believes that its success will deperdrge part on its ability to maintain and enhait€eurrent product line, develop new
products, maintain technological competitivenessraeet an expanding range of customer needs. Thp&uy's product development
activities are aimed at the development and expardits library of software modeling tools, tegrovement of its display systems and
workstation technologies, and the advancement pgdading of its simulation and process control textbgies. The life cycles for software
modeling tools, display system software, procesgroband simulation technologies are variable kangely determined by competitive
pressures. Consequently, the Company will needntirtue to make significant investments in researuth development to enhance and
expand its capabilities in these areas and to @uaiits competitive advantage.

The Company relies upon its intellectual propeigits for the success of its business; howeverstigs it has taken to protect its intellectual
property may be inadequate.

Although the Company believes that factors sudh@sechnological and creative skills of its persginnew product developments, frequent
product enhancements and reliable product maintenare important to establishing and maintainitgcanological leadership position, the
Company's business depends, in part, on its iotabé property rights in its proprietary technolagyd information. The Company relies uj
a combination of trade secret, copyright, patedtteademark law, contractual arrangements and teahmeans to protect its intellectual
property rights. The Company enters into confiddityi agreements with its employees, consultaotsf yenture and alliance partners,
customers and other third parties that are grastedss to its proprietary information, and limitsess to and distribution of its proprietary
information. There can be no assurance, howevat il Company has protected or will be able togotdts proprietary technology and
information adequately, that the unauthorized disate or use of the Company's proprietary inforomawill be prevented, that others have
not or will not develop similar technology or infoation independently, or, to the extent the Compamgs patents, that others have not or
will not be able to design around those patentshEumore, the laws of certain countries in whioh €ompany's products are sold do not
protect the Company's products and intellectugb@rty rights to the same extent as the laws otithitced States.

The industries in which GSE operates are highlymetitive. This competition may prevent the Comp#oyn raising prices at the same pace
as its costs increase.

The Company's businesses operate in highly cormeéivironments with both domestic and foreign petitors, many of whom have
substantially greater financial, marketing and otlesources than the Company. The principal factiesting competition include price,
technological proficiency, ease of system confijara product reliability, applications expertigmgineering support, local presence and
financial stability. The Company believes that cetiton in the simulation and process automatietdf may further intensify in the future

a result of advances in technology, consolidatanmd/or strategic alliances among competitors, asmd costs required to develop new
technology and the increasing importance of softveantent in systems and products. The Companguaslithat its technology leadership,
experience, ability to provide a wide variety ofudimns, product support and related services, @ehitecture and international alliances
allow it to compete effectively in these markets.the Company's business has a significant inferreltcomponent, changes in the value of
the dollar could adversely affect the Company'fitgido compete internationally.

GSE will continue to pursue new acquisitions andtjeentures, and any of these transactions calléraely affect its operating results or
result in increased costs or other problems.

The Company intends to continue to pursue new attguis and joint ventures, a pursuit which wilheame substantial time and resources.
Identifying appropriate acquisition candidates argdotiating and consummating acquisitions can leegthy and costly process. The
Company may also encounter substantial unantiaipadsts or other problems associated with the aedliusinesses. The risks inherent in
this strategy could have an adverse impact on timegany's results of operation or financial conditio

The chemicals and nuclear power industries, twih@iCompany's largest customer groups, are assdaiath a number of hazards which
could create significant liabilities for the Compan

The Company's business could expose it to thirty detims with respect to product, environmentad ather similar liabilities. Although the
Company has sought to protect itself from thesem@l liabilities through a variety of legal anointractual provisions as well as through
liability insurance, the effectiveness of such potibns has not been fully tested. The failure alfumction of one of the Company's systems
or devices could create potential liability for stamtial monetary damages and environmental cleaosis. Such damages or claims could
exceed the applicable coverage of the Companyisanse. Although management has no knowledge ofmahtiability claims against the
Company to date, such potential future claims chalde a material adverse effect on the busineBsancial condition of the Company.
Certain of the Company's products and servicessad by the nuclear power industry primarily inm@per training. Although the Company's
contracts for such products and services typiaaihytain provisions designed to protect the Comgezm potential liabilities associated with
such use, there can be no assurance that the Cgmwpaitd not be materially adversely affected byimkor actions which may potentially
arise.

The Company is controlled by the Company's pringpackholders, whose interests may not be aligmgidthose of the Company's other
stockholders



As of March 8, 2002 ManTech, GP Strategies, the @my's directors and executive officers benefigialbn approximately 47% of GSE's
outstanding common stock. In addition ManTech o@®$§00 shares of Series A preferred stock, whictved into an aggregate of 1,474,
shares of common stock. If fully converted by Madif,@ManTech will beneficially own approximately 3586GSE's outstanding common
stock, and GP Strategies will beneficially own apqimately 17% of GSE's outstanding common stocka™Mech and GP Strategies disclaim
beneficial ownership of all shares, including theabject to option, that are owned by affiliatediviiduals. ManTech has granted GP
Strategies an option to acquire 19,500 shareseo$éries A preferred stock from ManTech. If ManTegércises its option to convert the
Series A preferred stock to common stock, and G&telffies exercises its option to acquire 50% ofthiées A preferred stock held by
ManTech and also converts those shares to comrook, $lanTech will beneficially own approximately%@%nd GP Strategies will
beneficially own approximately 26%, of GSE's outsliag common stock. If these stockholders votettogreas a group, they will be able to
control the Company's business and affairs, inalgidiie election of individuals to the board of diogs, and the outcome of actions that
require stockholder approval including mergersssalf assets, and to prevent, or to cause, a clidmgatrol of the Company.

ITEM 2. PROPERTIES.

The Company's Power Simulation business unit isldpeartered in a facility in Columbia, Maryland (apgmately 53,000 square feet) whi
also houses the Company's corporate headquarf@esodind support functions. The Process Automdtiginess unit is located in a 34,000
square foot facility in Baltimore, Maryland. Theates for both of these facilities expire in 2008.

In addition, the Company leases office space danadigtin Georgia, Louisiana, Texas, Pennsylvahiasth and South Carolina, and
internationally in Japan, and Sweden. The Compeagds these facilities for terms ending betwee 20@ 2004. In March 2001, the lease
for the Company's UK operations was transferrefiMantium as part of the VirtualPlant asset sale.

ITEM 3. LEGAL PROCEEDINGS.

The Company is from time to time involved in legabceedings incidental to the conduct of its bussndhe Company currently is not a pi
to legal proceedings that, in the opinion of mamaget, are likely to have a material adverse efiecthe Company's business, financial
condition or results of operations.

ITEM 4. SUBMISSION OF MATTERS TO A VOTE OF SECURITY HOLDERS.

No matter was submitted to a vote of security hddkiring the quarter ended December 31, 2



PART Il
ITEM 5. MARKET FOR REGISTRANT'S COMMON EQUITY AND R ELATED STOCKHOLDER MATTERS.

The following table sets forth, for the periodsigaded, the high and low sale prices for the Comjsatommon stock reported by the
American Stock Exchange:

2001
Quarter High Low
First $14/5 $11/5
Second $25/9 $1
Third $25/9 $13/5
Fourth $31/9 $15/8
2000
Quarter High Low
First $9 $3
Second $82/3 $3
Third $45/8 $2
Fourth $33/8 $11/ 5

The Company's common stock is listed on the AmariB@ck Exchange, where it trades under the syithdP".

There were approximately 35 holders of record efdbmmon stock as of March 8, 2002. Based upomriretion available to it, the Compe
believes there are approximately 700 beneficiadiéas of the common stock. The Company has nevéargecor paid a cash dividend on its
common stock. The Company currently intends tamdtaure earnings to finance the growth and dgwelent of its business and, therefore,
does not anticipate paying any cash dividendserfaheseeable future on its common stock. The Comnpas issued 39,000 shares of
convertible preferred stock which accrue divideatdan annual rate of 6% payable quarterly. The Gopgxpects to declare and pay such
dividends when due provided such payment is naretise restricted. < The Company believes factoch s quarterly fluctuations in resi
of operations and announcements of new productiébompany or by its competitors may cause thé&eng@rice of the common stock to
fluctuate, perhaps significantly. In addition, acent years the stock market in general, and taeestof technology companies in particular,
have experienced extreme price fluctuations. Tha@my's common stock has also experienced a rellatow trading volume, making it
further susceptible to extreme price fluctuatiofisese factors may adversely affect the market micke Company's common stor



ITEM 6. SELECTED FINANCIAL DATA.

Historical consolidated results of operations aaldihce sheet data presented below, have beendiémve the historical financial statements

of the Company. For information and disclosuresrdipg the Company's business segments, see NoBegment information, in the "Nof
to Consolidated Financial Statements".

Years ended December 3 1,
(in thousands, except per share data) 2001 2000 1999 1998 1997
Contract revenue $ 50,331 $55,715 $66,699 $73,818 $79,711
Cost of revenue 36,381 40,822 41,629

Gross profit 13,950 14,893 25,070

Operating expenses:

Selling, general and administrative 10,857 17,853 22,646 20,345 27,320
Depreciation and amortization 1,375 1,695 1,680 1,768 2,368
Employee severance and termination costs - - - - 1,124
Total operating expenses 12,232 19,548 24,326 22,113 30,812
Operating income (loss) 1,718 (4,655) 744 1,891 (9,427)
Gain (loss) on sales of assets 3,273 (990) - 550 -
Write-down of investment
in Avantium Technologies B.V. (4,605) - - - -
Interest expense, net (886) (687) (450) (350) (765)
Other income (expense), net 406 55 40 326 (1,228)
Income (loss) before income taxes (94) (6,277) 334 2,417 (11,420)
(Benefit from) provision for income taxes (353) 2,537 233 1,020 (2,717)
Net income (loss) $ 259 $(8,814) $ 101 $1,397 $(8,703)
Earnings (loss) per common share: -Basic $0.05 $(1.70) $0.02 $0.28 $(1.72)
-Diluted $0.05 $(1.70) $0.02 $0.27 $(1.72)
Weighted average common shares outstanding:
-Basic 5,217 5,182 5,066 5,066 5,066
-Diluted 5,259 5,182 5,351 5,107 5,066
As of December 31,
2001 2000 1999 1998 1997
Working capital $7,018 $5,522 $8,665 $4,058 $1,646
Total assets 33,674 35,949 43,027 48,743 48,362
Long-term liabilities 7,218 12,390 9,083 3,350 2,369

Stockholders' equity 13,852 8,713 17,170 17,089 15,924



ITEM 7. MANAGEMENT'S DISCUSSION AND ANALYSIS OF FIN ANCIAL CONDITION AND RESULTS OF OPERATIONS.
Results of Operations.

The following table sets forth the results of opierss for the periods presented expressed in timulssaf dollars and as a percentage of
revenues.

Years ended December 31,

2001 % 2000 % 1999 %

Contract revenue $ 50,331 100.0 % $ 55,715 100.0 % $66,699 100.0 %
Cost of revenue 36,381 723 % 40,822 73.3 % 41,629 62.4 %
Gross profit 13,950 277 % 14,893 26.7 % 25,070 37.6 %
Operating expenses:

Selling, general and administrative 10,857 216 % 17,853 32.1 % 22,646 34.0%

Depreciation and amortization 1,375 2.7 % 1,695 3.0 % 1,680 25%
Total operating expenses 12,232 243 % 19,548 35.1 % 24,326 36.5 %
Operating income (loss) 1,718 34 % (4,655) (8.4) % 744 1.1%
Gain (loss) on sales of assets 3,273 6.5 % (990) (1.8) % - 0.0 %
Write-down of investment

in Avantium Technologies B.V. (4,605) (9.1)% - 0.0 % - 0.0 %
Interest expense, net (886) (1.8)% (687) 1.2) % (450) (0.7)%
Other income, net 406 0.8% 55 0.1 % 40 0.1%
Income (loss) before income taxes (94) (0.2)% (6,277) (11.3) % 334 0.5%
(Benefit from) provision for income taxes (353) 0.7)% 2,537 4.5 % 233 0.3%
Net income (loss) $ 259 0.5 % $(8,814) (15.8) % $101 0.2 %

Critical Accounting Policies and Estimates.

As further discussed in Note 2 to the consolidéiteehcial statements, in preparing the Compangarftial statements, management makes
several estimates and assumptions that affectahgp@ny's reported amounts of assets, liabilitegmues and expenses. Those accounting
estimates that have the most significant impadherCompany's operating results and place the sisificant demands on management's
judgment are discussed below. For all of thesecigalj management cautions that future events rdmlglop exactly as forecast, and the |
estimates may require adjustment.

Revenue Recognition on Long-Term Contracts. The @@y uses the percentage-of completion revenugné&ammn methodology to record
revenue under its long-term fixed-price contrantagcordance with the AICPA Statement of Positibfil8"Accounting for Performance of
Construction-Type and Certain Production-Type Garig". This methodology recognizes income as wooggsses on the contract and is
based on an estimate of the income earned toldateincome recognized in earlier periods. The Gombases its estimate of the degree of
completion of the contract by reviewing the relagibip of costs incurred to date to the expecte tatsts that will be incurred on the project.
The Company's project managers are responsiblesfonating the costs to be incurred at the beginofreach project and are responsible for
updating the estimate as the project progressesaigament reviews the status of each project peabgiwith the project managers and
determines whether the cost estimates are reasonfbhanges in the estimated costs to complettbjects are required, the cumulative
impact on the percentage of completion revenueutation is recognized in the period identified. Wbeer evidence indicates that the
estimated total cost of a contract will exceedatal contract value, the Company's operating tesuk charged for the full amount of the
estimated losses immediately. Uncertainties inttéretine performance of contracts include laborilabdity and productivity, material costs,
change order scope and pricing, software modifcagsues and customer acceptance issues. Thailigliaf these cost estimates is critical
to the Company's revenue recognition as a sigmifichange in the estimates can cause the Compangisue and related margins to change
significantly from the amounts estimated in thdyeatages of the project.

Capitalization of Computer Software Development&o® accordance with SFAS 86 "Accounting for @msts of Computer Software to Be
Sold, Leased, or Otherwise Marketed", the Compamytalizes computer software development costsrirdwafter technological feasibility
has been established, but prior to the releadeecfadftware product for sale to customers. Onceithéuct is available to be sold, the
Company begins to amortize the costs over the astiinuseful life of the product, which normally gas from three to five years. At
December 31, 2001, the Company has net capitadiaitdbare development costs of $3.8 million. On anual basis, the Company assesses
the recovery of the unamortized software compubstschby estimating the net undiscounted cash fexpected to be generated by the sale of
the product. If the undiscounted cash flows aresnéficient to recover the unamortized softwaretgtise Company will write-down the
investment to its estimated fair value based onréutliscounted cash flows. The excess of any urtamadrcomputer software costs over the
related net realizable value is written down anargld to income. Significant changes in the salejggtions could result in an overstatement
of the net realizable value of the capitalizedwafe that is reported on the Company's balancd.shee

Deferred Income Tax Valuation Allowance. Deferredame taxes arise from temporary differences bettlee tax bases of assets and
liabilities and their reported amounts in the fio@hstatements. As required by SFAS 109 "Accounfor Income Taxes", management
makes an annual assessment of the realizabilifyso€ompany's deferred tax assets. In making #ssssment, management consi



whether it is more likely than not that some orddithe deferred tax assets will not be realizdtk Tltimate realization of deferred tax asse
dependent upon the generation of future taxablenrecduring the periods in which those temporarfedéhces become deductible.
Management considers the scheduled reversal ofrddftax liabilities and projected future taxabieame of the Company in making this
assessment. A valuation allowance is recordeddocesthe total deferred income tax assets toét&zeble value. At December 31, 2001, the
Company's deferred tax assets related primarityWoS. net operating loss carryforward of $13.8iamlwhich can be utilized over the next
twenty years. Management believes it is more likkegn not that the Company will generate suffictamtible income to recover $1.6 million
of its deferred tax asset. The recovery of the reimg net deferred tax asset is significantly lesgain and, accordingly, the Company has
established a valuation allowance for the balarides deferred tax assets of $4.9 million. If maeagnt's estimates of future taxable income
are overstated, the amount of the net deferredgasts on the Company's balance sheet could betatesl. Additionally, if the Company is
able to realize higher taxable income the valuagibmwance could be reduced.

Comparison of 2001 to 2000.
Contract Revenue. Total contract revenue was $80ldn and $55.7 million for the years ended Debem31, 2001 and 2000, respectively.

The Process business unit's revenue was $25.@mitli2001 compared with $25.2 million in 2000.Hdugh the decrease was only .8%, the
overall composition of the revenues changed sicgifily. The Company sold its unprofitable Belgiabsidiary, GSE Process Solutions N
on November 30, 2000 to Newton Beheer B.V. of tie¢herlands, and sold its VirtualPlant technologg assets on March 6, 2001 to
Avantium International B.V. ("Avantium"). For theegrs ended December 31, 2001 and 2000, Processssvimcluded $507,000 and $7.6
million, respectively, for these two divested besises. Included in the 2000 Process revenue wasrilon from the sale of licenses for
five of GSE's software products to Avantium in kedyy, including the object and source codes, itamge for an equity interest in
Avantium. In addition, the Company recorded reveoiu®l.3 million for time and material work comp@dtfor Avantium. Excluding the
revenue for these divested businesses, the Prbasieess unit's revenue increased $6.9 millio3986, in 2001 as compared to 2000. The
increase in Process' continuing business revermaiisly attributable to several significant ordegseived from Westinghouse Savannah
River Corporation. In 2001, revenues generated frnark performed for Westinghouse Savannah RivepGeattion totaled 48% of total
Process revenues, versus 25% in 2000.

The Power business unit revenue decreased 16.2@0h from $30.5 million in 2000 to $25.3 milliom 2001. The decrease in revenue is
attributable to the completion of several largeinational projects in 2001 and fewer upgradesifaulators in the United States in 2001 as
compared to 2000.

Gross Profit. Gross profit totaled $14.0 milliorY (2% of revenue) for the year ended December 311,285 compared with $14.9 million
(26.7% of revenue) for the year ended Decembe?@10). The gross profit and gross profit margins2@@0 reflect the software licenses sold
to Avantium in the first quarter 2000. Excluding thross profit from the sale of software licenge8vtantium, the gross profit margin for
2000 was 22.7%. This increase in gross profit nmairg2001 was due to the following:

- The restructuring of the Process business urd®®0 and 2001, including the sale of the CompaBglgian subsidiary in late 2000 and the
VirtualPlant assets and technology in the firstrepra2001,

- The outsourcing of the Process manufacturingfakeoperation, and
- Personnel reductions.
In December 2000, a $710,000 provision was recofaleckertain Process inventory to adjust its caigyalue to net realizable value.

Selling, General and Administrative Expenses. Sgllgeneral and administrative ("SG&A") expenséaléal $10.9 million in 2001 (21.6%
revenue), a 39.1% decrease from the $17.9 milB@x0 of revenue) for 2000. The decrease in SG&kats reduced sales, marketing and
corporate administration headcount, and lower estarch and product development expenditures ("R&d3"discussed below.

Gross R&D totaled $1.6 million in 2001 versus $8\#lion in 2000; capitalized software developmeasts totaled $809,000 in 2001 versus
$1.9 million in 2000; and net R&D, expensed anduded in SG&A, was $827,000 in 2001 versus $1.Tionilin 2000. The Company's R&
expenditures were reduced significantly in 2001 wuthe sale of the VirtualPlant business in Ma06b1 ($1.0 million was spent on
VirtualPlant R&D in 2000) and the completion ofeékrmajor development projects: VPbatch, the Winddiwwersion of its FlexBatch
Recipe and Process Management software; initiativésprove product ease of use of SimSuite Pro(Titd)process simulation product; and
the release of version 10.2 of the D/3 Distribuashtrol System in December 2000. R&D expenditune2G01 were mainly related to
improvements in the process control module folRhecess D/3 system and the development of a higlfehility server system.

Depreciation and Amortization. Depreciation expesms®unted to $706,000 and $1.2 million during tharg ended December 31, 2001 and
2000, respectively. The decrease in depreciati@®@1 is primarily due to disposals of fixed assstshe Company restructured its operat
and divested certain businesses.

Amortization of goodwill was $669,000 and $528,@0ing the years ended December 31, 2001 and 28§@ectively. The increase in
amortization in 2001 reflects the increase in godidine to payments made for contingent considerator prior year acquisition



Operating Income (Loss). The Company had operaticgme of $1.7 million (3.4% of revenue) for theayended December 31, 2001, as
compared with an operating loss of $4.7 millior#8.0f revenue) for the year ended December 31,.2000

Excluding the operating results of the divestedrmsses, the Company's operating income for thegreded December 31, 2001 was $2.2
million compared with a loss of $988,000 for th@yended December 31, 2000. The Company attrilitstesisiness restructuring initiatives
for the improvement in operating income of its rémray businesses.

Gain (loss) on Sales of Assets. On March 6, 2084 Qtompany sold its VirtualPlant business technokogd assets to Avantium. GSE
received 8% of Avantium's stock, thus increasisditldings in Avantium to approximately 19%, andognized a gain on the sale of $3.3
million, before income taxes. This gain was deteedibased on the estimated fair market value ofAttamtium stock received, based on an
independent appraisal, less the book value ofgketa sold, approximately $700,000 in severands payable to certain former employees
of VirtualPlant that were not hired by Avantiumdasther transaction expenses.

The loss on sale of assets in 2000 reflects thpneetax loss realized on the disposition of GS&cEss Solutions NV, the Company's Belgian
subsidiary. This sale and related loss is describex fully under Note 18, Acquisitions and dispiosis, in the "Notes to Consolidated
Financial Statements".

Write-down of Investment in Avantium InternatioraV. On February 7, 2002, Avantium completed agévplacement round of financing
which resulted in 20 million Euros in new capitatahe conversion of 11 million Euros of convesiblebt. The equity issuance and debt
conversion diluted GSE's ownership in Avantium 1%6. The estimated fair market value of Avantiunfofwing the financing was $47.4
million. Accordingly the Company concluded thatsthiansaction was evidence of "an other than teampatecline" in the fair value of its
investment in Avantium. Thus, in the fourth qua2601, the Company wrote down its investment inrtivam to $2.9 million and recognizi
a $4.6 million pre-tax charge.

Interest Expense, Net. Net interest expense inede@ms$886,000 for the year ended December 31,,2a86h $687,000 in 2000. A reduction
in the Company's bank debt interest expense dtieteeduction in interest rates in 2001 (the Corg[sainterest rate was 9.5% in December
2000 versus 5.5% in December 2001) and a reduittitite average bank debt outstanding ($7.3 millieerage for the twelve months ended
December 31, 2000 versus $5.3 million averagehferttwelve months ended December 30, 2001) was thareoffset by an increase in the
interest expense incurred on the Company's sulatatirdebt due to ManTech. The average subordiniaeidoutstanding increased from
$250,000 in 2000 to $3.5 million in 2001. In adulitj interest income earned by the Company's Swedissidiary decreased from $219,000
in 2000 to $78,000 in 2001.

Other Income (Expense), Net. For the year ende@mber 31, 2001, other income (expense), net insltlereceipt of a $147,000 equity
distribution from the Company's liquidated Jointee in China (this investment was written offiprior year) and foreign currency gains.

For the year ended December 31, 2000, the Companyred $55,000 of foreign currency gains.

Provision for Income Taxes. The Company recordetheome tax benefit of $353,000 in 2001. This biéngimainly the result of a decrease
in the valuation allowance for the Company's defdincome tax assets. The allowance was decreaseljuist the net deferred tax asset ti
amount that management believes will more likeBnthot be realized. The difference between thetstat U.S. tax rate and the Company's
effective rate for 2001 was primarily due to thawhe in the deferred tax asset valuation reserddaarign taxes.

The Company recorded a tax provision of $2.5 niliio 2000. This provision is mainly the result ofiacrease in the valuation allowance for
the Company's deferred income tax assets. The atlogvwas increased to reduce the total deferredstset to an amount that management
believed was more likely than not to be realizeke difference between the statutory U.S. tax ratethe Company's effective rate for 2000
was primarily due to the change in the deferredasset valuation reserve and foreign taxes.

Comparison of 2000 to 1999.
Contract Revenue. Total contract revenue was $88lion and $66.7 million for the years ended Debem31, 2000 and 1999, respectively.

The Process business unit's revenues decreaséidgniflion, or 27.2%, to $25.2 million in 2000 fro$34.6 million in 1999. Beginning in
the second half of 1999, the Process businesexpérienced an order slowdown as customers posipatditional investments in their
process control systems, pending the resolutior2éf date issue concerns. This order slowdown caoetihinto 2000 as customers either
spent their capital funding on other projects (giso much money was spent on upgrading the preoessl systems in 1998 and 1999) or
were faced with tougher economic conditions in 2(pecially customers in the chemical industryjciliorced them to cut back on their
overall capital spending. Included in the 2000 Bsscrevenue was $2.9 million from the sale of Besrfor five of GSE's software product:
Avantium International B.V. ("Avantium") in Februarincluding the object and source codes, in exghdor an equity interest in Avantium.
See Note 3, Investment in Avantium International.Bin the "Notes to Consolidated Financial Statete&for a discussion of this
transaction.

The Power business unit revenue decreased by $flighpor 5.0%, to $30.5 million in 2000 from $32million in 1999, primarily due to
lower nuclear simulation upgrade orders from Japam@@d Eastern European custom



Gross Profit. In large part due to the lower revanim 2000, gross profit declined to $14.9 millinr2000 (26.7% of revenue) from $25.1
million in 1999 (37.6% of revenue). The decreasgrss profit as a percentage of revenue is dtfeetfollowing:

In 1999, the Process business benefited from custooncerns about the Y2K issue and their efforigigrade their D/3 systems to Y2K
compliant versions. Upgrade projects typically hkss hardware and instrumentation components (loveegined items as these are
typically "pass-through” purchases) and more liediegs and application engineering work which Hageer margins. In 2000, a higher
percentage of the revenues were generated throaghianance, time and material, spares and traintrigh have lower margins than the
upgrade projects. Capitalized software amortizatieneased from $1.8 million in 1999 to $2.2 mitlim 2000 due to the completion in 1999
of the NT platform conversion of the D/3 Distribdt€ontrol System, the release of version 10.1 ®fF8 product in July 2000, and the
completion of several upgrades to the SimSuiteSrftware in July 2000 and the initiation of the atization of the related capitalized costs.
A $710,000 provision was recorded in December Z00@ertain Process inventory to adjust its caigyialue to net realizable value.

Selling, General and Administrative Expenses. Sgllgeneral and administrative ("SG&A") expenséaléal $17.9 million in 2000 (32.1%
revenues), a 20.8% decrease from 1999 expens@2df Biillion (34.0% of revenues). Other than changeaesearch and developments
costs, which decreased $1.2 million and are digtlbglow, the decrease in SG&A is attributable to:

Fewer sales and marketing personnel and traved aogite Process business unit due to the restimgtaf this business.

Lower sales commissions due to lower Process bssineit orders.

A reduction in corporate personnel.

The completion in 1999 of the Company's internakKX®mpliance program for which an outside consulteas utilized as project manager.
A reduction in recruiting and relocation costs efuty hired personnel.

The completion in 1999 of the amortization of tlostoof the warrants issued to ManTech and GP $iestén 1998 in consideration of
guarantees issued by these companies for GSEIs fereitity .

These reductions were somewhat offset by the fiatiaof a marketing program in 2000 which was desijto promote the benefits of
VirtualPlant, and the products and services astatiaith the Company's affiliation with Avantiune, tnajor customers around the world.

Gross research and product development expenditees$3.6 million (6.5% of revenue) and $5.4 miili(8.1% of revenue) for the years
ended December 31, 2000 and 1999, respectivelthe3e expenditures, $1.9 million in 2000 and $2lbam in 1999 were capitalized. Thus,
net research and development ("R&D") costs includesklling, general and administrative expensegé.7 million and $2.9 million
during the years ended December 31, 2000 and 1898ectively. The reduction in R&D spending reféeitte completion of the conversior
Process' D/3 Distributed Control System to the bBoft Windows NT platform (Version 10.0, which imdiuced the new platform, was
released in October 1999) and a reduction in peedaas part of the Process business restructurimg Company's R&D spending continued
to be reduced in 2001 due to the sale of the MPfaat business in March 2001 ($1.0 million wasrgmm VirtualPlant R&D in 2000) and the
restructuring of the Process business unit.

In 2000, the Company completed the developmerntsdfiPbatch product, which is the Windows NT versibiits FlexBatch Recipe and
Process Management software, and completed théogevent of version 10.2 (released in Decemberhef@ompany's D/3 Distributed
Control System. In addition, the Company contindedelopment initiatives to improve the product eafsese of its process simulation
products and to create a set of software simuldtols for fossil power utilities.

Depreciation and Amortization. Depreciation expess®unted to $1.2 million and $1.3 million durifgetyears ended December 31, 2000
and 1999, respectively.

Amortization of goodwill was $528,000 and $388,@0ing the years ended December 31, 2000 and 189%ectively. The increase in
amortization reflects the increase in goodwill dn@ayments made for contingent consideration fimr fyear acquisitions.

Operating Income (Loss). The Company incurred aratpng loss of $4.7 million (8.4% of revenue) foe year ended December 31, 2000,
compared with operating income totaling $744,000%d of revenue) in 1999. The decrease reflectothier revenues in 2000 coupled with
the reduction in Process gross margin percentapeoduct mix as discussed above, the increasagitatized software amortization in 2000,
the provision for write-down of Process inventapd the investments made by the Company in develdfs VirtualPlant marketing and
business strategy.

Gain (Loss) on Sales of Assets. The loss on sdlassets in 2000 reflects the net pre-tax losszeglbon the disposition of GSE Process
Solutions NV, the Company's Belgian subsidiaryhia fourth quarter. This sale and related loss serilged more fully under Note 18,
Acquisitions and dispositions, in the "Notes to €alidated Financial Statements".

Interest Expense, Net. Interest expense increas@&7,000 in 2000 from $450,000 in 1999. Thiséase is attributable primarily to .



increase in the Company's borrowings under itsdfneredit made during the period to fund workirapital requirements.
Other Income, Net. Other income was $55,000 in 2@06us $40,000 in 1999, resulting from recognia@iency transaction gains.

Provision for Income Taxes. In 2000, the Compampréed a tax provision of $2.5 million. This prdeis is mainly the result of an increase
in the valuation allowance for the Company's def@tax assets. The reserve was increased to réuitatal deferred tax asset to an amount
that management believed was more likely thanmbetrealized. The difference between the statuto8y tax rate and the Company's
effective rate for 2000 is primarily due to the oba in the deferred tax asset valuation allowanckfareign taxes. The difference between
the statutory U.S. tax rate and the Company's &ffecate for 1999 was primarily the effect of figpe operations taxed at different rates, state
taxes, and adjustments to the prior year tax piavis

Liquidity and Capital Resources.

As of December 31, 2001, GSE had cash and cashadepnis of $2.0 million versus $1.5 million at Detdger 31, 2000 and $2.7 million at
December 31, 1999.

Cash from operating activities. Net cash providgaperating activities was $1.9 million for the yeaded December 31, 2001. In 2001, the
$4.6 million pre-tax loss on the write-down of iempany's investment in Avantium was a non-mondtarnsaction as was the $3.3 million
gain on the sale of the VirtualPlant technology asskets. Significant changes in the assets antitiesbof the Company in 2001 included:

A $3.3 million increase in billings in excess ofeaues earned. The increase reflects significatgremreceived from two Process custome
the third quarter 2001 that allowed GSE to invdiee customer in full prior to the work being contpli

A $5.1 million reduction in accounts payable, aecteompensation and accrued expenses. Due to thpa®y's improved operating cash
flow in 2001 and additional subordinated borrowifigen ManTech, the Company was able to reduceutstanding payables and was cur
with its vendors at December 31, 2001.

Net cash used in operating activities for the yated December 31, 2000 was $4.5 million. The 82li8&n revenue from the licensing
software to Avantium in the first quarter 2000 ktleange for an equity stake in Avantium was a hamatary transaction. Significant
changes in the Company's assets and liabiliti@®@® included:

A $1.9 million reduction in contract receivablesigthwas mainly related to the decline in overallenaues.

A $1.6 million reduction in inventories. In 1998gtProcess stockroom inventory increased approglmn$650,000 principally due to
purchases of large supplies of various PC boand2000, this inventory decreased approximately $8@Das the Company made a concerted
effort to reduce on-hand inventory. The balancthefdecrease is due to a $710,000 provision faeexand slow moving inventory.

A $1.6 million reduction in billings in excess @vwenues earned due to the lower business volu2@0i.

For the year ended December 31, 1999, net caslidecblay operating activities was $2.6 million. Sfgrant changes in the Company's as:
and liabilities in 1999 included a $4.4 million tedion in contract receivables partially due to imgements in internal collection processes; a
$1.9 million reduction in accounts payable and aedrexpenses; and a $3.3 million reduction inrighiin excess of revenues earned.

Cash used in investing activities. Net cash usedviesting activities for the year ended Decemider2B01 was $2.4 million, including $1.1
million in cash payments for acquired business889%00 of contingent consideration for a priorryaaquisition and $491,000 for notes
payable related to two prior year acquisitions); B800 of capital expenditures, and $809,000 oitakged software development costs.

For 2000, net cash used in investing activities $&8 million, including $658,000 in cash paymeotsacquired businesses ($598,000 of
contingent considerations for prior year acquissioand $60,000 for notes payable related to & pear acquisition), $472,000 of capital
expenditures, $1.9 million of capitalized softwdeelopment costs, and $261,000 in connection th@hdisposition of the Company's
Belgium subsidiary.

For 1999, net cash used in investing activities $/44 million, comprised of $2.5 million of capiizdd software development costs, $1.4
million of capital expenditures, and $930,000 islcpayments for acquired businesses ($300,000éavittech acquisition in 1999, $530,0
for contingent considerations for prior year aciioiss, and $100,000 for notes payable relatedpgoa year acquisition) partially offset by
the receipt of $731,000 from Keane, Inc. as firmirpent on the 1998 Erudite sale. The decreasepitatiaed software costs reflects the
completion of the conversion of the Process Autémndbusiness' D/3 Distributed Control System toNtierosoft Windows NT Platform.
Included in the 1999 capital expenditures was $BUBpf assets purchased from BatchCAD Limited, @addrKingdom-based supplier of
batch process development and design consultimgcesrand simulation software tools.

Cash provided by financing activities. Cash progithg financing activities was $1.1 million for thiear ended December 31, 2001. GSE
reduced its borrowings under its bank line of dredR001 by $4.3 million to a total of $5.0 milioHowever, in 2001 the Company amended
its $1.8 million subordinated promissory note toriflach to increase the amount to $3.9 million, &sdéd a second subordinated promis



note to ManTech for $1.0 million. Accordingly, tmpany increased its subordinated borrowings ftenTech by $3.4 million in 2001 to
a total of $4.9 million. In December 2001 ManTetdcted to covert the $3.9 million subordinated pissory note into Series A preferred
stock, as permitted by the note. In 2001, the Cawatered into three contracts with a custometHerease of certain hardware and
software under 36-month leases and assigned thegrday due under these sales-type leases to gtnidfinancing company, receiving
proceeds of $2.2 million. The Company also gendr&83,000 from the conversion of employee stockoogt In 2001, $29,000 of cash
collateralized letters of credit expired, and thsttcollateral was released.

Cash provided by financing activities was $6.6 imrillin the year ended December 31, 2000. The Comipaneased its borrowings under its
bank line of credit in 2000 by $3.0 million to aabof $9.3 million. In addition, the Company isduee subordinated promissory note to
ManTech that allowed it to borrow up to $1.8 mitliat an interest rate of prime plus one perceribegember 31, 2000 the Company had
borrowed $1.6 million. The Company entered into twatracts with a customer for the lease of cettailware and software under 36-
month leases; the Company received $1.1 milliomwugssignment of the payments to a third party iirepcompany. The Company also
generated $500,000 from the sale of stock to ManBed an additional $42,000 from the exercise gileyee stock options. In 2000,
$202,000 of cash collateralized letters of credjtied and the cash collateral was released.

Cash provided by financing activities was $2.0 imiillin the year ended December 31, 1999. The asgighof two long-term customer sales-
type lease contracts to a finance company gene#@ddmillion cash, which was partially offset lhetpaydown of the Company's credit li
($.5 million), repayments under capital lease ailmns ($143,000) and the deposit of $735,000arank account for which the balance was
used to collateralize two of the Company's outstamtetters of credit.

Credit Facilities.

The Company has a $10.0 million credit facility lwé bank which matures on March 23, 2003. The tfadility provides for borrowings up
to a total of $10.0 million to support working cegbineeds and foreign letters of credit. At Decenfife 2001, the Company's available
borrowing base was $5.8 million, of which approxietg $5.0 million had been utilized. The creditifiag requires the Company to comply
with certain financial ratios and precludes the @any from paying dividends and making acquisitibagond certain limits without the
bank's consent. At December 31, 2001, the Compasyimvcompliance with the bank covenants. See Natéong-term debt, in the "Notes
to Consolidated Financial Statements" for additiaiedails about this line of credit.

In 2000, the Company issued a demand promissog/todflanTech that allowed the Company to borrovoupl.8 million at an interest rate
of prime plus one percent. In addition, ManTechvjited $1.8 million in standby letters of creditttee Company's bank as additional
collateral for the Company's credit facility. In 2001, ManTech agreed to allow the Company'shkardraw upon ManTech's $1.8 million
letter of credit which supported the Company's itfedility, thus paying down a portion of the Coamy's bank debt in exchange for
additional subordinated debt in the Company. Acicmylgt, the Company's promissory note to ManTech aragnded to increase the amount
to $3.9 million. The amended note permitted ManTectonvert the principle amount of the note int®8ESSeries A convertible preferred
stock at a conversion rate of $100 per share. Tdregany determined that the conversion of this debhot constitute a beneficial
conversion.

ManTech elected to convert its subordinated delid@cember 5, 2001. The Series A convertible pretestock has no voting rights and b
dividends at the rate of 6% per annum payable gogrDividends will accumulate if not paid quatyeand compounded interest will accrue
on any unpaid dividends. ManTech at its discretiaa the right to convert each share of Series Aexible preferred stock into GSE
common stock at a purchase price of $2.645 peesitany time after a one-year holding period ftbendate of issuance. At the end of the
third year from the date of issuance, the Seriesrvertible preferred stock automatically converte GSE common stock. Prior to
ManTech's conversion of the Series A convertibdelsto common stock, GP Strategies has the opti@atquire 50% of the Series A
convertible preferred stock for $1,950,000 from Nech.

At a special shareholder's meeting on August 2120@ Company's shareholders approved an amendontiret Certificate of Incorporation
increasing GSE's authorized common stock by 10aniBhares to a total of 18 million shares. Witis thew authorization of common stock,
the Company intends to reserve 1,474,480 shargbdaronversion of the ManTech convertible preféstck discussed above. In addition,
the Company issued 522,611 shares on Decembef@1,i2 conjunction with a fixed price rights offiegi described below.

On June 25, 2001, the Company issued an additiorsglicured promissory note to ManTech that allolwedXompany to borrow up to $1.0
million at an interest rate of prime plus one patc&@he Company used the loan proceeds for workapital purposes. The note is
subordinated to the Company's credit facility. dndary 2002, the Company repaid ManTech $250,008,%86,000 of interest and expect
pay the balance of the loan before the end ofdhersd quarter 2002.

On October 25, 2001, the Company filed a finalstrgtion statement with the SEC for a fixed prights offering which became effective on
October 29, 2001. In early November, the Compasiriluted to non-affiliated holders of its commaock, based on an October 26, 2001
record date, subscription rights to purchase amfthitishares of common stock at a subscription @fi&2.53 per share. Each non-affiliated
holder of its common stock received .711 subsanptight for each share held as of the record &tareholders had until the expiration date
of December 21, 2001 to subscribe to the offer@igthe total 2,219,701 shares available, 522,6 Ateshwere subscribed. The proceeds to
GSE totaled $1.3 million prior to fees and expenstted to the offering of approximately $139,00he Company received the cash
proceeds from its escrow agent in January 2002 pfbeceds were used for a partial repayment o$thmillion loan from ManTech
discussed above and working capital requirem



Other. The following summarizes the Company's @mttral cash obligations at December 31, 2001, lameéffect these obligations are
expected to have on its liquidity and cash floviuture periods:

Payments Due by Per iod
(in thousand s)

Contractual Cash Total Less than 1-3 Years 4-5Years After5
Obligations 1 year Years
Long Term Debt $ 4,988 - $ 4,988
Related Party Debt $1,100 $1,027 $37 $ 36
Operating Leases $8,671  $1,593 $ 2,600 $2,568 $1,910
Other Long Term $ 240 $ 240
Obligations
Total Contractual $14,999  $2,860 $ 7,625 $2,604 $1,910

Cash Obligations

As of December 31, 2001, the Company was contigéable for four letters of credit totaling $5@00. All of these letters of credit
represent payment bonds on contracts and havedasarcollateralized.

Due to the Company's cash situation at the en®@@®2GSE experienced some difficulties in procusogplies from its vendors for business
operations. In January 2001, the Company entetedaipurchasing arrangement with ManTech wherebgTdah dealt directly with some
the Company's vendors, ordered the supplies nesttbtlad the products shipped per the Companytsiatisins. Purchases under this
agreement totaled $843,000 for the year ended Dieee®1, 2001. This purchasing arrangement terminatdune 2001, and the Company
has no outstanding obligations to ManTech, in cotiae with this purchasing arrangement as of Decarilti, 2001.

The Company has undertaken a number of initiatieegrg 2000 and 2001 to improve operating results@sh flows. Management believes
the initiatives undertaken will enable the Comptmynaintain compliance with the bank financial aoaets as well as provide sufficient cash
flow to meet the Company's obligations as they bexdue. However, the Company's liquidity can bec#d by any of the following
significant risk factors:

The Company's business is substantially dependesales to the nuclear power industry (38% of rereein 2001) and the chemicals indus
(37% of revenue in 2001). Spending by companidbase targeted industries is subject to periodetisg fluctuations as a consequence of
industry cycles, economic conditions , politicatlargulatory environments and other factors.

The Company relies on two customers, Battelle'sfiedtorthwest National Laboratory (17% of reverine2001) and Westinghouse
Savannah River Company (24% of revenue in 2001 ) fubstantial portion of its revenues. The Idsstber of these customers would have
a material adverse effect upon the Company' liggidi

Sales of products and the provision of servicemnbusers outside the United States accountegfwogimately 40% of the Company's
revenue in 2001. Thus, the Company is subjecsia rassociated with the application and impositibprotective legislation and regulations
relating to import or export or otherwise resultingm trade or foreign policy.

Foreign Exchange.

A portion of the Company's international sales nexehas been and may be received in a currency thidne the currency in which the
expenses relating to such revenue are paid. Wheagssary, the Company enters into forward exchaoggacts, options and swap as hedges
against certain foreign currency commitments togleeits foreign currency risk.

New Accounting Standards.

Effective January 1, 2001, the Company adopted it of Financial Accounting Standards No. 133;c@unting for Derivative

Instruments and Hedging Activities," and No. 13&¢tAunting for Certain Derivative Instruments andt@ie Hedging Activities." These
statements required that an entity recognize aiVdives as either assets or liabilities in thetestnent of financial position and measure those
instruments at fair value. The adoption of thesadards, including the valuation of derivative iastents outstanding on the effective date,
did not have a material impact on the Company'salifated financial statements.

On July 20, 2001 the FASB issued Statement No. "Blisiness Combinations," and Statement No. 142pdwill and Other Intangible
Assets." Statement 141 requires that all businesdbmations be accounted for under a single me-- the purchase method. Use of



pooling-of-interests method no longer is permittethtement 141 requires that the purchase methaddzkfor business combinations
initiated after June 30, 2001. Statement 142 reguiat goodwill no longer be amortized to earnibgs instead be reviewed for impairment
at least annually. The amortization of goodwill @emupon adoption of the Statement by the Compadaouary 1, 2002.

In October 2001, the FASB issued Statement No. 'Wekounting for the Impairment or Disposal of Lehiyed Assets.” The provisions of
this statement are effective for fiscal years beigig after December 14, 2001. The Company doesxyuxct the adoption of this standard to
have a material impact on the Company's consolidf&tancial statements.

Other Matters.

To date, management believes inflation has nothaterial impact on the Company's operati



ITEM 7A. QUANTITATIVE AND QUALITATIVE DISCLOSURES A BOUT MARKET RISK.

The Company's market risk is principally confinecchanges in foreign currency exchange rates. Duhia year ended December 31, 2001,
2% and 3% of the Company's revenues were from actstiwvhich permitted payments in a currency othan 1J.S. Dollars, principally
Swedish Krona and Japanese Yen, respectively.ditiaa, during the year ended December 31, 2001pb8e Company's expenses were
incurred in Swedish Krona. The Company's exposufereign exchange rate fluctuations arises in frarh intercompany accounts in whic
costs incurred in one entity are charged to othéties in different foreign jurisdictions. The Cpany is also exposed to foreign exchange
rate fluctuations as the financial results of atkign subsidiaries are translated into U.S. dellarconsolidation. As exchange rates vary, t
results when translated may vary from expectateonsadversely impact overall expected profitahility

The Company is also subject to market risk rel&tettie interest rates on its existing line of crefls of March 29, 2002, such interest rates
are based on the prime rate plus 75 basis- points.

As of December 31, 2001, $6.0 million of the Compsudebt was subject to variable interest rates0® basis-point change in such rates
during the year ended December 31, 2001 would bharged the Company's interest expense by appriin®2,000
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Independent Auditors' Report

The Board of Directors and Stockholders
GSE Systems, Inc.:

We have audited the accompanying consolidated balsineets of GSE Systems, Inc. and subsidiaries@acember 31, 2001 and 2000, and
the related consolidated statements of operatamprehensive income (loss), changes in stockihsldquity and cash flows for the years
then ended. These consolidated financial statenaeatthe responsibility of the Company's managentunt responsibility is to express an
opinion on these consolidated financial statemeased on our audit.

We conducted our audits in accordance with auditagdards generally accepted in the United StdtAsnerica. Those standards require
that we plan and perform the audit to obtain reabtmassurance about whether the financial statsnaes free of material misstatement. An
audit includes examining, on a test basis, evidsnpporting the amounts and disclosures in then6ig statements. An audit also includes
assessing the accounting principles used and &ignifestimates made by management, as well asairgj the overall financial statement
presentation. We believe that our audits providesaonable basis for our opinion.

In our opinion, the consolidated financial statetegaferred to above present fairly, in all matenégpects, the financial position of GSE
Systems, Inc. and subsidiaries as of December(1, and 2000, and the results of their operatiodstlaeir cash flows for the years then
ended in conformity with accounting principles getly accepted in the United States of America.

/ sl KPMG LLP
Bal ti more, Maryl and
March 15, 2002



REPORT OF INDEPENDENT ACCOUNTANTS

To the Board of Directors
and Stockholders of GSE Systems, Inc.:

In our opinion, the consolidated statements of ajp@ns, of comprehensive income (loss), of chamyesockholders' equity and of cash flo
for the year ended December 31, 1999 (appearimagas F-3 through F-30 of the GSE Systems, Incl 20ual Report on this Form 1K
present fairly, in all material respects, the resaf operations and cash flows of GSE Systems.and its subsidiaries for the year ended
December 31, 1999, in conformity with accountingpgiples generally accepted in the United StateSroérica. These financial statements
are the responsibility of the Company's managenoemtresponsibility is to express an opinion orséh&nancial statements based on our
audit. We conducted our audit of these statemaragscordance with auditing standards generallyedan the United States of America,
which require that we plan and perform the audatitain reasonable assurance about whether thecfalastatements are free of material
misstatement. An audit includes examining, on tildasis, evidence supporting the amounts and diss in the financial statements,
assessing the accounting principles used and &igntfestimates made by management, and evaluagnaverall financial statement
presentation. We believe that our audit providesagonable basis for our opinion. We have not addhe consolidated financial statements
of GSE Systems, Inc. for any period subsequenteitehber 31, 1999.

/sl Pricewat erhouseCoopers LLP

McLean, Virginia
February 29, 2000



PART | - FINANCIAL INFORMATION
Item 1. Financial Statements
GSE

(in

Current assets:
Cash and cash equivalents
Restricted cash
Contract receivables

Proceeds of rights offering held by escrow age

Inventories
Prepaid expenses and other current assets
Deferred income taxes

Total current assets

Investment in Avantium International B.V.
Property and equipment, net

Software development costs, net
Goodwill, net

Deferred income taxes

Restricted cash

Other assets

Total assets

LIAB
Current liabilities:
Current portion of long-term debt
Accounts payable
Accrued expenses
Accrued compensation and payroll taxes
Billings in excess of revenue earned
Accrued warranty reserves
Income taxes payable
Other current liabilities

Total current liabilities

Long-term debt
Accrued warranty reserves

Total liabilities
Commitments and contingencies

Stockholders' equity:

Common stock $.01 par value, 18,000,000 shares
outstanding 5,741,138 in 2001 and 8,000,00
issued and outstanding 5,193,527 in 2000

Series A convertible preferred stock $.01 par
shares issued and outstanding 39,000 in 20

Additional paid-in capital
Retained earnings (deficit) - at formation

Retained earnings (deficit) - since formation

Accumulated other comprehensive loss
Total stockholders' equity

Total liabilities and stockholders' equity

The accompanying notes are an integral part of thes

SYSTEMS, INC. AND SUBSIDIARIES
CONSOLIDATED BALANCE SHEETS
thousands, except share data)

ASSETS

nt

ILITIES AND STOCKHOLDERS' EQUITY

$2

N )

authorized, shares issued and
0 shares authorized, shares

value, 2,000,000 shares authorized,
01

e consolidated financial statements.

ecember 31,

164 30
,608 14,489
322 -
,566 1,587
,335 2,520

587 277
,622 20,368
,898 2,895
,762 2,299
,806 5,067
,386 2,996
,013 847

340 503
,847 974

,284 $ 2,347
,163 5,669
217 2,115
,676 1,940
,659 1,366
415 462
103 171
87 776

528 550

,822 27,236
57 52

,535 22,230




GSE SYSTEMS, |

CONSOLIDATED STA

(in thousands, e

Contract revenue
Cost of revenue
Gross profit
Operating expenses
Selling, general and administrative
Depreciation and amortization
Total operating expenses
Operating income (loss)
Gain (loss) on sales of assets
Write-down of investment
in Avantium International B.V.
Interest expense, net
Other income, net

Income (loss) before income taxes

(Benefit from) provision for income taxes

Net income (loss)

Basic earnings (loss) per common share

Diluted earnings (loss) per common share

The accompanying notes are an integral part of thes

NC. AND SUBSIDIARIES
TEMENTS OF OPERATIONS
xcept per share data)

Years ended Decem
2001 2000

$ 50,331 $55,71

36,381 40,82

1,718 (4,65

3,273 (99

(4,605) -
(886) (68
406 5
(94) (6,27
(353) 2,53

$ 0.05 $ (1.7

$ 0.05 $ (1.7

e consolidated financial statements.

ber 31,

1999
5 $ 66,699
2 41,629
3 25,070
3 22,646
5 1,680
8 24,326
5) 744
0) -
7 (450)
5 40
7 334
7 233
4) $101
0) $0.02
0) $0.02



GSE SYSTEM S, INC. AND SUBSIDIARIES
CONSOLIDATED STATEMEN TS OF COMPREHENSIVE INCOME (LOSS)
(in thousands)

Years ende d December 31,

2001 20 00 1999
Net income (loss) $ 259 $(8 ,814) $ 101
Foreign currency translation adjustment (413) (184) (33)
Comprehensive income (loss) $(154) $(8 ,998) $68

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



GSE SYSTEM

CONSOLIDATED STATEMEN

Balance, January 1, 1999 ................. 5,06

Foreign currency translation adjustment .. -
Fair value of warrants issued

to non-employees .-
Netincome ............ccceee

Balance, December 31, 1999 ............... 5,06

Common stock issued for options exercised
Common stock issued to ManTech Intl. Corp.
Foreign currency translation adjustment .. -
Net 0SS ....c.coovviiiiiiiiie --

Fair value of options/warrants issued

to non-employees
Options exercised ...... 2
Conversion of subordinated

debt to preferred stock ............. -
Proceeds from rights offering ............ 52
Preferred stock dividends

declared and payable ................ -
Foreign currency translation adjustment .. --
Netincome ........ccceviieiiiennne, -

The accompanying notes are an integral part of thes

S, INC, AND SUBSIDIARIES

TS OF CHANGES IN STOCKHOLDERS' EQUITY

(in thousands)

Retaine
Earning
Common Preferred Additional  (Defici
Stock Stock  Paid-in At Si
s Amount Shares Amount Capital Formation For
6 $ 50 - $- $21678 $(5112)$
- - - 13 --
6 50 - - 21,691 (5112)
1 - - — 40 -
7 2 - - 499 -
4 52 - - 22230 (5112) (
- - - 194 -
5 - - - 33 -
- 39 - 3900 --
3 5 - - 1178 -

2 $ 57 39 $-- $27,535 $(5,112) $7

Accumulated
Other
Comprehensive

Loss Total

1,158 $ (685) $17,089

(33) (33)

(718) 17,170

- 40

- 501

(184)  (184)
- (8814)

(902) 8,713

- 194
- 33

- 3,900
- 1,183

- 17)
(413)  (413)
- 259

$(1,315) $13,852

e consolidated financial statements.




GSE S
CONSOLI

Cash flows from operating activities:
Net income (loss)

Adjustments to reconcile net income (loss) to net ¢

provided by (used in) operating activities:
Depreciation and amortization

Foreign currency transaction gain

Fair value of options/warrants issued to non-e
(Gain) loss on sales of assets

Write-down of investment in Avantium Internati

Non-monetary consideration received for softwa

Avantium International B.V.
Deferred income taxes
Changes in assets and liabilities:
Contract receivables
Inventories
Prepaid expenses and other assets

Accounts payable, accrued compensation and

Billings in excess of revenues earned
Accrued warranty reserves

Other liabilities

Income taxes payable

Net cash provided by (used in) operating activities

Cash flows from investing activities:
Proceeds from sale of assets
Cash paid for acquisition of businesses
Cash sold in disposition of business
Capital expenditures
Capitalized software development costs

Net cash used in investing activities

Cash flows from financing activities:
Proceeds from issuance of common stock
Proceeds from issuance of notes payable to rel
Proceeds from issuance of notes payable
(Restrictions) releases of cash as collateral
Increase (decrease) in borrowings under lines

Proceeds from assignments of sales-type leases

Other financing repayments
Net cash provided by financing activities

Effect of exchange rate changes on cash

Net increase (decrease) in cash and cash equivalent

Cash and cash equivalents at beginning of year

Cash and cash equivalents at end of year

The accompanying notes are an integral part of thes

YSTEMS, INC. AND SUBSIDIARIES

DATED STATEMENTS OF CASH FLOWS

(in thousands)

Years ended

2001 2
ash
3,394
(253)
mployees -
(3,273)

onal B.V. 4,605
re licensed to

accrued expenses (5,154)

ated party 3,350
under line of credit, net 29
of credit (4,289)

2,198
(269)

e consolidated financial statements.

December 31,
000 1999

3,882 3,481
(255) (40)
- 133
990 -

2,895) -
2,273 119

1,939 4,382
1,554 (363)
(164) (563)

542 -

1,550 -
458 -
202 (735)

3,044 (513)

591 2,024
(75) (73)
1,230) 455

1,465 $ 2,695




GSE SYSTEMS, INC. AND SUBSIDIARIES

NOTES TO CONSOLIDATED FINANCIAL STATEMENTS
December 31, 2001, 2000, and 1999

1. Business and liquidity

GSE Systems, Inc. ("GSE Systems", "GSE" or the "faimy") develops and delivers business and techypaolyitions by applying process
control, simulation software, systems and serviodle energy, process and manufacturing industrigklwide. The Company's solutions
and services assist customers in improving quaafety and throughput; reducing operating expersesenhancing overall productivity.

The Company's operations are subject to certais @ad uncertainties including, among others, régggtinological changes, success of the
Company's product development, marketing and Higion strategies, the need to manage growth,dkd to retain key personnel and
protect intellectual property, and the availabibfyadditional financing on terms acceptable toGoenpany.

2. Summary of significant accounting policies
Principles of consolidation

The accompanying consolidated financial statemiaentade the accounts of the Company and its wholyted subsidiaries. All
intercompany balances and transactions have barimaied.

Accounting estimates

The preparation of financial statements in confoymiith accounting principles generally acceptethia United States of America requires
management to make estimates and assumptiondfiztttae reported amounts of assets and lialsliied disclosure of contingent assets
liabilities at the date of the financial statemeamsl the reported amounts of revenues and expduoseg the reporting period. Actual results
could differ from those estimates.

Revenue recognition

Revenue under fixed-price contracts generally coanted for on the percentage-of-completion methaded on contract costs incurred to
date and estimated costs to complete. Estimatemlaobearnings are reviewed and revised periogiealthe work progresses, and the
cumulative effect of any change is recognized enghriod in which the change is identified. Estieddbsses are charged against earnings in
the period such losses are identified. The efféchanges in estimates of contract earnings wasctease gross profit by approximately
$353,000 during the year ended December 31, 198% éhanges were not material during the yearscebegeember 31, 2000 and 2001.
Revenues from certain consulting or training cartyare recognized on a time-and-material basistifie-and-material type contracts,
revenue is recognized based on hours incurred@htacted labor rate plus expenses.

Cash and cash equivalents
Cash and cash equivalents consist of cash on mahtighly liquid investments with maturities of élermonths or less at the date of purchase
Inventories

Inventories are stated at the lower of cost, asrdghed by the average cost method, or market. Slowing inventory is reflected at its
estimated net realizable value. Inventory costhde raw materials and purchased parts.

Property and equipment

Property and equipment are recorded at cost aneciaped using the straight-line method with estedaiseful lives ranging from three to
ten years. Leasehold improvements are amortizedtbedife of the lease or the estimated usefel kfhichever is shorter, using the straight-
line method. Upon sale or retirement, the costratated amortization are eliminated from the reipe@ccounts and any resulting gain or
loss is included in operations. Maintenance andirsfare charged to expense as incurred.

Software development costs

Certain computer software development costs aréatiagd in the accompanying consolidated balameets. Capitalization of computer
software development costs begins upon the edtafdint of technological feasibility. Capitalizatioeases and amortization of capitalized
costs begins when the software product is comniBreigailable for general release to customers. Arpation of capitalized computer
software development costs is included in coseeénue and is provided using the straight-line oetthver the remaining estimated
economic life of the product, not to exceed fivarge



Research and development

Development expenditures incurred to meet cust@pecifications under contracts accounted for uttteepercentage of completion method
are charged to contract costs. Company sponsosedneh and development expenditures are chargguktations as incurred and are
included in selling, general and administrativeenges. The amounts incurred for Company sponsesegurch and development activities
relating to the development of new products andises or the improvement of existing products agwises, exclusive of amounts
capitalized, were approximately $827,000, $1,679,@0d $2,915,000, for the years ended Decembe&(®1l,, 2000, and 1999, respectively.

Asset impairment

The Company periodically evaluates the recovetshili its long-lived assets by comparing the cargyvalue of the asset to management's
best estimate of the expected future cash flovetgenerated by the asset, undiscounted and wiiliteuést costs. Impairments are
recognized in operating results to the extentttatcarrying value exceeds fair value. No impairniesses were recognized in 2001, 2000, or
1999.

Goodwill

Gooduwill represents the excess of purchase pricadquired businesses over the fair value of mggibde and intangible assets acquired.
These amounts are amortized on a straight-linesloagr periods ranging from seven to fifteen ye@ine Company assesses the recovery of
goodwill by determining whether amortization of g@all over its remaining life can be recovered tigh undiscounted cash flows of the
acquired operations. Goodwill impairment, if argymeasured by determining the amount by which dneyimg value of goodwill exceeds its
fair value based upon discounting of future castvél

Foreign currency translation

Balance sheet accounts for foreign operationsransiated at the exchange rate at the balance dateetand income statement accounts are
translated at the average exchange rate for thedpdhe resulting translation adjustments areudet in accumulated other comprehensive
income

(loss) in stockholders' equity. Transaction gaimd sses, resulting from changes in exchange, ratesncluded in other income (expense
the Consolidated Statements of Operations in thiegé which they occur. For the years ended Ddwmm31, 2001, 2000, and 1999, foreign
currency transaction gains were approximately $Z83,$55,000, and $40,000, respectively.

Warranties

As the Company recognizes revenue under the pagerf-completion method, it provides an accruak&iimated future warranty costs
based on historical and projected claims experience

Income taxes

Deferred income taxes are provided under the asskliability method. Under this method, defernedome taxes are determined based o
differences between the financial statement andbéees of assets and liabilities using enactecdatas in effect for the year in which the
differences are expected to reverse. Valuatiomalies are established when necessary to reduseeatbfax assets to the amounts expectec
to be realized. Provision is made for the Compatytsent liability for federal, state and foreigrtome taxes and the change in the
Company's deferred income tax assets and liakiliN® provision has been made for the undistribetadings of the Company's foreign
subsidiaries as they are considered permanenthsiad. Amounts of undistributed earnings are naeriz to the overall consolidated
financial statements.

Earnings (loss) per share

Basic earnings per share is computed based ondlghted average number of outstanding common slarése period. Diluted earnings |
share adjusts such weighted average for the patetliltition that could occur if stock options, wamts or other convertible securities were
exercised or converted into common stock. Dilutachimgs per share is the same as basic earninghaex for the year ended December 31,
2000 because the effects of such items were dativadi. The net income for 2001 was decreased bfepied stock dividends of $17,000 in
calculating the per share amout



The number of common shares and common share éepisaised in the determination of basic and dile@®rnings (loss) per share was as
follows:

Years ended December 31,

2001 2000 1999
Weighted average shares outstanding - Basic 5,217,453 5,181,972 5,065,688
Weighted average shares outstanding - Diluted 5,259,016 5,181,972 5,351,474

Concentration of credit risk

The Company is subject to concentration of craslt with respect to contract receivables. Credit bn contract receivables is mitigated by
the nature of the Company's worldwide customer baskits credit policies. The Company's customersiat concentrated in any specific
geographic region, but are concentrated in thegyremd manufacturing industries. For the years @mkrember 31, 2001, 2000 and 1999,
one customer accounted for approximately 17%, 288618%, respectively, of the Company's revenue®esember 31, 2001, the contracts
receivable balance related to this significant@usr was approximately $1.2 million, or 10.4% ofhtract receivables, of which all was
unbilled at year-end. In 2001 and 2000, anothetoonsr accounted for approximately 24%, and 11%peetvely, of the Company's
revenues. At December 31, 2001, the contractsvailei balance related to this significant customas approximately $1.6 million, or
13.8% of the balance, of which $484,000 was urdbigieyear-end.

Fair values of financial instruments

The carrying amounts of current assets, currebllili@s, and long-term debt reported in the Coitibd Balance Sheets approximate fair
value.

Off balance sheet risk and foreign exchange cotstrac

The Company utilizes various derivative financredtruments to manage market risks associated hétfiuctuations in foreign currency
exchange rates. It is the Company's policy to @svative financial instruments to protect agaimstrket risk arising in the normal course of
business. The criteria the Company uses for designan instrument as a hedge include the instriiseffectiveness in risk reduction and
one-to-one matching of derivative instruments tdartying transactions. The Company monitors iteifgm currency exposures to maximize
the overall effectiveness of its foreign curreneglge positions. Principal currencies hedged incthdeEuro and the Japanese yen. The
Company's objectives for holding derivatives arentnimize the risks using the most effective methtmreduce the impact of these
exposures. The Company minimizes credit exposuterbiing counterparties to nationally recognizéuagicial institutions.

Effective January 1, 2001, the Company adopted®iats of Financial Accounting Standards (SFAS) 188, "Accounting for Derivative
Instruments and Hedging Activities," as amende@&BAS No. 138 which establishes accounting and tieygostandards for derivative
instruments. The adoption of Statement No. 133ltex$in no cumulative adjustment to income or ottmnprehensive income at January 1,
2001. All derivatives, whether designated as heglgahationships or not, are required to be recoatethe balance sheet at fair value. If the
derivative is designated as a fair value hedgecliamges in the fair value of the derivative anthefhedged item attributable to the hedged
risk are recognized in earnings. If the derivatasdesignated as a cash flow hedge, the chande ifair value of the derivative and of the
hedged item are recognized as an element of otlrepiehensive income. The Company utilizes forwaumthange contracts, options and
swaps, as defined by Statement No. 133, to hedggircéoreign currency balance sheet exposures.

At December 31, 2001, the Company had contractthfosale of approximately $866,000 and $52,00fapinese Yen and Euros,
respectively, at fixed rates. The contracts expirezarious dates through November 2002. The Compasynot designated the contracts as
hedges and accordingly has recorded the estimaitedaiue of the contracts of $95,000 at Decemie2801 as other assets in the
consolidated balance sheet and other income (egpanthe consolidated statement of operations.

Reclassifications
Certain reclassifications have been made to pgar ymounts to conform with the current year priasiem.
New Accounting Standards

On July 20, 2001, the FASB issued Statement No, 'Blisiness Combinations," and Statement No. 1&20dwill and Other Intangible
Assets." Statement 141 requires that all businesdbmations be accounted for using the purchashadeStatement 142 requires that
goodwill no longer be amortized to earnings, bstéad be reviewed for impairment at least annu@lig amortization of goodwill ceases
upon adoption of the Statement, which for the Camgpaill be January 1, 200:



In October 2001, the FASB issued Statement No. 'Wekounting for the Impairment or Disposal of Lehiyed Assets.” The provisions of
this statement are effective for fiscal years beigig after December 15, 2001. The Company doesxyu#ct the adoption of this standard to
have a material impact on the Company's consolid@tencial statements.

3. Investment in Avantium International B.V.

On February 24, 2000, the Company licensed ceofaits simulation software products to Avantiumdmtational B.V. ("Avantium") in
exchange for 251,501 shares of Avantium prefertecks valued at $2.5 million, and 352,102 share&wantium common stock, valued at
$349,000. The software license, which is perpdtuabture, gives Avantium the right to use thewafe in the development of new software
products. Each share of preferred stock is corbleriinto common stock.

Avantium was formed to develop high-speed expertateam and simulation ("HSE&S") technologies fopégation in new product and
process development in pharmaceutical, petrochénfilza chemical, biotechnology and polymers indiest Avantium expects to develop
HSE&S technologies through in-house developmentcamdract research at leading universities, hardwlavelopers and informatics
companies. Avantium has various investors, inclg@hell International Chemical, SmithKline BeechahR. Grace, Akzo Nobel, three
major European universities and various venturéalafirms.

During the year ended December 31, 2000, the Coynanognized software-licensing revenue of $2.9ionilbased on the fair value of the
consideration received from Avantium. The fair waluas established based on cash paid by othert@mgder their respective preferred and
common stock interests in Avantium. The Companydwisered all elements of the software and hasther obligations to Avantium, other
than standard warranty. The Company accountedsamiestment in Avantium using the cost methodazfounting based on management's
conclusion that the Company did not have signifigafiuence with respect to the operations of Auamt During the year ended December
31, 2000, the Company also received an additiodd fillion contract from Avantium to make cert@mprovements and enhancements to
the software on a best efforts basis. The ratesrardins in the contract were comparable to thbseCompany earns performing services for
its other customers.

As a result of the experience with Avantium in 208@ Company concluded that a combination of &hevant interests of the two companies
would significantly increase the potential of botiganizations. In addition, focusing the technaradl marketing resources of Avantium and
the GSE VirtualPlant team would produce significemdt savings. Accordingly, on March 6, 2001, tlm@any sold its VirtualPlant business
to Avantium. Avantium purchased certain fixed ass&td intellectual property (including BatchCAD @atchWizard software products),
obtained perpetual licenses to certain GSE Pram#fssare products, and employed certain persomnebih the U.S. and the UK. GSE
received 200,000 shares of Avantium preferred séoxk280,000 shares of Avantium common stock, winicteased its equity interest in
Avantium to approximately 19% and the carrying eatd its investment to $7.5 million. The Compangagnized a gain on the sale of its
VirtualPlant business of $3.3 million, before inataxes. This gain was determined based on thaatsil fair value of the Avantium stock
received, based on an independent appraisal, rle¢ dfook value of the assets sold and the estihwatgts to settle severance with employees
terminated from GSE and other transaction expergwugh the Company retained one seat on thersigoey board of Avantium,
management concluded that such seat did not prove@€ompany with significant influence. Accordipgthe Company continued to acco
for its investment in Avantium using the cost methbhe cost method requires that if a decline invalue below cost is judged by
management to be other than temporary, the cos tmasst be written down to fair value as a new basts, and the amount of the write-
down is included in earnings as a realized losg. Wew cost basis derived in this manner is not ghdrfor subsequent recoveries in fair
value.

On February 7, 2002, Avantium completed a privéaegment round of financing which resulted in 2Uior Euros in new capital and the
conversion of 11 million Euros of convertible debhe equity issuance and debt conversion diluteB'S&wnership in Avantium to 6.1%.
The estimated fair market value of Avantium follagithe financing was $47.4 million. Accordinglyet@ompany concluded that this
transaction was evidence of "an other than tempatecline" in the fair value of its investment ivantium. Thus, in the fourth quarter 2001,
the Company wrote down its investment in Avantian$2.9 million and recognized a $4.6 million -tax charge



4. Contract receivables

Contract receivables represent balances due froroaa base of both domestic and international custs. All contract receivables are
considered to be collectible within twelve montRecoverable costs and accrued profit not billegre®gent costs incurred and associated

profit accrued on contracts that will become bikabpon future milestones or completion of consathe components of contract receiva
are as follows:

(in thousands) December 31,

2001 2000
Billed receivables $ 6,640 $9,265
Recoverable costs and accrued profit not billed 5,009 5,548
Allowance for doubtful accounts (41) (324)

Total contract receivables $11,608 $ 14,489

5. Inventories
Inventories consist of the following:

(in thousands) December 31,

2001 2000
Raw materials $1,143 $1,084
Service parts 423 503

Total inventories $ 1,566 $1,587

6. Prepaid expenses and other current assets

Prepaid expenses and other current assets cohgist fmllowing:

(in thousands) December 31,

2001 2000
Investment in sales-type lease - current portion $1,016 $1,617
Prepaid expenses 742 459
Employee advances 84 66
Other current assets 493 378

Total




7. Property and equipment

Property and equipment consist of the following:

(in thousands) December 31,
2001 2000
Computer equipment $4,730 $ 5,106
Leasehold improvements 878 847
Furniture and fixtures 2,051 2,065
7,659 8,018
Accumulated depreciation and amortization (5,897) (5,719)
Property and equipment, net $1,762 $2,299

Depreciation and amortization expense was apprdeig;n&706,000, $1,163,000, and $1,292,000, foly#ees ended December 31, 2001,
2000, and 1999, respectively.

8. Software development costs

Software development costs, net, consist of tHeviahg:

(in thousands) December 31,
2001 2000
Capitalized software development costs $7,725 $9,419
Accumulated amortization (3,919) (4,352)
Software development costs, net $ 3,806 $ 5,067

Software development costs capitalized were appratdly $809,000, $1,869,000, and $2,460,000 foyéaes ended December 31, 2001,
2000, and 1999, respectively. Amortization of saiftevdevelopment costs capitalized was approxim&®/§19,000, $2,202,000, and
$1,801,000 for the years ended December 31, 2@@D, 2nd 1999, respectively, and were includea8t of revenue



9. Goodwill

Gooduwill consists of the following:

(in thousands) December 31,
""" 2001 2000
Goodwill, at cost ;154855 $47-96
Accumulated amortization (2,469) (1,800)
Goodwill net $2386$2;396

Amortization expense for goodwill was approximat®869,000, $528,000, and $388,000 for the yearscBa&cember 31, 2001, 2000, and
1999, respectively.

10. Long-term Debt

The Company's long-term debt consists of the fdhgwotes payable and other financing arrangements:

(in thousands) December 31,
2001 2000

Line of credit with bank $ 4,988 $9,277
Notes payable to related parties (see Note 16) 1,100 1,674
Obligations under financing leases 2,645 2,261
Notes payable, acquisitions - 489
Notes payable, other 241 486

Total notes payable and financing arrangement s 8,974 14,187
Less amounts payable within one year 2,284 2,347

Long-term portion $ 6,690 $ 11,840

Line of Credit

The Company has a $10.0 million bank line of credder which the Company and its subsidiaries, B&Eess Solutions, Inc. and GSE
Power Systems, Inc., are jointly and severallyléiads co-borrowers. The credit facility provides borrowings to support working capital
needs and foreign letters of credit ($2.0 milliablgmit). The line is collateralized by substariiiall of the Company's assets and provide
borrowings up to 85% of eligible accounts receieabl0% of eligible unbilled receivables and 40%ligible inventory (up to a maximum of
$1.2 million). GP Strategies Corporation, one & @ompany's major stockholders, has provided dadorguarantee totaling $1.8 million. T
interest rate on this line of credit is based ankilink's prime rate plus 0.75% (5.50% as of Decehe2001), with interest only payments
due monthly. At December 31, 2001, the Companyadae borrowing base was approximately $5.8 onilliof which approximately $5.0
million had been utilized. The credit facility exgs on March 23, 2003.

The credit facility requires the Company to comyith certain financial ratios and precludes the @any from paying dividends and maki
acquisitions beyond certain limits without the bardonsent. At December 31, 2001, the Company masmpliance with the covenants.

Notes Payable to Related Parties

In 2000, the Company issued a demand promissog/todflanTech that allowed the Company to borrowoupl.8 million at an interest rate
of prime plus one percent. In addition, ManTechvjited $1.8 million in standby letters of creditttee Company's bank as additional
collateral for the Company's credit facility. In 2001, ManTech agreed to allow the Company'shkardraw upon ManTech's $1.8 million
letter of credit which supported the Company's itfedility, thus paying down a portion of the Coamy's bank debt in exchange for
additional subordinated debt in the Company. Acicmylgt, the Company's promissory note to ManTech aragnded to increase the amount
to $3.9 million. The amended note permitted ManTectonvert the principle amount of the note int®8ESSeries A convertible preferred
stock at a conversion rate of $100 per share. Tdrepgany determined that the conversion of this debhot constitute a beneficial
conversion.

ManTech elected to convert its subordinated debtéquity on December 5, 2001. The Series A coiblempreferred stock has no voting
rights and bears dividends at the rate of 6% peumanpayable quarterly. Dividends will accumulatadt paid quarterly and compounded
interest will accrue on any unpaid dividends. MatiTat its discretion has the right to convert esttdre of Series A convertible preferred
stock into GSE common stock at a purchase pri2 @45 per share at any time after a one-yeargplaériod from the date of issuance. At
the end of the third year from the date of issuatiwe Series A convertible preferred stock autocadlti converts into GSE common stock.
Prior to ManTech's conversion of the Series A catilsle stock to common stock, GP Strategies hagfti®n to acquire 50% of the Series



convertible preferred stock for $1,950,000 from Nech.

On June 25, 2001, the Company issued an additiotsslcured promissory note to ManTech for $1.0 omiliit an interest rate of prime plus
one percent. The Company used the loan proceedgftiing capital purposes. The note is subordintdetie Company's credit facility. In
January 2002, the Company repaid ManTech $250/08,$36,000 of interest and expects to pay theroal of the loan before the end of
second quarter 200



Obligations under financing leases

During 1999, 2000, and 2001 the Company enteredfivie separate contracts with a customer for ¢élasé of certain hardware and software
under 36-month leases. The Company has accountéliefteases as sales-type leases. The Compagyedthe payments due under the
sales-type leases to a third-party financing comard received proceeds of $2,198,000 in 2001 4rt4$,000 in 2000. Since the Company
remains contingently liable for amounts due totthied-party financing company, the remaining inwesit in and obligation under the
financing leases are reflected in the Companyarizal sheets as follows:

(in thousands) December 31,
2001 2000
Net investment in sales-type leases:
Prepaid expense and other assets $1,016 $1,617
Other assets - non current 1,629 644
Total net investment $ 2,645 $2,261
Obligation under financing leases:
Current portion of long-term debts $1,016 $1,617
Long-term debts 1,629 644
Total obligations $ 2,645 $2,261

Minimum rentals receivable under these leases aeber 31, 2001 amount to $1,335,000 in 2002, $108D in 2003, and $625,000 in
2004. As of December 31, 2000, the componentseohét investment in the sales-type leases arertotéinum rentals receivable of
$3,181,000, less unearned interest income of $686,0

Debt maturities
Aggregate maturities of debt outstanding at DecerBhe2001 are as follows:

(in thousands)

2002 $2,284
2003 6,064
2004 590
2005 18
2006 18

Total $8,974



11. Income taxes

The consolidated income (loss) before income taxgsilomestic and foreign sources, is as follows:

(in thousands)

Domestic
Foreign

Total

The (benefit from) provision for income taxes id@tows:

(in thousands)

Current:
Federal
State
Foreign

Subtotal
Deferred:
Federal and State
Foreign

Subtotal

Total

The (benefit from) provision for income taxes varieom the amount of income tax determined by apglyhe applicable U.S.

to pre-tax
(loss) income as a result of the following:

Statutory U.S. tax rate

State income tax, net of federal tax benefit

Effect of foreign operations

Change in valuation allowance

Adjustments to prior year provision based
on actual 1998 tax return amounts

Other

Effective tax rate

Years ended December 31,

2001 2000 1999

$(135) $(6,295) $(1,386)
a1 18 1,720

$(94) $(6,277) $334

Years ended December 31,

2001 2000 1999
$54  $(177) $-
26 75 30
43 366 84
123 264 114
(448) 2,543 110
(28) (270) 9
(476) 2,273 119
$(353) $2537 $233

Effective tax rate percentage (%)
Years ended December 31,

2001 2000 1999
(34.0)% (34.0)% 34.
31.0 0.8 2.
6.2 15 6.
(447.2) 68.4 -
- - (14.
68.9 3.7 40.
(375.1)% 40.4 % 69.

statutory rate

Deferred income taxes arise from temporary diffeesrbetween the tax bases of assets and liabditi@sheir reported amounts in the
financial statements. A summary of the tax effddhe significant components of the deferred incaeeassets (liabilities) is as follows:

(in thousands)

Net operating loss carryforwards
Software development costs

Expenses not currently deductible for tax purposes

Foreign tax credits
Property and equipment
Swedish tax deferral
Accrued expenses
Other

Subtotal
Valuation allowance

December 31,

2001 2000

$5589  $6,240
(1,263)  (1,860)

974 1,344
379 339
(27) 240
(175) (270)
269 267
784 174
6,530 6,474

(4,930)  (5,350)




Total $ 1,600 $1,124

At December 31, 2001, the Company had available4$53000 and $2,384,000 of domestic and foreigropetating loss carryforwards,
respectively, which expire between 2012 and 202@ddition, the Company had $379,000 of foreignctadit carryforwards, which expire
between 2003 and 2005. These carryforwards willtheed to reduce taxable income in subsequentsyea

In assessing the realizability of deferred tax ssaanagement considers whether it is more litedy not that some or all of the deferred tax
assets will not be realized. The ultimate realaatf deferred tax assets is dependent upon theragion of future taxable income during the
periods in which those temporary differences becdeutrictible. Management considers the schedulertsalof deferred tax liabilities and
projected future income in making this assessniaged upon the level of historical taxable incoraeggated by the Company's Process and
Power business units and projections of futurelikxancome in fiscal 2002 and 2003, managemenehtblished a valuation allowance of
$4,930,000 and $5,350,000 at December 31, 2002@®@, respectively. During 2001, the Company desgrédts valuation allowance by
$420,000. During 2000, the Company increased itgati@n allowance by $4.3 million.

12. Capital stock

At a special shareholder's meeting on August 2120@ Company's shareholders approved an amendontet Certificate of Incorporation
increasing GSE's authorized common stock by eiglfibmshares. As of December 31, 2001, the Compaat/ 20,000,000 total shares of
capital stock authorized, of which 18,000,000 asighated as common stock and 2,000,000 are désigas preferred stock. The Board of
Directors has the authority to establish one orenatasses of preferred stock and to determinejméthy class of preferred stock, the
preferences, rights and other terms of such class.

On March 6, 2001, with the completion of the sdl®istualPlant to Avantium (see Note 3), the Compamanted warrants to purchase shares
of the Company's common stock to two non-employ€&ks.warrants provide the right to purchase 37 &@0es of the Company's common
stock at $1.00 per share. In 2001, the Companygrézed expense related to the warrants of $115,000.

On March 9, 2001, with the completion of the sdl®istualPlant to Avantium (see Note 3), the Companranged a consulting agreement

with a terminated employee. In consideration ofstdting services, the Company granted fully vestgiibns to purchase 53,000 shares o

Company's common stock at $1.70 per share. In 2881Company recognized expense related to thegmspased on their estimated fair
value of $79,000.

As of December 21, 2001, the Company completedhdsioffering granting rights to shareholders tochase additional shares of common
stock for a subscription price of $2.53 per sh@itee rights granted 0.711 for every share of comstook held of record as of October 26,
2001. Each whole right entitled the shareholdgruichase one share of common stock for $2.53 eeshAs of December 31, 2001, the
Company had a rights offering receivable of $1.Biom due from its escrow agent and accrued $13®diCosts associated with the
completion of the rights offering. The Company ieed the cash proceeds from its escrow agent inalgr2002. The proceeds were used for
a partial repayment of a $1 million loan from Magfend working capital requirements.

In 1998, in connection with the Company's thentexgscredit facility, the Company had arrangeddertain guarantees to be provided on its
behalf by GP Strategies and ManTech. In considerdtir these guarantees, the Company granted éadard’ech and GP Strategies
warrants to purchase shares of the Company's comstook; each of such warrants provides the rigipt@hase 150,000 shares of the
Company's common stock at $2.375 per share. In,1888 ompany recorded $300,000 as the estimaitedalae of such warrants and
amortized such value over the life of the initimbgantee, which expired in June 1999. During 1889 Company recognized expense related
to these warrants of $120,000.

As of December 31, 2001, the Company has resenf@2 %35 shares of common stock for issuance upertise of stock options and
warrants and the conversion of preferred stock.

13. Series A Convertible Preferred Stock

On December 5, 2001, ManTech elected to convet B8lion of subordinated debt into Series A cortil@e preferred stock at a conversion
rate of $100 per share. The Company has deterntiireédhe conversion of this debt into preferreatktdid not constitute a beneficial
conversion. The Series A convertible preferredistaas no voting rights and bears dividends ataite of 6% per annum payable quarterly.
Dividends will accumulate if not paid quarterly acmmpounded interest will accrue on any unpaiddgints. As of December 31, 2001, the
Company had accrued dividends payable of $17,000.

In the event of liquidation or dissolution of ther@pany, payment of available funds shall be madiherseries A convertible preferred stock
(including payment in satisfaction of dividend gfaltions) prior and in preference to the commonkstbtanTech at its discretion has the ri

to convert each share of Series A convertible prefiestock into GSE common stock at a purchase fi&2.645 per share at any time aft
one-year holding period from the date of issuaAt¢he end of the third year from the date of isse the Series A convertible preferred
stock automatically converts into 1,474,480 shafé€S8SE common stock. Prior to ManTech's conversiaie Series A convertible stock to
common stock, GP Strategies has the option to ex§0P6 of the Series A convertible preferred stocks1,950,000



14. Stock options
Long term incentive plan

During 1995, the Company established the 1995 LBergn Incentive Stock Option Plan (the "Plan"), whikacludes all officers, key
employees and non-employee members of the CompBogisl of Directors. All options to purchase sharethe Company's common stock
under the Plan expire seven years from the dageaoft and generally become exercisable in threaliments with 40% vesting on the first
anniversary of the grant date and 30% vesting ch e&the second and third anniversaries of thatgtate, subject to acceleration under
certain circumstances. At December 31, 2001, thegamy had 604,965 shares of common stock reseovald future grants under the Pl

Stock option activity under the Plan is as follows:

2001 2000 1999
Weighted Weighted Weighted
Average Average Average
Shares Exercise Price Shares Exercise Price Shares  Exercise Price
Options outstanding, beginning of period 1,437,105 $4.81 1,167,605 $4.93 535,206 $5.93
Options exercised (25,000 ) (1.33) (10,880) (3.56) - -
Options canceled (99,950 ) (4.59) (14,620) (3.73) (45,601) (5.62)

Options granted 547,000 1.95 295,000 5.07 678,000 4.07

Options outstanding, end of period 1,859,155 $4.03 1,437,105 $4.81 1,167,605 $4.93



The following table summarizes information relatbogcurrently outstanding and exercisable optidrBexember 31, 2001:

Options Outstanding Options Exercisable
W eighted
A verage
Re maining Weighted Weighted
Range of Options C ontract Average Options Average
Exercise Prices Outstanding Life in Years Exercise Price  Exercisable Ex ercise Price
$1.48 - $2.95 681,100 5 .9 $2.14 229,600 $2.34
$2.96 - $4.43 796,114 4 7 3.67 394,164 3.83
$4.44 - $5.90 212,500 4 .8 4.82 212,500 4.82
$5.91 - $7.38 13,000 4 1 6.27 13,000 6.27
$7.39 - $8.85 30,000 3 5 7.50 18,000 7.50
$8.86 - $11.80 200 4 .6 11.25 200 11.25
$11.81 - $14.75 126,241 3 7 14.11 126,241 14.11
Total 1,859,155 5 1 $4.03 993,705 $5.10

The Company accounts for grants under the Plandardance with Accounting Principles Board Opinidm 25, "Accounting for Stock
Issued to Employees," and related interpretatidosordingly, no compensation expense has been nézed) for options granted to
employees and directors as these options havedraated at an exercise price equal to the fairevafitthe underlying common stock on the
date of grant. Had compensation expense been datsfrbased on the fair value at the grant dateavi@rds under the Plan consistent with
the fair value method of SFAS No. 123, "AccountingStock Based Compensation,” the Company's pradmet loss, and basic and diluted
loss per common share would have been approxim$@dl2,000 and $.19, respectively, in 2001; $11llioniand $2.14, respectively, in
2000; $615,000 and $.12, respectively, in 1999.

The fair value of each option is estimated on tie @f grant using a Black-Scholes option-pricingdel with the following weightedwverage
assumptions used for grants during the years eDdedmber 31, 2001, 2000, and 1999: expected vitjaifl 110%, 110%, and 82%;
dividend yield of 0%; risk-free interest rates rampgfrom 3.6% to 6.2%; and expected terms rangiomfl to 7 years. The weighted-average
fair value of options granted during 2001, 200@Q] 4899 was $1.55 per share, $3.93 per share, $218&hare, respectively.

15. Commitments and contingencies
Leases

The Company is obligated under certain noncancelapérating leases for office facilities and equepin Future minimum lease payments
under noncancelable operating leases as of Dece3tth2001 are as follows:

(in thousands)

2002 $1,595
2003 1,333
2004 1,339
2005 1,326
2006 1,242
Thereafter 1,910
Total $ 8,745

Total rent expense under operating leases foré¢hesyended December 31, 2001, 2000, and 1999 wasxapately $1,924,000, $2,101,000,
and $2,013,000, respectively.

Letters of credit and performance bonds

As of December 31, 2001, the Company was contitgéable for approximately $504,000 under fouttées of credit used as payment bo
on contracts, all of which were secured by caslosiépclassified as restricted cash in the conatditl balance sheet. As of December 31,
2001, the Company was contingently liable for agpnately $262,000 under three performance bondsootracts, all of which were secul
by letters of credit of the Company's foreign sdizsy. In addition, the Company has $111,000 im@saintil April 30, 2003 as a
performance bond deposit in connection with a satmulcontract in Taiwan. This deposit is classifisdan other asset in the consolidated
balance sheets at December 31, 2001 and 2000.

Contingencies



Various actions and proceedings are presently pgridiwhich the Company is a party. In the opirddmanagement, the aggregate
liabilities, if any, arising from such actions aret expected to have a material adverse effedh@financial position, results of operations or
cash flows of the Company.

16. Other related party transactions

In January 2000, the Company issued 116,959 sbéaresscommon stock to ManTech for $500,000. Thecpeds of the stock issuance were
used for working capital.

Due to the Company's liquidity situation at the ehi@000, GSE experienced some difficulties in pratwg supplies from its vendors for
business operations. In January 2001, the Compateyesl into a purchasing arrangement with ManTelobraby ManTech dealt directly
with some of the Company's vendors, ordered thplmgneeded and had the products shipped in amcoedwvith the Company's instructic
Purchases under this agreement totaled $843,0@Bdgrear ended December 31, 2001. This purchasmaggement terminated in June 2(
and the Company has no outstanding obligationsanTéch, in connection with this purchasing arrangignas of December 31, 2001. The
supplies purchased through ManTech were at the paices at which the Company could have procuredstipplies directly.

In September 2001, the Company entered into a asblagreement with ManTech, allowing ManTech tdesige 2,088 square feet of space
at the Company's Columbia, Maryland office thro&gptember, 2002. For the year ended December 81, 80ch sublease rentals
amounted to $13,000.

In September, 2001, the Company entered into &naé with General Physics Corporation, the leadingplier of operator instructional
training programs for the Power industry. In aduitto cooperating in marketing of individual protkjche companies will combine some of
General Physics' extensive training materials angnams with GSE's power plant simulation modelgrtavide interactive and adaptive total
training solutions. GSE will also help sell andtdizite General Physics' GFE product to GSE's costdase.

On December 7, 2001, the Company agreed to makarceash and in-kind contributions to RedStorneS8tiic, LLC ("RedStorm™) in
exchange for a 10% membership interest in RedSteedStorm is a privately held computational drugigle company. Its technology
(patents pending), known as Fyrestar, utilizesibiormatics and computer-aided molecular desigeréate lead compounds that are
developed into successful new drugs. It greatlyiced the significant cost associated with screethiogsands of potential compounds
common in the drug development process.

The Company paid $50,000 to RedStorm in the fogugrter of 2001 and will make additional cash payimef $50,000 in each of the first
three quarters of 2002. GSE's in-kind contributonsists of the development of a graphical userfiate that will allow scientists to easily
access and use the Fyrestar technology and théogevent of additional functionality to Fyrestaroating results to be graphically displayed
as the calculations take place. This will allonestists the opportunity to adjust their assumptianreal time, and further improve results.
GSE will receive a perpetual, worldwide, royaltedr non-transferable exclusive license for RedStoswftware products solely in the power
and process control markets.

GSE will receive one seat on RedStorm's Board afiddars. Additionally, two of the Company's direstare also on RedStorm's Board of
Managers. The Company will account for its investtrie RedStorm using the equity method of accognitiased on management's
conclusion that the Company has significant infaeewith respect to the operations of RedStorm.

17. Employee benefits

The Company has a qualified defined contributianghat covers substantially all U.S. employeesudction 401(k) of the Internal
Revenue Code. Under this plan, the Company's atidilbasic contribution matches a portion of thigipants' contributions based upon a
defined schedule. Contributions are invested bindependent investment company in one or moredrs¢investment alternatives. The
choice of investment alternatives is at the electibeach participating employee. The Company'sritariions to the plan were approximat
$293,000, $340,000, and $359,000 for the yearscebdeember 31, 2001, 2000, and 1999, respectively.

18. Acquisitions and dispositions
Acquisitions

In April 1999, the Company completed two acquisiidor the Process business unit which were aceduot using the purchase method.
The Company purchased certain assets and emplogeassociates of BatchCAD Limited, a United Kingdioased supplier of batch process
development and design consulting services andlatimn software tools. The purchase price was apprately $548,000 payable in cash in
three equal installments on January 1, 2000, 28612802 and was allocated as follows (in thousands)

Purchased software (property and equipment) $ 481
Trade receivables 45
Property and equipment 22

Total purchase price $ 548



In 1999, the Company also acquired all proprietachnology and software assets from, and assuniestasiially all customer contracts of,
Mitech Corporation, a Massachusetts-based supgflieeural network and artificial intelligence so#twe. The purchase price was $350,000
and was allocated 100% to property and equipmeptiachased software.

In December 1997, the Company acquired 100% obth&tanding common stock of J.L. Ryan, Inc. ("Rydat an initial purchase price of
$1,000,000 and contingent consideration based@peiformance of the business from 1998 to 200@iAmum of $250,000 of such
earnings payments for each of 1998 and 1999 wasgigseed by the Company. The Company paid $600j088sh upon the closing of the
transaction and entered into a promissory notelpaya four annual installments of $100,000 eadhifr@ng on January 2, 1999. This
acquisition was accounted for under the purchagbadeFor the years ended December 31, 2000, &9, 18 contingent consideration in
excess of the minimum guaranteed amount was appately $549,000 and $411,000, respectively, whieghQompany has recorded as
additions to goodwill. For the year ended Decen®#ier2001, there was no contingent consideration.

Dispositions

On November 30, 2000, the Company completed theecfats GSE Process Solutions N.V. subsidiary E&glgium") to Newton Beheer
B.V., pursuant to a stock purchase agreement, Wwiiédewton Beheer B.V. acquired all of the assetsassumed all of the liabilities of GSE
Belgium. The aggregate cash sales for GSE Belgiam$t. The Company recognized a loss before in¢ares on this transaction of
$990,000. Included in the Consolidated StatemefpHrations for the year ended December 31, 2080eaenues of $1.5 million and
operating losses of $346,000 attributable to GSIgiBe prior to the sale to Newton Beheer B.V.

19. Segment information

The Company's two reportable segments are itshusimess units Process and Power. (The CompanytgalHlant business is reported un
the Process segment.) The accounting policieseo$¢ligments are the same as those described ir2 Netenmary of significant accounting
policies. The Company is primarily organized on llasis of these two business units. The Company made range of knowledge of control
and simulation systems and the processes thosmnsysire intended to improve, control and model. Chmpany's knowledge is concentr:
heavily in the process industries, which include ¢themicals, food & beverage, and pharmaceuticgisf as well as in the power generation
industry. The Process business unit is primarilyagyed in process control and simulation in a wasécommercial industries. Contracts
typically range from three to nine months. The Polesiness unit is primarily engaged in simulafionthe power generation industry, with
the vast majority of customers being in the nucfeawer industry. Contracts typically range fromr8nths to three years.

The Company evaluates the performance of its bssineits utilizing "Business Unit Contribution”, ish is substantially equivalent to
earnings before interest and taxes before allogatity corporate expenses. The segment informagigerding the divested businesses is also
included below (see, Note 3, Investment in Avantinternational B.V. and Note 18, Acquisitions anspasitions).

The table below presents information as of andHeryears ended December 31, 2001, 2000, and 1228 the reportable segments:

(in thousands) 2001
Process Power Total
Contract revenue $ 24,999 $ 25,332 $ 50,331
Business unit contribution $ 3,745 $1,672 $5,417
Net assets $ 16,833 $ 14,861 $ 31,694
Additions to long-lived assets $974 $372 $ 1,346
2000
Process Power Total
Contract revenue $ 25,208 $ 30,507 $ 55,715
Business unit contribution $ (4,053) $ 4,549 $ 496
Net assets $ 16,831 $17,719 $ 34,550
Additions to long-lived assets $1,913 $921 $2,834
1999
Process Power Total
Contract revenue $ 34,638 $ 32,061 $ 66,699
Business unit contribution $1,026 $ 5,093 $6,119




Net assets $ 21,970 $ 18,276 $ 40,246

Additions to long-lived assets $3,716 $ 982 $ 4,698

Contract revenue for the Process segment incleesnue for the Company's VirtualPlant and Belgiasifesses of $7.6 million for the year
ended December 31, 2000. Business unit contribdtiothe Process segment includes losses for \lRtaat and Belgium of $3.7 million for
the year ended December 31, 2000.

For the years ended December 31, 2001, 2000, &%) dBe Power Simulation customer (Battelle's Rabibrthwest National Laboratory)
accounted for approximately 17%, 22%, and 13%,aethyely, of the Company's consolidated revenue Facific Northwest National
Laboratory is the purchasing agent for the Depamtro€Energy and the projects the Company perfamisastern and Central Europe. For
the years ended December 31, 2001, 2000 and 188Rmcess Automation customer (Westinghouse SabaRiver Company) accounted
for approximately 24%, 11%, and 5%, respectivefithe Company's consolidated revenue.

For the years ended December 31, 2001, 2000 arfy] 39%, 26% and 31% of the Company's consolidaeenue were from customers in
the chemicals industry, respectively, and 38%, 2% 47% the Company's revenue were from customéheinuclear power industry,
respectively.

A reconciliation of segment business unit contiitmuto consolidated income before taxes for thegeaded December 31, 2001, 2000, and
1999 is as follows:

(in thousands) Years ended December 31,
2001 2000 1999
Segment business unit contribution $5,417 $ 496 $6,119
Corporate expenses (3,293) (5,096) (5,335)
Gain (loss) on disposition of assets 3,273 (990)
Write-down on investment of
Avantium International B.V. (4,605) - -
Interest expense, net (886) (687) (450)
Income (loss) before income taxes $(94) $(6,277) $ 334

A reconciliation of segment total assets to totalsolidated assets as of the years ended Decerbp20@1, 2000, and 1999 is as follows:

(in thousands) December 31,

2001 2000 1999
Segment total assets $ 31,694 $ 34,550 $ 40,246
Other assets unallocated to segments 1,980 1,399 2,781

Total consolidated assets $ 33,674 $ 35,949 $ 43,027




The Company designs, develops and delivers busamestechnology solutions to the energy, procedst@amufacturing industries
worldwide. Revenue, operating income (loss) andtifleble assets for the Company's United Statespfiean, and Asian operations as of
and for the years ended December 31, 2001, 200028@ are as follows:

(in thousands) 2001
Un| ted States  Europe Asia  Elimination s ----- C onsolldated
Contract revenue $ 47,004 $3,327 $- $ ------ $ 50331
Transfers between geographic locations 123 37 - 1 60) -
Total contract revenue $ 47,127 $3,364 $- $(1 60) $50331
Operating income (loss) T $2,294 $(647) $71 $ :-: ==5;=1?7=1:8========
Identifiable assets, at Decemb:e=r=3:1 $ 40,168 $1,921 $101 $(8,5 i;)z ::35:;;?;::::::
2000
Un| ted States  Europe Asia  Elimination s ----- C onsolldated
Contract revenue $44,441 $11,274 $- $- $ 55,715
Transfers between geographic locations 490 610 - [ 00) -
Total contract revenue $44,931 $11,884 $- $(1,1 00) $55715
Operating income (loss) S $(263) $(4,326) $(66) $- o _T$_(:1_6;5_5_) _______
Identifiable assets, at Decemb:ezrz?,:l $ 44,688 $2,912 $199 $(11,8 ;;)z ::55:3:.5:,:9?1;:::
1999
Un| ted States  Europe Asia  Elimination s ----- C onsolldated
Contract revenue $ 60,150 $6,549 $- $ - $ 66,699
Transfers between geographic locations 832 223 - (1,0 55) -
Total contract revenue $ 60,982 $6,772 $- $(@1,0 55) $66699
Operating income (loss) o $1,690 $(946) $- $ P g _7;;1 ________
Identifiable assets, at Decemb_e_r_?,_l $ 47,001 $4,568 $414 $ (8,9 gg)_ ___EB_AI?:BE; ______

20. Supplemental disclosure of cash flow informatio

(in thousands) Years ended December 31,
2001 2000 1999

Asset acquisitions financed with note payable

issued to seller (see Note 18): $- $- $598
Software product license sold in exchange for

stock of buyer (see Note 3) $- $2,895 $ -
Issuance of options/warrants issued

to non-employees (see Note 12) $ 194 $ - $ -
Conversion of related party note payable to

preferred stock (see Note 16) $3900 $ - $ -
Cash paid:

Interest $ 845 $ 889 $ 481

Income taxes $ 434 $ 271 $ 683




21. Quarterly financial data (unaudited)

The Company's quarterly financial information haslmeen audited but, in management's opinion, dedwall adjustments necessary for a fair
presentation.

(in thousands, except per share data) Y ear ended December 31, 2001 Quarterly Data
Firs t Second Third Fourth
Quart er Quarter Quarter Quarter
Contract revenue $12 478  $11,845 $ 13,823 $ 12,185
Operating income (loss) (209) 464 1,154 309
Net income (loss) 1,714 468 601 (2,524)
Earnings (loss) per common share:
Basic $ 0.33 $0.09 $0.12 $(0.49)
Diluted $ 0.33 $0.09 $0.11 $(0.48)
Y ear ended December 31, 2000 Quarterly Data
Firs t Second Third Fourth
Quart er Quarter Quarter Quarter
Contract revenue $15 124 $ 13,300 $ 13,694 $ 13,597
Operating income (loss) 1,135 (1,411) (1,249) (3,130)
Net income (loss) 537 902) (869) (7,580)
Earnings (loss) per common share:
Basic $ 0.10 $(0.17) $(0.17) $ (1.46)
Diluted $ 0.09 $(0.17) $(0.17) $ (1.45)

The first quarter 2000 includes contract revenukrafated profit from the licensing of softwareAeantium, as described in Note 3,
Investment in Avantium International B.V.

The fourth quarter 2000 net loss includes the faithy significant charges: a $710,000 provision titavdown Process inventory, a $990,000
loss on the sale of the Company's Belgian subsidsse Note 18, Acquisitions and dispositions), ai$d.3 million income tax charge to
increase the deferred tax asset valuation allowgseNote 11, Income taxes).

The first quarter 2001 net income includes a $3IBam gain before income taxes on the sale of@menpany's VirtualPlant technology and
assets to Avantium. The fourth quarter 2001 neadrime includes a $4.6 million write down of the Comya investment in Avantium (see
Note 3 Investment in Avantium International B. ¥fjd a $420,000 reduction of the Company's defeeestaluation allowance
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ITEM 9. CHANGES IN AND DISAGREEMENTS WITH ACCOUNTAN TS ON ACCOUNTING AND FINANCIAL DISCLOSURE.

None.
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PART 1lI

The information required in response to Items 10,1P and 13 is hereby incorporated by referen¢beadnformation under the captions
"Election of Directors", "Principal Executive Offics of the Company Who Are Not Also Directors", Bexntive Compensation”, "Voting

Securities and Principal Stockholders", "Securityr@rship of Management”, and "Certain Related Taetiens" in the Proxy Statement for
the Company's 2002 Annual Meeting of Shareholc



PART IV
ITEM 14. EXHIBITS, FINANCIAL STATEMENT SCHEDULES, A ND REPORTS ON FORM 8-K.
(a)(2) List of Financial Statements
The following financial statements are includedtém 8:
GSE Systems, Inc. and Subsidiaries
Independent Auditors' Report

Report of Independent Accountants Consolidatedrigal&heets as of December 31, 2001 and 2000 Cdateali Statements of Operations
for the years ended December 31, 2001, 2000, a9@ 19

Consolidated Statements of Comprehensive Incomsjlfosthe years ended December 31, 2001, 20001998 Consolidated Statements of
Changes in Stockholders' Equity for the years ef@stember 31, 2001, 2000, and 1999 ConsolidatadrBtatsof Cash Flows for the years
ended December 31, 2001, 2000, and 1999 Notesrisdlidated Financial Statements

(a)(2) List of Schedules

All other schedules to the consolidated finandialesnents are omitted as the required informasaither inapplicable or presented in the
consolidated financial statements or related notes.

(a)(3) List of Exhibits
The Exhibits which are filed with this report or iwh are incorporated by reference are set forthénExhibit Index hereto.
(b) Reports on Form 8-K:

Form 8-K was filed by the Registrant with the S&@s and Exchange Commission on October 24, 28Q4rding the Third Amended and
Restated Certificate of Incorporation of the Compan

Form 8-K was filed by the Registrant with the Sétes and Exchange Commission on December 12, g&fdrding the Preferred Stock
Issuance Agreement by and between GSE SystemariddvianTech International Corporation (dated Déwmmb, 2001)



SIGNATURES

Pursuant to the requirements of Section 13 or 1&f(the Securities Exchange Act of 1934, the regiigthas duly caused this report to be
signed on its behalf by the undersigned, theredatyp authorized.

GSE Systems, Inc.

By: [/ S/ Chin-Qur Jerry Jen

Chin-Qur Jerry Jen
Chief Operating Officer and President

Pursuant to the requirements of the Securities thAit,report has been signed by the following pesso the capacities and on the dates
indicated.

Date: March 29, 2002 / S/ Chin-Qur Jerry Jen
Chin-Qur Jerry Jen, Chief Operating
O ficer and President
(Principal Executive Oficer)

Date: March 29, 2002 / S/ JEFFERY G HOUGH
Jeffery G Hough, Senior Vice
Presi dent and Chief Financi al
Oficer
(Principal Financial and
Accounting O ficer)

Date: March 29, 2002
(Jerone |. Feldman, Chairman of the Board) By: / S/ JEFFERY G HOUGH
(Dr. Sheldon L. G ashow, Director) Jeffery G Hough
(Scott N. Greenberg, Director) Att orney-in- Fact
(Dr. Roger Hagengruber, Director)
(Joseph W Lewis, Director)
(John A. Moore, Jr., Director)
(George J. Pedersen, Director)

A Power of Attorney, dated March 15, 2001, authagzleffery G. Hough to sign this Annual ReportFamrm 10-K for the fiscal year ended
December 31, 2001 on behalf of certain of the dlimscof the Registrant is filed as Exhibit 24 tstAnnual Report



EXHIBIT INDEX

The following exhibits are either filed herewithloave been previously filed with the Securities Bmdhange Commission and are referred to

and incorporated by reference.
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23. Consents of Experts and Counsel
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Exhibit 21.1
SUBSIDIARIES OF REGISTRANT AT DECEMBER 31, 2001

The companies listed below are directly or indiseotvned 100% by GSE Systems, Inc. and are includéd consolidated financial
statements.

0 GS Information Systems FSC, Ltd., GSE Systenemational Ltd., MSHI, Inc., GSE Power Systems &SE Process Solutions, Inc., and
GSE Erudite Software, Inc. are wholly owned sulzsids of GSE Systems, Inc.

0 GP International Engineering & Simulation, InndaGSE Services Company L.L.C. are wholly ownedgliéiries of GSE Power Systems,
Inc. which is a wholly owned subsidiary of MSHIgIn

0 GSE Systems UK, Ltd. and GSE Process Solutiovsd@e wholly owned subsidiaries of GSE ProcessitBnis, Inc.
0 GSE Process Solutions Singapore (Pte) Limitedwholly owned subsidiary of GSE Process Solut®ns

o J.L. Ryan, Inc., acquired by GSE Power Systents,ih December 1997, has been merged with and3&te Power Systems, Inc. as of
February 1998, with GSE Power Systems, Inc. bdirgstirviving corporation.

Name Place of Incorporation or Organization
GS Information Systems FSC, Ltd. Barbados

GSE Systems International Ltd. State of Delaware
MSHlI, Inc. State of Virginia
GSE Power Systems AB Sweden

GSE Process Solutions, Inc. State of Delaware
GSE Erudite Software, Inc. State of Delaware
GP International Engineering & Simulation, Inc. State of Delaware
GSE Services Company L.L.C. State of Delaware
GSE Power Systems, Inc. State of Delaware
GSE Systems UK, Ltd. United Kingdom
GSE Process Solutions B.V. Netherlands

GSE Process Solutions Singapore (Pte) Limited Singapore



Exhibit 23.1
Independent Auditors' Consent

The Board of Directors
GSE Systems, Inc.

We consent to the incorporation by reference irrdlggstration statement (No. 333-08805) on Form@-8SE Systems, Inc. of our report

dated March 15, 2002 relating to the consolidaddrre sheets of GSE Systems, Inc. and subsidasiesDecember 31, 2001 and 2000,
the related consolidated statements of operatammprehensive income (loss), changes in stockhsldguity and cash flows for the years
then ended, which report appears in the Decemhe2(®X1 annual report on Form 10-K of GSE Systents, |

/sl KPMG LLP
Bal ti more, Maryl and
March 28, 2002



Exhibit 23.2
CONSENT OF INDEPENDENT ACCOUNTANTS

We hereby consent to the incorporation by referémtlee Registration Statement on Form S-8 (No-33805) of GSE Systems, Inc. of our
report dated February 29, 2000 relating to the @lichsted financial statements of GSE Systems, imlich appears in this Annual Report on
Form 10-K.

/sl PricewaterhouseCoopers LLP

McLean, Virginia
March 28, 2002



POWER OF ATTORNEY

KNOW ALL MEN BY THESE PRESENTS that the undersigr@fficers and Directors of GSE Systems, Inc., aaldglre corporation, herel
constitute and appoint Jerry Jen and Jeffery G gHpand each of them, the true and lawful agerdsattorneys-in-fact of the undersigned
with full power and authority in said agents aneys-in-fact, and in any one or both of thensigm for the undersigned and in their
respective names as Officers and Directors of hp@ation, the Annual Report of Form 10-K of therration to be filed with the
Securities and Exchange Commission, Washington,, Dr@ler the Securities Exchange Act of 1934, asnaled, and any amendment or
amendments to such Annual Report, hereby ratifgimgdj confirming all acts taken by such agents atwdregtys-in-fact, or any one or more of
them, as herein authorized. This Power of Attormdyich is dated as of February 8, 2002, may bewgredn any number of counterparts,
such signatures may be by means of facsimile @ratieans of transmission.

Narme Title
/sl Jeronme |. Feldman Chai rman of the Board
/sl Jerry Jen Presi dent, Chief Operating Oficer and

Director (Principal Executive Oficer)

/sl Jeffery G Hough Seni or Vice President and Chief
Fi nancial Oficer (Principal Finance
and Accounting Oficer)

/sl Sheldon L. G ashow, Ph.D. Di rect or
/sl Scott N. G eenberg Director
/sl John A. Moore, Jr. Di rect or
/sl George J. Pedersen Di rector
/sl Joseph W Lew s Director
/sl Roger L. Hagengruber, Ph.D. Director
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