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VSE Corporation and Subsidiaries
Forward Looking Statements
This report contains statements that, to the extent they are not recitations of historical fact, constitute "forward looking statements" under
federal securities laws. All such statements are intended to be subject to the safe harbor protection provided by applicable securities laws. For
discussions identifying some important factors that could cause actual VSE Corporation ("VSE," the "Company," "us," "our," or "we")
results to differ materially from those anticipated in the forward looking statements contained in this report, see VSE's discussions captioned
"Business," "Risk Factors," "Management's Discussion and Analysis of Financial Condition and Results of Operations" and "Notes to
Consolidated Financial Statements" contained in VSE's Annual Report on Form 10-K for the fiscal year ended December 31, 2011 filed with
the Securities and Exchange Commission (the "SEC") on March 7, 2012.
Readers are cautioned not to place undue reliance on these forward looking statements, which reflect management’s analysis only as of the
date hereof. We undertake no obligation to revise publicly these forward looking statements to reflect events or circumstances that arise
after the date hereof. Readers should carefully review the risk factors described in our Annual Report on Form 10-K for the fiscal year
ended December 31, 2011 and in the reports and other documents the Company files from time to time with the SEC, including this and other
Quarterly Reports on Form 10-Q to be filed by us subsequent to our Annual Report on Form 10-K and any Current Reports on Form 8-K we
file.
-3-

Table of Contents

PART I. Financial Information
Item 1.

Financial Statements

VSE Corporation and Subsidiaries
Unaudited Condensed Consolidated Balance Sheets
(in thousands except share and per share amounts)
September
30,
2012
Assets
Current assets:
Cash and cash equivalents
Receivables, principally U.S. Government, net
Inventories
Deferred tax assets
Other current assets
Total current assets

$

Property and equipment, net
Intangible assets, net
Goodwill
Deferred tax assets
Other assets
Total assets

$

Liabilities and Stockholders’ Equity
Current liabilities:
Current portion of long-term debt
Accounts payable
Current portion of earn-out obligations
Accrued expenses and other current liabilities
Dividends payable
Total current liabilities

$

Long-term debt, less current portion
Deferred compensation
Long-term lease obligations, less current portion
Earn-out obligations, less current portion
Other liabilities
Total liabilities

866
109,763
43,369
287
15,258
169,543
62,256
96,661
96,443
307
15,225
440,435

21,712
44,653
1,127
31,745
423
99,660

December
31,
2011
$

$

$

451
117,568
41,990
1,355
17,083
178,447
57,113
106,536
98,879
231
13,306
454,512

18,587
50,353
4,153
33,864
367
107,324

126,511
10,517
33,289
7,779
605
278,361

144,759
8,215
33,938
16,415
261
310,912

264
18,040
144,671
(901)
162,074
440,435 $

262
17,069
126,961
(692)
143,600
454,512

Commitments and contingencies
Stockholders’ equity:
Common stock, par value $0.05 per share, authorized 15,000,000 shares; issued and outstanding
5,286,706 and 5,246,527, respectively
Additional paid-in capital
Retained earnings
Accumulated other comprehensive loss
Total stockholders’ equity
Total liabilities and stockholders’ equity

$

The accompanying notes are an integral part of these financial statements.
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VSE Corporation and Subsidiaries
Unaudited Condensed Consolidated Statements of Income
(in thousands except share and per share amounts)
For the three months
ended September 30,
2012
2011
Revenues:
Services
Products
Total revenues

$

Contract costs
Services
Products
Total contract costs

113,658
34,588
148,246

$

For the nine months
ended September 30,
2012
2011

121,393
38,530
159,923

$

322,304
109,447
431,751

$

414,254
55,459
469,713

102,207
28,746
130,953

116,210
31,106
147,316

298,202
89,947
388,149

395,247
44,927
440,174

Selling, general and administrative expenses

1,504

1,220

3,438

3,970

Impairment of goodwill and intangible assets

3,939

-

3,939

-

11,850

11,387

36,225

25,569

Interest expense, net

2,100

1,377

5,484

1,961

Income before income taxes

9,750

10,010

30,741

23,608

Provision for income taxes

3,786

3,890

11,814

9,105

Operating income

Net income

$

Basic weighted average shares outstanding

5,964

$

5,286,706

Basic earnings per share

$

Diluted weighted average shares outstanding

1.13

6,120

$

5,237,923
$

5,311,229

1.17

18,927

$

5,280,194
$

5,267,699

3.58

14,503

5,229,951
$

5,305,401

2.77
5,259,377

Diluted earnings per share

$

1.12

$

1.16

$

3.57

$

2.76

Dividends declared per share

$

0.08

$

0.07

$

0.23

$

0.20

The accompanying notes are an integral part of these financial statements.
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VSE Corporation and Subsidiaries
Unaudited Condensed Consolidated Statements of Comprehensive Income
(in thousands)
For the three months
ended September 30,
2012
2011
Net income

$

Change in fair value of interest rate swap agreements

5,964

$

11

Comprehensive income

$

5,975

For the nine months
ended September 30,
2012
2011

6,120
(830)

$

5,290

The accompanying notes are an integral part of these financial statements.
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$

18,927

$

(209)
$

18,718

14,503
(830)

$

13,673
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VSE Corporation and Subsidiaries
Unaudited Condensed Consolidated Statements of Cash Flows
(in thousands)
For the nine months
ended September 30,
2012
2011
Cash flows from operating activities:
Net income
Adjustments to reconcile net income to net cash
provided by operating activities:
Impairment of goodwill and intangible assets
Depreciation and amortization
Deferred taxes
Stock-based compensation
Earn-out obligation adjustment
Changes in operating assets and liabilities, net of impact of acquisition:
Receivables, net
Inventories
Other current assets and noncurrent assets
Accounts payable and deferred compensation
Accrued expenses and other current liabilities
Long-term lease obligations
Other liabilities

$

Net cash provided by operating activities
Cash flows from investing activities:
Purchases of property and equipment
Cash paid for acquisition, net of cash acquired
Net cash used in investing activities
Cash flows from financing activities:
Borrowings on loan arrangement
Repayments on loan arrangement
Earn-out obligation payments
Payments on capital lease obligations
Payment of debt financing costs
Dividends paid
Net cash (used in) provided by financing activities
Net increase (decrease) in cash and cash equivalents
Cash and cash equivalents at beginning of period
Cash and cash equivalents at end of period

$

The accompanying notes are an integral part of these financial statements.
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18,927

$

14,503

3,939
15,676
1,121
692
(4,529)

10,014
422
786
(1,533)

7,805
(1,379)
(362)
(3,398)
3,161
(949)
344

54,450
(2,807)
(7,031)
(30,699)
(7,372)
17
5

41,048

30,755

(11,635)
(4,607)

(3,820)
(174,933)

(16,242)

(178,753)

208,142
(223,551)
(7,447)
(374)
(1,161)

411,473
(264,812)
(1,384)
(1,734)
(993)

(24,391)

142,550

415
451
866

$

(5,448)
5,764
316
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VSE CORPORATION AND SUBSIDIARIES
NOTES TO UNAUDITED CONDENSED CONSOLIDATED FINANCIAL STATEMENTS
September 30, 2012

(1) Nature of Business and Basis of Presentation
Our business is focused on providing sustainment services for U.S. Department of Defense ("DoD") legacy systems and equipment and
professional services to DoD and Federal Civilian agencies, including the United States Postal Service (“USPS”). Our operations consist
primarily of logistics, engineering, equipment refurbishment, supply chain management, IT solutions, health care IT, energy solutions,
construction management and consulting services performed on a contract basis. Substantially all of our contracts are with United States
Government (“government”) agencies and other government prime contractors.
Our accompanying unaudited condensed consolidated financial statements have been prepared in accordance with accounting principles
generally accepted in the United States for interim financial information and the instructions to Form 10-Q and Article 10 of Regulation SX. Accordingly, they do not include all of the information and footnotes required by accounting principles generally accepted in the United
States for complete financial statements. In our opinion, all adjustments (consisting of normal recurring accruals) considered necessary for a
fair presentation have been included. Operating results for the three- and nine-months ended September 30, 2012 are not necessarily
indicative of the results that may be expected for the fiscal year ending December 31, 2012. For further information refer to the
consolidated financial statements and footnotes thereto included in our Annual Report on Form 10-K for the fiscal year ended December 31,
2011.
The preparation of financial statements in conformity with accounting principles generally accepted in the United States requires us to make
estimates and assumptions that affect the reported amounts of assets and liabilities and disclosure of contingent assets and liabilities at the
date of the financial statements and the reported amounts of revenues and expenses during the reporting period. Actual results could differ
from those estimates. Significant estimates affecting the financial statements include accruals for contract disallowance reserves, goodwill,
intangible assets, self-insured health claims and earn-out obligations related to acquisitions consummated after January 1, 2009.
(2) Debt
We have a loan agreement with a group of banks that was entered into in June 2011 to fund our acquisition of Wheeler Bros., Inc (“WBI”)
and provide working capital for our continuing operations. The loan agreement, which expires in June 2016, consists of a term loan facility
and a revolving loan facility that also provides us with letters of credit. Financing costs associated with the loan inception of approximately
$1.7 million were capitalized and are being amortized over the five-year life of the loan. The loan agreement replaced a predecessor loan
agreement that also consisted of a term loan, revolving loan, and letters of credit. The fair value of our outstanding debt as of September 30,
2012 approximates its carrying value.
The term loan requires quarterly installment payments. Our scheduled term loan payments following September 30, 2012 are: $4.7 million in
2012, $23.4 million in 2013, $25 million in 2014, $34.3 million in 2015, and $9.4 million in 2016. The amount of term loan borrowings
outstanding as of September 30, 2012 is approximately $96.8 million. The amount of term loan borrowings outstanding as of December 31,
2011 was approximately $110.9 million.
The maximum amount of credit available to us from the banking group for revolving loans and letters of credit as of September 30, 2012 was
$125 million. The loan agreement provides that we may elect to increase this maximum to $175 million. Under the loan agreement terms,
we may borrow revolving loan amounts at any time and can repay the borrowings at any time without premium or penalty. We pay an
unused commitment fee and fees on letters of credit that are issued. We had outstanding as of September 30, 2012, approximately $52
million in revolving loan borrowings and $1.3 million of letters of credit. We had outstanding as of December 31, 2011, approximately $53.3
million in revolving loan borrowings and $5 million of letters of credit.
Total bank loan borrowed funds outstanding as of September 30, 2012, including term loan borrowings and revolving loan borrowings, were
approximately $148.8 million. Total bank loan borrowed funds outstanding as of December 31, 2011 were $164.2 million.
-8-

Table of Contents

VSE CORPORATION AND SUBSIDIARIES
NOTES TO UNAUDITED CONDENSED CONSOLIDATED FINANCIAL STATEMENTS
September 30, 2012

We pay interest on the term loan borrowings and revolving loan borrowings at LIBOR plus a base margin or at a base rate (typically the
prime rate) plus a base margin. The LIBOR base margin as of September 30, 2012 is 2.25% and the base rate base margin as of September
30, 2012 is 0.5%. The base margins may increase or decrease in increments as our Total Funded Debt/EBITDA Ratio increases or decreases.
We have employed interest rate hedges on a significant portion of our outstanding borrowings. In July 2011, we purchased a three-year
amortizing LIBOR interest rate swap on the term loan debt for a notional amount of $101 million. The swap amount amortizes as the term
loan amortizes, with reductions in the swap amount occurring on the same dates and for approximately the same amounts as term loan
repayments. With the swap in place, we paid an effective rate on the hedged term debt of 0.56% plus our base margin from July 2011
through June 2012, and we pay an effective rate of 1.615% plus our base margin from July 2012 through June 2014. In July 2011, we
purchased a two-year LIBOR interest rate swap on the revolving loan debt for a notional amount of $40 million. The swap amount declined
to $20 million in June 2012, and expires in June 2013. With the swap in place, we pay an effective rate on the hedged term debt of 0.7775%
plus our base margin during the two years.
As of September 30, 2012, interest rates on portions of our outstanding debt ranged from 2.47% to 3.87%. The effective interest rate on our
aggregate outstanding debt after taking into account the impact of the interest rate hedges was 3.33%.
Interest expense incurred on bank loan borrowings was approximately $1.4 million and $3.9 million for the three- and nine-month periods
ended September 30, 2012, respectively, and approximately $1.3 million and $1.9 million for the three- and nine-month periods ended
September 30, 2011, respectively.
The loan agreement contains collateral requirements that secure our assets, restrictive covenants, other affirmative and negative covenants,
and subjects us to certain conditions and limitations. Restrictive covenants include a maximum Total Funded Debt/EBITDA Ratio, which
decreases over time, a minimum Fixed Charge Coverage Ratio, and a minimum Asset Coverage Ratio, which increases over time. We were
in compliance with required ratios and other terms and conditions at September 30, 2012.
(3) Stock-based Compensation
In January of every year since 2007, we have notified certain employees that they are eligible to receive restricted stock awards under our
2006 Restricted Stock Plan based on financial performance for the respective fiscal years. These awards are expensed and a corresponding
liability is recorded ratably over the vesting period of approximately three years. Upon issuance of restricted stock on each vesting date, the
liability is reduced and additional paid-in capital is increased. On March 1, 2012, the employees eligible for the restricted stock awards
based on the financial performance of 2009, 2010 and 2011, received a total of 29,379 shares of restricted common stock. For the year
ended December 31, 2011, the employees received a total of 32,256 shares of restricted common stock.
We also have awarded restricted stock to our non-employee Directors under our 2004 Non-Employee Directors Stock Plan. On January 3,
2012, the non-employee Directors received 10,800 shares of restricted common stock. Compensation expense related to this award was
approximately $272 thousand. For the year ended December 31, 2011, the non-employee Directors received a total of 9,800 shares of
restricted common stock.
The compensation expense related to all restricted stock awards discussed above and included in contract costs was approximately $225
thousand and $1 million for the three- and nine-month periods ended September 30, 2012, respectively, and approximately $478 thousand
and $1.2 million for the three- and nine-month periods ended September 30, 2011, respectively.
The stock-based compensation amount of approximately $692 thousand and $786 thousand shown on the accompanying statements of cash
flows for the nine months ended September 30, 2012 and 2011, respectively, is based on the compensation expense included in contract
costs reduced by the tax withholding associated with the awards issued during the applicable periods.
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VSE CORPORATION AND SUBSIDIARIES
NOTES TO UNAUDITED CONDENSED CONSOLIDATED FINANCIAL STATEMENTS
September 30, 2012

(4) Earnings Per Share
Basic earnings per share (“EPS”) have been computed by dividing net income by the weighted average number of shares of common stock
outstanding during each period. Shares issued during the period are weighted for the portion of the period that they were outstanding. Our
calculation of diluted earnings per common share includes the dilutive effects for the assumed vesting of restricted stock awards.
During the first quarter of 2012, we determined that our restricted stock awards should be included in our diluted weighted average common
shares outstanding. We have corrected the diluted weighted average common shares outstanding as of September 30, 2011 to include the
dilutive effect of the restricted stock awards. The effect of this change was inconsequential to the September 30, 2011 financial statements.

Basic weighted average common shares outstanding
Effect of dilutive shares
Diluted weighted average common shares outstanding

Three months
ended September 30,
2012
2011

Nine months
ended September 30,
2012
2011

5,286,706
24,523
5,311,229

5,280,194
25,207
5,305,401

5,237,923
29,776
5,267,699

5,229,951
29,426
5,259,377

(5) Commitments and Contingencies
(a) Leases, Related Party Transactions and Other Commitments
We are the tenant under capital leases on four building facilities with an aggregate obligation of approximately $6.5 million as of September
30, 2012. We lease the four building facilities from legal entities in which certain employees of WBI or their direct relatives have full
ownership. The leases were entered into in June 2011 concurrent with our acquisition of WBI and each have terms of 15 years with two
seven-year renewal options. The annual combined base rent amount is approximately $854 thousand and the leases contain escalation
provisions for future years. Beginning in year five, the rent amount will increase by the greater of the Consumer Price Index (“CPI”) increase
during the first four-year period or 12%. For each successive lease year, the rent will increase based on any increase in the CPI for the
previous lease year. The leases provide us with an option to purchase three of the facilities for a total of approximately $9 million and an
option to purchase the fourth facility for approximately $650 thousand. The closing for these purchase options must occur before December
1, 2025. Depreciation expense for the three- and nine-months ended September 30, 2012 was approximately $112 thousand and $336
thousand, respectively. Interest expense for the three- and nine-months ended September 30, 2012 was approximately $177 thousand and
$529 thousand, respectively.
We signed a lease in 2009 for a building to serve as our headquarters with a rent commencement date of May 1, 2012. Certain terms in the
lease agreement resulted in the capitalization of construction costs due to specific accounting rules. We recorded a construction asset and
corresponding long-term liability of approximately $27.3 million on May 1, 2012 , which represents the construction costs incurred by the
landlord as of that date. According to accounting rules, we have forms of continuing involvement that require us to account for this
transaction as a financing lease upon commencement of the lease period. The building and building improvements will remain on our
consolidated balance sheet and will be depreciated over a 15-year period. Payments made under the lease agreement are applied to service
the financing obligation and interest expense based on an imputed interest rate amortizing the obligation over the life of the lease agreement.
Depreciation expense related to the building for the three- and nine-months ended September 30, 2012 was approximately $482 thousand
and $804, respectively. Interest expense for the three- and nine-months ended September 30, 2012 was approximately $444 thousand and
$740 thousand, respectively.
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VSE CORPORATION AND SUBSIDIARIES
NOTES TO UNAUDITED CONDENSED CONSOLIDATED FINANCIAL STATEMENTS
September 30, 2012

(b) Contingencies
We entered into an agreement with a subcontractor in March 2011 to satisfy certain work share requirements (the “Agreement”). The
Agreement requires us to provide the subcontractor with certain levels of subcontracted work over two specified nine-month periods. The
first period began March 1, 2011 and ended November 30, 2011. The second period began December 1, 2011 and ends August 31, 2012. As
required by the Agreement, we placed $1.5 million in an escrow account to ensure cash payments to the subcontractor if the work share
requirements are not satisfied.
Due to delays in contract awards and protests of contracts awarded to us, we were not able to provide any of the first period required work to
the subcontractor by November 30, 2011. Accordingly, we recorded an expense of $750 thousand on our financial statements during the
third quarter of 2011. We believe we will not be able to provide the required work to the subcontractor for the second and final period and
have recorded an expense of $750 thousand during the second quarter of 2012.
We have, in the normal course of business, certain claims made against us and have made claims against other parties and we may be subject
to various governmental investigations and other actions. In our opinion, the resolution of these claims and investigations will not have a
material adverse effect on our results of operations or financial position. However, the results of any legal proceedings cannot be predicted
with certainty.

(6) Business Segments and Customer Information
Business Segments
Management of our business operations is conducted under five reportable operating segments:
Federal Group - Our Federal Group provides legacy equipment sustainment, engineering, technical, management, integrated logistics support
and information technology services to DoD and other government agencies.
International Group - Our International Group provides engineering, industrial, logistics and foreign military sales services to the DoD and
other government agencies.
IT, Energy and Management Consulting Group – Our IT, Energy and Management Consulting Group provides technical and consulting
services primarily to various civilian government agencies.
Infrastructure Group – Our Infrastructure Group is engaged principally in providing diversified technical and management services to the
government, including transportation infrastructure services and aerospace services.
Supply Chain Management Group – Our Supply Chain Management Group supplies vehicle parts. This group includes WBI, which was
acquired in June 2011.
These segments operate under separate management teams and financial information is produced for each segment. The business units
within each of our segments meet the aggregation of operating segments criteria as defined by the accounting standard for segment
reporting. We evaluate segment performance based on consolidated revenues and
-11-
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VSE CORPORATION AND SUBSIDIARIES
NOTES TO UNAUDITED CONDENSED CONSOLIDATED FINANCIAL STATEMENTS
September 30, 2012

profits or losses from operations before income taxes. Net sales of our business segments exclude intersegment sales as these activities are
eliminated in consolidation.
Our segment information for the three- and nine-months ended September 30, 2012 and 2011 is as follows (in thousands):
Three months
2012
2011
Revenues:
Federal Group
International Group
IT, Energy and Management Consulting Group
Infrastructure Group
Supply Chain Management Group
Total revenues

$

$

Operating income:
Federal Group
International Group
IT, Energy and Management Consulting Group
Infrastructure Group
Supply Chain Management Group
Corporate/unallocated expenses
Operating income

$

$

34,643
39,778
24,286
14,010
35,529
148,246

$

$

3,067 $
1,317
4,405
(2,417)
6,151
(673)
11,850 $

36,479
51,290
25,905
9,815
36,434
159,923

Nine months
2012
2011
$

$

1,153 $
222
3,079
159
6,896
(122)
11,387 $

98,340
127,823
74,043
21,857
109,688
431,751

$

$

7,112 $
4,152
10,353
(3,087)
18,536
(841)
36,225 $

155,574
157,682
80,871
28,476
47,110
469,713

5,914
3,938
9,206
605
8,823
(2,917)
25,569

Customer Information
Our revenue by customer is as follows (in thousands):

Source of Revenues
Army/Army Reserve
U.S. Postal Service
Navy
Department of Treasury
Department of Energy
Department of Transportation
Other
Total revenues

$

$

Three months
ended September 30,

Nine months
ended September 30,

2012

2012

43,621
31,192
29,444
9,181
5,220
11,520
18,068
148,246

2011
$

$

48,930
33,532
35,521
11,034
5,440
6,974
18,492
159,923

$

$

130,218
98,816
92,487
25,324
15,772
14,880
54,254
431,751

2011
$

$

189,193
43,113
110,453
31,778
17,753
20,264
57,159
469,713

(7) Wheeler Bros., Inc. Acquisition
On June 6, 2011, we acquired WBI, a supply chain management company that supplies vehicle parts to the USPS and DoD. We see
significant opportunities for leveraging WBI’s supply chain capabilities with our work of extending the service lives of legacy ships,
vehicles, aircraft and their systems.
Cash paid at closing was $180 million, which includes approximately $1.9 million of prepaid retention bonuses that are being expensed in
the post-acquisition period as the employees provide service. As such, the initial cash purchase price was approximately $178.1 million.
WBI’s results of operations are included in the accompanying Unaudited Condensed Consolidated Statements of Income beginning June 6,
2011. Additional cash consideration of
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VSE CORPORATION AND SUBSIDIARIES
NOTES TO UNAUDITED CONDENSED CONSOLIDATED FINANCIAL STATEMENTS
September 30, 2012

$3 million was paid to the sellers during the first quarter of 2012 based on the final working capital adjustment that was recorded as
additional goodwill and an accrued liability during December 2011.
We may be required to make additional payments of up to $40 million over a four-year post-closing period if WBI achieves certain financial
performance targets. WBI achieved required financial performance targets for the earn-out period ended June 30, 2012. Approximately $7.1
million was paid to the sellers in September 2012 based on WBI’s performance during the earn-out period. Included in earn-out obligations
on the September 30, 2012 balance sheet is an earn-out obligation of approximately $8.9 million, of which the current portion of $1.1
million is classified in current portion of earn-out obligations, which represents our best estimate of the present value of the earn-out
obligation. Changes in the fair value of the earn-out obligations are recognized in earnings in the period of change through settlement.
(8) Goodwill and Intangible Assets
Changes in goodwill for the nine months ended September 30, 2012 are as follows (in thousands):

Supply Chain
Management
$
61,169
$
61,169

Balance as of December 31, 2011
Impairment loss
Balance as of September 30, 2012

IT, Energy
and
Management
Consulting
$
30,883
$
30,883

Infrastructure
$
6,827 $
(2,436)
$
4,391 $

Total
98,879
(2,436)
96,443

We review goodwill for impairment annually at the beginning of the fourth fiscal quarter and whenever events or changes in circumstances
indicate the carrying value of goodwill may not be recoverable. The goodwill impairment test involves a two-step process. In the first step,
we compare the fair value of each reporting unit to its carrying value. If the fair value of the reporting unit exceeds its carrying value,
goodwill is not impaired and no further testing is required. If the fair value of the reporting unit is less than the carrying value, we must
perform the second step of the impairment test to measure the amount of impairment loss. In the second step, the reporting unit's fair value is
allocated to all of the assets and liabilities of the reporting unit, including any unrecognized intangible assets, in a hypothetical analysis that
calculates the implied fair value of goodwill in the same manner as if the reporting unit was being acquired in a business combination. If the
implied fair value of the reporting unit's goodwill is less than the carrying value, the difference is recorded as an impairment loss.
During the third quarter of fiscal 2012, we determined that sufficient indicators of potential impairment existed to require an interim
goodwill impairment analysis for two reporting units, one in our Infrastructure segment, Integrated Concepts and Research Corporation
(“ICRC”), and one in our IT, Energy and Management Consulting segment, Akimeka, LLC (“Akimeka”). We estimated the fair value of
ICRC and Akimeka using a weighting of fair values derived from the income approach, market approach, and comparative transactions
approach with the heaviest weighting placed on the income approach. Under the income approach, we calculate the fair value of a reporting
unit based on the present value of estimated future cash flows. Cash flow projections are based on our estimates of revenue growth rates and
operating margins, taking into consideration industry and market conditions. The discount rate used is based on a weighted average cost of
capital adjusted for the relevant risk associated with the characteristics of the business and the projected cash flows.
Based on the results of the first step, we determined that the carrying amounts of ICRC and Akimeka exceeded their fair values, indicating
that potential goodwill impairments existed. As a result, we performed the second step and recorded a goodwill impairment charge for ICRC
of $2.4 million. The outcome of the test was impacted primarily by the recent suspension of the ICRC’s Port of Anchorage Intermodal
Expansion Project contract in Alaska due to technical difficulties encountered and lack of sufficient funding. The impairment charge is
included in impairment of goodwill and intangible assets in the Unaudited Condensed Consolidated Statements of Income. Accumulated
goodwill impairment as of September 30, 2012 is approximately $2.4 million.
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During the step two allocation of the fair values to assets and liabilities of ICRC and Akimeka, we determined the carrying values of the
contract-related intangible assets of ICRC and Akimeka and the trade name ICRC were impaired. The fair value of the contract-related
intangible assets were determined by utilizing both the discounted cash flow and excess earnings models and the fair value of the trade name
ICRC was determined by utilizing a relief from royalties model. During the three months ended September 30, 2012, we recorded an
impairment charge of approximately $1.1 million related to the contract-related intangible assets of ICRC and Akimeka and $420 thousand
related to the trade name ICRC. The impairment charge is included in impairment of goodwill and intangible assets in the Unaudited
Condensed Consolidated Statements of Income. Accumulated intangible asset impairment as of September 30, 2012 is approximately $1.5
million.
Intangible assets consist of the value of contract-related intangible assets and trade names acquired in the acquisitions of ICRC, G&B
Solutions, Inc. (“G&B”), Akimeka, and WBI. Intangible assets with indefinite lives, not subject to amortization, consist of ICRC and G&B
trade names of approximately $2.4 million as of September 30, 2012 and December 31, 2011. The trade names acquired in the Akimeka and
WBI acquisitions are being amortized over nine years. Amortization expense for the three- and nine- months ended September 30, 2012 was
approximately $2.8 million and $8.4 million, respectively. Amortization expense for the three-and nine-months ended September 30, 2011
was approximately $2.8 million and $5.1 million, respectively.
Goodwill and intangible assets annual and interim valuations are based on unobservable inputs and as such, are considered level 3 fair value
measurements.
Intangible assets consisted of the following (in thousands):

September 30, 2012
Contract-related
Acquired technologies
Trade name – amortizable
Trade names – indefinite lived
Total

$

$

December 31, 2011
Contract-related
Acquired technologies
Trade name – amortizable
Trade names – indefinite lived
Total

Cost
96,884
12,400
9,170
2,430
120,884

Net
Accumulated
Impairment
Intangible
Amortization
Loss
Assets
$
(19,749) $
(1,083) $
76,052
(1,487)
10,913
(1,484)
7,686
(420)
2,010
$
(22,720) $
(1,503) $
96,661

$

$

Cost
96,884
12,400
9,170
2,430
120,884

Net
Accumulated
Intangible
Amortization
Assets
$
(12,987) $
83,897
(642)
11,758
(719)
8,451
2,430
$
(14,348) $
106,536

(9) Fair Value Measurements
The accounting standard for fair value measurements defines fair value, and establishes a market-based framework or hierarchy for
measuring fair value. The standard is applicable whenever assets and liabilities are measured at fair value.
The fair value hierarchy established in the standard prioritizes the inputs used in valuation techniques into three levels as follows:
Level 1 – Observable inputs – quoted prices in active markets for identical assets and liabilities;
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Level 2 – Observable inputs other than the quoted prices in active markets for identical assets and liabilities – includes quoted prices for
similar instruments, quoted prices for identical or similar instruments in inactive markets and amounts derived from valuation models
where all significant inputs are observable in active markets; and
Level 3 – Unobservable inputs – includes amounts derived from valuation models where one or more significant inputs are unobservable and
require us to develop relevant assumptions.
The following table summarizes the financial assets and liabilities measured at fair value on a recurring basis as of September 30, 2012 and
December 31, 2011 and the level they fall within the fair value hierarchy (in thousands):

Amounts Recorded at Fair Value
Mutual funds held in DSC Plan
Interest rate swaps
Earn-out obligation – current
Earn-out obligation – long-term

Financial Statement
Classification
Other assets
Accrued expenses
Current portion of earn-out
obligations
Earn-out obligations

Fair Value Hierarchy
Level 1
Level 2
Level 3
Level 3

Fair Value
September 30,
2012
$
97
$
1,460

Fair Value
December 31,
2011
$
300
$
1,122

$
$

$
$

1,127
7,779

4,153
16,415

Changes in the fair value of the mutual funds held in our deferred supplemental compensation plan are recorded as selling, general and
administrative expenses.
We account for our interest rate swap agreements under the provisions of ASC 815, and have determined that our swap agreements qualify
as highly effective hedges. Accordingly, the fair value of the swap agreements, which is a liability of approximately $1.5 million and $1.1
million at September 30, 2012 and December 31, 2011, respectively, has been reported in accrued expenses. The offset, net of an income tax
effect of approximately $558 thousand and $429 thousand, is included in accumulated other comprehensive loss in the accompanying
balance sheets as of September 30, 2012 and December 31, 2011. The amounts paid and received on the swap agreements will be recorded
in interest expense as yield adjustments in the period during which the related floating-rate interest is incurred. We determine the fair value
of the swap agreements based on a valuation model using market data inputs.
The Akimeka acquisition may require additional payments to be made to the sellers of up to $11 million over a three-year post-closing
period if Akimeka achieves certain financial performance targets. Akimeka did not achieve the required financial performance targets for the
year ended December 31, 2011, therefore no earn-out was due. See Footnote 7 for the contingent earn-out obligations resulting from the
WBI acquisition. WBI earned approximately $7.1 million based on their financial performance for the earn-out period ended June 30, 2012.
We determined the fair value of the earn-out obligations related to the Akimeka and WBI acquisitions by using a valuation model that
included the evaluation of all possible outcomes and the application of an appropriate discount rate. At the end of each reporting period, the
fair value of the contingent consideration is re-measured and any changes are recorded as contract costs. The fair value of the Akimeka earnout obligation decreased approximately $3.2 million and $5.1 million for the three- and nine-months ended September 30, 2012,
respectively. The fair value of the WBI earn-out obligation decreased $608 thousand and increased $610 thousand for the three- and ninemonths ended September 30, 2012.
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The following table provides a reconciliation of the beginning and ending balance of the earn-out obligations measured at fair value on a
recurring basis that used significant unobservable inputs (Level 3).
Current
Long-term
portion
portion
$
4,153 $
16,415 $
(7,133)
(4,529)
4,107
(4,107)
$
1,127 $
7,779 $

Earn-out obligations
Balance as of December 31, 2011
Earn-out payments
Fair value adjustment included in earnings
Reclassification from long-term to short-term
Balance as of September 30, 2012

Total
20,568
(7,133)
(4,529)
8,906

(10) Recently Adopted Accounting Guidance
On January 1, 2012, we adopted an update issued by the Financial Accounting Standards Board (“FASB”) to existing guidance on the
presentation of comprehensive income. This update requires the presentation of the components of net income and other comprehensive
income either in a single continuous statement or in two separate but consecutive statements. Net income and other comprehensive income
has been presented in two separate but consecutive statements for the current reporting period and prior comparative period in our condensed
consolidated financial statements.
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ITEM 2.

Management’s Discussion and Analysis of Financial Condition and Results of Operations

Executive Overview
We provide sustainment services for legacy systems and equipment and professional services to the U.S. Department of Defense ("DoD")
and Federal Civilian agencies, including the United States Postal Service (“USPS”). Our operations consist primarily of logistics,
engineering, equipment refurbishment, supply chain management, IT solutions, health care IT, energy solutions, construction management
and consulting services performed on a contract basis. Substantially all of our contracts are with United States Government (“government”)
agencies and other government prime contractors.
Organization and Reporting Segments
Our business is managed under operating groups consisting of one or more divisions or wholly owned subsidiaries that perform our services.
We have five reportable segments aligned with our management groups: 1) Federal; 2) International; 3) IT, Energy and Management
Consulting; 4) Infrastructure; and 5) Supply Chain Management.
Federal Group - Our Federal Group provides engineering, technical, management, and integrated logistics support services to U.S. military
branches, government agencies and other customers. These services include full life cycle engineering, logistics, maintenance, field support,
and refurbishment services to extend and enhance the life of existing vehicles and equipment; comprehensive systems and software
engineering, systems technical support, configuration management, obsolescence management, prototyping services, technology insertion
programs, and technical documentation and data packages; and management and execution of programs under large multiple award contracts.
This group provides its services to the U.S. Army, Army Reserve, Marine Corps, and other customers. Significant current work efforts for
this group include our ongoing U. S. Army Reserve vehicle refurbishment program and our Driver’s Vision Enhancer-Family of Systems
(“DVE-FOS”) program. Significant work efforts in prior years included task orders performed under our U.S. Army CECOM Rapid
Response (“R2”) contract, which expired in 2011.
International Group - Our International Group provides engineering, industrial, logistics, maintenance, information technology, fleet-wide
ship and aircraft support, and foreign military sales services to the U.S. military branches, government agencies, and other customers. These
services include program management, engineering, technical support, logistics services, and follow-on technical support for ship
reactivations and transfers; field engineering, ship repair and modernization, ship systems installations, ordnance engineering, facility
operations, war reserve materials management, and IT systems integration; aircraft sustainment and maintenance services; and management,
maintenance, storage and disposal support for seized and forfeited general property programs. This group provides its services to the U.S.
Navy, Air Force, Department of Treasury, Department of Justice, Bureau of Alcohol, Tobacco, Firearms and Explosives (“ATF”), and other
customers. Significant current and recent work efforts for this group include ongoing assistance to the U.S. Navy in executing its Foreign
Military Sales (“FMS”) Program for surface ships sold, leased or granted to foreign countries, various task orders under the U.S. Air Force
Contract Field Teams (“CFT”) Program, and management of Department of Treasury and ATF seized and forfeited general property
programs (“Seized Asset Programs”).
IT, Energy and Management Consulting Group – Our IT, Energy and Management Consulting Group provides technical and consulting
services primarily to various DoD and civilian government agencies. The group consists of our wholly owned subsidiaries Energetics
Incorporated ("Energetics"), G&B Solutions, Inc. (“G&B”), and Akimeka, LLC (“Akimeka”). Energetics provides technical, policy,
business, and management support in areas of energy modernization, clean and efficient energy, climate change mitigation, infrastructure
protection, and measurement technology. G&B provides enterprise architecture development, information assurance/business continuity,
program and portfolio management, network IT services, systems design and integration, quality assurance services and product and process
improvement services. Akimeka offers solutions in fields that include medical logistics, medical command and control, e-health, information
assurance, and public safety. This group provides its services to the U.S. Departments of Defense, Energy, Homeland Security, Commerce,
Interior, Labor, Agriculture and Housing and Urban Development; the Social Security Administration; the Pension Benefit Guaranty
Corporation; the National Institutes of Health; customers in the military health system; and other government agencies and commercial
clients.
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Infrastructure Group – Our Infrastructure Group is engaged principally in providing engineering and transportation infrastructure services
and construction management services primarily to federal civilian agencies. This group consists of our ICRC subsidiary. ICRC provides
project design, planning and integration management, environmental planning, construction management, building renovation, and other
technical services. ICRC provides services to various DoD and federal civilian departments and agencies, and to other customers. Prior to
2012, ICRC’s largest contract was with the U.S. Department of Transportation Maritime Administration (“MARAD”) for services
performed on the Port of Anchorage Intermodal Expansion Project in Alaska (the "PIEP"). The Port of Anchorage suspended the port
expansion program due to technical difficulties encountered and lack of sufficient funding. Accordingly, MARAD declined to exercise future
option years on the contract, ending our work on this project in May 2012.
Supply Chain Management Group – Our Supply Chain Management Group provides sourcing, acquisition, scheduling, transportation,
shipping, logistics, data management, and other services to assist our clients with supply chain management efforts. This group is comprised
of our Wheeler Bros., Inc. (“WBI”) subsidiary, acquired in June 2011, and other VSE Supply Chain Management work. Significant current
work efforts for this group include WBI’s ongoing Managed Inventory Program (“MIP”) to USPS and direct sales to other clients.
Concentration of Revenues
(in thousands)
For the nine months ended September 30,
2012
2011
Revenues
%
Revenues
$
98,816
23 $
41,613
65,518
15
78,425
56,141
13
48,580
24,520
6
29,956
12,030
3
65,148
174,726
40
205,991
$
431,751
100 $
469,713

Source of Revenue
USPS MIP
FMS Program
U.S. Army Reserve
Treasury/ATF Seized Asset Programs
R2 and R2-3G Programs
Other

%
9
17
10
6
14
44
100

Management Outlook
Our focus on new and existing markets that are more sustainable and that offer improved income potential in the very challenging operating
environment faced by our company and our industry is showing promise in the current year. Although our revenues have declined in 2012,
the revenue declines have primarily occurred in our lower profit margin programs. We have replaced much of this lost revenue with work in
our newly acquired markets that have higher profit margins. As a result, we are showing increases in our net income and overall operating
margins.
Most of the declines in our programs that have experienced revenue losses in 2012 and prior years have now run their course and will no
longer have the negative impact we have experienced from them in recent years. Although we continue to face operating challenges caused
by changing federal government budgeting and spending priorities, initiatives, and processes, we believe that we are well positioned to
sustain or show modest improvement in our current revenue levels in the coming year. We also believe that there is potential for further
improvement in revenues in future years.
We have several key programs centered on our legacy systems and equipment sustainment heritage that will drive our financial performance
in the coming years. Our vehicle and equipment refurbishment program for the U.S. Army Reserve and the U.S. Army remains a strong part
of our business and we will target additional client locations and other clients to expand this program. Our FMS Program revenues for the
past two years have been comprised primarily of follow on technical services work with very little ship reactivation and transfer work. Our
win of the protested award of the contract supporting this work in early 2012 gives us potential contract coverage of up to $1.5 billion over a
five-year period. Combined with the eligibility, upon approval, of multiple U. S. Navy ships for transfer to foreign government clients, we
are optimistic about revenue growth for this program in future years. We have delivered a vehicle for evaluation under our USPS contract to
develop a more fuel efficient repowered gasoline delivery vehicle that will provide USPS with increased fuel efficiency, enhanced
environmental standards, and an extended service life of its vehicle fleet. The repowered vehicle uses an engine designed by our WBI
subsidiary specifically for the USPS vehicle fleet. If USPS approves the engine and we successfully move this effort to the production stage,
we expect to generate an additional future revenue stream. WBI’s supply chain and inventory management competencies also provide us
opportunities to further diversify our customer base to other markets, including commercial work.
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Sequestration – If automatic spending reductions mandated by the sequestration provisions of the 2011 Budget Control Act are implemented,
such spending reductions would add to the financial challenges facing our industry. Sequestration could result in delaying or canceling of
awards across all sectors of the federal government as each agency determines how to implement budget cuts. Some of our smaller revenue
programs, including some energy and IT programs, may potentially be adversely impacted by sequestration. However, a significant amount
of our revenues come from our larger programs that either do not rely on tax funded government spending or provide service life extension
for platforms which are unlikely to be replaced through new procurements. Our USPS Managed Inventory Program and Treasury and ATF
Seized Asset Programs are largely self-funded through collections of postage and asset auction proceeds, and our FMS Program is largely
funded by foreign government clients. Our U. S. Army Reserve vehicle refurbishment program provides our client with a means to maintain
necessary levels of vital capital assets while relieving the client of the need to spend larger amounts on replacement assets. While all the
specific effects of sequestration cannot yet be determined, we believe that we are well positioned to minimize the negative impact it could
have on our financial results in the coming years.
Management will continue evaluating the operations, financial performance and future viability of our Infrastructure Group with respect to
our ICRC subsidiary, which incurred losses during the third quarter of 2012, including a charge for impairment of acquisition related
goodwill and intangible assets of approximately $2.9 million and a reserve for bad debts of approximately $1.3 million.
Although the inclusion of WBI in our operations and our strategic direction toward expanding our Supply Chain Management services will
lessen our reliance on employee services to generate profitable revenue streams, our employee labor continues to be an important part of
our business operations. As of September 30, 2012, our employee count increased to 2,692 as compared to 2,516 as of December 31, 2011.
Bookings and Funded Backlog
Our revenues depend on contract funding (“bookings”), which generally occur at the time contract funding documentation is received. For
our revenues that depend on bookings arising from the receipt of contract funding documentation, funded contract backlog is an indicator of
potential future revenues. While bookings and funded contract backlog generally result in revenues, occasionally we will have funded
contract backlog that expires or is de-obligated upon contract completion and does not generate revenue.
Revenues for WBI are predominantly driven by the rate and timing of parts failure on customer vehicles, and WBI bookings generally occur
at the time of sale instead of the receipt of contract funding documentation. Accordingly, WBI does not generally have significant amounts
of funded contract backlog and it is not an indicator of potential future revenues for WBI. The funded contract backlog for WBI was $4
million and $6 million as of September 30, 2012 and 2011, respectively.
A summary of our bookings and revenues for the nine months ended September 30, 2012 and 2011, and funded contract backlog as of
September 30, 2012 and 2011 is as follows:

Bookings
Revenues
Funded Contract Backlog

$
$
$

(in millions)
2012
2011
460 $
396
432 $
470
297 $
305

Critical Accounting Policies
Our consolidated financial statements are prepared in accordance with accounting principles generally accepted in the United States, which
require us to make estimates and assumptions. There have been no changes in our critical accounting policies since December 31, 2011.
Please refer to our Annual Report on Form 10-K for the year ended December 31, 2011 filed with the SEC on March 7, 2012 for a full
discussion of our critical accounting policies.
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Revenue by Contract Type
Our revenues by contract type were as follows (in thousands):
Contract Type
Cost-type
Time and materials
Fixed-price

$
$

2012
108,926
150,718
172,107
431,751

Nine months ended September 30,
%
2011
25 $
138,497
35
221,862
40
109,354
100 $
469,713

%
30
47
23
100

A significant portion of our time and materials revenues in 2011 were from our R2 contract, which expired in January 2011. WBI revenues
are classified as fixed-price revenue. Accordingly, the percentages of work performed by contract type will differ in 2012 as compared to
2011.
Results of Operations
The results of operations are as follows (in thousands):

Revenues
Contract costs
Selling, general and administrative
expenses
Impairments of goodwill
and intangible assets
Operating Income
Interest expense, net
Income before income taxes
Provision for income taxes
Net Income

$

$

Three months
ended September 30,
2012
2011
148,246 $
159,923
130,953
147,316

$

Nine months
ended September 30,
2012
2011
431,751 $
469,713
388,149
440,174

1,504

1,220

3,438

3,970

3,939
11,850
2,100
9,750
3,786
5,964

11,387
1,377
10,010
3,890
6,120

3,939
36,225
5,484
30,741
11,814
18,927

25,569
1,961
23,608
9,105
14,503

$

$

$

Change
Three
Nine
Months
Months
$
(11,677) $
(37,962)
(16,363)
(52,025)
284

$

3,939
463
723
(260)
(104)
(156) $

(532)
3,939
10,656
3,523
7,133
2,709
4,424

Our revenues decreased approximately $12 million, or 7%, for the quarter ended September 30, 2012, and approximately $38 million, or 8%,
for the first nine months of 2012, as compared to the same periods of 2011. The revenue decreases were primarily due to a decline in services
ordered under our FMS Program and other International Group services, and the expiration of work on our R2 Program upon completion in
2011. The decline for the nine month period was partially offset by the inclusion of revenues from our Supply Chain Management Group,
established in June 2011.
Our operating income increased approximately $463 thousand, or 4%, for the quarter ended September 30, 2012, and increased
approximately $11 million, or 42%, for the first nine months of 2012, as compared to the same periods of 2011. The year over year change in
operating income for the quarter was impacted by charges taken in this quarter for the impairment of goodwill and intangible assets
associated with our acquisitions of ICRC and Akimeka, by increases to income from reductions in the earn-out obligations associated with
our acquisitions of Akimeka and WBI, and by settlement of an outstanding fee issue on our PIEP program. The primary reason for the
increase for the nine month period was the inclusion of operating income from our Supply Chain Management Group in our operating results
for the full nine months of 2012.
Changes in revenues and operating income are further discussed in the summaries of our segment results that follow.
Selling, general and administrative expenses consist primarily of costs and expenses that are not chargeable or reimbursable on our operating
unit contracts, including legal expenses associated with contract protests and settlements and our the acquisition of WBI in 2011.
Lease payments for our executive and administrative headquarters office building began in May 2012. Terms of our lease agreement have
required us to capitalize the construction costs of the leased building. We are also required to classify a significant portion of the monthly
expense associated with the lease as depreciation and interest expense, instead of rent expense normally associated with an operating lease.
The combined expenses will be a greater monthly amount than the comparable operating rent expense would be in the beginning years of the
lease term, and a lesser amount in the later years of the lease.
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Our effective income tax rates for the nine months ended September 30, 2012 and 2011 were 38.4% and 38.6%, respectively.
Federal Group Results
The results of operations for our Federal Group are as follows (in thousands):
Three months
ended September 30,
2012
2011
Revenues

$

Operating Income
Profit percentage

$

34,643

$

3,067 $
8.9%

Nine months
ended September 30,
2012
2011

36,479

$

98,340

1,153 $
3.2%

$

7,112 $
7.2%

155,574

Change
Three
Months
$

5,914 $
3.8%

Nine
Months

(1,836) $
1,914

$

(57,234)
1,198

Revenues for our Federal Group decreased approximately $2 million or 5%, for the quarter ended September 30, 2012 as compared to the
same period for the prior year. Revenues decreased approximately $57 million or 37%, for the nine months ended September 30, 2012 as
compared to the same period for the prior year. The revenue decreases resulted primarily from decreases in revenues associated with our
expiring R2 contract of approximately $8 million for the quarter and approximately $60 million for the nine months. These decreases were
partially offset by an increase in work on our U. S. Army Reserve vehicle refurbishment program of approximately $5 million for the quarter
and approximately $8 million for the nine months.
Operating income for our Federal Group increased approximately $1.9 million, or 166% for the quarter ended September 30, 2012, as
compared to the same period for the prior year. Operating income increased approximately $1.2 million or 20%, for the nine months ended
September 30, 2012 as compared to the same period for the prior year. The increases resulted primarily from increases in profits of
approximately $1.7 million for the quarter and $1.9 million for the nine month period associated with the increase in work on our U. S.
Army Reserve vehicle refurbishment program. The increase in the profit percentage in 2012 as compared to 2011 is primarily due to a
decrease in the lower margin subcontract work performed on our R2 contract which ended in early 2011.
International Group Results
The results of operations for our International Group are as follows (in thousands):
Three months
ended September 30,
2012
2011
Revenues

$

Operating Income
Profit percentage

$

39,778

$

1,317 $
3.3%

Nine months
ended September 30,
2012
2011

51,290

$

222 $
0.4%

127,823

$

4,152 $
3.2%

157,682

Change
Three
Months
$

3,938 $
2.5%

Nine
Months

(11,512) $
1,095

$

(29,859)
214

Revenues for our International Group decreased approximately $12 million, or 22%, for the quarter ended September 30, 2012, as compared
to the same period for the prior year. Revenues decreased approximately $30 million or 19%, for the nine months ended September 30, 2012
as compared to the same period for the prior year. The decreases in revenues for the quarter resulted primarily from a decline of
approximately $8 million on our FMS program work, a decline of approximately $2 million in pass-through work provided on engineering
and technical services task orders, and a decline of approximately $2 million on our CFT program work. The nine month revenue decrease
resulted primarily from a decline of approximately $13 million on our FMS program work, a decline of approximately $10 million in passthrough work provided on engineering and technical services task orders, and a decline of approximately $5 million on our CFT program
work.
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Operating income for our International Group increased approximately $1.1 million, or 493%, for the quarter ended September 30, 2012, as
compared to the same period for the prior year. Operating income increased approximately $214 thousand or 5%, for the nine months ended
September 30, 2012 as compared to the same period for the prior year. Profit margins in this group can vary due to fluctuations in contract
activity and the timing of contract award fees associated with our FMS Program. We received an award fee for the quarter and three award
fees for the nine months ended 2012 compared to no award fee for the quarter and two award fees for the nine months for the prior year.
Operating income was reduced by a charge taken in this quarter of approximately $1 million associated with the lease of warehouse facilities
for our Seized Asset Programs.
IT, Energy and Management Consulting Group Results
The results of operations for our IT, Energy and Management Consulting Group are as follows (in thousands):
Three months
ended September 30,
2012
2011
Revenues

$

Operating Income
Profit percentage

$

24,286

$

4,405 $
18.1%

Nine months
ended September 30,
2012
2011

25,905

$

3,079 $
11.9%

74,043

$

10,353 $
14.0%

Change
Three
Months

80,871

$

9,206 $
11.4%

Nine
Months

(1,619) $
1,326

$

(6,828)
1,147

Revenues for our IT, Energy and Management Consulting Group decreased approximately $1.6 million, or 6% for the quarter ended
September 30, 2012, as compared to the same period for the prior year. Revenues decreased approximately $6.8 million or 8%, for the nine
months ended September 30, 2012 as compared to the same period for the prior year. The decreases in revenues were due primarily to a
general decline in services ordered by clients.
Operating income for this segment increased approximately $1.3 million, or 43%, for the quarter ended September 30, 2012, as compared to
the same period for the prior year. Operating income increased approximately $1.1 million or 12%, for the nine months ended September 30,
2012 as compared to the same period for the prior year. The year over year changes in operating income are primarily attributable to
increases to operating income from reductions in the accrued earn-out obligations associated with our acquisition of Akimeka offset by a
charge for impairment of acquisition related intangible assets for Akimeka and a decrease in profits associated with the revenue declines.
Operating income increases from reductions of our accrued earn-out liability for Akimeka were approximately $3.2 million for the quarter
and $5.1 million for the nine months ended September 30, 2012, compared to approximately $608 thousand and $1.6 million for the same
periods of the prior year. The charge for impairment of acquisition related intangible assets for Akimeka for the quarter and the nine months
ended September 30, 2012 was approximately $1 million, compared to no goodwill impairment in the prior year.
Infrastructure Group Results
The results of operations for our Infrastructure Group are as follows (in thousands):
Three months
ended September 30,
2012
2011
Revenues

$

14,010

$

Operating (Loss) Income
Profit percentage

$

(2,417) $
-17.25%

Nine months
ended September 30,
2012
2011

9,815

$

159 $
1.6%

21,857

$

(3,087) $
-14.1%

Change
Three
Months

28,476

$

605 $
2.1%

4,195

Nine
Months
$

(6,619)

(2,576) $

(3,692)

Revenues for our Infrastructure Group increased approximately $4 million, or 43%, for the quarter ended September 30, 2012, as compared
to the same period for the prior year. Revenues decreased approximately $7 million or 23%, for the nine months ended September 30, 2012
as compared to the same period for the prior year. This segment had an operating loss of approximately $2.4 million for the quarter ended
September 30, 2012, as compared to earning operating income of approximately $159 thousand for the same period of the prior year. For the
nine months ended September 30, 2012, this segment had an operating loss of approximately $3.1 million, as compared to earning operating
income of approximately $605 thousand for the same period of the prior year.
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Our customer experienced certain environmental and technical issues impacting work on the PIEP that caused delays in funding and defining
the scope of work. This contributed to decreased revenue levels for this segment this year and in past years. Our customer chose not to
exercise future option years on the contract supporting the PIEP, ending our contract on this project in May 2012. The end of work on this
contract is the primary reason for the decline in revenues for this segment for the nine months ended September 30, 2012 as compared to the
same period of the prior year.
We did not recognize revenue and fee income associated with some of the work we performed on the PIEP prior to 2012, because the
customer had not funded the work and fee due to pending resolution of the environmental and technical issues. In September 2012, we
reached agreement with our customer regarding resolution of the fee issue and resolution of an additional outstanding claim for subcontractor
costs to be paid by our customer. Settlement of these two issues allowed us to recognize revenue of approximately $12 million, including fee
income of approximately $2 million, in the third quarter of 2012. Revenue recognized as result of the settlement of these claims is the
primary reason for the increase in revenues for this segment for the quarter ended September 30, 2012 as compared to the same period of the
prior year.
The decreases in operating income for this segment are primarily attributable to a charge for impairment of acquisition related goodwill and
intangible assets for ICRC of approximately $2.9 million and a write down of accounts receivable associated with our construction work of
approximately $1.3 million in the quarter, and a decrease in profits associatedwith the revenue decline for the nine month period. ICRC's
remaining goodwill is approximately $4.4 million and unamortized intangible assets are approximately $1.5 million as of September 30,
2012. Management does not believe that this impairment will result in future cash expenditures by the Company. The decreases were
partially offset by operating income from settlement of the fee issue on the PIEP.
Due to the decreases in operating income discussed above, management will continue evaluating the operations, financial performance and
future viability of the Infrastructure Group in the current environment.
Supply Chain Management Group Results
The results of operations for our Supply Chain Management Group are as follows (in thousands):
Three months
ended September 30,
2012
2011
Revenues

$

Operating Income
Profit percentage

$

35,529

$

6,151 $
17.3%

Nine months
ended September 30,
2012
2011

36,434

$

6,896 $
18.9%

109,688

$

18,536 $
16.9%

47,110

Change
Three
Months

Nine
Months

$

(905) $

62,578

8,823 $
18.7%

(745) $

9,713

Our Supply Chain Management Group was established and began contributing to our operating results upon our acquisition of WBI in June
2011. Accordingly, financial performance comparisons to prior year results for the nine months ended September 30, 2012 are not
meaningful.
Revenues for this group declined approximately $905 thousand, or 2%, for the quarter ended September 30, 2012, as compared to the same
period for the prior year. Operating income for this group declined approximately $745 thousand, or 11%, for the quarter ended September
30, 2012, as compared to the same period for the prior year. Revenues for WBI decreased approximately $2 million primarily due to
temporary delays in order processing due to changes made by our primary customer in its order processing system. The decrease in operating
income for this quarter is primarily due to the decline in WBI revenues. The operating income for 2012 was increased by approximately $608
thousand for the quarter and was decreased by approximately $610 thousand for the nine months ended September 30, 2012 by adjustments
to the accrued earn-out obligations associated with our acquisition of WBI.
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Financial Condition
Our financial condition did not change materially in the first nine months of 2012. Changes to asset and liability accounts were due
primarily to our earnings, our level of business activity, contract delivery schedules, subcontractor and vendor payments required to
perform our work, and the timing of associated billings to and collections from our customers.
Liquidity and Capital Resources
Cash Flows
Cash and cash equivalents increased approximately $415 thousand during the first nine months of 2012.
Cash provided by operating activities increased approximately $10.3 million in the first nine months of 2012 as compared to the same period
of 2011. The change is attributable to an increase of approximately $7.2 million from an increase in depreciation and amortization and other
non-cash operating activities, an increase of approximately $4.4 million in cash provided by net income, and a decrease of approximately
$1.3 million due to changes in the levels of operating assets and liabilities. Of these operating assets and liabilities, our largest asset is our
accounts receivable and our largest liability is our accounts payable. A significant portion of our accounts receivable and accounts payable
result from the use of subcontractors to perform work on our contracts and from the purchase of materials to fulfill our contract
requirements. Accordingly, our levels of accounts receivable and accounts payable may fluctuate depending on the timing of the government
services ordered, government funding delays, the timing of billings received from subcontractors and materials vendors, and the timing of
payments received from government customers in payment of these services. Such timing differences have the potential to cause significant
increases and decreases in our accounts receivable and accounts payable in short time periods.
Cash used in investing activities decreased approximately $163 million in the first nine months of 2012 as compared to the same period of
2011. This was primarily due to cash used for our acquisition of WBI of approximately $175 million in 2011.
Cash used in financing activities was approximately $24 million in the first nine months of 2012 compared to cash provided by financing
activities of approximately $143 million for the same period of 2011. This difference was primarily due to bank borrowing to finance our
acquisition of WBI in 2011.
We paid quarterly cash dividends of $0.22 per share during the first nine months of 2012. Pursuant to our bank loan agreement, our payment
of cash dividends is subject to annual rate restrictions. We have paid cash dividends each year since 1973, and have increased the dividend
each year since 2004.
Liquidity
Our internal sources of liquidity are primarily from operating activities, specifically from changes in the level of revenues and associated
accounts receivable and accounts payable, and from profitability. Significant increases or decreases in revenues and accounts receivable and
accounts payable can impact our liquidity. Our accounts receivable and accounts payable levels can be affected by changes in the level of the
work we perform, by the timing of large materials purchases and subcontractor efforts used in our contracts, and by government delays in the
award of contractual coverage and funding and payments. Government funding delays can cause delays in our ability to invoice for revenues
earned, resulting in a negative impact on our days sales outstanding.
We also purchase property and equipment and invest in expansion, improvement, and maintenance of our operational and administrative
facilities. In the first nine months of 2012, we made approximately $9 million in capital investments related to the move of our corporate
headquarters offices in May 2012. From time to time, we may also invest in the acquisition of other companies. Our acquisition of WBI in
2011 required a significant use of our cash.
Our external financing consists of a loan agreement entered into in June 2011 with a group of banks to acquire WBI and provide working
capital for our continuing operations. This loan agreement, which expires in June 2016, replaced a previous loan agreement and consists of a
term loan, revolving loans, and letters of credit.
-24-

Table of Contents

The term loan requires quarterly installment payments. Our scheduled term loan payments following September 30, 2012 are: $4.7 million
in 2012, $23.4 million in 2013, $25 million in 2014, $34.3 million in 2015, and $9.4 million in 2016. The amount of term loan borrowings
outstanding as of September 30, 2012 is approximately $96.8 million.
The maximum amount of credit available to us from the banking group for revolving loans and letters of credit as of September 30, 2012
was $125 million and under the loan agreement we may elect to increase this maximum availability up to $175 million. We may borrow
and repay the revolving loan borrowings as our cash flows require or permit. We pay an unused commitment fee and fees on letters of
credit that are issued. We had approximately $52 million in revolving loan funds borrowed and $1.3 million of letters of credit outstanding
as of September 30, 2012. During 2012, the highest outstanding revolving loan amount was $81 million and the lowest was $42 million.
The timing of certain payments made and collections received associated with our subcontractor and materials requirements and other
operating expenses can cause fluctuations in our outstanding revolving loan amounts. Delays in government funding of our work performed
can also cause additional borrowing requirements.
We pay interest on the term loan borrowings and revolving loan borrowings at LIBOR plus a base margin or at a base rate (typically the
prime rate) plus a base margin. As of September 30, 2012, the LIBOR base margin is 2.25% and the base rate base margin is 0.5%. The base
margins increase or decrease in increments as our Total Funded Debt/EBITDA Ratio increases or decreases. We have employed interest rate
hedges on a portion of our outstanding borrowings. After taking into account the impact of hedging instruments, as of September 30, 2012,
interest rates on portions of our outstanding debt ranged from 2.47% to 3.87%, and the effective interest rate on our aggregate outstanding
debt was 3.33%.
The loan agreement contains collateral requirements that secure our assets, restrictive covenants, other affirmative and negative covenants,
and subjects us to certain conditions and limitations. Restrictive covenants include a maximum Total Funded Debt/EBITDA Ratio, which
decreases over time, a minimum Fixed Charge Coverage Ratio, and a minimum Asset Coverage Ratio, which increases over time. We were
in compliance with required ratios and other terms and conditions at September 30, 2012.
Current Maximum Ratio
3.25 to 1

Actual Ratio
2.47 to 1

Fixed Charge Coverage Ratio

Minimum Ratio
1.20 to 1

Actual Ratio
1.46 to 1

Asset Coverage Ratio

Minimum Ratio
0.80 to 1

Actual Ratio
0.97 to 1

Total Funded Debt/EBITDA Ratio

We currently do not use public debt security financing.
Inflation and Pricing
Most of our contracts provide for estimates of future labor costs to be escalated for any option periods, while the non-labor costs in our
contracts are normally considered reimbursable at cost. Our property and equipment consists principally of computer systems equipment,
furniture and fixtures, shop equipment, buildings, and land and improvements. We do not expect the overall impact of inflation on
replacement costs of our property and equipment to be material to our future results of operations or financial condition.
Disclosures About Market Risk
Interest Rates
Our bank loans provide available borrowing to us at variable interest rates. Accordingly, future interest rate changes could potentially put us
at risk for a material adverse impact on future earnings and cash flows. To mitigate the risks associated with future interest rate movements,
in July 2011 we employed interest rate hedges to fix the rate on a portion of our outstanding borrowings for various periods of time. Fixing
these rates increased our net effective rate as compared to the effective interest rate on our aggregate outstanding debt prior to July 2011, but
has given us protection us against interest rate increases.
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In July 2011, we entered into a three-year amortizing LIBOR interest rate swap on our term loan with a notional amount of $101 million.
The swap amount amortizes as the term loan amortizes, with reductions in the swap amount occurring on the same dates and for
approximately the same amounts as term loan principal repayments. With the swap in place, we paid an effective rate on the hedged term
debt of 0.56% plus our base margin from July 2011 through June 2012, and we pay an effective rate of 1.615% plus our base margin from
July 2012 through June 2014. The amount of swapped term loan debt outstanding as of September 30, 2012 is $77.5 million.
In July 2011, we entered into a two-year LIBOR interest rate swap on the revolving loan debt with a notional amount of $40 million. The
swap amount declined to $20 million in June 2012, and expires in June 2013. With the swap in place, we pay an effective rate on the hedged
term debt of 0.7775% plus our base margin during the two years.
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VSE CORPORATION AND SUBSIDIARIES
Item 3.

Quantitative and Qualitative Disclosures About Market Risks

See “Disclosures About Market Risk” in Item 2. Management’s Discussion and Analysis of Financial Condition and Results of Operations.
Item 4.

Controls and Procedures

As of the end of the period covered by this report, based on management's evaluation, with the participation of our Chief Executive Officer
and Chief Financial Officer, of the effectiveness of the disclosure controls and procedures (as defined in Rules 13a-15(e) or 15d - 15(e)
under the Securities Exchange Act of 1934, as amended (the “Exchange Act”)) our Chief Executive Officer and Chief Financial Officer have
concluded that our disclosure controls and procedures are effective in ensuring that information required to be disclosed by us in reports filed
or submitted under the Exchange Act is recorded, processed, summarized and reported within the time periods specified in the SEC's rules
and forms, and that information required to be disclosed by us in the reports that we file or submit under the Exchange Act is accumulated
and communicated to our management, including our principal executive and principal financial officers, or persons performing similar
functions, as appropriate to allow timely decisions regarding required disclosure.
There was no change in our internal control over financial reporting during our third quarter of fiscal 2012 that has materially affected, or is
reasonably likely to materially affect, our internal control over financial reporting.
PART II. Other Information
Item 1.

Legal Proceedings

Reference is made to Part II, Section 1 of our Quarterly Report on Form 10-Q for the quarter ended June 30, 2012, for a discussion of the
four complaints filed on or about May 24, 2012, in the Circuit Court of the First Circuit, State of Hawaii, by the estates of five deceased
individuals and certain of their relatives against VSE and certain other entities and individuals, seeking unspecified amounts of general,
special and punitive damages and costs and legal fees. VSE has denied the allegations against it and, together with its insurance carrier, will
aggressively defend the proceedings. While there is no guaranty, VSE’s management does not believe that the proceedings will be material
to VSE’s business or financial condition.
Item 2.

Unregistered Sales of Equity Securities and Use of Proceeds

VSE did not purchase any of its equity securities during the period covered by this report.
Under VSE's loan agreement dividends may be paid in an annual aggregate amount of $.60 per share, provided there is no default under the
loan agreement.
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Item 6.

Exhibits

(a) Exhibits
Exhibit 31.1
Exhibit 31.2
Exhibit 32.1
Exhibit 32.2
Exhibit 101.INS
Exhibit 101.SCH
Exhibit 101.CAL
Exhibit 101.DEF
Exhibit 101.LAB
Exhibit 101.PRE

Section 302 CEO Certification
Section 302 CFO and PAO Certification
Section 906 CEO Certification
Section 906 CFO and PAO Certification
XBRL Instance Document
XBRL Taxonomy Extension Schema Document
XBRL Taxonomy Extension Calculation Linkbase Document
XBRL Taxonomy Extension Definition Linkbase Document
XBRL Taxonomy Extension Label Linkbase Document
XBRL Taxonomy Extension Presentation Document

Pursuant to the requirements of the Exchange Act, VSE has omitted all other items contained in "Part II. Other Information" because such
other items are not applicable or are not required if the answer is negative or because the information required to be reported therein has been
previously reported.
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VSE CORPORATION AND SUBSIDIARIES
SIGNATURES
Pursuant to the requirements of the Securities Exchange Act of 1934, the Registrant has duly caused this report to be signed on its behalf by
the undersigned thereunto duly authorized.

Date: October 30, 2012

By:

Date: October 30, 2012

By:

VSE CORPORATION
/s/ M. A. Gauthier
M. A. Gauthier
Director, Chief Executive Officer,
President and Chief Operating
Officer

/s/ T. R. Loftus
T. R. Loftus
Executive Vice President and
Chief Financial Officer
(Principal Accounting Officer)
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VSE Form 10-Q September 30, 2012
Exhibit 31.1

CERTIFICATION PURSUANT TO
RULE 13A-14 OF THE SECURITIES EXCHANGE ACT OF 1934,
AS ADOPTED PURSUANT TO
SECTION 302 OF THE SARBANES-OXLEY ACT OF 2002
I, M. A. Gauthier, certify that:
1.

I have reviewed this report on Form 10-Q of VSE Corporation (the “Registrant”);

2. Based on my knowledge, this report does not contain any untrue statement of a material fact or omit to state a material fact necessary to
make the statements made, in light of the circumstances under which such statements were made, not misleading with respect to the period
covered by this report;
3. Based on my knowledge, the financial statements, and other financial information included in this report, fairly present in all material
respects the financial condition, results of operations and cash flows of the Registrant as of, and for, the periods presented in this report;
4. The Registrant’s other certifying officers and I are responsible for establishing and maintaining disclosure controls and procedures (as
defined in Exchange Act Rules 13a-15(e) and 15d-15(e)) and internal control over financial reporting (as defined in Exchange Act Rules 13a15(f) and 15d-15(f)) for the Registrant and have:
(a)
designed such disclosure controls and procedures, or caused such disclosure controls and procedures to be designed under our
supervision, to ensure that material information relating to the Registrant, including its consolidated subsidiaries, is made known to us by
others within those entities, particularly during the period in which this report is being prepared;
(b) designed such internal control over financial reporting, or caused such Internal control over financial reporting to be designed under our
supervision, to provide reasonable assurance regarding the reliability of financial reporting and the preparation of financial statements for
external purposes in accordance with generally accepted accounting principles;
(c) evaluated the effectiveness of the Registrant’s disclosure controls and procedures and presented in this report our conclusions about the
effectiveness of the disclosure controls and procedures, as of the end of the period covered by this report based on such evaluation; and
(d) disclosed in this report any change in the Registrant’s internal control over financial reporting that occurred during the Registrant’s
most recent fiscal quarter that has materially affected, or is reasonably likely to materially affect, the Registrant’s internal control over
financial reporting; and
5. The Registrant’s other certifying officers and I have disclosed, based on our most recent evaluation of internal control over financial
reporting, to the Registrant’s auditors and the audit committee of Registrant’s Board of Directors (or persons performing the equivalent
function):
(a) all significant deficiencies and material weaknesses in the design or operation of internal control over financial reporting which are
reasonably likely to adversely affect the Registrant’s ability to record, process, summarize and report financial information; and
(b)
any fraud, whether or not material, that involves management or other employees who have a significant role in the Registrant’s
internal control over financial reporting.

Date: October 30, 2012

/s/ M. A. Gauthier
M. A. Gauthier
Chief Executive Officer, President
and Chief Operating Officer

VSE Form 10-Q September 30, 2012
Exhibit 31.2

CERTIFICATION PURSUANT TO
RULE 13A-14 OF THE SECURITIES EXCHANGE ACT OF 1934,
AS ADOPTED PURSUANT TO
SECTION 302 OF THE SARBANES-OXLEY ACT OF 2002
I, T. R. Loftus, certify that:
1.

I have reviewed this report on Form 10-Q of VSE Corporation (the “Registrant”);

2. Based on my knowledge, this report does not contain any untrue statement of a material fact or omit to state a material fact necessary to
make the statements made, in light of the circumstances under which such statements were made, not misleading with respect to the period
covered by this report;
3. Based on my knowledge, the financial statements, and other financial information included in this report, fairly present in all material
respects the financial condition, results of operations and cash flows of the Registrant as of, and for, the periods presented in this report;
4. The Registrant’s other certifying officers and I are responsible for establishing and maintaining disclosure controls and procedures (as
defined in Exchange Act Rules 13a-15(e) and 15d-15(e)) and internal control over financial reporting (as defined in Exchange Act Rules 13a15(f) and 15d-15(f) for the Registrant and have:
(a)
designed such disclosure controls and procedures, or caused such disclosure controls and procedures to be designed under our
supervision, to ensure that material information relating to the Registrant, including its consolidated subsidiaries, is made known to us by
others within those entities, particularly during the period in which this report is being prepared;
(b) designed such internal control over financial reporting, or caused such Internal control over financial reporting to be designed under our
supervision, to provide reasonable assurance regarding the reliability of financial reporting and the preparation of financial statements for
external purposes in accordance with generally accepted accounting principles;
(c) evaluated the effectiveness of the Registrant’s disclosure controls and procedures and presented in this report our conclusions about the
effectiveness of the disclosure controls and procedures, as of the end of the period covered by this report based on such evaluation; and
(d) disclosed in this report any change in the Registrant’s internal control over financial reporting that occurred during the Registrant’s
most recent fiscal quarter that has materially affected, or is reasonably likely to materially affect, the Registrant’s internal control over
financial reporting; and
5. The Registrant’s other certifying officers and I have disclosed, based on our most recent evaluation of internal control over financial
reporting, to the Registrant’s auditors and the audit committee of Registrant’s Board of Directors (or persons performing the equivalent
function):
(a) all significant deficiencies and material weaknesses in the design or operation of internal control over financial reporting which are
reasonably likely to adversely affect the Registrant’s ability to record, process, summarize and report financial information; and
(b) any fraud, whether or not material, that involves management or other employees who have a significant role in the Registrant’s
internal control over financial reporting.

Date: October 30, 2012

/s/ T. R. Loftus
T. R. Loftus
Executive Vice President and
Chief Financial Officer
(Principal Accounting Officer)

VSE Form 10-Q September 30, 2012
Exhibit 32.1

CERTIFICATION PURSUANT TO
SECTION 1350, CHAPTER 63 OF TITLE 18, UNITED STATES CODE,
AS ADOPTED PURSUANT TO
SECTION 906 OF THE SARBANES-OXLEY ACT OF 2002
Pursuant to Section 1350, Chapter 63 of Title 18, United States Code, as adopted pursuant to Section 906 of the Sarbanes-Oxley Act of 2002,
the undersigned, as President, Chief Executive Officer and Chief Operating Officer of VSE Corporation (the "Company"), does hereby
certify that to the best of the undersigned's knowledge:
1) the Company's Quarterly Report on Form 10-Q for the quarter ended September 30, 2012 (the "Report"), fully complies with the
requirements of Section 13(a) or 15(d) of the Securities Exchange Act of 1934; and
2) the information contained in the Company's Report fairly presents, in all material respects, the financial condition and results of operations
of the Company.

Date: October 30, 2012

/s/ M. A. Gauthier
M. A. Gauthier
Chief Executive Officer, President
and Chief Operating Officer

VSE Form 10-Q September 30, 2012
Exhibit 32.2

CERTIFICATION PURSUANT TO
SECTION 1350, CHAPTER 63 OF TITLE 18, UNITED STATES CODE,
AS ADOPTED PURSUANT TO
SECTION 906 OF THE SARBANES-OXLEY ACT OF 2002
Pursuant to Section 1350, Chapter 63 of Title 18, United States Code, as adopted pursuant to Section 906 of the Sarbanes-Oxley Act of 2002,
the undersigned, as Executive Vice President and Chief Financial Officer of VSE Corporation (the "Company"), does hereby certify that to
the best of the undersigned's knowledge:
1) the Company's Quarterly Report on Form 10-Q for the quarter ended September 30, 2012 (the "Report"), fully complies with the
requirements of Section 13(a) or 15(d) of the Securities Exchange Act of 1934; and
2) the information contained in the Company's Report fairly presents, in all material respects, the financial condition and results of operations
of the Company.

Date: October 30, 2012

/s/ T. R. Loftus
T. R. Loftus
Executive Vice President and
Chief Financial Officer
(Principal Accounting Officer)

