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Cautionary Statement Regarding Forward-Looking Staements.

This report contains certain forward-looking stagems. Any statements contained herein that arstatements of historical facts may be
deemed forward-looking statements. These stateraeatsased 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 regulatorytdesx

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 phaahitoring, security access and control,
and signal analysis monitoring and optimizatiortwafe primarily to the power industry. The Compamyocess automation products
optimize batch and hybrid plant control for the@pkty chemical, food and beverage, and pharmacaitidustries. The Company operates
through two business segments, Power SimulatiorPandess 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 Netherla-based company Avantium International E



The Company's annual report on Form 10-K, quarteyrts on Form 10-Q, current reports on Form &i#d all amendments to those
reports will be made available free of charge tgtothe Investor Relations section of the Compamy&rnet website (http://www.gses.com)
as soon as practicable after such material isrelgictlly filed with, or furnished to, the Secuesi and Exchange Commission.

Recent Developments.
Power Simulation Business

The Company's Power Simulation Business was sagmifly impacted in 2002 by the delay of severarimational multi-million dollar
projects. For various reasons, the awarding ofetltestracts was delayed by the customers untiR@®2 or 2003. The US upgrade market
was much stronger in 2002 than in the prior yeawdver, the strength in this market was not sudfitito ensure the profitability of the
business unit. In addition, Power began marketimglant access control and intrusion detectiotesysn 2002 to nuclear power plants; this
technology had been acquired in a previous yeatheu€ompany had not committed resources to iteldpment until 2002. Due to the low
revenues, the business unit reduced its on-goiegatipg costs in 2002 by implementing two persomeelictions, one in April and one in
September. Power's total employees decreased 18.1%® at December 31, 2002.

The Company's Power Simulation Business Unit ("Rtwig positioning itself to take advantage of egieg trends in the power industry.
The operating licenses for numerous nuclear povetpwill expire over the next several years. plmts have already received license
extensions, and twenty more have applications pgndilany plants are also planning significant udgsato the physical equipment and
control room technology in conjunction with theditse extensions. Both will result in the need tdlifiycor replace the existing plant control
room simulators. The Company, having the largestalied base of existing simulators, is well pasidd to capture the majority of this
business.

To address the varying levels of technology thétexacross the Company's installed base, the Qontpes developed a Jabased graphici
overlay technology called JADE (Java ApplicationvBlepment Environment). JADE provides a common lap# feel to the Company's
various simulation tools regardless of whethernuthderlying technology is UNIX, LINUX or Microsoft Wdows XP. JADE also works with
all of the Company's tools for building electridalgic and control, and flow system models for pdan

The Company continues to focus on the fossil paggment of the power industry. Several fossil ptamiulators were delivered in 2002
receiving broad acclaim from customers. The G-Soiés developed in 2000 have enabled the Compasifectively compete in the fossil
market segment. These tools have also been codwanmteare included in the JADE product line. ThenPany also entered into a licensing
arrangement with the Russian Research Center "latoehnstitute”, allowing the Company to utilizedamarket Kurchatov's SIMPORT
technology. This robust, objeotiented technology gives the Company an additite@inology offering for the fossil market to maetariety
of market demands.

While GSE simulators are primarily utilized for pemplant operator training, the uses are expaningclude engineering, plant

modification studies, and operation efficiency imygments for both nuclear and fossil utilities. ibgrplant construction, simulators are used
to test control strategies and ensure on-time-gfarfA\fter commissioning, the same tools can bel iséncrease plant availability and
optimize plant performance for the life of the fagi In 2002, the Company developed a plant optation scheme using its simulation
technology in a new and unique way. The Compagtively seeking partners to help bring this nepligation to the marketplace.

In 2002, the Company continued to expand the ddts plant optimization tools based on advancetai analysis technology. The
Company's Pegasus Plant Surveillance and DiagBgsiem helps improve plant availability, safety aednomy. Pegasus is a software
package for semi-automatic plant surveillance aagribstics and enables site engineers to perfotailei@ analysis for specified component
faults, allowing the identification of degraded foemance and replacement of components beforeftlileysensBase provides comprehensive
sensor test services, thus ensuring that changesnismitters and other instruments do not jeoparthie function of the nuclear plant
protection systems. BRUS, a noise analysis prograckage, is a collection of signal analysis todtéclv allow users to detect developing
abnormalities in the plant. The Company's worldwigleutation for boiling water reactor stabilityitriag lead to an increase in sales of both
stability training courses, and the Company's SIME&ihbility Monitoring equipment. The Company haerbgery successful in selling this
technology to European and Asian customers ami/éstigating its viability in the US market.

In 2001, the Company entered into a strategic ntisgkalliance with General Physics Corporation, etthis expected to help expand the
Power business. General Physics Corporation ilettting supplier of operator instructional trainjprggrams 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 companies are working toveamsque web-enabled training
capability offering the Company's simulation teclogy.

In light of recent security concerns at nucleanfdaand other sensitive locations, the Companyb&gaggressively market its access control
and intrusion detection system to the nuclear andgss industries, technology that the Companyalegdired several years ago but had not
committed resources to develop. In 2002, the Compaed technical and marketing staff to grow thewsgity business. As a result, the
Company secured a contract in 2002 with a majoleanaitility to upgrade the security system at ohits nuclear power plants with
GAARDS (GSE Alarm, Access, Reporting and Detecfgstem), and to provide licenses to extend thent@olyy to each of the other nucl



plants operated by the utility. GAARDS is targetddhighly regulated industries that require a wetyust and feature rich security system.
The system is a command and control center thegiiates information card readers, retinal scano&rsed circuit TV and other field devices
used for intrusion detection and personnel acomssal. The Company is also teaming with ManTecbusiey Technologies Company, a
subsidiary of one of its principle shareholderg] ather industry security experts to provide tusnkapabilities to the nuclear industry.
Services include threat and vulnerability assesssnesk mitigation plans, cost/benefit analysesugrity system design, implementation,
testing and training.

In 2002, the chemical industry embarked on a sgjfilated program to assess vulnerability to physied cyber security at chemical plants.
Now that many of those assessments are complet€dmpany believes that these plants will begumpgrade their existing access con
and intrusion detection systems in 2003 and beyAndordingly, the Company launched several market@mpaigns to promote GAARDS
in anticipation of this emerging demand.

The Company also believes it is uniquely qualiie@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.

The Company entered into an agreement with RedSSmiemtific Inc. in 2002 for the use of GSE softevar the drug discovery process.
RedStorm is a privately held computational druggfesompany. Its technology (patents pending), kmaw Fyrestar, utilizes bio-informatics
and computer-aided molecular design to createdeatpounds that are developed into successful nagsdit greatly reduces the significant
cost associated with screening thousands of patesttmpounds common in the drug development protésser the terms of the agreement,
GSE will utilize its eSMART simulation software agcaphical user interface to enable scientistagileaccess and use the Fyrestar
technology, graphically displaying results as thkealations take place. This will enable scientistadjust their assumptions in real time, and
further improve results.

Process Automation Business

The Process Automation Business was profitabl@®B22however, their revenues declined from 200nipaue to reduced spending from
their largest customer, Westinghouse Savannah Riggsoration. Many of Process' customers continwetay capital expenditures due to
the overall US economy and continue to postponafiignt upgrades to their process control systekiter downsizing significantly in 2000
and limiting its marketing expenditures for thetlssveral years, Process increased its marketfog®significantly in 2002 to introduce new
products, improve customer's awareness of the Coyngrad its products, and revamp its marketing texéd.

To expand within its traditional customer base gaith new customers, Process embarked upon a pragr2@02 to develop a lower-cost,
next generation process controller using the latéstoprocessor technology. This new controller wad of the third quarter 2002 D/3
product release that also included enhanced algramd improved security features. This new versiaiie D/3 product will allow the
Company to bridge the cost gap between programnbadie controllers (PLCs) and the distributed cohstlystems while providing the
increased performance of a full-function distrilslt®ntrol system. This more cost effective solutiot enable existing customers to apply
automation to areas of their plants that couldgneviously afford the benefits of a full-functiorsttibuted control system. The Company has
initiated a program to expand its distribution amals for its new products, particularly in smalleatch applications where previously the
power of the D/3 could not be cost effectively agql To this end the Company has partnered witiMgirufacturer's Representative
organizations and two Systems Integrator companigis.new Channel Partnership program has incretagedumber of salespeople selling
the D/3 by over fifty. The Company intends to additional partners as needed.

In support of the aggressive sales efforts, thedd®business unit also initiated a number of ntiawdactivities in 2002 in an effort to
improve awareness of GSE Systems in the marketpiditeough the D/3 family of technology productssigperior to other offerings, many
potential new customers are not aware of the Cognpsecordingly, Process created an integrated nieudggrogram to reach new customers
which included:

* Designing and developing new corporate brochysasjphlets and other marketing literature,

* Developing a new web site that was released igust,

* Launching two direct mail campaigns--one for ¢ixig customers and the other for prospects in pleeialty chemical, pharmaceutical, and
food and beverage industries,

* Launching a public relations campaign in an dfforuse the media for awareness,

* Establishing a contract with ARC Advisory Growpleading analyst firm in the process manufactuiroigstry, and

* Launching a customer reference program in anrefodocument successes with our loyal customse ba

In October 2002, GSE purchased the stock of ManPetbmation Systems (Beijing) Company Ltd, from Mach International Corp.
(ManTech is a principle shareholder of the Compahkie Chinese company, which has seven employeesramamed GSE Systems
Engineering (Beijing) Company Ltd. This acquisitigave the Company a much needed base in Chinasagand implement automation
and simulation projects in that emerging markebriher to compete in the world market, many largaufiacturing companies have movec
intend to move some of their manufacturing plaat€hina to take advantage of low labor costs argktpositioned to participate in the large
Chinese market. GSE has been informed of such pkassme of its existing customers; these custoimeve indicated that they intend to
install GSE's D/3 control systems for their autdoraprocesses in these new facilities. In 2002, GR€ived a contract in China for
delivering a D/3 system and process simulationiso#; this project was implemented by our Chinedsigliary successfully with minimum
support from GSE headquarters. The Company belibatsts new Chinese operation will be able tovjte critical local services that will
enable the Company to meet the needs of the Chinagest. Access to low cost engineering labor aldb enable the Company to be m



competitive in its worldwide operations.
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 was part of the third gea2002 D/3 product release that also
included enhanced alarming and improved securdtufes. GSE also invested in the development dfiaddl enhancements to its FlexBa
Recipe and Process Management software.

The Company also released several power plant atianltools using Java Technology in 2002. The Giapser Interfaces (GUI) for the
Power GSuite and Topmeret tools were replaced avithva-based GUI, thus providing platform indepandend internet enabling. These
tools include JElectric, JFlow, JDesigner, JLodicontrol, JExec and JStation which are the softwaokages of the JADE suite of tools.

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, respedtivOn 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 Solutimng"Process Solutions").

In December 1997, the Company acquired 100% obti&tanding 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 jprst the Company to be more competitive for modifons and upgrade service projects
within the nuclear simulation market.

In April 1999, the Company acquired certain asaatsemployed the associates of BatchCAD Limitec BatchCAD 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 pratbve&lopment and process chemistry. In connectitimAwantium's founding, the
Company licensed certain of its simulation softwaand automation system products in exchange fon#hwa 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 enhandsrtethe software it licensed to Avantium.

In early 2000, GSE determined that outside investmas required to support its VirtualPlant bussméswever, the Company was
unsuccessful in attracting the needed capital ce@able terms. Accordingly, in March 2001, the @any sold its VirtualPlant assets and
technology, including its BatchCAD product, to Atviam. GSE received 200,000 shares of Avantium pregestock and 280,000 shares of
Avantium common stock. At December 31, 2002 the gamy owned 6.1% of Avantium.

During 2002, the Company invested in RedStorm Sifieinc., an emerging biotechnology company atilg a proprietary (patent pending)
computational technology for protein analysis chligrestar. RedStorm Scientific Inc. needed a sovdevelopment and operating
environment to optimize the Fyrestar code. The Comustomized its eSMART (engineering, Simulatidanagement and Real-Time)
product. In addition to the potential growth of B¢arm Scientific Inc., the Company proved that eSMAs a viable product to help
companies, laboratories and educational institstigotimize their large, complex and often ineffitieomputer codes. At December 31, 2002
the Company owned 10.2% of RedStorm.

In October 2002, GSE purchased the stock of ManPetbmation Systems (Beijing) Company Ltd, from Mach International Corp. The
Chinese company, which has seven employees, wameshGSE Systems Engineering (Beijing) Company This acquisition gave the
Company a much needed based in China to pursungheiment automation and simulation projects irt #raerging market.

Power Simulation Business.

The Company's Power Simulation Business is compa$¢hree divisions: Power Simulation, Plant Sagu8ystems, and Process
Simulation.

Power Simulation.
Industry

The ree-time simulation industry grew from the need tortrpeople on complex and potentially dangerous dipeis without placing life o



capital assets at risk. Real-time simulation hahesed 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&ses 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 simulatet ticcurately reflects the current actual plastgfeis mandated by the U.S. Nuclear
Regulatory Commission. This mandate resulted floeninvestigation of the accident at the Three Néiland nuclear plant in 1979, which
was attributed, at least in part, to operator effoe NRC requires nuclear plant operators to #ain licenses through simulator testing. E
nuclear plant simulator must pass a certificatioogpam to ensure that the initial plant design alhdubsequent changes made to the actual
plant control room or plant operations are acclyatgflected in the simulator. Plant operating fises 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 gy $simulation computer. The simulation
computer houses the mathematical models, whichlatmthe physical performance of the power play&ems such as the reactor core,
steam boiler, cooling water, steam turbine, eleatrenerator, plant system controls and electdistfibution systems. Partial scope
simulators can be viewed as a subset of a fullessopulator. 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 electricalrgeareoperation.

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 effi@ettraining. As computing power has increasedpscdhas 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 awpipment changes to confirm the results of suelmgés, 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 gtigushifted to the international market in the @9%s the domestic market was limited
to upgrades and replacement of existing simulatdosvever, the Company believes that the new NatiBnargy 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 flower plants. The size, complexity and prica ébssil plant simulator are much lower
than for simulators used for nuclear plants. Fqdaiit 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 becomeresnain, 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 believes its
fossil fuel plant customers are now recognizingltbeefits of high fidelity simulation models thabpide highly accurate representations of
plant operations to help plant operators and managedetermine optimal performance conditions.

Despite the recent down-turn in the domestic pgiemt development market, the Company sees twddgremich may indicate the need for
more simulation products and services. First, ifenke extension process in the nuclear industgynesult in significant changes in plant
equipment and control room technology. Based upSMluclear Regulatory Commission regulations, eeaihihg simulator is required to
reflect all changes that are made in the actualtptaus when changes in plant equipment and clomtoon technology are made, the nuclear
power plants must either upgrade existing simusatorpurchase brand new simulators. Second, timg adithe nuclear and fossil plant
operator workforce will result in the need for slation to train the next generation of plant operst

Therefore, the Company believes that these trehttiey come to fruition in whole or even in pagtpresent a market opportunity for its real-
time simulation, plant optimization, asset manag&maed condition monitoring products and services.

GSE's solution

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

In addition to operator training, the Company'sugation products and services permit plant ownads@perators to simulate the effects of
changes in plant configuration and performance itimmd to optimize plant operation. These featulsv the Company's customers to
understand the cost implications of replacing agief equipment, installing new technology or hotdout-of-service assets. GSE has also
developed a suite of tools based on sophisticaggdlsanalysis and simulation techniques to hagitstomers manage their asset



determining equipment degradation before it seyamapacts plant performance.

The Company has also focused on upgrading oldentdagy used in power plants to new technology aggs for plant process computers,
safety parameter display systems, and plant aseessity systems. As nuclear plants in the U.Sticoa to age, the Company will seek more
business in this upgrade market.

GSE provides both turnkey solutions, including dated hardware and proprietary software, to matspegific 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 reduce ¢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, etdcal systems and associated real time
support software, JADE, is available in UNIX, Lintand Windows XP computer platforms. This technglsgspecifically 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 o$tinxg plants by reducing the numbe
unplanned outages due to equipment failure. Usilvgiaced signal analysis techniques, the Compamyls tan predict when certain plant
equipment needs to be replaced. Replacement mfat@quipment prior to failure permits effectivieaning 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 businesside

* Java Applications & Development Environment (JAD& Java-based application that provides a winithbovthe simulation instructor
station and takes advantage of the web capabitifidava, allowing customers to access the simuéatd run simulation scenarios from
anywhere they have access to the web. JADE inclindefollowing software modeling tools:

* Jflow, a modeling tool that generates dynamic alsdor flow and pressure networks.

* Jcontrol, a modeling tool that generates cortygic models from logic diagrams.

* Jlogic, a modeling tool that generates contrgidanodels from schematic diagrams.

* Jelectric, a modeling tool that generates eledyistem models from schematic and one-line diagram

* Jtopmeret, a modeling tool that generates twasphwetwork dynamic models.

* Jdesigner, a JADE based intuitive graphic edidorall JADE tools.

* Jstation, a JADE based web-enabled Instructaiddta

* G_Suite, a suite of software modeling tools depeld under the Microsoft Windows environment. tudes:
* Gflow, a modeling tool that generates dynamic elsdor flow and pressure networks.

* Geontrol, a modeling tool that generates conlvgic models from logic diagrams.

* Glogic, a modeling tool that generates contrglitomodels from schematic diagrams.

* Gelectric a modeling tool that generates eledyistem models from schematic and one-line diagrams

* SimExec, a Windows NT-based real-time simulagxecutive system that controls all real-time sirtiafaactivities and allows for an off-
line software development environment in parallghwhe training environment. It runs on Micros@findows, UNIX and LINUX operating
systems.

* SmartTutor, complementary software for instructtations. It provides new capabilities to help ioye training methodologies and
productivity. Using Microsoft ActiveX controls, Smautor allows the control of the simulator softeatirectly from Microsoft Office
products. The user can run training scenarios tjréom a Microsoft Word document, or he can @od show transients live within a
Microsoft PowerPoint slide.

* eXtreme I/S, a Microsoft Windows based Instrucstation that allows the use of Microsoft Word &averPoint to control the real-time
simulation environment. eXtreme I/S is a user-fillgrtool for classroom training and electronic reaggeneration. It provides real-time plant
performance directly from the simulator during sk&@®m training, which drastically increases leagrefficiency.

* Pegasus Surveillance and Diagnosis System, eadtpackage for semi-automatic plant surveillaaro# diagnostics, 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 #diley f

* SIMON, a computer workstation system used for itaing stability of boiling water reactor planSIMON assists the operator in
determining potential instability events, enablawgrective action to be taken to prevent unnecggdant shutdowns.

* Vista PIN, a PC-based plant information systenoyvjiles unparalleled flexibility usefulness andeeebmaintenance while decreasing the
cost of ownership. Vista PIN provides real-timepthy of process parameters, trends, alarm statdshiatorical data archiving with on-line
retrieval.

The Power Simulation business also provides cangudind engineering services to help users plasigdeimplement, and manage/support
simulation and control systems. Services includdiegtion engineering, project management, traingiig@ services, maintenance contr:



and repair.
Strategy

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

Traditional Simulation Market. Nuclear power cuttgraccounts for about 20% of the electrical poged capacity in the United States and
this percentage will likely remain the same evetota capacity increases. Any new nuclear powantsl will likely be of the advanced
reactor designs created by Westinghouse, Genezalriel and Siemens. These new designs require inewagors and training programs, as
they are different from the nuclear power plantgies currently in operation. In addition to new powplants existing nuclear power plants
will likely be required to remain on-line for a Igar period than originally expected. In order tysh operation, many plants will require life
extension modifications. Since all existing US maclpower plants went on-line before 1979, thesigies and technology can also benefit
from the substantial advances in plant design aecldnology developed over the past 20 years. Fanpbe several of the Company's U.S.
utility customers are considering replacing theisting hard panel control rooms with modern disited control systems (DCS) as are
common in fossil fuel plants, and which have beaplemented in Europe for several years. Significiuiainges to control room
instrumentation and overall control strategy froanchpanel to DCS generally require modificatiomeplacement of the plant simulator. With
the largest installed base of nuclear plant simutain the world, the Company believes it is unlgymsitioned to serve this market segment
with new simulation products and services.

As plants extend their useful life, many plan tp-hate" the existing capacity to increase eledty@d. By changing the capacity of certain
equipment in a plant, the utility can gain upwanfla 10%-15% increase in output. Again, any su@ngles must be reflected in the control
room simulator, and operators must be trained eméw equipment before implementation.

In addition to the United States markets, sevararging regions of the world are expanding thescelcal capacity with both nuclear and
fossil fuel power plants. The Company believes #xjgansion includes the need for integrated sinmnatnd training programs and has
developed products that will enable it to explbi fossil fuel simulation marketplace. GSE is imsiag its marketing efforts in this area

Simulation Beyond Training. In addition to operatt@ining, the Company's simulation products caetnti@s increased need for efficiency
assisting plant operators in understanding theiogstcations of replacing equipment, installingmngechnology and maintaining out-of-
service assets. In order to exploit this potentis, Company has increased the fidelity of its $ation products and is marketing its services
to increase the fidelity of simulators that arecatly in operation.

As computing power and networking technologies imnpr several of the Company's customers have dtirteigrate 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 in addition, the @om employs over 60 engineers at the Columbiayldiad headquarters capable of
servicing the upgrade/retrofit and new simulatorket In addition to domestic resources, GSE hagldped a network of trained engineers
in Russia, Ukraine, Czech Republic, Bulgaria, Iretha China. These foreign resources provide loweagineering and software
development capabilities and are readily availébsupplement the United States engineering staffegessary.

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

* Cost savings opportunities
* Enhanced positioning in existing markets
* Entry into new geographic and industry markets
* Turnaround opportunities for under-performing inesses
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 knowleddgcal market participants. These strategic adés have also permitted the reductio



research and development and marketing costs nghsuch costs with other companies.

In recent years, an increasing amount of the Cogipamternational business has come from contiadEastern Europe, including the
republics of the former Soviet Union, the PacificnRand India. In order to acquire and perform thematracts, the Company entered into
strategic alliances or partnerships with varioutties including Automation Systems Co. Inc., agidlary of Beijing Jihang Automation
(China); All Russian Research Institute for NuclPawer Plant Operation (Russia); Kurchatov IngifiRussia); Macmet Ltd. (India);
PowerGen (England); Risk Engineering Ltd. (Bulgargamsung 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 tiveelPdechnology group of PowerGen,
the UK's largest power company. This relationslivgeg GSE access to the European fossil simulatiarket, as well as the tools necessary to
simulate the Siemens Teleperm control system, btteeanore popular control systems being offered 8. nuclear power plants.

Competition

The Power Simulation business encounters intensgetition. In the nuclear simulation market, GSipetes directly with larger firms
primarily from Canada and Germany, such as Canailigiaspace & Electronics (CAE), and STN Atlas. Toesil simulation market is
represented by smaller companies in the U.S. aatsewas. Several of the Company's competitors haatey capital and other resources than
it has, including, among other advantages, morsgperel and greater marketing, financial, techracal research and development
capabilities. Customer purchasing decisions arergdlly based upon price, the quality of the tecbgg] experience in related projects, and
the financial stability of the supplier.

Customers

The Power Simulation business has provided apprateiy 200 simulation systems to an installed bdser 75 customers worldwide. In
2002, approximately 57% of the Power Simulatiorerexe was generated from end users outside thedBigees. Customers include, among
others, Ameren, Arizona Public Service, Carolinav®oand Light Company, Commonwealth Edison Comp&sipom 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, 2002, 2001, 0@ @te Power Simulation customer (Battelle's Padifirthwest National Laboratory)
accounted for approximately 11%, 17%, and 22%,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 produstssgervices through a network of direct sales stéafénts and representatives, systems
integrators and strategic alliance partners. Aatlisales force is employed in the continental Wh&¢ates. Market-oriented business and
customer development teams define and implemestfapeampaigns to pursue opportunities in the pomarketplace.

The Company's ability to support its multi-faciliipternational 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 U
in Sweden and Japan. In addition to the officeatld overseas, the Company's ability to conduetriational business is enhanced by its
multilingual and multicultural work force. GSE hstsategic relationships with systems integrato @gents representing its interests in:

Russia South Afri ca

Germany Mexico

Bulgaria Brazil

Spain Taiwan

Czech Republic South Kore a

India Japan

United Kingdom People's R epublic of China
Ukraine

Plant Security Systems

Industry

The access control market is a $2 billion subséth@f$15 billion monitoring and identification seity market according to Morgan-Keegan.
Prior to the events of September 11, 2001, thesangower plant security industry was focused ayragling existing security systems to r
computing technology. Each plant has an accessat@mtd intrusion detection system in compliancthwegulations promulgated by the
Nuclear Regulatory Commission (NRC). The market feassed on upgrading existing control systems wétver computing hardware a
more powerful database systems. The requiremecitgdied the ability to interface to new field semgsdevices such as CCTV, microwave
sensors, and more sophisticated biometric deviees & hand geometry and retinal scanners. Theetarkery diverse, serviced by a
number of vendors without clear dominar



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, andrtlastry 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 stanaggrocessing facilities throughout the
country. Concern also centers on reactors in Bagerope, and the Department of Energy is curradgleloping its strategy regarding
nuclear plant security as it relates to US poliagl aational security. The Company plans to utittee channels to market it has developed in
the international nuclear market to pursue thetiational nuclear security segment.

In addition to nuclear power, the domestic chemipghirmaceutical and food and beverage industreeswaluating their vulnerability to
terrorist threats. The American Chemical Councikisommending that manufacturers of chemical prizdstep up their role in protecting
America's homeland. There are over 15,000 cherpleats in the U.S. that have large quantities ¢fegmely toxic or volatile chemicals.
Unlike the nuclear power industry, there are no cmm standards of security across plants in the @aimdustry.

Cyber security, particularly regarding plant pracesntrol systems, is a growing concern, and s ladsng addressed by the American
Chemical Council and other industry associationpa# of the vulnerability assessment methodolatgresses internal and external acce:
process control equipment, especially in lightrehtls in the process control industry to make systeore open and integrated with other
plant information systems.

GSE's Solution

The GSE Alarm Access Reporting and Detection Sy$@AARDS), provides access control and intrusiotedgon for large industrial
applications such as nuclear power plants thatiregersonnel tracking. This system is redunddabls, and includes such standard features
as: access control and intrusion detection, CCTgiration, biometrics and on-line personnel phadgaamic map displays, advanced event
processing, security communications, and systetegration. Using its rich engineering talent, thepany specializes in writing customer
interfaces to third party field hardware such asrdocks, card readers, CCTV, etc. This capabélligws customers to utilize their legacy
hardware, and thereby save considerable money whgnading their security systems.

The Company has also launched a research and gdevehd program to utilize its GAARDS technology asaaithentication/validation server
for the Company's and third party process confrsiesns. Securely integrating the physical site sgcsystem with process control cyber
security will provide the Company with a uniqueasffig to the process industries.

In addition to plant access control systems, the@my believes the plant design and operations letme it has gained through simulation
gives it the expertise to help utilities uncoved @assess plant vulnerabilities. The Company's sitioul capability can be used to assist the
industry in testing threat scenarios and respdnseframes. The Company continues to work with etgpi@ vulnerability assessment
methodologies to bring this unique applicationiofidation to the market.

Strategy

GAARDS is focused on highly regulated markets saglnuclear power, chemical processing, pharmaegawelopment and food and
beverage. These industries either already requir@ay soon require, the robust features alreadigded into GAARDS. The Company will
also focus on the upgrade market, leveraging itgyato interface with existing customer hardwaned thereby providing an economic
advantage to the Company's solution.

The Company will continue to differentiate itsdifaugh offering services beyond just the accessalosystem implementation. The
Company is teaming with ManTech Security Techn@sdompany to provide turnkey capabilities to thelear industry. Services range
from threat and vulnerability assessments, riskgatiion plans, cost/benefit analysis, security esystiesign to implementation, testing and
training.

Competition and Competitive Advantage

The nuclear plant access control and intrusionatiete system market is not dominated by any ventlbis market is best classified as an
upgrade market, and the Company believes thatritasstrong position to compete due to its supeechnology and ability to provide cost
effective upgrade solutions. The Company's expeei@md reputation as a reliable supplier to théeauéndustry and as a systems integrator
of complex reakime nuclear plant computer systems (Simulatorsufsty Systems, Plant Process and Control Compuggres the Compar
unique access to the industry.

The chemical and pharmaceutical market segmeiddssaerved by a wide variety of relatively smatlexl companies. The Company believes
that emerging security awareness in this segmdhtesiult in the demand for the more sophisticatecurity solutions offered by the
GAARDS product. In addition, the use of GAARDS mntbination with process control system securitwates the Company a unique
advantage.

Sales and Marketing



The Company will market its plant access contrstams in the nuclear power and process marketaghra combination of techniques
including its existing direct sales channel, salgents, strategic alliance partners and systergratters. The Company is building its Systems
Integrator channel and investing in the necessapart infrastructure to make this channel succgssf

Process Simulation.
Industry

Throughout the process industries there is conignabmpetitive pressure and a reduction of technésmurces, which is forcing process
manufacturers to turn to advanced technologiesgfalrtime optimization, training, and advanced pssccontrol. Operational efficiency is
vital for companies to remain competitive where gnahthe manufacturing industries operate on vhiy targins. There are only one or two
advanced technology companies that offer serviggsdcross this spectrum, and GSE offers dynaesd-time simulation capabilities for
operator training into this segment.

GSE's Solution

The SimSuite Pro product was developed by GSE fpalby for operator training, and the GSE cultared expertise is one of customized
project execution and delivery. This marketpla@eps a high value on experience, both company-anddor the individuals on the project
teams, so GSE promotes its long history in trairsimgulators, while also seeking new applicatiortse BimSuite Pro package continues to be
enhanced with features applicable not just to #eeetion of professional training techniques, st o the recording and validating of
process operator performance for potential ceatifor.

Strategy

The core concepts of process simulation make ttientdogy a basis for other potential process impneent activities, such as Advanced
Process Control and Process Optimization, whiethisre some of the major GSE competition has mosibaes focus than for operator
training. GSE will continue to emphasize its operataining focus and strengths, as well as thdiegtjipn of the process simulator for chau
management, where changes in the process, cotratdgy, or operating procedures, can be evaluatezhl time before they are applied to
the actual process units. On-stream time is an itappeconomic factor, and there is recognizableevm avoiding the risk of unplanned
process disturbances from invalidated changes.

Competition and Competitive Advantage

GSE's competitors are a varied group. There arerajporations offering a wide range of productd aervices that include operator
training simulators. There are also companies fedwsn Process Technology and manufacturing enhardesuch as ABB and Honeywell
who are DCS distributors to the refining industnggrovide operator simulation as part of their DsEféring. There is a collection of
companies with specific industry niches that lbt sometimes compete in operator training simariasuch as Invensys and Aspentech.
There are also the smaller training companiesdbiaipete at the lower cost levels of CBT (Computasd®l Training) or simple simulations
close to CBT.

The GSE company focus on training simulation isisifiess strength to project, and its vendor indégece, with the ability to integrate to
different vendor's process control systems, is algalue which is appreciated. GSE can be seerastaf-breed type of supplier because it
is not tied to a major control system, nor is igding simulation software for engineering andihass management with high annual license
fees.

Sales and Marketing

The Company will market its Process Simulation textbgies through a combination of techniques inicigdts existing direct sales channel,
sales agents, and strategic alliance partners.

Process Automation Business.
Industry

Process control systems automate manufacturingtined processes, thereby reducing labor and otieeiuption costs and maximizing
production efficiency. According to the AutomatiBesearch Council (ARC), the worldwide market fotédxnation Products and Services for
Process Industries, over $44 billion in 2001, ipexted to grow at the Compounded Annual Growth Ra#GR) of just over 5 percent over
the next five years, reaching close to $57 billim2006. In addition, the ARC reports that rough8p billion worth of installed process
control systems that are rapidly approaching thiieadriheir useful life. These systems simply cardediver the level of functional autonomy
and coordination required to be competitive. Irirtjeest for operational excellence, process mantufars face further challenges and the
need to maximize Return on Assets (ROA). Manufattuassets represent 75% of capital assets for pnoséss manufacturers and most of
these assets are controlled by process autom



The sales of process control systems have beeandbiy customer desires to improve production &fficy and reliability, and thereby
maximizing Return on Assets. The capital-intensiid competitive nature of manufacturing requiresganies to focus on designing,
monitoring, and modifying the production procesisethe most efficient and profitable manner. Preagantrol systems consist of rugged
microprocessor-based hardware, which is physichdiributed throughout a plant and linked by digitammunications to control centers.
These systems allow users to monitor and contmibwa functions. The graphic information and cohtlisplays utilized by these systems
enhance the customer's strategic production andgemey 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 @otke Company believes the need for traceabitityiacreased government requirements
(e.g., EPA, FDA) is fueling the growth of batch tmhsystems in the United States. The hybrid adatmarket focuses on the integration of
manufacturing automation and business systemsCohgpany believes that the growth in e-businesglamdeed 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, devetapdedivers process control, data acquisitionntlgzrver and business software, systems
and services. These products permit the Compaagtsmers to maximize the use of plant assets byngakal-time process information
more easily available, thereby enabling fasterlzatter informed operating decisions.

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

* Specialty chemicals * Pharmaceutical
* Food and beverage * Metals

The flagship product in the Process Automationtess is the D/3 DCS, a distributed control systemdyct 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 continu@ml complex batch processes. D/3 DCS also formglétrm for plant-wide information
for operators, engineers and management.

Other products of the Process Automation businedade the following:

* D/3 Compact, a compact packaging of D/3 DCS Miithfunctionality and the capability to be expadde a regular D/3 system.

* FlexBatch, a flexible batch manufacturing systesed to facilitate the rapid creation of variouschgroduction processes.

* TotalVision, a graphical system that providediart/server-based human-machine interface fortiesd process and plant information.
* TotalWebVision, a web-enabled version of the T@ision package.

* SABL, a sophisticated batch and sequential martufang software language that permits the schadwind tracking 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:

* Maintain Existing Customer Base. The D/3 systémsl(iding its early releases) has been used faga®automation by existing customers
for more than 20 years. Throughout the advancewfamw technology, the Company always providesggrade path for customers to
utilize its investment in application software subht the maximum ROI (Return of Investment) wél &chieved. Also, a customer-focused
business approach is the Company's operation pipiftgswhich distinguishes the Company from its lazgmpetitors.

* Improving technology. The D/3 DCS distributed tmh system is designed as an open standard thawvoek with 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, tl



Company completed modifying its process control tl@dPCM) to increase its operating speed and eedtaenanufacturing 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@efall-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 hgesence in the specialty chemical, food and beyer pharmaceutical, and metals
industries. The Company will continue to focuseifforts on these industries, but will seek to apghby technical expertise that it has develc
to other industries.

* | everage its expertise through sale of engingecionsulting services. The Process Automation ghagdeveloped 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 currenthaedmg 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 substapt@giater 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 emplogifipcus” strategy that ensures its new producelgment protects its customers'
previous investments in applications software amagss /O, thereby maintaining or significantlgr@asing barriers to change.

Customers

The Company has provided over 300 process contstésis to an installed base of over 125 customerklwide. In 2002, approximately
9% 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, 2002, 2001, and 2000roned3 Automation customer (Westinghouse Savaniegt Eompany) accounted f
approximately 24%, 24%, and 11%, respectivelyhef€@ompany'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 Pennsyl vania
Maryland South C arolina
North Carolina Texas

Process Automation has strategic relationships syiftems integrators and agents representingt@ests in:

Virginia Taiwan

California People 's Republic of China
Michigan Belgiu m

New Jersey South Korea

Minnesota The Ne therlands

Texas

lllinois

Competitive Advantages.

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

* Technical and Applications Expertise. GSE isadiag innovator and developer of real-time softwaith more than 30 years of experience
producing high fidelity real-time simulators andeo25 years in producing fully integrated computedi process control systems in more than
25 countries. As a result, the Company has acqsinedtantial applications expertise in the energlyiadustrial process industries. The
Company employs a highly educated and experienegthational workforce of more than 240 employdasluding approximately 180
engineers and scientists. Approximately half obthengineers and scientists have advanced scirddechnical degrees in fields such as
chemical, mechanical and electrical engineeringlieg mathematics and computer sciences.

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

* Open System Architecture. GSE's software prodantstools are executed on standard operatingrsgstgth third-party off-the-shelf
hardware. The hardware and operating system indepee of its software enhances the value of itdymts by permitting customers to
acquire less expensive hardware and operatingmegsiehe 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 31% of tiempany's 2002 revenue was derived from internatisales of its products and servi
GSE has a multinational sales force with officasated in Beijing, China, Nykoping, Sweden, and Tmkiapan and agents and
representatives in 22 other countries. To cap#adiz international opportunities and penetrateigorenarkets, the Company has established
strategic alliances and partnerships with severalidn entities.

Intellectual Property.

The Company depends upon its intellectual propaégtyts in its proprietary technology and informati@sSE maintains a portfolio of patents,
trademarks (both registered and unregistered),ragifig (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 considercagypatent, trademark, copyright, or
license to be of such importance that the losxpiration thereof would materially effect any segrer the Company as a whole. The
Company relies upon a combination of trade sectefsyright, patent and trademark law, contractu@rggements and technical means to
protect its intellectual property rights. GSE dHaiites its software products under software licaggeements that grant customers
nonexclusive licenses for the use of its produetdch are nontransferable. Use of the licensedvso# is restricted to designated computers
at specified sites, unless the customer obtailite #icense of its use of the software. Softward hardware security measures are also
employed to prevent unauthorized use of the Conipawftware, and the licensed software is subget#rms and conditions prohibiting
unauthorized reproduction of the software.

The Company has several U.S. patents that weredsauhe 1996 time frame, none of which (indiviljpar collectively) have a significant
role in the Company's current business operationsccordance 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. Gtmpany's licenses are perpetual in nature aridvake an unlimited duration as long as
they are adequately protected and the parties adbéhe material terms and conditions.

GSE's registered U.S. trademarks include D/3, DBZSPSABL, TotalVision, Flexbatch and RETACT. Regisibn is pending or is beir



considered for other relevant trademarks, includinBE, SmartTutor, eSmart, D/3 Compact and GAARB&ne of these trademarks have
also been registered in foreign countries. The Gomalso claims trademark rights to SimSuite Po®anSuite Pro, SimExec, eXtreme |/S,
RACS, PEGASUS Plant Surveillance and Diagnosise®ysSIMON, Vista PIN, TotalWebVision and Flexbatch.

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 patelimiat others have not or will not be able to desiguad those patents. Furthermore, the laws of
certain countries in which the Company's produtssald do not protect its products and intellelgtuaperty rights to the same extent as the
laws of the United States.

Industries Served.

The following chart illustrates the approximateqesrtage of the Company's 2002, 2001, and 2000 uegesittributable to each of the
Company's reporting segments:

Industries served

2 002 2001 2000
Process 53% 50% 45%
Power 47% 50% 55%
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, 2002, the Company's aggregate cobtaktog totaled approximately $29.9 million, w@h9.0 million in contract backlog for
the Power Simulation business and $10.9 milliooantract backlog for the Process Automation busindpproximately $20.1 million or
67% of the backlog is expected to be converteévemue by December 31, 2003. As of December 311,286 Company's aggregate cont
backlog totaled approximately $21.5 million, with@8 million in contract backlog for the Power Siation business and $10.7 million in
contract backlog for the Process Automation busines

Employees.

As of December 31, 2002, the Company had 241 erapkya 6% decrease from December 2001. The redsietiere primarily associated
with the downsizing of the U.S Power business offsetially by the acquisition of GSE Systems Ewegiring (Beijing) Company Ltd.

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 shdrif@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 restihe Company believes that these factors mayedhesmarket 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 accountegfwogimately 31% of the Compan:



consolidated revenues in 2002. The Company antesphat 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 [ilging 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 lodingers, potential difficulties involving the Cgany's strategic alliances and managing
foreign sales agents or representatives and patetlifficulties 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. Although end users
in the Ukraine accounted for 10.7%, 17.6% and 708%he Company's consolidated revenue in 2002, 20@12000, respectively, GSE's
customer for these projects was Battelle's Pabifithwest National Laboratory, which is the puréhgsagent for the U.S. Department of
Energy. The DOE provides funding for various prtgan Eastern and Central Europe. Accordingly,Gleenpany is not subject to the politi
and financial risks that are normally faced whemgddusiness in the Ukraine. The Company has tategs designed to reduce the additional
risks associated with doing business in these ci@gnbut the Company believes that such risks stilyexist and include, among others,
general political and economic instability, lackoofirency convertibility, as well as uncertaintytwiespect to the efficacy of applicable legal
systems. There can be no assurance that thesahardartors will not have a material adverse eféecthe Company's business, financial
condition or results 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, 2002, 2001, & dbe Power Simulation customer (Battelle's Rablibrthwest National Laboratory)
accounted for approximately 11%, 17%, and 22%,aethely, 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, 2002, 20012000, one Process Automation customer (Wgsiimse Savannah River Compe
accounted for approximately 24%, 24%, and 11%,aetbely, of the Company's consolidated revenuebel Company lost either of these
customers, the Company's revenue and results odtiqes would be materially 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 2002, 40% of GSE's revenue was from custometiseimuclear power industry. The Company will coné to derive a significant portion
of its revenues from customers in the nuclear poadustry for the foreseeable future. The Compaalibty to supply nuclear power plant
simulators and related products and services isrigmt on the continued operation of nuclear p@lants and, to a lesser extent, on the
construction of new nuclear power plants. A widege of factors affect the continued operation amtstruction of nuclear power plants,
including the political and regulatory environmethie availability and cost of alternative meanpaiver generation, the occurrence of future
nuclear incidents, and general economic conditions.

In 2002, 35% and 10% of the Company's revenue fvene customers in the chemicals industry and tloel fand beverage industry,
respectively. Accordingly, the Company's futurefpenance is dependent to a certain extent upodéhgand for the Company's products by
customers in those industries. The Company's r@gemay be subject to period-to-period fluctuatiags consequence of industry cycles, as
well as general domestic and foreign economic d¢andi and other factors affecting spending by camgsin the Company's target process
industries.

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

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

* On December 31, 2002, the Company had total éstdvearing debt of $6.2 million, representing 48%s total capitalization.
* On December 31, 2002, the Company's availableoldng base was $6.9 million, of which approximgt®b.4 million had been utilized.

* On March 23, 2003, the Company's existing créatitlity was extended until March 31, 2004. Theesgnent reduced the maximum
commitment under the credit facility from $10.0 linih to $6.5 million as of March 23, 2003, with additional reduction to $5.5 million on
October 1, 2003; and a final reduction to $5.0ionllon January 1, 2004.

* The Company has been informed by its bank th@iGbmpany should begin to search for a new findigséitution to provide for its future
financing requirements. To provide the Company witbugh time to perform this search, the bank agt@@rovide the Company with a one-
year extension of its current credit facility. Aedimgly, on March 23, 2003 the Company's creditlitgovas extended until March 31, 20C

By March 31, 2004, the Company believes that then@amy will have transferred the credit facilityamew financial institution.

The Company's level of indebtedness could have itapbconsequences to the stockholders. For exaibptzuld:

* Make the Company more vulnerable to economic dowrs.



* Potentially limit the Company's ability to wittestd competitive pressures.

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

* Make the Company more susceptible to the abalesibecause borrowings under the Company's ceadiity will 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 adftdial financing. The Company cannot be sure thgtsaich refinancing would be possible or
that any additional financing could be obtainedacoeptable terms.

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

GSE's debt agreements impose significant operatidgfinancial restrictions. These restrictions @ffand 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 assets

* consolidate, merge or sell all or substantiallyofits assets.

There can be no assurance that these restrictitinsotvadversely affect the Company's ability teaince its future operations or capital needs
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 deperarge 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 expardiits library of software modeling tools, tmegrovement 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 needntirue to make significant investments in researuth development to enhance and
expand its capabilities in these areas and to muaiits 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 sucth@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 te@hmeans 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 tlie Company has protected or will be able téegotats proprietary technology and
information adequately, that the unauthorized dsate or use of the Company's proprietary inforomatvill 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 patentsghEunore, the laws of certain countries in whiosh €Company's products are sold do not
protect the Company's products and intellectugb@rty rights to the same extent as the laws otlthieed States.

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

The Company's businesses operate in highly cormgeéivironments with both domestic and foreign petitors, many of whom have
substantially greater financial, marketing and ptiesources than the Company. The principal fa@ffecting competition include price,
technological proficiency, ease of system confitjarg product reliability, applications expertigamgineering 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, consolidatamd/or strategic alliances among competitors, ased costs required to develop r



technology and the increasing importance of softvgantent in systems and products. The Companguasdithat 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 iniematcomponent, changes in the value of
the dollar could adversely affect the Company'fitalito compete internationally.

GSE will continue to pursue new acquisitions andtjeentures, and any of these transactions cailléraely 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 ardotiating and consummating acquisitions can leegthy and costly process. The
Company may also encounter substantial unantiapadsts or other problems associated with the aedjiusinesses. The risks inherent in
this strategy could have an adverse impact on trepgany's results of operation or financial conditio

The chemicals and nuclear power industries, twih@fCompany'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, environmental 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 cémbtiability claims against the
Company to date, such potential future claims chalde a material adverse effect on the busineBsaicial condition of the Company.
Certain of the Company's products and servicessad by the nuclear power industry primarily inraper training. Although the Company's
contracts for such products and services typiaaihytain provisions designed to protect the Comgeom 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 princpackholders, whose interests may not be aligmiéiithose of the Company's other
stockholders.

As of March 11, 2003, ManTech, GP Strategies, thm@any's directors and executive officers bendfjc@avn approximately 44% of GSE's
outstanding common stock. In addition ManTech 08000 shares of Series A preferred stock, whictved into an aggregate of 1,474,
shares of common stock. If fully converted by MadT,eManTech will beneficially own approximately 3686GSE's outstanding common
stock, and GP Strategies will beneficially own apqimately 18% of GSE's outstanding common stocka™Mech and GP Strategies disclaim
beneficial ownership of all shares, including theabject to option, that are owned by affiliatedividuals. 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&teffies exercises its option to acquire 50% oftiées A preferred stock held by
ManTech and also converts those shares to comrook, $flanTech will beneficially own approximately%@%nd GP Strategies will
beneficially own approximately 28%, of GSE's outsliag common stock. If these stockholders votettogreas a group, they will be able to
control the Company's business and affairs, inolgidie election of individuals to the board of dires, and the outcome of actions that
require stockholder approval including mergersssalf assets, and to prevent, or to cause, a clwdmgatrol 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 headquarfemssodind 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.

The Company has entered into a sublease agreentbrlpharma USPD Inc. to sublease 29,000 squaredtits Baltimore, MD facility for
a five year period commencing on May 1, 2003. Tii#enant may terminate the lease at the end afdbend or third year of the agreement
provided a six month notice is given. The Compalappto move most of the Process personnel prgsesitig this facility to its Columbia,
Maryland facility in April 2003.

In addition, the Company leases office space danadigtin Georgia, Louisiana, Texas, Pennsylvahiasth and South Carolina, and
internationally in China, Japan, and Sweden. The@my leases these facilities for terms ending eetw2003 and 2007.

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 Comgjsatommon stock reported by the

American Stock Exchange:

2002
Quarter High Low
First $4 $3
Second $4 $25/7
Third $31/2 $21/9
Fourth $21/4 $6/7
2001
Quarter High Low
First $14/5 $11/5
Second $25/9 $1
Third $25/9 $13/5
Fourth $31/9 $15/8

The following table sets forth the equity compeimgaplan information for the year ended December2BD2:

Number of secur ities to Weighted average exercise Number of securities
be issued upon exercise price of outstanding remaining available for
Plan category of outstanding options, options, f uture issuance under equity

warrants and r ights warrants and rights compensation plans

Equity compensation plan 1,691,976 $4.15 808,024

approved by security

holders

Equity compensation plan

not approved by security

holders

Total 1,691,976 $4.15 808,024

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

There were approximately 33 holders of record efdbmmon stock as of March 11, 2003. Based upamnnrdtion available to it, the
Company believes there are approximately 700 beinkfiolders of the common stock. The Company lea®mndeclared or paid a cash
dividend on its common stock. The Company curreintignds to retain future earnings to finance tteemh and development of its business
and, therefore, does not anticipate paying any dastiends in the foreseeable future on its comistock. The Company has issued 39,000
shares of convertible preferred stock which acdiuilends at an annual rate of 6% payable quart&ig amendment to the Company's
credit facility that was effective March 23, 20@&tricts the Company from paying any dividendstanpreferred stock.

The Company believes factors such as quarterlyuuions in results of operations and announcenadiniew products by the Company or
by its competitors may cause the market price @fcthmmon stock to fluctuate, perhaps significantiyaddition, in recent years the stock
market in general, and the shares of technologypemmes in particular, have experienced extremeghictuations. The Company's common
stock has also experienced a relatively low tradimigme, making it further susceptible to extremiegfluctuations. These factors may
adversely affect the market price of the Compacgtemon stock.



ITEM 6. SELECTED FINANCIAL DATA.

Historical consolidated results of operations aaldihce sheet data presented below have been déavedhe historical financial statements
of the Company. For information and disclosuresrdimg the Company's business segments, see NoBegfent information, in the "Not
to Consolidated Financial Statements".

Years ended December 3 1,
(in thousands, except per share data) 2002 2001 2000 1999 1998
Contract revenue $ 43,116 $50,331 $55,715 $66,699 $73,818
Cost of revenue 31,801 36,381 40,822 41,629 49,814
Gross profit 11,315 13,950 14,893 25,070 24,004
Operating expenses:
Selling, general and administrative 12,303 10,857 17,853 22,646 20,345
Depreciation and amortization 540 1,375 1,695 1,680 1,768
Total operating expenses 12,843 12,232 19,548 24,326 22,113
Operating income (loss) (1,528) 1,718 (4,655) 744 1,891
Gain (loss) on sales of assets - 3,273 (990) - 550
Write-down of investment
in Avantium International B.V. (2,783) (4,605) - - -
Interest expense, net 277) (886) (687) (450) (350)
Other income (expense), net 34 406 55 40 326
Income (loss) before income taxes (4,554) (94) (6,277) 334 2,417
Provision for (benefit from) income taxes 1,389 (353) 2,537 233 1,020
Net income (loss) $(5,943) $259 $(8,814) $101 $1,397
Earnings (loss) per common share: -Basic $ (1.05) $0.05 $(1.70) $0.02 $0.28
-Diluted $(1.05) $0.05 $(1.70) $0.02 $0.27
Weighted average common shares outstanding:
-Basic 5,863 5,217 5,182 5,066 5,066
-Diluted 5,863 5,259 5,182 5,351 5,107
As of December 3 1,
2002 2001 2000 1999 1998
Working capital $6,036 $7,063 $5,522 $8,665 $4,058
Total assets 28,894 33,674 35,949 43,027 48,743
Long-term liabilities 9,617 7,263 12,390 9,083 3,350

Stockholders' equity 8,111 13,852 8,713 17,170 17,089



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

In 2002, the Company incurred a significant oparatoss attributable in large part to the perforotaof the Company's Power business unit.
The Power business unit's revenue and profitahilgye significantly impacted by the completion efisral large, multi-year projects in late
2001 and early 2002 coupled with the delay of ssEwesry large full-scope international simulatoders. In addition to the operating loss, the
Company wrote down its investment in Avantium In&onal B.V., recording a non-cash charge of $2ilBon and recorded an income tax
provision of $1.4 million resulting mainly from amcrease in the Company's valuation allowance ltg faserve the Company's net deferred
tax assets.

The Company has a $10.0 million credit facility lwé bank which matured on March 23, 2003. The Compas been informed by its bank
that the Company should begin to search for a meaw€ial institution to provide for its future finaing requirements. To provide the
Company with enough time to perform this search,thnk agreed to provide the Company with a one-gdansion of its current credit
facility. Accordingly, on March 23, 2003 the Compancredit facility was extended until March 31020At the time of the extension, the
maximum commitment under the credit facility wadueed from $10.0 million to $6.5 million as of Mar23, 2003; with an additional
reduction to $5.5 million on October 1, 2003; arfthal reduction to $5.0 million on January 1, 2084sed upon the Company's current
forecasts of its cash flow in 2003, the reductionhe maximum commitment will not have an impagttoe Company's operations or
liquidity. Management believes in order to help e the Company's liquidity and operating resuttanagement has undertaken actions to
reduce its operating expenses, including the réatuat US Power employees by 15 in 2002 and théesigsle of 29,000 square feet of its
34,000 square foot Rutherford, Baltimore, Maryldéadility effective May 1, 2003.

However, the Company's 2003 profitability and lajty projections depend on several large full-scsipeulator contracts in its Power
business unit, several that have been quoted abdliyeaccepted, but have not yet formally beenrded by the customer. In the event that
the Company does not receive these contracts,upraiBle to find replacements for these contracteay need to seek additional debt or
equity financing in 2003. There can be no assur#mtesuch debt or equity financing will be avaiéatvhen needed.



Results of Operations.

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

Years ended December 31,

2 002 % 2001 % 2000 %

Contract revenue $ 43,116 100.0 % $50,331 100.0 % $55,715 100.0 %
Cost of revenue 31,801 73.7% 36,381 72.3 % 40,822 73.3%
Gross profit 11,315 26.3 % 13,950 27.7 % 14,893  26.7 %
Operating expenses:

Selling, general and administrative 12,303 285% 10,857 21.6 % 17,853 321 %

Depreciation and amortization 540 1.3% 1,375 2.7 % 1,695 3.0%
Total operating expenses 12,843 29.8 % 12,232 24.3 % 19,548 351 %
Operating income (loss) (1,528) (3.5)% 1,718 3.4 % (4,655) (8.4)%
Gain (loss) on sales of assets - 0.0 % 3,273 6.5 % (990) (1.8)%
Write-down of investment

in Avantium International B.V. (2,783) (6.5)% (4,605) 9.1) % - 0.0 %
Interest expense, net 277) (0.6)% (886) (1.8) % (687) (1.2)%
Other income, net 34 0.1% 406 0.8 % 55 0.1%
Income (loss) before income taxes (4,554) (10.6)% (94) 0.2) % (6,277) (11.3)%
Provision for (benefit from) income taxes 1,389 32% (353) (0.7) % 2,537 45 %
Net income (loss) $ (5,943) (13.8)% $ 259 0.5 % $ (8,814) (15.8)%

Critical Accounting Policies and Estimates.

As further discussed in Note 2 to the consolidéiteghcial statements, in preparing the Compangaritial statements, management makes
several estimates and assumptions that affectaéhgp@ny's reported amounts of assets, liabilitegemues 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 @20 uses the percentage-of-completion revenugnéemn 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 woogesses on the contract and is
based on an estimate of the income earned toldateincome recognized in earlier periods. The Gomyases its estimate of the degree of
completion of the contract by reviewing the relasibip of costs incurred to date to the expecteal taists 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 reasorfibhanges in the estimated costs to completthjects 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 intteretihe performance of contracts include laborilabdity and productivity, material costs,
change order scope and pricing, software modificasues and customer acceptance issues. Thaligliaf these cost estimates is critical
to the Company's revenue recognition as a sigmifichange in the estimates can cause the Compengisue and related margins to change
significantly from the amounts estimated in thdyeatages of the project.

Capitalization of Computer Software Developmentt€os accordance with Statement of Financial Actimg Standards (SFAS) No. 86
"Accounting for the Costs of Computer Software ®®old, Leased, or Otherwise Marketed," the Compapytalizes computer software
development costs incurred after technologicalilfééy has been established, but prior to the askeof the software product for sale to
customers. Once the product is available to be ssddCompany begins to amortize the costs oveestimated useful life of the product,
which normally ranges from three to five years Dicember 31, 2002, the Company has net capitadiatidbare development costs of $4.4
million. On an annual basis, the Company assebsa®tovery of the unamortized software computetscoy estimating the net undiscour
cash flows expected to be generated by the sdleqgdroduct. If the undiscounted cash flows aresnfficient to recover the unamortized
software costs the Company will write-down the istweent to its estimated fair value based on fudiseounted cash flows. The excess of
any unamortized computer software costs over tlage net realizable value is written down and ghdrto income. Significant changes in
the sales projections could result in an impairnvéttt respect to the capitalized software thaefgorted on the Company's consolidated
balance shee



Deferred Income Tax Valuation Allowance. Deferraddme taxes arise from temporary differences betilee tax bases of assets and
liabilities and their reported amounts in the fic@hstatements. As required by SFAS No. 109 "Aatimg for Income Taxes", management
makes an annual assessment of the realizabilityeo€ompany's deferred tax assets. In making fisisssment, management considers
whether it is more likely than not that some ordadlthe deferred tax assets will not be realizdtk Tltimate realization of deferred tax asse
dependent upon the generation of future taxablenmecduring the periods in which those temporarfedihces become deductible.
Management considers the scheduled reversal ofrddftax liabilities and projected future taxabiedme of the Company in making this
assessment. A valuation allowance is recordeddiocesthe total deferred income tax assets to tteeadizable value. At December 31, 2002,
the Company's deferred tax assets related primtaréyU.S. net operating loss carryforward of $XBillion which can be utilized over the
next twenty years. The recovery of the remainingde¢erred tax asset could not be substantiatezibngntly available objective evidence
and, accordingly, the Company has established &dluation allowance for the balance of its deddrtax assets of $7.8 million. If the
Company is able to realize taxable income in theréuthe valuation allowance will be reduced.

Comparison of 2002 to 2001.
Contract Revenue. Total contract revenue was $#8libn and $50.3 million for the years ended Debem31, 2002 and 2001, respectively.

The Process business unit's revenue was $22.9milli2002 compared with $25.0 million in 2001.Itded in the 2001 revenue was
$507,000 related to Process' VirtualPlant businghgh was sold to Avantium International B.V. irekéh 2001. The decrease in Process'
continuing business revenue is mainly attributable reduction in revenue from Process' largesbousr, Westinghouse Savannah River
Corporation. In 2002, revenues generated from werkormed for Westinghouse Savannah River Corpmratitaled 45% of total Process
revenue, versus 48% in 2001.

The Power business unit revenue decreased 20.2@02, from $25.3 million in 2001 to $20.2 milliom 2002. Although there was increased
activity in the U.S. upgrade market in 2002 as carag to the prior year, international revenue desed due to the completion of several
large, multiyear projects. In addition, there were several Vamye full scope international simulator orderattivere delayed throughout 2C
which negatively impacted the Company's 2002 regefiune of these orders, a $9.1 million simulatofoit 3 of the Zaporizhya Nuclear
Power Station in eastern Ukraine, was receivedbyCompany in late December 2002. The contractamasded to GSE through Battelle's
Pacific Northwest National Laboratory and is pdrthe Department of Energy's International Nuclgafety Program.

Gross Profit. Gross profit totaled $11.3 millior6(2% of revenue) for the year ended December 312,285 compared with $14.0 million
(27.7% of revenue) for the year ended Decembe2@1]. During 2002, the Power business reduced tipesgpersonnel by 14 employees.
Despite this reduction in the Company's overheats¢cgross profit as a percentage of revenue demtieas the overhead costs incurred were
spread over a lower revenue base.

Selling, General and Administrative Expenses. 8gllgeneral and administrative ("SG&A") expensealénl $12.3 million in 2002 (28.5%
revenue), a 12.8% increase from the $10.9 millzih§% of revenue) for 2001. In the first quarte@20the Process business unit hired a new
marketing manager who was charged with develogiedgtisiness unit's marketing strategy, revitalizimyCompany's marketing collateral,
planning the Company's annual user's conferenckthenproduct introductions for the D/3 Version@Lland the new D/3 Compact which
occurred in October 2002. The Power business tasregd higher bidding and proposal costs in thegitiof new orders and from the
addition of two marketing personnel hired for s srity business in the beginning of 2002. In 2082Power business unit implemented two
staff reductions; SG&A expense reflects $291,008aufrued severance, of which $51,000 had not baieihgh December 31, 2002. In
addition, the Company increased its net researdipesduct development expenditures ("R&D"), as ulised below.

Gross R&D, including software development costtléal $3.5 million in 2002 versus $1.6 million i@@; capitalized software development
costs totaled $2.5 million in 2002 versus $809,00on in 2001; and net R&D, expensed and include8G&A, was $1.0 million in 2002
versus $827,000 million in 2001.

The increase in the Company's capitalized softwakelopment expenditures was related to:

* The development of Version 11.0 of its D/3 PracAsitomation System. The major enhancements teytstem include improved alarm
handling and advanced system diagnostics. In atdithe Company introduced two new more cost affegrocess controllers based on the
use of modern PCI back plane technology with grgaeformance speed and flexibility. The projecswampleted for commercial release as
of October 1, 2002.

* The development of the Process D/3Compact, alemabdesigned version of the D/3 distributed oairgystem which is aimed at smaller
automation applications. This entry-level offeringl combine the low cost found in Programmable lcoGontrollers (PLC) solutions with
the high functionality of a distributed control 8. The project was completed for commercial s#eas of October 1, 2002.

* The replacement of the Graphic User InterfacedIjGor our Power GSuite and Topmeret tools witheaa based GUI, which will provide
platform independence and internet enabling. Ver&i of the new GUI, called JADE, is expectedeaccbmpleted and ready for commercial
release by March 31, 2003.

In 2003, the Company expects to reduce its grosb Bgending to approximately $2.4 million. The mdjcus of this R&D spending will b



* Greater security capabilities in the D/3 consgstem that will address changes in regulatory @gesguirements for the pharmaceutical
industry and provide all customers the flexibilibyselect portions of the increased security thltfiivtheir business needs.

* Improvements to the D/3 control system's Ethetf@tffunctionality and Foundation Fieldbus offering

* Additional enhancements to JADE Version 1.0 inlihg connectivity to plant information databased aaw applications on primary side
modeling and executive system.

Depreciation and Amortization. Depreciation expesms®unted to $540,000 and $706,000 during the yerated December 31, 2002 and
2001, respectively. The decrease in depreciati@®0® as compared to 2001 is due to certain alsetaming fully depreciated.

Due to the Company's adoption of SFAS No. 142 "®Gadlbdnd Other Intangible Assets" on January 1,20fbodwill is no longer amortize
but is subject to an annual test of impairment.sTHiue company recognized $669,000 of goodwill aizetion in 2001 versus none in 2002.
See Footnote 9, "Goodwill" in the Notes to Consatiédi Financial Statements.

Operating (Loss) Income. The Company had an oper&tiss of $1.5 million (3.5% of revenue) for theay ended December 31, 2002 as
compared with operating income of $1.7 million (@.4f revenue) for the year ended December 31, 2001.

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 1t%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 qua601, the Company wrote down its investment inmian to $2.9 million and recognizi
a $4.6 million pre-tax charge.

In the first quarter, 2003, Avantium indicated thatas pursuing another private placement rounfihaincing. Based upon the Company's
discussions with Avantium, GSE believes that itsierghip in Avantium will be diluted to less than 1&ecordingly the Company concluded
that this pending transaction was evidence of therahan temporary decline" in the fair valuetsfinvestment in Avantium. Thus, in the
fourth quarter 2002, the Company wrote down itesiment in Avantium to $115,000 and recognized.8 #fllion pre-tax charge.

While the Company believes that the carrying amaiiits investment in Avantium stock will be recosd in the future based upon
Avantium's current business plan, the Companyaaititinue to evaluate the recovery of the investrasrthe result of any dilution in the
Company's ownership resulting from Avantium's addal capital requirements.

Interest Expense, Net. Net interest expense desmiegi 7% from $886,000 for the year ended Dece®ibe2001 to $277,000 in 2002. This
decrease is due to lower interest rates in 2002uge2001 (5.4% average and 7.4% average, resggita@eduction in the average bank debt
outstanding ($4.3 million for the year ended Decengti, 2002 versus $5.8 million average for therpyear), and a reduction in the average
balance outstanding on the Company's subordinatkttd ManTech ($691,000 average for the year eDdegmber 31, 2002 versus $3.6
million average for the prior year).

Other Income (Expense), Net. For the year ende@mber 31, 2002, the Company incurred $34,000 @idarcurrency gains.

For the year ended December 31, 2001, other in¢erpense), net includes the receipt of a $147,00edistribution from the Company's
liquidated Joint Venture in China (this investmesats written off in a prior year) and foreign curcgrgains.

Provision for Income Taxes. The Company recordemhemme tax provision of $1.4 million in 2002. Thisovision is mainly the result of an
increase in the valuation allowance for the Comfsadgferred income tax assets. The Company establs full valuation allowance since
recovery of the deferred tax asset could not betantiated by currently available objective eviderithe difference between the statutory
U.S. tax rate and the Company's effective rat@ @2 was primarily due to the change in the defeta@ asset valuation reserve and foreign
taxes.

The Company recorded an income tax benefit of E88Bin 2001. This benefit was mainly the resulaafecrease in the valuation allowance
for the Company's deferred income tax assets. lftwance was decreased to adjust the net defearedsset to an amount that management
believed was more likely than not be realized. @ifierence between the statutory U.S. tax ratetheadCompany's effective rate for 2001 v
primarily due to the change in the deferred taxegaluation reserve and foreign taxes.

Comparison of 2001 to 2000.
Contract Revenue. Total contract revenue was $60lidn 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.Hdtgh the decrease was only .8%, the
overall composition of the revenues changed sicguifily. The Company sold its unprofitable Belgiabsidiary, GSE Process Solutions N
on November 30, 2000 to Newton Beheer B.V. of tle¢herlands, and sold its VirtualPlant technologg assets on March 6, 2001



Avantium International B.V. ("Avantium"). For theegrs ended December 31, 2001 and 2000, Processesvcluded $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, itarge for an equity interest in
Avantium. In addition, the Company recorded reveoiu®l.3 million for time and material work compdtfor Avantium. Excluding the
revenue for these divested businesses, the Prbusgmess 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 17.@%0ih 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 Decembe2@10). The gross profit and gross profit margins2@d0 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 ur0i@®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 manufacturingfabbgeoperation, and Personnel reductions.

In December 2000, a $710,000 provision was recofalecertain Process inventory to adjust its caigyvalue to net realizable value.

Selling, General and Administrative Expenses. 8gllgeneral and administrative ("SG&A") expensealéal $10.9 million in 2001 (21.6%
revenue), a 39.1% decrease from the $17.9 milB@al6 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, including software development costigleal $1.6 million in 2001 versus $3.5 million i@0D; capitalized software development
costs totaled $809,000 in 2001 versus $1.9 millo2000; and net R&D, expensed and included in SG&as $827,000 in 2001 versus $1.7
million in 2000. The Company's R&D expenditures evezduced significantly in 2001 due to the salthefVirtualPlant business in March
2001 ($1.0 million was spent on VirtualPlant R&D2000) and the completion of three major develogrperiects: VPbatch, the Windows
NT version of its FlexBatch Recipe and Process Manmeent software; initiatives to improve producteesabuse of SimSuite Pro its proct
simulation product; and the release of version ddthe D/3 Distributed Control System in Decemp@®0. R&D expenditures in 2001 were
mainly related to improvements in the process cbmtiodule for the Process D/3 system and the dpuadot of a high availability server
system.

Depreciation and Amortization. Depreciation expess®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 consideretor prior year acquisitions.

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 milliort¢8.of 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 theayended December 31, 2000. The Company attrilitstbsisiness restructuring initiatives
for the improvement in operating income of its rémray businesses.

Gain (loss) on Sales of Assets. On March 6, 2084 (fompany sold its VirtualPlant business technokogd assets to Avantium. GSE
received 8% of Avantium's stock, thus increasisdnitldings 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 ofttamtium stock received, based on an
independent appraisal, less the book value ofgketa sold, approximately $700,000 in severands pagyable 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&Pss 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 capitablahe conversion of 11 million Euros of convesillebt. The equity issuance and debt
conversion diluted GSE's ownership in Avantium t%6. The estimated fair market value of Avantiuriofeing the financing was $47.



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 qua601, the Company wrote down its investment inmian to $2.9 million and recognizi
a $4.6 million pre-tax charge.

Interest Expense, Net. Net interest expense inede@s$886,000 for the year ended December 31,26 $687,000 in 2000. A reduction
in the Company's bank debt interest expense dtietreduction 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 averagetfeitwelve months ended December 30, 2001) was thareoffset by an increase in the
interest expense incurred on the Company's sutatetirdebt due to ManTech. The average subordinadstdoutstanding 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 Joint@e in China (this investment was written offiprior year) and foreign currency gains
of $253,000.

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

Provision for Income Taxes. The Company recordemheame tax benefit of $353,000 in 2001. This b#ngimainly the result of a decrease
in the valuation allowance for the Company's def@income tax assets. The allowance was decreasatjuist the net deferred tax asset t
amount that management believed was more likely tiwd be realized. The difference between the teigtl).S. tax rate and the Company's
effective rate for 2001 was primarily due to thawge in the deferred tax asset valuation reserddaanign taxes.

The Company recorded a tax provision of $2.5 millio 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 realizuke 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.

Liquidity and Capital Resources.
As of December 31, 2002, GSE had cash and cashadepis of $1.6 million versus $2.0 million in 2001

Cash from operating activities. Net cash used erajng activities was $1.2 million for the yeaded December 31, 2002. In 2002, the $2.8
million pre-tax loss on the write-down of the Compa investment in Avantium was a non-cash traimsacSignificant changes in the assets
and liabilities of the Company in 2002 included:

* an $846,000 reduction in contracts receivablsetfby the assignment of $2.6 million of sales-tigase receivables.

* a $602,000 decrease in billings in excess of mees earned. The decrease is mainly related tBdtver business unit and reflects the
completion of work in 2002 on the full scope simataat the Gorskomatom Rivne 2 unit in the Ukraine.

Net cash provided by operating activities was $dilion for the year ended December 31, 2001. 1612@he $4.6 million pi-tax loss on the
write-down of the Company's investment in Avantiwas a non-monetary transaction as was the $3.Bmihin on the sale of VirtualPlant
technology and assets. Significant changes inghets and liabilities of the Company in 2001 ineliid

* A $3.3 million increase in billings in excessrafvenues earned. The increase reflects signifimalers received from two Process customers
in the third quarter 2001 that allowed GSE to ilveaihe customer in full prior to the work being queted.

* A $5.1 million reduction in accounts payable, aesd compensation and accrued expenses. Due @othpany'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 receivablefich was mainly related to the decline in overallenues.

* A $1.6 million reduction in inventories. In 1998e Process stockroom inventory increased appeteiyn $650,000 principally due to
purchases of large supplies of various PC boand®000, this inventory decreased approximately $&as 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 odvenues earned due to the lower business volar2edo.






Cash used in investing activities. Net cash usedviesting activities for the year ended Decemider2®02 was $3.0 million, including
$45,000 in cash payments for an acquired busif®d$5,,000 of capital expenditures, and $2.5 milbdoapitalized software development
costs.

For 2001, net cash used in investing activities $&4 million, including $1.1 million in cash paynte for acquired businesses ($599,000 of
contingent consideration for a prior year acqusitand $491,000 for notes payable related to twar pear acquisitions), $477,000 of capital
expenditures, and $809,000 of capitalized softwiaselopment 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 softwdevelopment costs, and $261,000 in connection tétdisposition of the Company's
Belgium subsidiary.

Cash provided by financing activities. For the yeaded December 31, 2002, the Company generat8driiion net cash through financing
activities. The Company received $1.3 million framescrow agent in January 2002 from a fixed-prigkts offering which was completed
on December 21, 2001 and received $263,000 foexhecise of employee stock options. The Compamgased its borrowings under its
bank line of credit by $443,000 to a total of $&ilion, and decreased its borrowings from ManTetkernational Corporation by $350,000
to a total of $650,000. The Company entered intw d¢antracts with a customer for the lease of cettardware and software under 36-month
leases and assigned the payments due under thesdygee leases to a third party financing compasgeiving proceeds of $2.6 million. The
Company issued three cash-collateralized stanettsrs of credit totaling $243,000. Standby lettdreredit are issued by the Company in
the ordinary course of business through banksasres by certain contracts and proposal requiresnen

Cash provided by financing activities was $1.1 irillfor the year ended December 31, 2001. GSE eetiis borrowings under its bank line
of credit in 2001 by $4.3 million to a total of $5million. However, in 2001 the Company amende&it8 million subordinated promissory
note to ManTech to increase the amount to $3.9anjland issued a second subordinated promissaeytadvlanTech for $1.0 million.
Accordingly, the Company increased its subordin&@uowings from ManTech by $3.4 million in 2001adotal of $4.9 million. In
December 2001 ManTech elected to covert the $3IBmsubordinated promissory note into Series &fprred stock, as permitted by the
note. In 2001, the Company entered into three aotgmwith a customer for the lease of certain hardvand software under 36-month leases
and assigned the payments due under these saiefeages to a third party financing company, récgiproceeds of $2.2 million. The
Company also generated $33,000 from the conveodfiemployee stock options. In 2001, $29,000 of caslateralized letters of credit
expired, and the cash collateral 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 isdlee subordinated promissory note to
ManTech that allowed it to borrow up to $1.8 mifliat 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 fiemcompany. The Company also
generated $500,000 from the sale of stock to Mah®ecd an additional $42,000 from the exercise gilegee stock options. In 2000,
$202,000 of cash collateralized letters of cregtieed and the cash collateral was released.

Credit Facilities.

The Company has a $10.0 million credit facility lwé bank which matured on March 23, 2003. The Caompas been informed by its bank
that the Company should begin to search for a meaw€ial institution to provide for its future finaing requirements. To provide the
Company with enough time to perform this search,tank agreed to provide the Company with a one-gdansion of its current credit
facility. Accordingly, on March 23, 2003 the Compéncredit facility was extended until March 31020The credit facility provides for
borrowings up to a total of $10.0 million to suppaorking capital needs and foreign letters of drelt December 31, 2002, the Company's
available borrowing base was $6.9 million, of whiagiproximately $5.4 million had been utilized. Tdredit facility requires the Company to
comply with certain financial ratios and precludes Company from paying dividends and making adtijpis beyond certain limits without
the bank's consent. As of December 31, 2002, tepaay was not in compliance with its financial @atbvenants, however, the Company
has received a written waiver from the bank foraampliance.

The following amendments to the agreement were raattee time of the extension:

* the maximum commitment under the credit facilitgs reduced from $10.0 million to $6.5 million d$vtarch 23, 2003; with an additional
reduction to $5.5 million on October 1, 2003; arfthal reduction to $5.0 million on January 1, 20B4sed upon the Company's current
forecasts of its cash flow in 2003, managementbes the reductions in the maximum commitmentnatl have an impact on the Compai
operations. The average debt outstanding in 20@2$4& million, with the highest debt balance & ytear totaling $5.4 million at December
31, 2002.

* the interest rate charged was increased fronb#mk's prime rate plus .75% to the bank's prime phts 1.00%.

* payment of all dividends is prohibited, includidgvidends due to ManTech on its outstanding pretestock



* certain covenant modifications were made to pmsithe Company for future compliance

* GP Strategies extended their $1.8 million limigaghrantee of the Company's bank facility througdrdit 31, 2004. In consideration for the
extension of the guarantee, the Company will igs@000 shares of its common stock to GP Strategles number of shares was calculated
based upon a 10% fee divided by the closing pric@2E's common stock on March 21, 2003.

See Note 10, Long-term debt, in the "Notes to Clisi®d Financial Statements"” for additional detaibout the Company's line of credit.

In 2000, the Company issued a demand promissogy/tndlanTech that allowed the Company to borrovioupl.8 million at an interest rate
of prime plus one percent. In addition, ManTechvfited $1.8 million in standby letters of creditthte 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. Acegylg, the Company's promissory note to ManTech aragnded to increase the amount
to $3.9 million. The amended note permitted ManTectonvert the principal amount of the note intBESSeries A convertible preferred
stock at a conversion rate of $100 per share. Tregany 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 gdgrDividends 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@tdquire 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 amendontet 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 additiorsgcured promissory note to ManTech that allolwedtompany 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. 002, the Company repaid ManTech $350,000, plus $287of interest.

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 Compasiriuted to non-affiliated holders of its commaock, based on an October 26, 2001
record date, subscription rights to purchase amfthtishares 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 $139,008e Company received the cash
proceeds from its escrow agent in January 2002 pfbeeeds were used for a partial repayment o$thmillion loan from ManTech
discussed above and working capital requirements.



Other. The following summarizes the Company's @mttral cash obligations at December 31, 2002, lameéffect these obligations are
expected to have on its liquidity and cash floviuture periods:

Payments Due by Period
(in thousands)

Contractual Cash Obligations Total Lessthan 1-3 Years 4-5Years After5Y ears
1 year

Long Term Debt (1) $5,431 - $5,431 - - )

Purchase Commitments $ 5,254 $3,309 $1,945 - -

Related Party Debt $ 723 $ 30 $ 693 - )

Operating Leases (2) $7,727 $1,740 $3,208 $2,493 $ 286 )

Total Contractual Cash Obligations (2) $19,135 $5,079 $11,277  $2,493 $ 286 )

(1) The Company's credit facility expires on Ma&3) 2003. However, as the Company has signed andment to the loan and security
agreement that extends the facility until March 3104, the debt outstanding at December 31, 208déen classified in the 1-3 Years
category in the above table, and is presentednasterm debt on the December 31, 2002 balance.sheet

(2) Amounts exclude obligations under financingeypases. See Note 10 to the Consolidated FinabtEgments.

The Company has entered into a sublease agreentbrlpharma USPD Inc. to sublease 29,000 squaredtits Baltimore, MD facility for

a five- year period commencing on May 1, 2003. Shetenant may terminate the lease at the end aiettend or third year of the agreement
provided a six month notice is given. The Compalaypgto move most of the Process personnel prgsesitig this facility to its Columbia,
Maryland facility in April 2003.

As of December 31, 2002, the Company was contigéable for seven letters of credit totaling $7@30. All of these letters of credit
represent payment bonds on contracts and havecasarcollateralized.

Due to the Company's cash situation at the en®@@®2GSE experienced some difficulties in procusnogplies from its vendors for business
operations. In January 2001, the Company entetedaipurchasing arrangement with ManTech wherebygTdah dealt directly with some
the Company's vendors, ordered the supplies nesttbtiad the products shipped per the Companytsiatisins. Purchases under this
agreement totaled $843,000 for the year ended Deee81, 2001. This purchasing arrangement terndnatdune 2001, and the Company
has no outstanding obligations to ManTech, in cotioe with this purchasing arrangement as of Decarti, 2002.

The Company's cash flow has continued to be extyetight in 2002, but has been sufficient to méaet Company's operating needs. The
Company's cash flow is expected to improve durid@32as the Power business unit returns to profitabiHowever, the Company's liquidity
can be affected by any of the following significaisk factors:

* The Company's business is substantially depenaiestles to the nuclear power industry (40% oénere in 2002) and the chemicals
industry (35% of revenue in 2002). Spending by canigs in these targeted industries is subjectiogh¢o-period fluctuations as a
consequence of industry cycles, economic conditipaktical and regulatory environments and otlaatdrs.

* The Company relies on two customers, Battell@sifit Northwest National Laboratory (11% of reverin 2002) and Westinghouse
Savannah River Company (24% of revenue in 2002 fubstantial portion of its revenues. The Idsstber of these customers would have
a material adverse effect upon the Company' lidgidi

* Sales of products and the provision of servicesrid users outside the United States accountexpfooximately 31% of the Company's
revenue in 2002. 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 thidoe the currency in which the
expenses relating to such revenue are paid. Wheassary, the Company enters into forward exchaog&acts, options and swap
agreements as hedges against certain foreign cyrocemmitments to hedge its foreign currency risk.

New Accounting Standards.

In June 2001, the Financial Accounting Standardsr@¢'FASB") issued Statement of Financial AccoogtStandards ("SFAS") No. 143,
Accounting for Asset Retirement Obligations. SFA& M43 requires the Company to record the fairevaliuan asset retirement obligation as
a liability in the period in which it incurs a ldgabligation associated with the retirement of tialeylonc-lived assets that result from t



acquisition, construction, development, and/or radrase of the assets. The Company also recordgesponding asset that is depreciated

over the life of the asset. Subsequent to theaintieasurement of the asset retirement obligatienobligation will be adjusted at the end of
each period to reflect the passage of time andgd®im the estimated future cash flows underlyiregabligation. The Company is requirec

adopt SFAS No. 143 on January 1, 2003. The adopfi®&-AS No. 143 is not expected to have a mateffatt on the Company's financial

position or results of operations.

In April 2002, the Financial Accounting StandardsaBl (FASB) issued Statement of Financial AccognBtandards (SFAS) No. 145,
Rescission of FASB Statements No. 4, 44, and 64edment of FASB Statement No. 13, and Technicate€tions. SFAS No. 145 provic
for the rescission of several previously issuedanting standards, new accounting guidance foatlveunting for certain lease modificatic
and various technical corrections that are nottsumise in nature to existing pronouncements. Thm@any will adopt SFAS No. 145 as of
January 1, 2003, except for the provisions relatinthe amendment of SFAS No. 13, which were adbfaietransactions occurring
subsequent to May 15, 2002. Adoption of SFAS Né&. issot expected to have a material impact orctimsolidated financial statements.

In June 2002, the FASB issued SFAS No. 146, Acéogribr Costs Associated with Exit or Disposal Adtfes. SFAS No. 146 requires tha
liability for a cost associated with the exit osjibsal activity be recognized when incurred atfalue. SFAS No. 146 eliminates the
definition and requirements of EITF Issue 94-3. SA¥0. 146 is effective for exit or disposal actedtthat are initiated after December 31,
2002 and may have an effect on the timing of futestructuring charges taken, if and when they occu

In November 2002, the FASB issued FASB Interpretabio. 45 (FIN 45), Guarantor's Accounting and isare Requirements for
Guarantees, Including Indirect Guarantees of Iretidss of Others. FIN 45 addresses the disclosguerements of a guarantor in its inte
and annual financial statements about its obligationder certain guarantees that it has issued4&I&lso requires a guarantor to recognize,
at the inception of a guarantee, a liability fog fhir value of the obligation undertaken in isguihe guarantee. The liability recognition
requirements of FIN 45 will be applicable prospeslty to all guarantees issued or modified afterddeioer 31, 2002. The Company is
currently evaluating the impact FIN 45 will have ieiconsolidated financial statements.

In December 2002, the FASB issued SFAS No. 148piwting for Stock-Based Compensation - Transitioth Risclosure, an amendment of
FASB Statement No. 123. This Statement amends Fat&&ment No. 123, Accounting for StoBksed Compensation, to provide alterne
methods of transition for an entity that voluntaidhanges to the fair value based method of acoayfdar stock-based employee
compensation. It also amends the disclosure pangsof that Statement to require prominent disclsibout the effects on reported net
income of an entity's accounting policy decisiorithwespect to stock-based employee compensatinally;, this Statement amends APB
Opinion No. 28, "Interim Financial Reporting", tequire disclosure about those effects in intermmaificial information. The transition
provisions of this statement are effective for ficial statements for 2002. The disclosure provisioithis statement will be effective for
financial reports containing condensed financialesnents for interim periods beginning in 2003. Toenpany plans to retain the intrinsic
method to value stock options and accordingly, SEA8 will only impact the Company's future disclastequirements.

In October 2002, the Emerging Issues Task FortkBeoFASB reached a consensus on the accountimgfenues in transactions that involve
multiple deliverables. The guidance governs hovwdémtify whether goods or services or both, thattarbe delivered separately in a bundled
sales arrangement, should be accounted for selyarBités guidance will be effective July 1, 200heTCompany has not yet determined the
impact this consensus will have on its consolidditeahcial statements.

In January 2003, the FASB issued Interpretationd69.Consolidation of Variable Interest Entitiedigh requires the consolidation of certain
types of entities. The Interpretation applies imratdy to variable interest entities created oruaggl after January 31, 2003. The
Interpretation is effective for interim periods bagng after June 15, 2003 for an enterprise tlhat\ariable interest entities acquired prior to
February 1, 2003. The Company will adopt the ne@rpretation, as required, but does not expecttamtowill have a material effect on its
financial statements.

Other Matters.

To date, management believes inflation has nothaeterial impact on the Company's operations.



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, 2002,
2% and 1% of the Company's revenues were from actstwvhich permitted payments in a currency othan 1J.S. Dollars, principally
Swedish Krona and Japanese Yen, respectively.ditiaa, during the year ended December 31, 2002pb8%e 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 atefign 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 23, 2003, such interest rates
are based on the prime rate plus 100 basis-points.

As of December 31, 2002, $6.1 million of the Compsudebt was subject to variable interest rates08 basis-point change in such rates
during the year ended December 31, 2002 would lmreased the Company's annual interest expenapgrpximately $51,000.
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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 subsidiaries2scember 31, 2002 and 2001, and
the related consolidated statements of operatamprehensive loss, changes in stockholders' egadycash flows for each of the years in
the three-year period ended December 31, 2002 e€ldmssolidated financial statements are the redpbtysof the Company's management.
Our responsibility is to express an opinion on ¢hesnsolidated financial statements based on dadit. au

We conducted our audits in accordance with audiiagdards generally accepted in the United StdtAmerica. 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 asatirgj the overall financial statement
presentation. We believe that our audits providesgonable basis for our opinion.

In our opinion, the consolidated financial statetegrferred to above present fairly, in all matenégpects, the financial position of GSE
Systems, Inc. and subsidiaries as of December@®X, and 2001, and the results of their operatiodstlaeir cash flows for each of the years
in the three-year period ended December 31, 200&nformity with accounting principles generalycapted in the United States of
America.

The Company adopted the provisions of SFAS No. G&ydwill and Other Intangible Assets, on JanuargQ0D2.

/sl KPMG LLP

Bal ti more, Maryl and
March 21, 2003



PART | - FINANCIAL INFORMATION
Item 1. Financial Statements
GSE SYSTE
CONSOL
(in thous

ASSETS
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

Total current assets

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

Software development costs, net
Goodwill, net

Restricted cash

Other assets

Total assets

LIABILITIE
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
Other current liabilities

Total current liabilities

Long-term debt
Billings in excess of revenue earned
Accrued warranty reserves

Total liabilities
Commitments and contingencies

Stockholders' equity:

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

Common stock $.01 par value, 18,000,000 shares
outstanding 5,869,138 and 5,741,138 in 200

Additional paid-in capital

Accumulated deficit - at formation

Accumulated deficit - since formation

Accumulated other comprehensive loss- foreign

Total stockholders' equity

Total liabilities and stockholders' equity

The accompanying notes are an integral part of thes

MS, INC. AND SUBSIDIARIES
IDATED BALANCE SHEETS
ands, except share data)

nt

S AND STOCKHOLDERS' EQUITY

$1,9
2,5
1,7
14
3,0

value, 2,000,000 shares authorized,
02 and 2001

authorized, shares issued and

2 and 2001, respectively

currency translation

e consolidated financial statements.

(11

cember 31,
2001
17 $ 2,040
08 164
61 11,608
- 1,322
60 1,566
56 2,922
02 19,622
15 2,898
97 1,762
01 3,806
01 2,386
39 340
39 2,860
94  $33,674

05 $2,284
21 2,163
27 1,217
01 1,676
59 4,659
91 415
62 145
66 12,559
33 6,690
98 45
86 528
83 19,822
59 57
41 27,535
12)  (5112)
90)  (7,313)
87)  (1,315)
11 13,852
94  $33,674



GSE SYSTEMS, INC. AND SUBSID
CONSOLIDATED STATEMENTS OF OP
(in thousands, except per shar

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
Loss before income taxes

Provision for (benefit from) income taxes

Net income (loss)

Preferred stock dividends

Net income (loss) attributed to
common stockholders

Basic earnings (loss) per common share

Diluted earnings (loss) per common share

The accompanying notes are an integral part of thes

IARIES
ERATIONS
e data)

Years ended Dec
2002 2001

- 3,27
(2783) (4,60
(277) (88
34 40
(4,554) ©
1,389 (35
(5,943) 25
(234) @

$(6,177) $24

$(1.05) $0.0

$(1.05) $0.0

e consolidated financial statements.

ember 31,
2000
1 $ 55,715
1 40,822
0 14,893
7 17,853
5 1,695
2 19,548
8 (4,655)
3 (990)
5) -
6) (687)
6 55
4) (6,277)
3) 2,537
9 (8,814)
7 -
2 $(8,814)
5 $(1.70)
5 $(1.70)



GSE SYSTEMS, INC. AND SUBSID
CONSOLIDATED STATEMENTS OF COMPRE
(in thousands)

Net income (loss)

Foreign currency translation adjustment

Comprehensive loss

The accompanying notes are an integral part of thes

IARIES
HENSIVE LOSS

Years ended

2002 2001

$ (5,943) $
128

$ (5,815) $

e consolidated financial statements.

December 31,
2000

250  $(8,814)

(413) (184)

(154)  $(8,998)




GSE SYSTEMS, INC, AND SUBSID
CONSOLIDATED STATEMENTS OF CHANGES IN ST
YEARS ENDED DECEMBER 31, 2002, 20

(in thousands)

Sha

Balance, January 1, 2000 5,

Common stock issued
for options exercised
Common stock issued to ManTech Intl. Corp.
Foreign currency translation adjustment
Net loss

Balance, December 31, 2000 5,

Fair value of options/warrants issued
to non-employees
Common stock issued for options exercised
Conversion of subordinated debt to
preferred stock
Rights offering
Preferred stock dividends declared and payable
Foreign currency translation adjustment
Net income

Balance, December 31, 2001 5,

Common stock issued for options exercised
Stock option compensation

Preferred stock dividends declared and payable
Foreign currency translation adjustment

Net loss

Balance, December 31, 2002 5

The accompanying notes are an integral part of thes

IARIES
OCKHOLDERS' EQUITY
01 and 2000
Accumulat
Common Preferred Additional Deficit

Stock Stock Paid-in At S

res Amount Shares Amount Capital Formation Fo

066 $50 - $- $21,691 $(5112) $1
1 - - - 40 -

117 2 - - 499 -

- ... - - (8

194 52 - - 22230 5112) (7
- - - - 104 -

25 - - - 33 -

- -39 - 3900 -

523 5 - - 1,178 -

742 57 39 - 27535 (5112) (
28 2 - - 261 -

- - - - 45 -
I

e consolidated financial statements.

ed Accumulated
Other

ince  Comprehensive

rmation Loss  Total

259 $(718) $17,170

- - 40
- - 501

- (184) (184)
814) - (8,814)

555)  (902) 8,713

- 194
- 33

- - 3,900
- - 1183
(7) - (17)

- (413)  (413)
259 - 259

7,313) (1,315) 13,852

- - 263

- - 45
(234) - (234)

- 128 128
5943) - (5,943)



GSE SYSTEMS, INC. AND SUBSIDIARIES
CONSOLIDATED STATEMENTS OF CASH FLOWS
(in thousands)

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
Stock option compensation
(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:
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
Repayment on notes payable to related party
(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

Years ended Dece

2002

$(5,943)
ash

2,424
(34)
45

(
onal B.V. 2,783
re licensed to
1,600
(1,743)
6

275
accrued expenses (22)

45 (

ated party -

(350)
under letters of credit, net (243)
of credit 443 (
2,589
(269)

e consolidated financial statements.

$ 259
3,394
(253)
3,273)
4,605
(476)
683
21
(363)
5,154)
3,293
(69)
(689)
(68)

$ (8,814)

3,882
(255)

990

(2,895)
2,273

1,939
1,554

2,695




GSE SYSTEMS, INC. AND SUBSIDIARIES

NOTES TO CONSOLIDATED FINANCIAL STATEMENTS
December 31, 2002, 2001, and 2000

1. Business and liquidity

GSE Systems, Inc. ("GSE Systems", "GSE" or the "gamy") develops and delivers business and techpaolyitions by applying process
control, simulation software, systems and sernviodle 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 Hidion strategies, the need to manage growth,ekd to retain key personnel and
protect intellectual property, and the availabibfyadditional financing on terms acceptable toGoenpany.

In 2002, the Company incurred a significant opaatoss attributable in large part to the perforotaaof the Company's Power business unit.
The Power business unit's revenue and profitahildye significantly impacted by the completion e¥eral large, multi-year projects in late
2001 and early 2002 coupled with the delay of ssEwesry large full-scope international simulatoders. In addition to the operating loss, the
Company wrote down its investment in Avantium In&onal B.V., recording a non-cash charge of $2ilBon and recorded an income tax
provision of $1.4 million resulting mainly from amcrease in the Company's valuation allowance ity faserve the Company's net deferred
tax assets.

The Company has a $10.0 million credit facility wé bank which matured on March 23, 2003. The Compas been informed by its bank
that the Company should begin to search for a meaw€ial institution to provide for its future finaing requirements. To provide the
Company with enough time to perform this search,tank agreed to provide the Company with a one-gdansion of its current credit
facility. Accordingly, on March 23, 2003 the Compancredit facility was extended until March 31020At the time of the extension, the
maximum commitment under the credit facility wadueed from $10.0 million to $6.5 million as of Mar23, 2003; with an additional
reduction to $5.5 million on October 1, 2003; arfthal reduction to $5.0 million on January 1, 2084sed upon the Company's current
forecasts of its cash flow in 2003, managementbes the reductions in the maximum commitmentnatl have an impact on the Compai
operations or liquidity. In order to help improvetCompany's liquidity and operating results, managnt has undertaken actions to reduce
its operating expenses, including the reductiod $fPower employees by 15 in 2002 and the subldd2® @00 square feet if its 34,000
square foot Rutherford, Baltimore, Maryland fagikffective May 1, 2003.

However, the Company's 2003 profitability and lajty projections depend on several large full-scsipeulator contracts in its Power
business unit, several that have been quoted abdliyeaccepted, but have not yet formally beenraed by the customer. In the event that
the Company does not receive these contracts,upraiBle to find replacements for these contracteay need to seek additional debt or
equity financing in 2003. There can be no assur#mtesuch debt or equity financing will be avaiéatvhen needed.



2. Summary of significant accounting policies
Principles of consolidation

The accompanying consolidated financial statemietade the accounts of the Company and its wholiyied subsidiaries. All
intercompany balances and transactions have bearimaied.

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 liatsliied disclosure of contingent assets
liabilities at the date of the financial statememtsl the reported amounts of revenues and expdunseg the reporting period. Actual results
could differ from those estimates.

Revenue recognition

The majority of the Company's revenue is derivedubh the sale of uniquely designed systems cdntaimardware, software and other
materials under fixed-price contracts. In accor@anith Statement of Position 81-1 "Accounting ferférmance of Construction-Type and
Certain Production-Type Contracts”, the revenuesutitese fixed-price contracts is accounted fothenpercentage-of-completion method,
based on contract costs incurred to date and dstihcasts to complete. Estimated contract earrangseviewed and revised periodically as
the work progresses, and the cumulative effechgfcange is recognized in the period in whichdh@nge is identified. Estimated losses are
charged against earnings in the period such Iaseslentified.

As the Company recognizes revenue under the pagerf-completion method, it provides an accruakfiimated future warranty costs
based on historical and projected claims experiefice Company's longer-term contracts generallyigeofor a one-year warranty on parts,
labor and any bug fixes as it relates to softwaneexdded in the systems.

The Company's system design contracts do not pedeid’'post customer support service" (PCS) in geafsoftware upgrades, software
enhancements or telephone support. In order taroBtaS, the customers must purchase a separataciat the date of system installation.
Such PCS arrangements are generally for a onepgemd renewable annually and include customer aippnspecified software upgrades,
maintenance releases, hardware support and spése iae Company recognizes revenue from theseaaiatratably over the life of the
agreements in accordance with Statement of Podifie "Software Revenue Recognition”.

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 #lermonths 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 costhideraw materials and purchased parts.

Property and equipment

Property and equipment are recorded at cost ane@ciaped 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 andirsare charged to expense as incurred.

Software development costs

Certain computer software development costs arigatiapd 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 cosewénue and is provided using the straight-line wetthver the remaining estimated
economic life of the product, not to exceed fivange

Research and developmt



Development expenditures incurred to meet cust@pecifications under contracts are charged to aohtiosts. Company sponsored rese
and development expenditures are charged to opesadis incurred and are included in selling, gé@erd administrative expenses. The
amounts incurred for Company sponsored researcll@nglopment activities relating to the developradntew products and services or the
improvement of existing products and services vegmroximately $1,038,000, $827,000, and $1,679,fa00Qhe years ended December 31,
2002, 2001 and 2000, respectively.

Asset impairment

The Company periodically evaluates the recovetshilfi its long-lived assets by comparing the cargyalue of the asset to management's
best estimate of the expected future cash flovbetgenerated by the asset, undiscounted and withteu¢st costs. Impairments are
recognized in operating results to the extenttimatarrying value exceeds fair value. No impairmesses were recognized in 2002, 2001 or
2000.

Goodwill

On January 1, 2002, the Company adopted Staterh€&irtancial Accounting Standards (SFAS) No. 142o@will and Other Intangible
Assets, which requires that goodwill and intangéssets with indefinite useful lives no longer beized, but instead tested for impairment
at least annually. As of the date of adoption oASMo. 142, the Company had unamortized goodwithsnamount of $2.4 million which

was subject to the transition provisions of SFAS N&2. During 2002, the Company completed its aislgursuant to the transitional
provisions of SFAS No. 142 and determined thathmgairment charge was necessary. On December 32, ##0Company completed a
further analysis of goodwill and determined no iinp&nt charge was necessary.

Net income and net income per share for the yeatedeDecember 31, 2001 and 2000, adjusted to etmimstorical amortization
goodwill and related tax effects, are as follows:

(in thousands, except for per share amounts) December 31,
2001 2000
Net income (loss) attributed to
common stockholders; as reported $ 242 $ (8,814)
Add: goodwill amortization, net of tax 527 317
Net income (loss), as adjusted $ 769 $ (8,497)

Net income (loss) per share, as reported:

Basic $0.05 $ (1.70)
Diluted $0.05 $(1.70)

Net income (loss) per share, as adjusted:

Basic $0.15 $(1.64)
Diluted $0.15 $ (1.64)

Prior to the adoption of SFAS No. 142, goodwill vimesng amortized over periods from three to fiftgears on a straight-line basis. At each
reporting date, the Company assessed the recolgrabigoodwill by determining whether the amoetion of goodwill over its remaining
useful life could be recovered through undiscoumeerating cash flows of the acquired operatiom& dmount of goodwill impairment, if
any, was measured based on projected discountee foperating cash flows using a discount ratecéfig the Company's average costs of
funds.

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 thiedodrhe resulting translation adjustments areuidet in accumulated other comprehensive
loss in stockholders' equity. Transaction gainslasses, resulting from changes in exchange ratesncluded in other income (expense) in
the Consolidated Statements of Operations in thiegh@ which they occur. For the years ended Ddoam31, 2002, 2001, and 2000, foreign
currency transaction gains were approximately $B2,8253,000, and $255,000, respectively.



Warranties

As the Company recognizes revenue under the pageraf-completion method, it provides an accruak&timated future warranty costs
based on historical experience and projected cldlims activity in the warranty accounts is as feto

Ye ars ended
(in thousands) De cember 31,
2002 2001 2000
Beginning balance $ _943 $1012 ______ $-1300
Current year provision 1,251 604 462
Current year claims (1,117) (673) (750)
Ending balance $1,077 $943 $1,012

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. Valuatiomallces are established when necessary to reduseeatbfax assets to the amounts expectec
to be realized. Provision is made for the Companytsent liability for federal, state and foreigrtome taxes and the change in the
Company's deferred income tax assets and liakiliNi® provision has been made for the undistribetrdings of the Company's foreign
subsidiaries as they are considered permanenthstad. Amounts of undistributed earnings are naériz to the overall consolidated

financial statements.



Stock Compensatior

The Company applies the intrinsic-value-based ntetii@ccounting prescribe by Accounting Princifesrd (APB) Opinion No. 25,
Accounting for stock issued to Employees, and edl@nterpretations including FASB Interpretation. Md, Accounting for Certain
Transactions involving Stock Compensation, andmegation of APB Opinion No. 25, issued in Mar@08, to account for its fixed-plan
stock options. Under this method, compensation esgés recorded on the date of grant only if theesu market price of the underlying
stock exceeds the exercise price. SFAS No. 123pding for Stock-Based Compensation, establisikeedunting and disclosure
requirements using a fair-value-based method afatting for stock based employee compensation plmallowed by SFAS No. 123, the
Company has elected to continue to apply the isitimalue-based method of accounting describe alankhas adopted only the disclosure
requirements of SFAS No. 123. The following talilestrates the effect on net income if the fairuebased method had been applied to all
outstanding and unvested awards in each period.

(in thousands, except per share data) Years ended
December 31,

2002 2001 2000

Net income (loss) attributed to

common stockholders, as reported $(6,177) $ 242 $(8,814 )
Add stock-based employee compensation expense

included in reported net loss, net of tax 45 -
Deduct total stock-based employee compensation

expense determined under fair-value-method

for all ewards, net of tax (422) (878)  (1,657)

Pro forma net loss $ (6,554) $(636) $(10,471 )
Net income (loss) per share, as reported:
Basic $ (1.05) $0.05 $(1.70 )
Diluted $ (1.05) $0.05 $(1.70 )
Proforma net loss per share:
Basic $(1.12) $(0.12) $(2.02 )
Diluted $(1.12) $(0.12) $(2.02 )

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, and 2000:

expected volatility of 110%; dividend yield of O%sk-free interest rates ranging from 2.63% to 6.2%d expected terms ranging from 1 to 7
years. The weighte-average fair value of options granted during 280d 2000 was $1.55 per share, and $3.93 per skapsctively. There
were no options granted during 2002.

Earnings (loss) per share

Basic earnings per share is based on the weightzdge number of outstanding common shares fgoehed. Diluted earnings per share
adjusts the weighted average shares outstandirieiqrotential dilution that could occur if stogitions, warrants, or convertible preferred
stock were exercised or converted into common stblo& number of common shares and common shareadeuis used in the determinat
of basic and diluted earnings (loss) per shareagdsllows:

(in thousands, except share data) Years ended
December 31,

2002 2001 2000
Numerator:
Net income (loss) $ (5,943) $ 259 $(8,81 4)
Preferred stock dividends (234) (17) -
Net income (loss) attributed to
common stockholders $(6,177) $ 242 $ (8,81 4)
Denominator:
Weighted-average shares outstanding for basic
earnings per share 5,863,134 5,217,453 5,181,97 2
Effect of dilutive securities:
Employee stock options, warrants and
options outside the plan - 41,563
Adjusted weighted-average shares outstand ing

and assumed conversions for dilu ted



earnings per share 5,863,134 5,259,016  5,181,97 2

Shares related to dilutive securities exclude d
because inclusion would be anti- dilutive: 3,166,456 3,436,195 687,42 3

The difference between the basic and diluted nuraberighted average shares outstanding for thegm@ed December 31, 2001 represents
dilutive stock options, warrants and convertiblefprred stock to purchase shares of common staulpeted under the treasury stock met|
using the average market price during the peribe. et income (loss) for the years ended Decenthe2®2 and 2001 decreased by
preferred stock dividends of $234,000 and $17,068pectively, in calculating the per share amourdsthe year ended December 31, 2000,
there were no preferred stock dividends. Conversfdhe preferred stock was not assumed for thesyeaded December 31, 2002 and 2001
because the impact was anti-dilutive.

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 theggremd manufacturing industries. For the years @mkrember 31, 2002, 2001 and 2000,
one customer accounted for approximately 11%, 18t%,22%, respectively, of the Company's revenueBetember 31, 2002, the contrg
receivable balance related to this significant@usr was approximately $1.33 million, or 11.9% ofttact receivables, of which $1.2 milli
was unbilled at year-end. In 2002, 2001 and 2006theer customer accounted for approximately 24%5,22nd 11%, respectively, of the
Company's revenues. At December 31, 2002, theaxistreceivable balance related to this significastomer was approximately $642,000,
or 6.0% of the balance, of which $123,000 was Uediat year-end.

Fair values of financial instruments

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

Off balance sheet risk and foreign exchange cotstrac

The Company utilizes various derivative financredtruments to manage market risks associated hatfiuctuations in foreign currency
exchange rates. It is the Company's policy to es&vative financial instruments to protect agaimsirket risk arising in the normal course of
business. The criteria the Company uses for designan instrument as a hedge include the instriseffectiveness 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 exposuterbting 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 tiygostandards for derivative
instruments. The adoption of Statement No. 133ltexdin 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 hedgeclia@ges 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 forwaumghange contracts, options and
swaps, as defined by Statement No. 133, to hedggircéoreign currency balance sheet exposures.

At December 31, 2002, the Company had contractthéosale of approximately $383,000 and $334,00apanese Yen and Euros,
respectively, at fixed rates. The contracts expirezarious dates through November 2003. The Compasynot designated the contracts as
hedges and, accordingly, has recorded the estirfatechlue of the contracts of $11,000 at Decen#1er2002 as other assets in the
consolidated balance sheet and other income (egpenthe consolidated statement of operations.

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

In June 2001, the Financial Accounting Standardsr8¢'FASB") issued Statement of Financial AccoogtStandards ("SFAS") No. 143,
Accounting for Asset Retirement Obligations. SFA& 143 requires companies to record the fair vafien asset retirement obligation as a
liability in the period in which it incurs a legabligation associated with the retirement of tafeglbng-lived assets that result from the
acquisition, construction, development, and/or radrase of the assets. A corresponding asset isedsoded that is depreciated over the life
of the asset. Subsequent to the initial measurenfehe asset retirement obligation, the obligatidth be adjusted at the end of each perio
reflect the passage of time and changes in theatsd future cash flows underlying the obligatibhe Company is required to adopt SF



No. 143 on January 1, 2003. The adoption of SFASIM8 is not expected to have a material effedherCompany's financial position
results of operations.

In April 2002, the Financial Accounting StandardsaBl (FASB) issued Statement of Financial AccognBtandards (SFAS) No. 145,
Rescission of FASB Statements No. 4, 44, and 64mdment of FASB Statement No. 13, and TechnicatéCtions. SFAS No. 145 provic
for the rescission of several previously issuedanting standards, new accounting guidance foateeunting for certain lease modificatic
and various technical corrections that are nottsmtise in nature to existing pronouncements. The@any will adopt SFAS No. 145 as of
January 1, 2003, except for the provisions relatinthe amendment of SFAS No. 13, which were adbfutetransactions occurring
subsequent to May 15, 2002. Adoption of SFAS N&. ishot expected to have a material impact orctimsolidated financial statements.

In June 2002, the FASB issued SFAS No. 146, Acéogribr Costs Associated with Exit or Disposal Adies. SFAS No. 146 requires tha
liability for a cost associated with the exit osplbsal activity be recognized when incurred atvaiue. SFAS No. 146 eliminates the
definition and requirements of EITF Issue 94-3. SA¥0. 146 is effective for exit or disposal actedtthat are initiated after December 31,
2002 and may have an effect on the timing of futestructuring charges taken, if and when they nccu

In November 2002, the FASB issued FASB Interpretablo. 45 (FIN 45), Guarantor's Accounting and isare Requirements for
Guarantees, Including Indirect Guarantees of Iretiiess of Others. FIN 45 addresses the disclosguérements of a guarantor in its inte|
and annual financial statements about its obligatiender certain guarantees that it has issued4&I&lso requires a guarantor to recognize,
at the inception of a guarantee, a liability foe fhir value of the obligation undertaken in isguihe guarantee. The liability recognition
requirements of FIN 45 will be applicable prospesly to all guarantees issued or modified afterddelser 31, 2002. The Company is
currently evaluating the impact FIN 45 will have ieconsolidated financial statements.

In December 2002, the FASB issued SFAS No. 148piating for Stock-Based Compensation - Transitioth Bisclosure, an amendment of
FASB Statement No. 123. This Statement amends Fata®ment No. 123, Accounting for StoBsed Compensation, to provide alterne
methods of transition for an entity that voluntadhanges to the fair value based method of acowufudr stock-based employee
compensation. It also amends the disclosure panssof that Statement to require prominent disesibout the effects on reported net
income of an entity's accounting policy decisiorithwespect to stock-based employee compensatinally;, this Statement amends APB
Opinion No. 28, "Interim Financial Reporting”, tequire disclosure about those effects in interimaricial information. The transition
provisions of this statement are effective for ficial statements for 2002. The disclosure provisioithis statement will be effective for
financial reports containing condensed financialesnents for interim periods beginning in 2003. Toenpany plans to retain the intrinsic
method to value stock options and accordingly, SEAS will only impact the Company's future disclastequirements.

In October 2002, the Emerging Issues Task For¢keoFASB reached a consensus on the accounting\enues in transactions that involve
multiple deliverables. The guidance governs hovwdémtify whether goods or services or both, thattarbe delivered separately in a bundled
sales arrangement, should be accounted for selyarBités guidance will be effective July 1, 200herCompany has not yet determined the
impact this consensus will have on its consolidditeahcial statements.

In January 2003, the FASB issued Interpretation46o."Consolidation of Variable Interest Entitieghich requires the consolidation of
certain types of entities. The Interpretation aggplimmediately to variable interest entities créateacquired after January 31, 2003. The
Interpretation is effective for interim periods bagng after June 15, 2003 for an enterprise tlaat\Variable interest entities acquired prior to
February 1, 2003. The Company will adopt the net@rpretation, as required, but does not expecttamtowill have a material effect on its
financial 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 expertatem 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, inclgd@hell International Chemical, SmithKline Beech&hR. 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 Companyddisered all elements of the software and hasther obligations to Avantium, other
than standard warranty. The Company accountedamiestment in Avantium using the cost methodazfounting based on management's
conclusion that the Company did not have signifigafluence 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 thbseCtompany earns performing services for
its other customer:



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 technaadl marketing resources of Avantium and
the GSE VirtualPlant team would produce significemgt savings.

On March 6, 2001, the Company sold its VirtualPlaunginess technology and assets to Avantium. G&&ved 8% of Avantium's stock, th
increasing its holdings in Avantium to approximgt&d%, and recognized a gain on the sale of $3llR®mibefore income taxes. This gain
was determined based on the estimated fair magteéf the Avantium stock received ($9.60 pershdrased on an independent appraisal,
less the book value of the assets sold, approxim@#®0,000 in severance costs payable to certaindr employees of VirtualPlant, that
were not hired by Avantium, and other transactigpesises.

The appraised value of $9.60 per share was cadtlilating the Discounted Cash Flow income valuatiethod. Under this method, the
annual debt-free cash flow and residual value m@pdnted and added together to arrive at Avantiggregate Market Value. Avantium's
annual debt-free cash flow was estimated for the finee years, using Avantium's forecasts of revemperating expenses, working capital,
and fixed asset investments, and then discountadatt of 20%. The residual value, or capitalieash flows beyond the five-year forecast
period, was calculated using a capitalization cdte5%. Since Avantium is a closely held compangisaount for illiquidity of 20% was
applied to the Aggregate Market Value determindds Value was then divided by the number of outlitejnshares to arrive at the per share
appraised value.

The appraised value was significantly higher thammium's net tangible book value as of the dathefVirtualPlant sale. As Avantium was
a start-up phase company at the March 6, 2001 tiatudate, it had not begun generating positivaiegs or cash flow. As such, its book
value was comprised primarily of the initial invesints made in the company, less accumulated opgrhasses. Based upon the business
plans provided by Avantium for analysis, quantifeafuture earnings generation was expected fobtlsness, and Avantium was on track
with its business development plans. Thus, the Gompletermined that the use of the income valuatiethod would provide a more
accurate estimate of the valuation of the stock tha net tangible book value.

Although the Company retained one seat on the sigoey board of Avantium, management concluded skhiah seat did not provide the
Company with significant influence. AccordinglyetiCompany continued to account for its investmemvantium using the cost method.
The cost method requires that if a decline invaiue below cost is judged by management to be dila@ temporary, the cost basis must be
written down to fair value as a new cost basis, thedamount of the write-down is included in eagsias a realized loss. Any new cost basis
derived in this manner is not changed for subsegqeeoveries 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 debiie equity issuance and debt conversion diluteB'&&wnership in Avantium to 6.1%.
The estimated fair market value of Avantium follogithe 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 Avantiun$2.9 million and recognized a $4.6 million pre-tharge.

In the first quarter, 2003, Avantium indicated thavas pursuing another private placement rouniihaihcing. Based upon the Company's
discussions with Avantium, GSE believes that itsewghip in Avantium will be diluted to less than 1&gcordingly, the Company conclud
that this pending transaction was evidence of ‘therahan temporary decline" in the fair valuetsfinvestment in Avantium. Thus, in the
fourth quarter 2002, the Company wrote down itegtnent in Avantium and recognized a $2.8 milliog-{ax 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 billedesgnt costs incurred and associated |
accrued on contracts that will become billable ufudare milestones or completion of contracts. Thmponents of contract receivables ai
follows:

(in thousands) December 31,
2002 2001
Billed receivables $ 6,909 $ 6,640
Recoverable costs and accrued profit not billed 4,014 5,009
Allowance for doubtful accounts (162) (41)
Total contract receivables $ 10,761 $11,608

5. Inventories

Inventories consist of the following:

(in thousands) December 31,



Raw materials $1,203 $1,143
Service parts 357 423
Total inventories $ 1,560 $ 1,566

6. Prepaid expenses and other current assets

Prepaid expenses and other current assets cohtist following:

(in thousands) December 31,
2002 2001
Investment in sales-type lease - current portion $1,875 $1,016
Prepaid expenses 449 742
Employee advances 86 84
Deferred income taxes - 587
Other current assets 246 493
Total $ 2,656 $ 2,922

7. Property and equipment

Property and equipment consist of the following:

(in thousands) December 31,
2002 2001
Computer equipment $5,571 $4,730
Leasehold improvements 878 878
Furniture and fixtures 1,882 2,051
8,331 7,659
Accumulated depreciation and amortization (6,634) (5,897)
Property and equipment, net $1,697 $1,762

Depreciation and amortization expense was apprari;n&540,000, $706,000, and $1,163,000, for treeyended December 31, 2002, 2(
and 2000, respectively.

8. Software development costs

Software development costs, net, consist of tHeviahg:

(in thousands) December 31,
T 2002 2001
Capitalized sofware development costs $8_166 $77-25
Accumulated amortization (3,765) (3,919)
Software development costs, net ;54-401 $3é06

Software development costs capitalized were apprataly $2,478,000, $809,000, and $1,869,000, ®oy#ars ended December 31, 2002,
2001 and 2000, respectively. Amortization of sofevdevelopment costs capitalized was approxim&e)g83,000, $2,019,000, and
$2,202,000, for the years ended December 31, ZIWY, and 2000, respectively, and were includedst of revenue.

9. Goodwill
Gooduwill consists of the following:

(in thousands) December 31,



Goodwill, at cost $5,370 $ 4,855
Accumulated amortization (2,469) (2,469)

Goodwill, net $2,901 $ 2,386




10. Long-term Debt

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

(in thousands) December 31,
2002 2001
Line of credit with bank $5,431 $ 4,988
Notes payable to related parties (see Note 16) 650 1,100
Obligations under financing leases 3,784 2,645
Notes payable, other 73 241
Total notes payable and financing arrangement s 9,938 8,974
Less amounts payable within one year 1,905 2,284
Long-term portion $ 8,033 $ 6,690

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 severallyléias co-borrowers. The credit facility provides borrowings to support working capital
needs and foreign letters of credit ($2.0 millioblénit). The line is collateralized by substarigiall 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 adarguarantee totaling $1.8 million. T
interest rate on this line of credit is based anlihnk's prime rate plus 0.75% (5.00% as of DeceBthe2002), with interest only payments
due monthly. At December 31, 2002, the Companyadae borrowing base was approximately $6.9 onilliof which approximately $5.4
million had been utilized. The credit facility expd on March 23, 2003, but the Company's bank dgeextend the credit facility until
March 31, 2004. Accordingly, the balance outstagdinder this credit facility at December 31, 2082 been classified as long-term debt on
the December 31, 2002 balance sheet.

The credit facility requires the Company to comyivh certain financial ratios and precludes the @any from paying dividends and maki
acquisitions beyond certain limits without the bardonsent. As of December 31, 2002, the Compasynetin compliance with its financial
ratio covenants. The Company has received a writganer from the bank for noncompliance and amenda the required financial ratio
covenants for 2003.

On March 23, 2003 the Company's existing creditifpavas extended until March 31, 2004, with tledlédwing amendments to the
agreement:

* the maximum commitment under the credit facilitgs reduced from $10.0 million to $6.5 million d$vtarch 23, 2003; with an additional
reduction to $5.5 million on October 1, 2003; arfthal reduction to $5.0 million on January 1, 2004

* the interest rate charged was increased fronfbémé's prime rate plus .75% to the bank's prime pats 1.00%.
* payment of all dividends is prohibited, includidiyidends due to ManTech on its outstanding pretestock.
* certain covenant modifications were made to pasithe Company for future compliance.

* GP Strategies extended their $1.8 million limitagarantee of the Company's bank facility througdrd 31, 2004. In consideration for the
extension of the guarantee, the Company will igs@000 shares of its common stock to GP Strateghes number of shares was calculated
based upon a 10% fee divided by the closing pric@E's common stock on March 21, 2003.

Notes Payable to Related Parties

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 principal 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 subatéith debt into equity on December 5, 2001 (see M)e

On June 25, 2001, the Company issued an additiovsglicured promissory note to ManTech for $1.0 onilkt an interest rate of prime plus
one percent. The Company used the loan proceedgfiiing capital purposes. The note is subordins&idgtie Company's credit facilit



During 2002, the Company repaid ManTech $350,00, $247,000 of interest.



Obligations under financing leases

During 2000, 2001 and 2002 the Company enteredsieven separate contracts with a customer foretsel of certain hardware and software
under 36-month leases. The Company has accountéluefteases as sales-type leases. The Compagnedshe payments due under the
sales-type leases to a third-party financing comard received proceeds of $2,589,000 in 2002 &rtb8,000 in 2001. 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,
2002 2001
Net investment in sales-type leases:
Prepaid expense and other assets $1,875 $1,016
Other assets - non current 1,909 1,629
Total net investment $ 3,784 $ 2,645

Obligation under financing leases:

Current portion of long-term debts $1,875 $1,016
Long-term debts 1,909 1,629
Total obligations $3,784 $ 2,645

Minimum rentals receivable under these leases atber 31, 2002 amount to $2,275,000 in 2003, $1080 in 2004, and 435,000 in 20!
As of December 31, 2002, the components of thénwestment in the sales-type leases are total nummrentals receivable of $4,357,000,
less unearned interest income of $573,000.

Debt maturities
Aggregate maturities of debt outstanding at Decerlhe2002 are as follows:

(in thousands)

2003 $ 1,905
2004 7,607
2005 426

Total $9,938



11. Income taxes

The consolidated loss before income taxes, by derasd foreign sources, is as follows:

(in thousands)

Domestic
Foreign

Total

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

(in thousands)

Current:
Federal
State
Foreign

Subtotal
Deferred:
Federal and State
Foreign

Subtotal

Total

The provision for (benefit from) 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

Other

Effective tax rate

Years ended December 31,

2002 2001 2000

$(3,866)  $(135) $(6,295)
(688) 41 18

$ (4,554) $(94) $(6,277)

Years ended December 31,

2002 2001 2000
$(112) $ 54 $(177)
(57) 26 75
(42) 43 366
(211) 123 264
1,694 (448) 2,543
(94) (28) (270)
1,600 (476) 2,273
$1,389 $(353) $2,537

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

2002 2001 2000
(34.0)% (34.0)% (34.
(2.0) 31.0 0.
0.9 6.2 1.
61.8 (447.2) 68.
3.8 68.9 3.
305%  (375.1)% 40.

statutory rate



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

(in thousands) December 31,
2002 2001
Net operating loss carryforwards $ 6,246 $ 5,589
Software development costs (1,615) (1,263)
Expenses not currently deductible for tax purposes 878 974
Foreign tax credits 379 379
Property and equipment (90) (27)
Swedish tax deferral - (175)
Accrued expenses 243 269
Alternative minimum tax credit carryforwards 162 217
Investments 1,512 470
Other 60 97
Subtotal 7,775 6,530
Valuation allowance (7,775) (4,930)
Total $ - $ 1,600

In assessing the realizability of deferred tax ssspanagement considers whether it is more litedy not that some or all of the deferred tax
assets will not be realized. The ultimate realatf 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 assessn&inte the management could not substantiate regofe¢he net deferred tax assets with
currently available objective evidence, the Complaay established a full valuation allowance of $%,000 at December 31, 2002. If the
Company is able to realize taxable income in tiier&y the valuation allowance will be reduced. Tfikechange in the valuation allowance for
deferred tax assets was an increase of $2,845r@D@eduction of $420,000 in 2002 and 2001, respelgti

At December 31, 2002, the Company had availablel®¥B5000 and $2,402,000 of domestic and foreigropetating loss carryforwards,
respectively, which expire between 2012 and 2022ddition, the Company had $379,000 of foreignct@dit carryforwards, which expire
between 2003 and 2005. These carryforwards willtheed to reduce taxable income in subsequentsyea

12. Capital stock

The Company's Board of Directors has authorize@@®DPO00 total shares of capital stock, of whict0@8,000 are designated as common
stock and 2,000,000 are designated as preferrekl. Sihe Board of Directors has the authority t@klsh one or more classes of preferred
stock and to determine, within any class of preféistock, the preferences, rights and other tefragah 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 Companygrezed 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 terminate@mployee. In consideration of consulting servities,Company granted fully vested options to purel&3000 shares of t

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 completedhagioffering 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.Bion due from its escrow agent and accrued $13®d¥Gosts associated with the
completion of the rights offering. The Company ieed the cash proceeds from its escrow agent inalg2002. The proceeds were used for
a partial repayment of a $1 million loan from Magfend working capital requirements.

As of December 31, 2002, the Company has resenédd 256 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 H8lion of subordinated debt into Series A cortil@e preferred stock at a conversion
rate of $100 per share. The Company has deterntiiree¢dhe conversion of this debt into preferreatktdid not constitute a beneficial
conversion. The Series A convertible preferredistaas no voting rights and bears dividends ataite of 6% per annum payable quarterly.
Dividends will accumulate if not paid quarterly acmmpounded interest will accrue on any unpaiddginds. As of December 31, 2002 and
2001, the Company had accrued dividends payal$d 46,000 and $17,000, respective



In the event of liquidation or dissolution of ther@pany, payment of available funds shall be madierSeries 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 conversiaihe Series A convertible stock to
common stock, GP Strategies has the option to ec§0% of the Series A convertible preferred stock$1,950,000.

14. Stock options
Long term incentive plan

During 1995, the Company established the 1995 Lbawgr Incentive Stock Option Plan (the "Plan"), whiacludes all officers, key
employees and non-employee members of the CompRaogisl 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 threaaliments with 40% vesting on the first
anniversary of the grant date and 30% vesting ah e&the second and third anniversaries of thatgtate, subject to acceleration under
certain circumstances. At December 31, 2002, thagamy had 808,024 shares of common stock reseoveld future grants under the Pl

Stock option activity under the Plan is as follows:

Weighted
Average
Shares Exercise Price

Options outstanding, as of January 1, 2000 1,167,605 $4.93
Options exercised (10,880) (3.56)
Options canceled (14,620) (3.73)
Options granted 295,000 5.07

Options outstanding, as of December 31, 2000 1,437,105 $4.81
Options exercised (25,000) (1.33)
Options canceled (99,950) (4.59)
Options granted 547,000 1.95

Options outstanding, as of December 31, 2001 1,859,155 $4.03
Options exercised (128,000) (2.05)
Options canceled (39,179) (2.00)

Options granted

Options outstanding, as of December 31, 2002 1,691,976 $4.15
ABLE>
The following table summarizes information relating to currently outstanding and

exercisable options at December 31, 2002:

Options O utstanding Options E xercisable
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 - $2.95 546,050 5.0 $2.16 294,650 $2.26
$2.96 - $4.43 789,485 3.8 3.67 389,485 3.83
$4.44 - $5.90 200,000 4.1 4.75 200,000 4.75
$5.91 - $7.38 10,000 4.3 6.38 10,000 6.38
$7.39 - $8.85 20,000 4.2 7.50 14,000 7.50
$8.86 -$11.80 200 3.6 11.25 200 11.25
$11.81 - $14.75 126,241 2.7 14.11 126,241 14.11

Total 1,691,976 4.1 $4.15 1,034,576 $4.89




15. Commitments and contingencies
Leases

The Company is obligated under certain noncancelapérating leases for office facilities and equépin Future minimum lease payments
under noncancelable operating leases as of Dece3ith2002 are as follows:

(in thousands)

2003 $1,740
2004 1,624
2005 1,584
2006 1,378
2007 1,115
Thereafter 286

Total $7,727

Total rent expense under operating leases foré¢hesyended December 31, 2002, 2001, and 2000 \wasxapately $1,842,000, $1,924,000,
and $2,101,000, respectively.

Letters of credit and performance bonds

As of December 31, 2002, the Company was contigéable for approximately $747,000 under sevetels of credit used as payment
bonds on contracts, all of which were secured Isy cieposits classified as restricted cash in thealwated balance sheet. As of December
31, 2002, the Company was contingently liable figraximately $149,000 under three performance bondsontracts, all of which were
secured by letters of credit of the Company's fpreiubsidiary. In addition, the Company has $110 jAGscrow until 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, 2002 and 2001.

Contingencies

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

16. Other related party transactions

In January 2000, the Company issued 116,959 sbarsscommon 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 en@000, GSE experienced some difficulties in prowy 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 thplggneeded and had the products shipped in aameoedwvith the Company's instructic
Purchases under this agreement totaled $843,00Bdgrear ended December 31, 2001. This purchasmggement terminated in June 2(
and the Company has no outstanding obligationsanTéch, in connection with this purchasing arrargrgras of December 31, 2002. The
supplies purchased through ManTech were at the paiges at which the Company could have procuredstipplies directly.

In September 2001, the Company entered into a asiblagreement with ManTech, allowing ManTech tdesde 2,088 square feet of space
at the Company's Columbia, Maryland office thro&gptember 2002. Subsequent to September 2002abe s on a month to month basis.
For the years ended December 31, 2002 and 2001 ssintease rentals amounted to $32,000 and $13@§tkctively.

In September, 2001, the Company entered into @na# with General Physics Corporation, the leadimgplier of operator instructional
training programs for the Power industry. In aduitto cooperating in marketing of individual prothjche companies will combine some of
General Physics' extensive training materials andnams with GSE's power plant simulation modelgrtwvide interactive and adaptive total
training solutions. GSE will also help sell andtdizite General Physics' GFE product to GSE's custdase.

On December 7, 2001, the Company agreed to makarceash and in-kind contributions to RedStorneS8tific, Inc. ("RedStorm") in
exchange for a 10.1% interest in RedStorm. RedSimarprivately held computational drug design camp Its technology (patents
pending), known as Fyrestar, utilizes bio-inforrostand computer-aided molecular design to createdempounds that are developed into
successful new drugs. It greatly reduces the sagmif cost associated with screening thousandstehtial compounds common in the drug
development process.

The Company paid $50,000 to RedStorm in the foguidrter of 2001 and made additional cash paymér&2aD,000 in the year ended
December 31, 2002. GSE'-kind contribution consists of the development gfaphical user interface that will allow scientigiseasily



access and use the Fyrestar technology and théogewent of additional functionality to Fyrestaroating results to be graphically displayed
as the calculations take place. This will allowestists the opportunity to adjust their assumptiongal 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.

One of the Company's directors is also on RedSsoBward of Directors and another director owns exiprately 0.5% of RedStorm. The
Company has accounted for its investment in Red®tming the equity method of accounting based omagement's conclusion that the
Company has significant influence with respecti®dperations of RedStorm. During 2002, the Compacgrded a loss of $59,000 on this
investment.

In October 2002, the Company purchased a Chindsadiary of ManTech. See the discussion of thisdaation in Note 18. Acquisitions a
dispositions.

17. Employee benefits

The Company has a qualified defined contributianghat covers substantially all U.S. employeesuidction 401(k) of the Internal
Revenue Code. Under this plan, the Company's atigilbasic contribution matches a portion of théiggpants' contributions based upon a
defined schedule. Contributions are invested bindapendent investment company in one or more@ra¢ investment alternatives. The
choice of investment alternatives is at the electibeach participating employee. The Company'sritmrtions to the plan were approximat
$215,000, $293,000, and $340,000, for the yearscedcember 31, 2002, 2001, and 2000, respectively.

18. Acquisitions and dispositions
Acquisitions

In October 2002, the Company completed an acquisfor the Process business unit which was accduotausing the purchase method.
Company purchased the stock of ManTech Automatymie®ns (Beijing) Company Ltd, from ManTech Inteioaal Corp. The Chinese
company, which has seven employees, was renamedg@8&ms Engineering (Beijing) Company Ltd. Thechase price was $45,000 and
was allocated 100% to certain assets and propedgquipment.

In December 1997, the Company acquired 100% obth&tanding common stock of J.L. Ryan, Inc. ("Rydaf an initial purchase price of
$1,000,000 and contingent consideration based@pehformance of the business from 1998 to 200@iMimum of $250,000 of such
earnings payments for each of 1998 and 1999 wamgieeed by the Company. The Company paid $600/908sh upon the closing of the
transaction and entered into a promissory notelgaya four annual installments of $100,000 eadhito@ng on January 2, 1999. This
acquisition was accounted for under the purchagbadeFor the years ended December 31, 2002 ar@l #@¥ contingent consideration in
excess of the minimum guaranteed amount was appately $515,000, and $549,000, respectively, wHiehCompany 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 tleeafats GSE Process Solutions N.V. subsidiary E@&®Igium") to Newton Beheer
B.V., pursuant to a stock purchase agreement, wiiédewton Beheer B.V. acquired all of the assetsassumed all of the liabilities of GSE
Belgium. The aggregate cash sales for GSE Belgias $t. The Company recognized a loss before in¢axes on this transaction of
$990,000. Included in the Consolidated StatemefipErations 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 Companyt&alHlant business is reported un
the Process segment.) The accounting policieseo$éligments are the same as those described ir2 Netenmary of significant accounting
policies. The Company is primarily organized on ltlasis of these two business units. The Companwg dde 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 specialty chemicals, food & beverage, and phaentamals fields, as well as in the power
generation industry. The Process business unitrisapily engaged in process control in a varietg@fmercial industries. Contracts typice
range from three to nine months. The Power busineitss primarily engaged in simulation and plaaturity for the power generation
industry and simulation for the process industnegh the vast majority of customers being in thuelear power industry. Contracts typically
range from 18 months to three years. The Powenbasiunit is comprised of three divisions: Powenution, Plant Security Systems, and
Process Simulation.

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, 2002, 2001, and 2@Q0 #he reportable segmer



(in thousands) 2002
Process Power Total
Contract revenue $ 22,941 $ 20,175 $ 43,116
Business unit contribution $2,574 $ (736) $1,838
Total assets $ 15,852 $ 12,569 $ 28,421
Additions to long-lived assets $2,299 $ 638 $2,937
2001
Process Power Total
Contract revenue $ 24,999 $ 25,332 $ 50,331
Business unit contribution $ 3,745 $1,672 $5,417
Total 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
Total assets $ 16,831 $17,719 $ 34,550
Additions to long-lived assets $1,913 $921 $2,834

Contract revenue for the Process segment incluesue for the Company's VirtualPlant and Belgiasitesses 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, 2002, 2001, & dbe Power Simulation customer (Battelle's Rabibrthwest National Laboratory)
accounted for approximately 11%, 17%, and 22%,aetsely, 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, 2002, 2001, and 888@Rrocess Automation customer (Westinghouse 8ahaRiver Company) accounted
for approximately 24%, 24%, and 11%, respectivefithe Company's consolidated revenue.

For the years ended December 31, 2002, 2001, & 26%, 37%, and 26% of the Company's consolidaeehue were from customers in
the chemicals industry, respectively, and 40%, 3846, 55% of the Company's consolidated revenue fr@mecustomers in the nuclear
power industry, respectively.

A reconciliation of segment business unit contiitmuto consolidated income before taxes for thegeaded December 31, 2002, 2001, and
2000 is as follows:

(in thousands) Years ended December 31,
2002 2001 2000

Segment business unit contribution $1,838 $5,417 $ 496
Corporate expenses (3,332) (3,293) (5,096)
Gain (loss) on disposition of assets - 3,273 (990)
Write-down on investment of

Avantium International B.V. (2,783) (4,605) -
Interest expense, net 277) (886) (687)

Loss before income taxes $ (4,554) $(94) $(6,277)

A reconciliation of segment total assets to totalsolidated assets as of the years ended Decerhp20@2, 2001, and 2000 is as follows:



(in thousands)

Segment total assets
Other assets unallocated to segments

Total consolidated assets

December 31,

2002 2001 2000

$ 28,421 $ 31,694 $ 34,550
473 1,980 1,399

$ 28,894 $ 33,674 $ 35,949




The Company designs, develops and delivers busamestechnology solutions to the energy, procedst@amufacturing industries

worldwide. Revenue, operating income (loss) andtiflable assets for the Company's United Statespfiean, and Asian operations as of

and for the years December 31, 2002, 2001, and af08as follows:

(in thousands)

Contract revenue $ 41,496
Transfers between geographic locations 92

Total contract revenue $41,588

Operating loss $ (794

Contract revenue $ 47,004
Transfers between geographic locations 123

Total contract revenue $ 47,127

Contract revenue $ 44,441
Transfers between geographic locations 490

Total contract revenue $ 44,931

Operating loss $ (263

2002
tates Europe Asia Elim mauonsConsohdated
$1,575 $ 45 $ - $ 43,116
38 - (130) -
"""" $1,613 $45  $ (130)  $43116
) $ (716) $(18) $ - $(1,528)
$1,363 $52 $(8 521) $ 28,894
2001
tates Europe Asia Elim mauonsConsohdated
$ 3,327 $- $ - $ 50,331
37 - (160) -
"""" $3,364 s- s (160)  $50331
$ (647) $71 $ - $1,718
$1,921 $ 101 $(8 ,516) $33,624
2000
States Europe Asia Elimi nat|0nsConsoI|dated
"""" $11274 - § - ss5715
610 - @ ,100) -
"""" s1188  $ - s( 100)  $55715
) $ (4,326) $ (66) $ - $ (4,655)
$ 2,912 $ 199 $ (11 ,850) $ 35,949




20. Supplemental disclosure of cash flow informatio

(in thousands)

Software product license sold in exchange for
stock of buyer (see Note 3)

Issuance of options/warrants to
non-employees (see Note 12)

Conversion of related party note payable to
preferred stock (see Note 10)

Cash paid:
Interest

Income taxes

21. Quatrterly financial data (unaudited)

Years ended December 31,

2002 2001 2000
$- $ - $2,895
$- $ 194 $-
$- $3,900 $-

$ 485 $ 845 $ 889

$ 385 $ 434 $271

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

presentation.
(in thousands, except per share data) Yea
Firs
Quart
Contract revenue $1

Operating income (loss)
Net income (loss)

Earnings (loss) per common share:

Basic $
Diluted $
Yea
Firs
Quart
Contract revenue $1

Operating income (loss)
Net income (loss)

Earnings (loss) per common share:
Basic $
Diluted $

r ended December 31, 2002 Quarterly Data

t Second Third Fourth
er Quarter Quarter Quarter
1,274 $12,131 $ 10,612 $ 9,099
725 220 (72) (2,401)
432 123 (82) (6,416)

0.06 $0.01  $(0.02) $(1.10)
0.06 $0.01  $(0.02) $(1.10)

r ended December 31, 2001 Quarterly Data

t Second Third Fourth
er Quarter Quarter Quarter
2,478 $ 11,845 $ 13,823 $ 12,185
(209) 464 1,154 309
1,714 468 601 (2,524)

0.33 $0.09 $0.12  $(0.49)
0.33 $0.09 $0.11  $(0.48)

The first quarter 2001 net income includes a $3IBam gain before income taxes on the sale of@wenpany's VirtualPlant technology and
assets to Avantium. The fourth quarter 2001 neadrime includes a $4.6 million pre-tax write down lod Company's investment in Avantium
(see Note 3, Investment in Avantium International.Band a $420,000 reduction of the Company'srdedetax valuation allowance.

The fourth quarter 2002 net income includes a $a@lBon pre-tax write down of the Company's investmhin Avantium and a $2.8 million

increase in the Company's deferred tax valuatilmwahce.
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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 Taetisns" in the Proxy Statement for
the Company's 2003 Annual Meeting of Shareholders.

ITEM 14. CONTROLS AND PROCEDURES.

Within the 90day period prior to the filing of this report, G&t&anagement, including the Chief Operating Offiaeat €£hief Financial Office
conducted an evaluation of the effectiveness ofldsign and operation of the company's disclosoingrals and procedures as defined in
Exchange Act Rule 13a-14(c). Based on that evaoathe Chief Operating Officer and Chief Finan€4licer concluded that the company's
disclosure controls and procedures were effectvefdhe date of that evaluation. There have beesignificant changes in internal controls,
or in factors that could significantly affect intet controls, subsequent to the date the Chief @jpgr Officer and Chief Financial Officer
completed their evaluation.



PART IV
ITEM 15. 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

Consolidated Balance Sheets as of December 31,&802001 Consolidated Statements of Operationthéoyears ended December 31,
2002, 2001, and 2000

Consolidated Statements of Comprehensive Loshéye¢ars ended December 31, 2002, 2001, and 20@biitated Statements of Changes
in Stockholders' Equity for the years ended Decerlhe2002, 2001, and 2000 Consolidated Statenoér@ash Flows for the years ended
December 31, 2002, 2001, and 2000 Notes to Coraetid-inancial 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 Sétes and Exchange Commission on November 15, 28§arding the revised financial
projections for 2002 in a Conference Call to invest Specifically, the Company revised (i) yeadyenue to about $45 million, and (ii)
earnings per share to around 10-12 cents.



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, thereduatyp authorized.

GSE Systems, Inc.

By: / S/ Chin-Qur Jerry Jen
Chin-Qur Jerry Jen
Chi ef Operating Oficer and
Pr esi dent

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

Date: March 31, 2003 / S/ Chin-Qur Jerry Jen
Chin-Qur Jerry Jen, Chief Operating
O ficer and President
(Principal Executive Oficer)

Date: March 31, 2003 / S/ JEFFERY G HOUGH
Jeffery G Hough, Senior Vice President
and Chief Financial Oficer
(Principal Financial and Accounting
O ficer)

Date: March 31, 2003
(Jeronme |. Feldman, Chairnman of the Board) By: [/ S/ JEFFERY G HOUGH
(Dr. Sheldon L. dashow, 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 February 11, 2003, auitireg Jeffery G. Hough to sign this Annual RepamtForm 10-K for the fiscal year
ended December 31, 2002 on behalf of certain ofliteetors of the Registrant is filed as Exhibittd4his Annual Report.



SECTION 302 CERTIFICATIONS
[, Chin-Our Jerry Jen, certify that:
1. | have reviewed this annual report on Form 16tIGSE Systems, Inc.;

2. Based on my knowledge, this annual report doésantain any untrue statement of a material dactmit to state a material fact necessary
to make the statements made, in light of the cistances under which such statements were madmisleading with respect to the period
covered by this annual report;

3. Based on my knowledge, the financial statememid,other financial information included in thisnaial report, fairly present in all material
respects the financial condition, results of operatand cash flows of the registrant as of, amdtife periods presented in this annual report;

4. The registrant's other certifying officers araté responsible for establishing and maintainisgldsure controls and procedures (as def
in Exchange Act Rules 13a-14 and 15d-14) for tigésteant and have:

a) designed such disclosure controls and procedoissure that material information relating te thgistrant, including its consolidated
subsidiaries, is made known to us by others with@se entities, particularly during the period inieh this annual report is being prepared;

b) evaluated the effectiveness of the registraligdosure controls and procedures as of a datena®0 days prior to the filing date of this
annual report (the "Evaluation Date"); and

c) presented in this annual report our conclusadut the effectiveness of the disclosure containtsprocedures based on our evaluation as
of the Evaluation Date;

5. The registrant's other certifying officers artthle disclosed, based on our most recent evahyatidhe registrant's auditors and the audit
committee of registrant's board of directors (aispas performing the equivalent functions):

a) all significant deficiencies in the design oeogtion of internal controls which could adversaffect the registrant's ability to record,
process, summarize and report financial data and tantified for the registrant's auditors any ena weaknesses in internal controls; and

b) any fraud, whether or not material, that invelveanagement or other employees who have a sigmifole in the registrant's internal
controls; and

6. The registrant's other certifying officers arfthive indicated in this annual report whether thegee significant changes in internal controls
or in other factors that could significantly afféeternal controls subsequent to the date of oustmexent evaluation, including any corrective
actions with regard to significant deficiencies analterial weaknesses.

Date: March 31, 2003
/'SI' CHI N- OQUR JERRY JEN
Chin-Qur Jerry Jen
Presi dent and Chief Operating Oficer

(Principal Executive Oficer)
SECTI ON 302 CERTI FI CATI ONS

I, Jeffery G. Hough, certify that:
1. | have reviewed this annual report on Form 16fIGSE Systems, Inc.;

2. Based on my knowledge, this annual report doésantain any untrue statement of a material dactmit to state a material fact necessary
to make the statements made, in light of the cistances under which such statements were madmisleading with respect to the period
covered by this annual report;

3. Based on my knowledge, the financial statememd,other financial information included in thisnaial report, fairly present in all material
respects the financial condition, results of operatand cash flows of the registrant as of, amdtife periods presented in this annual report;

4. The registrant's other certifying officers araté responsible for establishing and maintainisgldsure controls and procedures (as def
in Exchange Act Rules 13a-14 and 15d-14) for tigésteant and have:

a) designed such disclosure controls and procedoissure that material information relating te thgistrant, including its consolidated
subsidiaries, is made known to us by others with@se entities, particularly during the period inieh this annual report is being prepared;

b) evaluated the effectiveness of the registralig&osure controls and procedures as of a datenn®0 days prior to the filing date of tt



annual report (the "Evaluation Date"); and

c) presented in this annual report our conclusaimut the effectiveness of the disclosure contnts procedures based on our evaluation as
of the Evaluation Date;

5. The registrant's other certifying officers arfthive disclosed, based on our most recent evahjatighe registrant's auditors and the audit
committee of registrant's board of directors (aispas performing the equivalent functions):

a) all significant deficiencies in the design oeogtion of internal controls which could adversaffect the registrant's ability to record,
process, summarize and report financial data awe foentified for the registrant's auditors any enial weaknesses in internal controls; and

b) any fraud, whether or not material, that invelweanagement or other employees who have a signifiole in the registrant's internal
controls; and

6. The registrant's other certifying officers arfthive indicated in this annual report whether thegee significant changes in internal controls
or in other factors that could significantly afféaeternal controls subsequent to the date of oustmexent evaluation, including any corrective
actions with regard to significant deficiencies analterial weaknesses.

Date: March 31, 2003

/'Sl JEFFERY G HOUGH
Jeffery G Hough
Seni or Vice President and Chief Financial O ficer
(Principal Financial and Accounting O ficer)



CERTIFICATIONS PURSUANT TO

18 U.S.C. SECTION 1350
ADOPTED PURSUANT TO

SECTION 906 OF THE SARBANES-OXLEY ACT OF 2002

As required by 18 U.S.C. Section 1350, I, Chin-@enry, President and Chief Operating Officer, heredrtify that, to the best of my
knowledge:

1. This Annual Report on Form X0for the period ended December 31, 2002 fully chespwith the requirements of section 13(a) or 1B
the Securities Exchange Act of 1934, and

2. The Information contained in this report faipgesents, in all material respects, the finan@aldition and results of operations of the
Company.

Dat ed: March 31, 2003

/'SI CHI N- QUR JERRY JEN
Chin-Qur Jerry Jen
Presi dent and Chief Operating Oficer
(Principal Executive Oficer)

As required by 18 U.S.C. Section 1350, I, JefferyHBugh, Senior Vice President and Chief finan€ifflcer, hereby certify that to the besit
my knowledge:

1. This Annual Report on Form X0for the period ended December 31, 2002 fully chespwith the requirements of section 13(a) or ) Bft
the Securities Exchange Act of 1934, and

2. The information contained in this report faiplsesents, in all material respects, the finan@alition and results of operations of the
Company.

Dat ed: March 31, 2003

/ S/ JEFFERY G HOUGH
Jeffery G Hough
Seni or Vice President and Chief Financial Oficer
(Principal Financial and Accounting O ficer)

A signed original of this written statement reqdit®y Section 906 has been provided to GSE Systeimsand will be retained by GSE
Systems, Inc. and furnished to the Securities awth&ge Commission or its staff upon request.



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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Exhibit 21.1
SUBSIDIARIES OF REGISTRANT AT DECEMBER 31, 2002

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

o0 MSHI, Inc., GSE Power Systems AB, GSE Processtidols, Inc., GSE Erudite Software, Inc. and GSEt&wys Engineering (Beijing)
Company Ltd.are wholly owned subsidiaries of GSEt&wys, Inc.

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

0 GSE Systems UK, Ltd. and GSE Process Solutiovis@e wholly owned subsidiaries of GSE ProcessitBnis, Inc.

o J.L. Ryan, Inc., acquired by GSE Power Systents,ih December 1997, has been merged with and3Bte Power Systems, Inc. as of
February 1998, with GSE Power Systems, Inc. bdirgstirviving corporation.

Name Place of | ncorporation or Organization
MSHI, Inc. S tate of Virginia
GSE Power Systems AB S weden
GSE Process Solutions, Inc. S tate of Delaware
GSE Erudite Software, Inc. S tate of Delaware
GP International Engineering S tate of Delaware
& Simulation, Inc.
GSE Services Company L.L.C. S tate of Delaware
GSE Power Systems, Inc. S tate of Delaware
GSE Systems UK, Ltd. U nited Kingdom
GSE Process Solutions B.V. T he Netherlands
GSE Systems Engineering P eoples Republic of China

(Beijing) Company, Ltd






Exhibit 23.1
Independent Auditors' Consent

The Board of Directors
GSE Systems, Inc.

We consent to the incorporation by reference inrégéstration statement (No. 333-08805) on Formd@-8SE Systems, Inc. of our report
dated March 21, 2003 relating to the consolidaddrre sheets of GSE Systems, Inc. and subsidasiesDecember 31, 2002 and 2001,
the related consolidated statements of operatammprehensive loss, changes in stockholders' egodycash flows for each of the years in
the three-year period ended December 31, 2002 hwejmort appears in the December 31, 2002 annpaitren Form 10-K of GSE Systems,
Inc. Our report refers to the Company's adoptioSEAS No. 142, Goodwill and Other Intangible AssetsJanuary 1, 2002.

/'SI KPMG LLP
Bal ti more, Maryl and
March 28, 2003



Exhibit 24.1
POWER OF ATTORNEY

KNOW ALL MEN BY THESE PRESENTS that the undersigr@flicers and Directors of GSE Systems, Inc., aaldalre 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 aniteys-in-fact, and in any one or both of thensigm for the undersigned and in their
respective names as Officers and Directors of thg@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 Attormyich is dated as of February 11, 2003, may beugrd in any number of counterparts,
and such signatures may be by means of facsimi¢her means of transmission.

Name Title

/sl Jerome | Fel dnan
Jerone |. Fel dman Chai rman of the Board

/s/ Chin-Qur Jerry Jen
Chin-Qur Jerry Jen Presi dent, Chief Operating Oficer
and Director(Principal Executive Oficer)

/sl Jeffery G Hough

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

/'s/ Sheldon L. d ashow
Shel don L. d ashow, Ph.D. Di rector

/sl Scott N. Greenberg
Scott N. Greenberg Di rector

/'s/ John A. Moore, Jr.
John A Moore, Jr. Director

/sl George J. Pedersen
George J. Pedersen Di rector

/sl Joseph W Lew s
Joseph W Lew s Di rector

/sl Roger L. Hagengruber
Roger L. Hagengruber, Ph.D. Di rector



FIFTH MODIFICATION AGREEMENT

THIS FIFTH MODIFICATION AGREEMENT ("MODIFICATION")is made as of the 21st day of March 2003, by anohanGSE
SYSTEMS, INC., a Delaware corporation ("GSE SYSTEMG&SE PROCESS SOLUTIONS, INC., a Delaware corpong"GSE
PROCESS"), and GSE POWER SYSTEMS, INC., a Delawamngoration ("GSE POWER," and together with GSE 3¥BS and GSE
PROCESS, collectively, "BORROWERS"), MSHI, INC .Vaginia corporation ("MSHI"), GSE ERUDITE SOFTWARENC., a Delaware
corporation ("ERUDITE"), GSE SERVICES COMPANY L.L.G Delaware limited liability company ("SERVICBSGP
INTERNATIONAL ENGINEERING & SIMULATION, INC., a Deaware corporation ("GP ENGINEERING"), GP STRATEGIES
CORPORATION, a Delaware corporation ("GP STRATEGIESIANTECH INTERNATIONAL CORPORATION, a New Jersey
corporation ("MANTECH") and PNC BANK, NATIONAL ASSOIATION ("LENDER"). MSHI, ERUDITE, SERVICES, and GP
ENGINEERING are referred to collectively as the "SRANTORS."

RECITALS

Pursuant to the terms of a Loan and Security Agesgmated as of March 23, 2000, as Amended pursoanEirst Modification Agreement
dated as of May 30, 2000, a Second Modificatione&gnent dated as of July 20, 2000, a Third ModificeAgreement dated as of March 20,
2001, a Fourth Modification Agreement dated asaofudry 14, 2002, and various letter agreementaugedérom time to time (the aforesaid
Loan and Security Agreement, as amended from tintiente, "LOAN AGREEMENT") by and between the BORR@WR/S and the
NATIONAL BANK OF CANADA ("NBOC"), NBOC provided a redit facility to the BORROWERS in the originalltated maximun
principal amount of Ten Million Dollars ($10,000@00). On or about January 15, 20002, NBOC traredfieio the LENDER all of its right,
title, and interest in, to and under the LOAN AGREENT and the credit facility extended to the BORRERS pursuant thereto.

All capitalized terms used herein and not otherwliséned shall have the same meaning herein deih®@AN AGREEMENT.

The GUARANTORS have guaranteed all of the BORROWHE®RSgations to the LENDER pursuant to Guarantyeegnents dated as of
March 23, 2000.

GP STRATEGIES has guaranteed all of the BORROWBRRjations to the LENDER (subject to certain liatibns set forth therein)
pursuant to a Limited Guaranty Agreement dated &saoch 23, 2000.

MANTECH presently provides certain subordinatechbbto GSE SYSTEMS as set forth in the Subordinaiwh Intercreditor Agreement
dated as of June 25, 2001 between MANTECH and BENDER.

The CREDIT FACILITY is secured by, among other tfénthe security interests and liens granted bBtABRROWERS and the
GUARANTORS to the LENDER pursuant to the LOAN AGREENT and the other LOAN DOCUMENTS.

The BORROWERS are in default under the LOAN AGREBWEas a result of violations of Sections 6.21, G2#& 6.24 of the LOAN
AGREEMENT as of their FISCAL YEAR ending Decembdr, 3002 ("EXISTING DEFAULTS"). As a result of theaurrence of the
EXISTING DEFAULTS, the LENDER may terminate the CRE FACILITY and accelerate the time for paymentioé OBLIGATIONS
and exercise its rights and remedies upon defidatiwvithstanding the EXISTING DEFAULTS, the LENDER ¢ontinuing to provide
advances under the LOAN and has not, as of thehdmenf, demanded repayment of any sums underRiEDCT FACILITY.

The BORROWERS have requested that the LENDER exten@ERMINATION DATE under the LOAN AGREEMENT to afch 31, 2004
and to otherwise modify certain terms of the LOABREEMENT. The BORROWERS have also requested teat BNDER waive the
EXISTING DEFAULTS.

NOW, THEREFORE, in consideration of the premisaes, ather good and valuable consideration, the peéegid adequacy of which &
hereby acknowledged, the parties agree as follows:

Section 1. Recitals. The parties acknowledge tlaracy of the above Recitals and hereby incorpahedrecitals into this
MODIFICATION.

Section 2. LIBOR Borrowing under the Loan Agreemédite BORROWERS agree that, notwithstanding angtharthe contrary set forth in
the LOAN AGREEMENT, henceforth the BORROWERS sinall make elections for LIBOR BORROWINGS or othemvédect to accrue
interest at the ADJUSTED LIBOR RATE, and the LENDHHll have no obligation to make any advancesmu@eCREDIT FACILITY as
LIBOR BORROWINGS.

Section 3. Amendment To Loan Agreement. The LOANREEMENT is hereby amended and modified as follows:

a. Section 1.11 of the LOAN AGREEMENT captioned plipable Margin" is hereby amended by deletingpghecentage "0.75%" appearing
under the heading "BASE RATE" and inserting in lieareof the percentage "1.00%."

b. Section 1.12 of the LOAN AGREEMENT captioned $BaRate is hereby amended and restated in itegndis follows



Section 1.12. Base Rate. The term "BASE RATE" me¢hedbase commercial lending rate of the LENDERwdicly announced to be in
effect from time to time, such rate to be adjustetbmatically, without notice, on the effectivealaf any change in such rate. This rate of
interest is determined from time to time by the IHRR as a means of pricing some loans to its custoara is neither tied to any external
rate of interest or index nor does it necessaeifiect the lowest rate of interest actually charggdhe LENDER to any particular class or
category of customers of the LENDER.

c. Section 1.31. of the LOAN AGREEMENT captionedllar Cap" is hereby amended and restated in tisegpn as follows:

Section 1.31. DollarCap. The term "DOLLAR CAP" meafa) from March 23, 2003 through September 30328ix Million Five Hundred
Thousand Dollars ($6,500,000.00); (b) from Octabe2003 through December 31, 2003, Five Milliong=iundred Thousand Dollars
($5,500,000.00); and

(c) from January 1, 2004 through the TERMINATION D&, Five Million Dollars ($5,000,000.00).

d. Section 1.101 of the LOAN AGREEMENT captionecktiination Date" is hereby amended and restatéd antirety as follows:
Section 1.101. Termination Date. The term "TERMIN@N DATE" means March 31, 2004.

e. Section 2.1 of the LOAN AGREEMENT captioned "Agment to Extend the Loan" is hereby further ametgeamending and restating
the fifth sentence thereof in its entirety as fako

In the event that the principal balance outstandimger the LOAN, plus the L/C EXPOSURE less thereggte STATED AMOUNT of
LETTERS OF CREDIT permitted and outstanding under€ASH SECURED L/C FACILITY, ever exceeds the MAXIM CREDIT
AMOUNT (or any of the percentages or sublimitsfeeth therein) the BORROWERS shall immediately ugemand of the LENDER (and
on March 23, 2003, October 1, 2003, January 1, 288hout demand of the LENDER), pay to the LENDBRase the amount of such
excess and all accrued interest thereon and, iti@u¢b any other rights and remedies of the LENDiiereunder, prior to such repayment
such over advances shall bear interest at the $tigate provided under this AGREEMENT.

f. Sections 6.21 and 6.22 of the LOAN AGREEMENT toaped "Minimum EBITDA" and "Minimum Tangible Net @th Plus Subordinated
Debt" respectively, are hereby amended and restatibeir entirety as follows:

Section 6.21. Minimum EBITDA. The EBITDA of the BBROWERS and their respective consolidated SUBSIDEERmeasured on a
consolidated basis, measured at the end of eachRQER, shall be:

(a) for the QUARTER ending March 31, 2003, not lésm Three Hundred Thousand Dollars ($300,000.00);
(b) for the QUARTER ending June 30, 2003, not tees Eight Hundred Seventy-Five Thousand Dollag& §$000.00);

(c) for the QUARTER ending September 30, 2003 |esd than One Million Five Hundred Seventy-Five O$end Dollars ($1,575,000.00);
and

(d) for the QUARTER ending December 31, 2003, estlthan One Million One Hundred Thousand Doll$its1(00,000.00).

Section 6.22. Minimum Tangible Net Worth Plus Sulioated Debt. As of the end of each QUARTER sdhfbelow of the BORROWERS
and their respective consolidated SUBSIDIARIES,ghm of TANGIBLE NET WORTH plus SUBORDINATED DEBT the

BORROWERS and their respective consolidated SUBSRIES on a consolidated basis shall be not less tiva respective amount set forth
for such QUARTER:

(a) for the QUARTER ending March 31, 2003: Two Mifl Six Hundred Thousand Dollars ($2,600,000.00);

(b) for the QUARTER ending June 30, 2003: Two MitliEight Hundred Thousand Dollars ($2,800,000.00);

(c) for the QUARTER ending September 30, 2003: &hvkllion Three Hundred Fifty Thousand Dollars ($30,000.00); and
(d) for the QUARTER ending December 31, 2003: Thviéléon Seven Hundred Fifty Thousand Dollars ($307/000.00).

g. Section 6.23 of the LOAN AGREEMENT captioned titnum Current Ratio" is hereby deleted.

h. Section 6.24 of the LOAN AGREEMENT captioned tiRaf Total Liabilities to Tangible Net Worth Pl@&ubordinated Debt" is hereby
deleted.

i. Section 7.5 of the LOAN AGREEMENT is hereby arded and restated in its entirety as follo



Section 7.5. Restricted Payments. None of the BORE®S shall make any RESTRICTED PAYMENTS, except firavided no
DEFAULT or EVENT OF DEFAULT shall have occurredsiall occur after giving effect to such RESTRICTERYMENT and provided
the total amount of such RESTRICTED PAYMENTS in @ven FISCAL YEAR do not exceed fifty percent (5086 its NET PROFIT
AFTER TAX for such FISCAL YEAR: (a) With respect e GSE POWER SYSTEMS AB NOTE, GSE SYSTEMS maynits6 SE Power
Systems AB to offset dividends due GSE SYSTEMSfmy regularly scheduled payments of interest do@ance with the stated terms of
such note or payments of principal in accordandh thie stated terms of such note, when and as fage cgame become due (but without
giving effect to any acceleration or any amendmrith would have the effect of increasing such pagts) under such note; (b) the other
BORROWERS may pay cash dividends to GSE SYSTEM&ena BORROWER may make payments to other BORRAB/E

Section 4. Amendment Fee. In consideration of greements of the LENDER hereunder, the BORROWERS ghy to the LENDER an
unconditional and non-refundable fee equal to SgvEive Thousand Dollars ($75,000.00) which shelldue and payable on the date hereof.
In addition, so long as there are any OBLIGATIONKiah remain outstanding as of such dates, theviitig non-refundable and
unconditional fees: (a) Fifty Thousand Dollars ($8®D.00) which shall be due and payable on Octbp2003; and (b) Fifty Thousand

Dollars ($50,000.00) which shall be due and payahldanuary 1, 2004. The fees shall not be coresiderbe payment of any of the
LENDER's expenses incurred in connection with tREOIT FACILITY or this MODIFICATION, nor shall it b considered to modify or

limit the ability of the LENDER to terminate in amclance with the provisions of the LOAN AGREEMENdahe other LOAN
DOCUMENTS, the ability of the BORROWERS to borromnder the LOAN, or obtain LETTERS OF CREDIT. Thedese, instead,

intended as part of the compensation which is edoyehe LENDER for agreeing to provide the CREBIACILITY in accordance with the
terms of the LOAN DOCUMENTS.

Section 5. Waiver of Existing Defaults. Subjecthie terms and conditions of this MODIFICATION, thENDER hereby waives the
EXISTING DEFAULTS. The contrary notwithstandingettvaiver granted herein shall not constitute a @eradf any other violation,
DEFAULT, or EVENT OF DEFAULT which may exist undére LOAN AGREEMENT or any other LOAN DOCUMENT, wlinetr or not
known to the LENDER, nor shall it constitute a weiwf any future violation, DEFAULT, or EVENT OF BRULT occurring under the
LOAN AGREEMENT or other LOAN DOCUMENT, including Wiout limitation, any future or additional violati@f Sections 6.21 and/or
6.22 of the LOAN AGREEMENT.

Section 6. Acknowledgement of Guarantors, GP Sjreseand Mantech. Each of the GUARANTORS, GP STRAIES and MANTECH
hereby acknowledges the modifications and othengeset forth herein and, except as specifically ifremtlhereby, ratifies and confirms all of
its respective obligations under the LOAN DOCUMENiBSwhich it is a party.

Section 7. Other Terms. Except as specifically miedliherein, all other terms and provisions of AN DOCUMENTS remain in full
force and effect and are hereby ratified and coné.

Section 8. Additional Representation and Warranfiassan inducement to the LENDER to enter into MBDIFICATION, the
BORROWERS, the GUARANTORS, GP STRATEGIES and MANHERere by make the following additional represaatet and
warranties to the LENDER:

a. Each of them: (i) has the power to enter ini® BMODIFICATION and any related documents, andedof@rm all of its obligations
hereunder and there under; (ii) has duly authorikedentry into and performance of this MODIFICAN@nd all related documents and
agrees to deliver to the LENDER a certificate afpomate resolutions evidencing same; and (iihigdod standing in the state of its
incorporation (or formation) and in all other s&be which it transacts business, except wherdaihee to be in good standing would not
materially affect performance under the LOAN DOCUNIES.

b. None of them is in default of any of its respextuties or obligations of the LOAN DOCUMENTS Ifet than the EXISTING
DEFAULTS).

c. No event exists which constitutes, or which wfite passage of time, the giving of notice, or bathuld constitute a default under the
LOAN AGREEMENT or any of the LOAN DOCUMENTS (oth#ran the EXISTING
DEFAULTS).

d. None of them is in default under any other axtiragreement or instrument to which it is partyreder which it or any of its property is
bound.

e. The execution, delivery and performance of tli@DIFICATION will not immediately, or with the paage of time, the giving of notice, or
both violate any laws or result in a default unaiey contract, agreement, or instrument to whicharthem is a party or by which any of
them or any of their property is bound.

f. All warranties and representations previouslydm# the LENDER by the each of them in connectvith the LOAN DOCUMENTS
remain true, accurate and complete, except toxttemethat the LENDER has previously been notified.

g. There are no outstanding judgements, tax li@ngending litigation against any of them, and ¢hare no actions, suits, investigations or
proceedings pending or, to the knowledge of arthein, threatened against any of them or againsbhathe COLLATERAL, except as
disclosed on a schedule to the LOAN DOCUMENTS dreslule A attached herel



h. No material adverse change has occurred inirtaadial condition of any of the BORROWERS or afiyie GUARANTORS, as indicated
on their financial statement most recently submitteand reviewed by the LENDER, and no event ltasiwed or circumstance exists which
may cause such a material adverse change.

i. This MODIFICATION and all of the LOAN DOCUMENTSs modified and amended in accordance herewtttharvalid and binding
obligations of each of them and are fully enfordeair accordance with all stated terms.

Section 9. No Intended Novation Or Refinancing.gétties hereto expressly acknowledge that no rovaf the CREDIT FACILITY, the
LOAN or the LOAN DOCUMENTS is intended by the padj and that the modifications, amendments, andtessents contemplated by this
AGREEMENT are not intended to evidence or to bestroied as a refinancing of the LOAN or the CREDRTHLITY.

Section 10. Confirmation of Liens. Each of the BARRERS and GUARANTORS ratifies and confirms thatexilsting liens, security
interests, and other pledges and grants of cadlabgrich have been previously granted or conveyethé BORROWERS and the
GUARANTORS with respect to the CREDIT FACILITY airgended to remain in full force and effect, withamy loss or reduction in the
priority or enforceability of any liens, securitytérests, or pledges.

Section 11. Final Agreement. This MODIFICATION atheé other LOAN DOCUMENTS, as modified herein, cinst the entire agreement
between the parties hereto with respect to the AREACILITY, and may not be altered, modified or anded except by writing executed
by the LENDER and any other party against whomsamgh modification or amendment is to be enforced.

Section 12. Fees and Expenses. The BORROWERSyjaimi severally, agree to promptly pay all cosid expenses incurred by the
LENDER in connection with this MODIFICATION, inclidg, but not limited to, all attorneys' fees.

Section 13. Binding Effect. This MODIFICATION shatiure to the benefit of the parties hereto, aralldie binding upon, their respective
personal representatives, successors and assigns.

Section 14. Choice Of Law. The laws of the Statbledv York (excluding, however, conflicts of law peiples) shall govern and be appliec
determine all issues related to this MODIFICATIONd&he right and obligations of the parties herigtaluding the validity, construction,
interpretation, and enforceability of this MODIFICTKON and its various provisions and the consequeacel legal effect of all transactions
and events which resulted in the execution of MM@DIFICATION or which occurred or were to occuraslirect or indirect result of this
MODIFICATION having been executed.

Section 15. Tense, Gender, Defined Terms, Captiamsised herein, the plural shall refer to andudelthe singular, and the singular shall
refer to and include the plural. The use of anydgershall include and refer to any other genddrdélined terms are completely capitalized
throughout this MODIFICATION. All captions are fire purpose of convenience only.

Section 16. Time. Time is of the essence with resfpethis MODIFICATION and all terms and condit®described herein.

Section 17. No Defenses; Release Of Claims. Abeofiate of this AGREEMENT, none of the BORROWERS &iay offsets, defenses,
counterclaims, or other claims or defenses whichlditessen, delay, or mitigate against its duties$ @bligations to repay and perform the
OBLIGATIONS in accordance with all stated termdied LOAN DOCUMENTS, as amended. As of the datéhisf AGREEMENT, none of
the GUARANTORS or GP STRATEGIES has any offsetéelges, counterclaims, or other claims or defemndigsh would lessen, delay, or
mitigate against its duties and obligations to yegad perform its "OBLIGATIONS," as such term idided in its respective Guaranty
Agreement, in accordance with all stated term$ieftOAN DOCUMENTS, as amended, to which it is ayaEach of the BORROWERS,
GUARANTORS, GP STRATEGIES and MANTECH hereby retsaavaives, discharges and agrees to hold the LEN&TH its officers,
directors, agents, attorneys, and employees hasrfrie® any and all claims, known or unknown, whscith BORROWER, GUARANTOR:
GP STRATEGIES or MANTECH might have against the IIHER or its officers, directors, agents, attorn@ysmployees which in any way
relate, pertain, or arise, directly or indirecfigm the CREDIT FACILITY, the LOAN DOCUMENTS, thisIODIFICATION, or which
otherwise relate or pertain to the collateral sguthe obligations of the BORROWERS (or any ofth¢o the LENDER, the transactions
described in this MODIFICATION, or conduct of tharfies with respect thereto.

Section 18. No Waiver. The LENDER, at any timeronf time to time, may waive all or any rights unttés MODIFICATION or the other
LOAN DOCUMENTS, as amended, but any such waivendulgence by the LENDER at any time or from tirodime shall not constitute a
future waiver of performance or exact performang¢he BORROWERS.

Section 19. Waiver of Trial by Jury. Each partyhis MODIFICATION agrees that any suit, action pooceeding, whether claim or
counterclaim, brought or instituted by any partyete or any successor or assign of the party anitbrrespect to this MODIFICATION or
any other LOAN DOCUMENT or which in any way relatefirectly or indirectly, to the OBLIGATIONS or argvent, transaction, or
occurrence arising out of or in any way connectétl any of the OBLIGATIONS, or the dealings of tharties with respect thereto, shall be
tried only by a court and not by a jury. EACH PARREREBY EXPRESSLY WAIVES ANY RIGHT TO A TRIAL BY JBY IN ANY
SUCH SUIT, ACTION, OR PROCEEDING.

IN WITNESS WHEREOF, the parties hereto have exettliss MODIFICATION under seal as of the date fasbve written. This
MODIFICATION may be executed in counterparts and/ia delivered via facsimilt



W TNESS/ ATTEST: BORROVERS:

GSE SYSTEMs, | NC.

By: /s/Jeffery G Hough ( SEAL)
Narme: Jeffery G Hough

Title: Senior Vice President

GSE PROCESS SOLUTIONS, INC.

By: /s/ Jeffery G Hough ( SEAL)
Nare: Jeffery G Hough
Title: Seni or Vice President

GSE POWER SYSTEMS, INC.

By: /s/ Jeffery G Hough ( SEAL)
Name: Jeffery G Hough
Title: Senior Vice President

GUARANTORS:
MSHI, INC.
By: /s/ Jeffery G Hough ( SEAL)

Nare: Jeffery G Hough
Title: Senior Vice President

W TNESS/ ATTEST: GSE ERUDI TE SOFTWARE, | NC.
By: /s/ Jeffery G Hough ( SEAL)

Name: Jeffery G Hough
Title: Senior Vice President

GSE SERVICES COMPANY L.L.C.

By: /s/ Jeffery G Hough ( SEAL)
Name: Jeffery G Hough
Title: Senior Vice President

GP INTERNATIONAL ENGINEERING &
SIMULATION, INC.

By:/s/ Jeffery G Hough ( SEAL)
Name: Jeffery G Hough
Title: Seni or Vice President

GP STRATEGIES:

GP STRATEGIES CORPORATION

By:/s/ Scott N. Greenberg (Seal)
Name: Scott N. Greenberg
Title: President

MANTECH:

MANTECH INTERNATIONAL CORPORATION

By:/s/ Matthew P. Gal aski ( SEAL)
Name: Matthew P. Gl aski
Title: Vice President




PNC BANK, NATIONAL ASSOCIATION

By: /s/ Craig T. Sheetz ( SEAL)
Name: Craig T. Sheetz
Title: Vice President



Schedule A

Third Party Claim of Defendant and Third Party Ridi \WWestern Services Corporation v. GSE Systdms, in the United States District
Court for the District of Maryland, Case Number AMIR-3878, filed February 10, 2003.






