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UNITED STATES
SECURITIES AND EXCHANGE COMMISSION

Washington, D.C. 20549

Form 10-Q

(Mark One)

X QUARTERLY REPORT PURSUANT TO SECTION 13 OR 15(d) OF THE SECURITIES EXCHANGE ACT
OF 1934

For the quarterly period ended September 30, 2005

OR

TRANSITION REPORT PURSUANT TO SECTION 13 OR 15(d) OF THE SECURITIES EXCHANGE ACT
OF 1934

For the transition period from to

Commission file number 1-15603

NATCO Group Inc.

(Exact name of registrant as specified in its charter)
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Delaware 22-2906892
(State or other jurisdiction of (I.R.S. Employer
incorporation or organization) Identification No.)
2950 North Loop West
7th Floor
Houston, Texas 77092
(Address of principal executive offices) (Zip Code)

713-683-9292

(Registrant s telephone number, including area code)

Indicate by check mark whether the registrant (1) has filed all reports required to be filed by Section 13 or 15(d) of the Securities Exchange Act
of 1934 during the preceding 12 months (or for such shorter period that the registrant was required to file such reports), and (2) has been subject
to such filing requirements for the past 90 days. Yes x No ~

Indicate by check mark whether the registrant is an accelerated filer (as defined in Rule 12 b-2 of the Exchange Act). Yes x No ~

Indicate by check mark whether the registrant is a shell company (as defined in Rule 12b-2 of the Exchange Act). Yes © No x

As of October 31, 2005, the issuer had outstanding 16,890,715 shares of common stock, par value $0.01 per share.
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PART I FINANCIAL INFORMATION

Item 1. Financial Statements

NATCO GROUP INC. AND SUBSIDIARIES

CONDENSED CONSOLIDATED BALANCE SHEETS

(in thousands, except share and par value data)

ASSETS
Current assets:
Cash and cash equivalents
Trade accounts receivable, less allowance for doubtful accounts of $1,086 and $1,229 as of
September 30, 2005 and December 31, 2004 respectively
Inventories
Deferred income tax assets, net
Prepaid expenses and other current assets

Total current assets

Property, plant and equipment, net
Goodwill, net

Deferred income tax assets, net
Other assets, net

Total assets

LIABILITIES, REDEEMABLE CONVERTIBLE PREFERRED STOCK AND

STOCKHOLDERS EQUITY
Current liabilities:
Current installments of long-term debt
Accounts payable
Accrued expenses and other
Customer advances
Income taxes payable

Total current liabilities

Long-term debt

Long-term deferred tax liabilities

Postretirement benefits and other long-term liabilities

Table of Contents

September 30,
2005

(unaudited)

$ 7,448

95,961
32,992
3,880
3,914

144,195
33,358
80,919

3,406
1,114

$ 262,992

$ 6,429
38,161
36,762
13,486

250

95,088
27,321

502
10,485

December 31,

2004

$ 2,194

83,556
38,639
3,395
3,901

131,685
35,917
80,676

3,216
1,083

$ 252,577

$ 6,526
45,373
27,840
10,453

1,425

91,617
38,935

387
11,226
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Total liabilities 133,396 142,165

Commitments and contingencies

Series B redeemable convertible preferred stock (aggregate redemption value of $15,000), $.01 par

value. 15,000 shares authorized, issued and outstanding (net of issuance costs) 14,222 14,222
Stockholders equity:

Preferred stock, $.01 par value. Authorized 5,000,000 shares (of which 500,000 are designated as

Series A and 15,000 are designated as Series B); no shares issued and outstanding (except Series B

shares above)

Series A preferred stock, $.01 par value. Authorized 500,000 shares; no shares issued and outstanding

Common stock, $.01 par value. Authorized 50,000,000 shares; issued and outstanding 16,875,765 and

15,890,534 shares as of September 30, 2005 and December 31, 2004, respectively 168 158

Additional paid-in capital 100,452 97,044

Accumulated retained earnings 13,914 7,229

Treasury stock, 9,674 and 852,819 shares at cost as of September 30, 2005 and December 31, 2004,

respectively (83) (8,335)
Accumulated other comprehensive gain 923 94

Total stockholders equity 115,374 96,190

Total liabilities, redeemable convertible preferred stock and stockholders equity $ 262,992 $ 252,577

See accompanying notes to unaudited condensed consolidated financial statements.
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UNAUDITED CONDENSED CONSOLIDATED STATEMENTS OF OPERATIONS

Revenues
Cost of Goods Sold

Gross Profit

Selling, general and administrative expense
Depreciation and amortization expense
Closure, severance and other

Interest expense

Write-off of unamortized loan costs

Interest cost on postretirement benefit liability
Interest income

Other, net

Income before income taxes
Income tax provision

NATCO GROUP INC. AND SUBSIDIARIES

(in thousands, except per share data)

Three Months Ended Nine Months Ended
September 30, September 30,
2005 2004 2005 2004

$ 102,400 $ 84,313

$ 285,704 $ 229,642

77,551 65,353 217,172 176,237
24,849 18,960 68,532 53,405
14,645 13,290 43,647 40,165
1,276 1,312 3,931 4,051
2,076 2,677 2,166 2,762
942 903 3,033 2,709
667
210 225 630 675
(5) (&) (70) (111)
1,630 420 2,024 1,394
4,075 138 13,171 1,093
1,686 85 5,361 463

$ 7,810 $ 630
1,125 1,125

Net income $ 2,389 $ 53
Preferred stock dividends 375 375
Net income (loss) allocable to common stockholders $ 2,014 $ (322

Earnings (loss) per share basic:
Net income (loss)

Earnings (loss) per share diluted:
Net income (loss)

$ 6,685 $ (495

$ 012 $ (0.02)

$ 042 $  (0.03)

$ 012 $ (0.02)

$ 041 $ (0.03)

Basic weighted average number of shares of common stock outstanding 16,260 15,770
Diluted weighted average number of shares of common stock outstanding 16,793 15,770

See accompanying notes to unaudited condensed consolidated financial statements.
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NATCO GROUP INC. AND SUBSIDIARIES

UNAUDITED CONDENSED CONSOLIDATED STATEMENTS OF CASH FLOWS

Cash flows from operating activities:
Net income

Adjustments to reconcile net income to net cash provided by (used in) operating activities:

Deferred income tax benefit

Depreciation and amortization expense

Non-cash interest income

Non-cash interest expense

Write-off of unamortized loan costs

Tax benefit of stock options exercised
Revaluation of warrants

Interest cost on postretirement benefit liability
Net payments on postretirement benefit liability
Restricted stock expense

Gain on the sale of property, plant and equipment
Change in assets and liabilities:

Increase in trade accounts receivable

Decrease (increase) in inventories

Increase in prepaid expense and other current assets
Increase in long-term assets

(Decrease) increase in accounts payable

Increase in accrued expenses and other

Increase in customer advances

Net cash provided by operating activities

Cash flows from investing activities:

Capital expenditures for property, plant and equipment
Proceeds from the sale of property, plant and equipment

Net cash used in investing activities

Cash flows from financing activities:

Net repayments under long-term revolving credit facilities

Repayments of long-term debt
Borrowings of long-term debt
Proceeds from the issuance of preferred stock

Proceeds from the stock issuances related to stock options, net

Dividends paid
Deferred financing fees

Table of Contents

(in thousands)

Nine Months Ended
September 30,
2005 2004
$ 7,810 630
(560) (528)
3,931 4,051
(88)
369 362
667
1,274
1,778 38
630 675
(1,146) (1,380)
1,894
(1,011) (161)
(14,061) (6,441)
5,711 (4,412)
(392) (255)
(566) 32)
(7,731) 978
9,832 446
3,069 6,777
10,831 1,327
2,397) (2,486)
2,340 239
57) (2,247)
(3,936) (10,041)
(7,621) (34,036)
45,000
121
6,530 1,817
(750) (750)
(115) (1,124)
7
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Change in bank overdrafts

Net cash provided by (used in) financing activities

Effect of exchange rate changes on cash and cash equivalents

Increase (decrease) in cash and cash equivalents
Cash and cash equivalents at beginning of period

Cash and cash equivalents at end of period

Cash payments for:

Interest

Income taxes

Significant non-cash transactions:
Repayment of notes receivable from officers
Treasury stock acquired

See accompanying notes to unaudited condensed consolidated financial statements.
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(6) (294)
(5,898) 693
378 “)
5,254 (231)
2,194 1,751

$ 7.448 $ 1,520
$ 2463 $ 1,755
$ 5939 $ 306
$ 3,926

$ (3,926)
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NATCO GROUP INC. AND SUBSIDIARIES

NOTES TO UNAUDITED CONDENSED CONSOLIDATED FINANCIAL STATEMENTS

(1) Basis of Presentation and Reclassifications

Basis of Presentation

The accompanying condensed consolidated interim financial statements and related disclosures are unaudited and have been prepared by
NATCO Group Inc. pursuant to accounting principles generally accepted in the United States ( US GAAP ) for interim consolidated financial
statements and the rules and regulations of the Securities and Exchange Commission. As permitted by these regulations, certain information and
footnote disclosures that would typically be required in financial statements prepared in accordance with US GAAP principles have been
condensed or omitted. However, the Company s management believes that these statements reflect all the normal recurring adjustments
necessary for a fair presentation, in all material respects, of the results of operations for the periods presented, so that these interim financial
statements are not misleading. These condensed consolidated financial statements should be read in conjunction with the consolidated financial
statements and notes thereto included in the Company s Annual Report on Form 10-K/A filing for the year ended December 31, 2004.

To prepare financial statements in accordance with generally accepted accounting principles, the Company s management is required 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 reported amounts of revenues and expenses incurred during the reporting period. Actual results could differ from
those estimates.

References to NATCO and the Company are used throughout this document and relate collectively to NATCO Group Inc. and its consolidated
subsidiaries.

Reclassifications

Certain reclassifications have been made to the fiscal year 2004 amounts in order to present these results on a comparable basis with amounts for
fiscal 2005. These reclassifications had no effect on net income.

Commencing with this quarter, the Company has included postretirement payments as operating activities in the unaudited condensed
consolidated statement of cash flows included in this report and has reclassified the September 30, 2004 period to be consistent with the current
presentation. For the nine months ended September 30, 2004, this reclassification had the effect of reducing net cash provided by operating
activities and net cash used in financing activities by $1.4 million from that previously reported. The Company considers this reclassification to
be immaterial as it only affects presentation within the unaudited condensed consolidated statement of cash flows and does not impact the
unaudited condensed consolidated balance sheet or statement of operations, debt balances or compliance with debt covenants. In addition, the
Company does not believe a reader s ability to understand other key aspects of our financial statements that might be pertinent to an investment
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decision have been affected as a result of these reclassifications.
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The table below shows the effect of this cash flow reclassification for the six months ended June 30, 2005 and the three months ended March 31,
2005.

Six Months Ended June 30, 2005 Three Months Ended March 31, 2005

(Unaudited; in thousands)

As As
Reported Reclassification Revised Reported Reclassification Revised
Cash flow provided by operating activities $ 6,962 $ (809) $ 6,153 $ 1,462 $ (383) $ 1,074
Cash flow provided by (used in) investing
activities $ (875 $ $ 875 $ 82 $ $ 82
Cash flow used in financing activities $ (7,457) $ 809 $ (6,648) $ (2,475) $ 388 $(2,087)

(2) Stock-Based Compensation

Certain of our employees and nonemployee directors participate in stock incentive plans that provide for grants of options to acquire shares of
the Company s common stock and grants of restricted stock and other forms of stock-based compensation. The Company accounts for its stock
incentive plans by applying the provisions of Accounting Principles Board (  APB ) Opinion No. 25, Accounting for Stock Issued to Employees,
as permitted by Statement of Financial Accounting Standards ( SFAS ) No. 123, Accounting for Stock-Based Compensation. SFAS No. 123
allows entities to recognize as expense over the vesting period, the fair value of all stock-based awards on the date of grant. If entities continue
to apply the provision of APB Opinion No. 25, pro forma net income and earnings per share disclosures are required for all employee stock
option grants made in 1995 and subsequent years, as if the fair value-based method defined in SFAS No. 123 had been applied. SFAS No. 148,
Accounting for Stock-Based Compensation Transition and Disclosure, an amendment to FASB Statement No. 123, issued in December 2002,
provided alternative methods to transition to the fair value method of accounting for stock-based compensation, on a volunteer basis, and
required additional disclosures at annual and interim reporting dates. The Company has elected to continue to apply the provisions of APB
Opinion No. 25 and to provide the pro forma disclosures required by SFAS No. 123. In December 2004, FASB issued SFAS No. 123 (Revised
2004), Share-Based Payment ( SFAS 123R ). This amendment requires expensing of stock options and other share-based payments and
supersedes SFAS No. 123 which allowed companies to choose between expensing stock options or showing proforma disclosure only. This
standard is effective for the Company as of January 1, 2006 and will apply to all awards granted, modified, cancelled or repurchased after that
date as well as unvested portions of prior awards. The Company will adopt the standard as of the effective date. The Company is currently
evaluating the total effect on the financial statements and the method to use when valuing stock options in conjunction with implementing SFAS
123R.

The Company determines pro forma net income and earnings per share by applying the Black-Scholes Single Option Reduced Term valuation
method. This valuation model requires management to make subjective assumptions about the volatility of NATCO s common stock, the
expected term of outstanding stock options, the Company s risk-free interest rate and expected dividend payments during the contractual life of
the options.
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The following table summarizes these pro forma net earnings and earnings per share amounts for the three and nine months ended September 30,
2005 and 2004, respectively.

Three Months Ended Nine Months Ended
September 30, September 30,

2005 2004 2005 2004

(unaudited; in thousands, except per share

amounts)
Net income (loss) allocable to common stockholders as reported $2,014 $ (322) $6,685 $ (495)
Add: Restricted stock expense, net of related tax effects 589 24 1,126 36
Deduct: Total stock-based compensation expense determined under fair value based method for
all awards, net of related tax effects (602) (151) (887) (430)
Pro forma income (loss) $2,001 $ (449 $6,924 $ (889)
Earnings (loss) per share:
Basic as reported $ 0.12 $0.02) $ 042 $(0.03)
Basic pro forma $ 0.12 $(0.03) $ 043 $ (0.06)
Diluted as reported $ 0.12 $0.02) $ 041 $(0.03)
Diluted pro forma $ 0.12 $(0.03) $ 042 $ (0.06)

(3) Warrants

On March 25, 2003, the Company issued 15,000 shares of Series B Convertible Preferred Stock and warrants to purchase 248,800 shares of
NATCO s common stock to Lime Rock Partners II, L.P. The warrants had an exercise price of $10.00 per share of common stock and were to
expire on March 25, 2006. The Company had the ability to force the exercise of the warrants if NATCO s common stock traded above $13.50 per
share for 30 consecutive trading days, at which point the holder could elect to (1) exercise the warrants in full, (2) exercise for the net amount of
shares issuable after deduction of the exercise price from the current market price of the shares on the date preceding the exercise date or (3) not
to exercise the warrants, resulting in their termination. The warrants contained a provision whereby the holder could require the Company to
make a net-cash settlement for the warrants in the case of a change in control. The warrants were deemed to be derivative instruments and,
therefore, the warrants were recorded at fair value as of the issuance date. Fair value, as agreed with the counter-party to the agreement, was
calculated by applying a pricing model that included subjective assumptions for stock volatility, expected term that the warrants would be
outstanding, a dividend rate of zero and an overall liquidity factor. The Company recorded the resulting liability of $99,000 as of the issuance
date.

On August 26, 2005, Lime Rock exercised the warrants pursuant to the cashless exercise provision contained in the warrant instrument, resulting
in no cash payment to the Company. The number of shares of common stock issued to Lime Rock was calculated based on the average of the
closing price of the Company s shares on the New York Stock Exchange for the ten trading-day period ending on the day prior to the exercise.
The average price was $17.933, resulting in the issuance of 110,061 shares of common stock in exchange for the warrants.

As of December 31, 2004, the Company had a liability related to the warrants of $196,000. The Company adjusted this liability to fair value
from the date of issuance through the date of exercise and recorded an expense of $1.2 million and $1.8 million for the quarter and nine months
ended September 30, 2005, respectively, compared to an expense of $38,000 for each of the three and nine months ended September 30, 2004.
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(4) Earnings (Loss) per Share

The Company computed basic earnings per share by dividing net income (loss) allocable to common stockholders by the weighted average
number of shares outstanding for the period. Net income allocable to common stockholders at September 30, 2005, represented net income less
preferred stock dividends accrued. The
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Company determined diluted earnings per common and potential common share at September 30, 2005, as net income allocable to common
stockholders divided by the weighted average number of shares outstanding for the period, after applying the if-converted method to determine
any incremental shares associated with convertible preferred stock, warrants and restricted stock outstanding. These shares were considered
common and potential common shares for purposes of calculating earnings per share at September 30, 2005, in accordance with SFAS No. 128,
Earnings per Share. Outstanding employee stock options were considered potential common shares for purposes of this calculation. There were
no anti-dilutive common shares for the three months ended September 30, 2005, as all shares were in-the-money. However if anti-dilutive shares
were included for the nine months ended September 30, 2005, the impact would have been a reduction of 17,411 shares. For the nine months
ended September 30, 2004, all potential common shares related to employee stock options were considered anti-dilutive as the Company
recorded a net loss allocable to common stockholders during the period. Anti-dilutive stock options were excluded from the calculation of
potential common shares. If anti-dilutive shares were included in the calculation for the three month and nine month periods ended
September 30, 2004, the impact would have been a reduction of 163,881 shares and 407,211 shares, respectively. The following table presents
the computation of basic and diluted earnings (loss) per common and potential common share for the three months and nine months ended
September 30, 2005 and 2004, respectively:

Three Months Ended September 30, 2005 Three Months Ended September 30, 2004
Income Shares Per-Share Income Shares Per-Share
(Numerator) (Denominator) Amount (Numerator) (Denominator) Amount

(unaudited; in thousands, except per share amounts)

Net income $2,389 $ 53

Less: Preferred stock dividends accrued (375) (375)

Basic EPS:

Income (loss) allocable to common

stockholders $2,014 16,260 $ 0.12 $ (322) 15,770 $ (0.02)

Effect of dilutive securities:

Warrants 55

Restricted stock 110

Stock options 368

Diluted EPS:

Income (loss) allocable to common

stockholders $2,014 16,793 $ 0.12 $ (322) 15,770 $ (0.02)

Nine Months Ended September 30, 2005 Nine Months Ended September 30, 2004
Income Shares Per-Share Income Shares Per-Share
(Numerator) (Denominator) Amount (Numerator) (Denominator) Amount

(unaudited; in thousands, except per share amounts)

Net income $ 7,810 $ 630

Less: Preferred stock dividends accrued (1,125) (1,125)

Basic EPS:

Income (loss) allocable to common

stockholders $ 6,685 16,005 $ 042 $ (495 15,867 $ (0.03)
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Warrants

Restricted stock

Stock options

Diluted EPS:
Income (loss) allocable to common
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32
75
252

$ 6,685 16,364 $ 041 $ (495

15,867

$

(0.03)
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(5) Inventories

Inventories consisted of the following amounts:

Finished goods
Work-in-process
Raw materials and supplies

Inventories at FIFO
Excess of FIFO over LIFO cost

(6) Costs and Estimated Earnings on Uncompleted Contracts

Cost and estimated earnings on uncompleted contracts were as follows:

Cost incurred on uncompleted contracts
Estimated earnings

Less billings to date

Included in the accompanying balance sheet under the captions:

Trade accounts receivable
Customer advances
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September 30,

2005

(unaudited)

December 31,

2004

(in thousands)

$ 8,404
13,605
15,538

37,547
(4,555)

$32,992

September 30,

2005

(unaudited)

$ 14,056
9,887
19,116

43,059
(4,420)

$ 38,639

December 31,

2004

(in thousands)

$ 87,110
21,553

108,663
97,909

$ 10,754

$ 21,999
(11,245)

$ 10,754

$ 98,328
22,947
121,275
110,976

$ 10,299
$ 19,396
(9,097)

$ 10,299
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(7) Closure, Severance and Other

Effective September 17, 2005, the Company and Patrick M. McCarthy entered into a second amendment to Mr. McCarthy s Employment
Agreement, as amended. Under the terms of the second amendment, which was reviewed and approved by the Company s Board of Directors,
Mr. McCarthy will continue to serve as President until June 30, 2006 unless sooner terminated by the Company or Mr. McCarthy on or after
March 1, 2006.

Pursuant to an earlier amendment to the Employment Agreement entered into in September 2004 following the departure of the Company s then
Chief Executive Officer, if Mr. McCarthy were to remain employed in the capacity of President of the Company for a period of nine months
following the appointment of a permanent Chief Executive Officer other than Mr. McCarthy, Mr. McCarthy would have the right to elect to
terminate his employment at any time during the 10-day period following such nine-month anniversary and receive severance benefits equal to
two times his base salary, his pro rata bonus for the year through the date of termination, continuation of health care benefits for a period of 18
months following termination, immediate vesting on the termination date of all options granted prior to 2005 and lapse of all restrictions on any
restricted stock granted prior to 2005 on the termination date. Mr. McCarthy was granted option and restricted stock awards in June 2005 that
were subject to forfeiture in the event Mr. McCarthy exercised this election. The 10-day period commenced on September 7, 2005 and
terminated on September 17, 2005.
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In the second amendment, Mr. McCarthy agreed to remain as President of the Company for an additional period to terminate no later than June
30, 2006 in consideration for: (1) receiving the amounts to which he would otherwise have been entitled had he exercised the election described
above, with $247,000 of the amount due with respect to base salary to be paid to Mr. McCarthy on or before October 3, 2005 and the remaining
$388,470 payable, at the Company s election, either in a lump sum or in bi-weekly payments over an 11-month period, commencing, in each
case, on a date that is seven months after the date on which Mr. McCarthy separates from service; (2) continuation of salary and benefits through
the date of termination, with salary subject to increase if the Board makes adjustments generally to the salary levels of the senior management
team; (3) a guaranteed bonus for 2005 of not less than his target bonus (that is, 60% of his base salary), payable in accordance with the operation
of the 2005 bonus plan; (4) a pro rata share of his target bonus for 2006, payable in accordance with the operation of the applicable plan then in
effect; (5) the right to one-third of the options granted to him in June 2005 and the lapse of restrictions on one-third of the restricted stock
granted to him in June 2005, in each case if Mr. McCarthy does not voluntarily terminate his employment prior to June 30, 2006; and (6)
continuation of health care coverage for 18 months, commencing with the month following the last day of his employment. In the event of a
change in control during the period of his continued employment, Mr. McCarthy will be entitled to the greater of the benefits described in the
Employment Agreement and the change in control agreement offset by any amounts or entitlements described above that have been paid to that
time.

All other terms of the Employment Agreement, including but not limited to Mr. McCarthy s agreement not to compete with the Company for a
period of one year following his termination of employment, remain in full force and effect.

The Company recorded a charge of $1.2 million in the third quarter of 2005 related to Mr. McCarthy s amended employment agreement, in
addition to the previously accrued expense of $155,000 related to his 2005 bonus. The Company may incur additional charges with respect to
acceleration of one-third of the options granted to Mr. McCarthy in 2005 and lapse of restrictions on one-third of the restricted stock awarded to
Mr. McCarthy in 2005. An estimate of these charges will be accrued and expensed over the estimated remaining term of the Employment
Agreement, as amended.

During the third quarter of 2005, severance costs of approximately $799,000 were recorded related to redundancy of certain personnel in the
Company s UK operations.

In December 2004, the Company recorded severance expense of $1.3 million related to a restructuring plan that included involuntary
termination of certain administrative and operating personnel in the UK and Canada. The Company recorded facility closure costs of $42,000
and a gain on foreign exchange of $15,000 and made cumulative payments of $1.0 million in the first three quarters of 2005 related to this plan.
The Company also recorded a gain of $388,000 on the sale of a facility in the UK during the first quarter of 2005. Additionally, the Company
took a valuation adjustment charge of approximately $217,000 in the third quarter of 2005 related to this restructuring plan and reversed
approximately $216,000 of previously accrued amounts. At September 30, 2005, the Company had a liability of approximately $613,000 related
to this restructuring plan.

In September 2004, the Company recorded severance expense of $210,000 related to staff reductions in the Oil & Water Technologies segment.
As of September 30, 2005, the Company had no remaining liability related to this matter.

On July 28, 2004, the Company entered into a Separation Agreement with Mr. Nathaniel A. Gregory, then the Company s CEO, pursuant to
which Mr. Gregory stepped down as Chairman of the Board of Directors on that date and agreed to resign from the Company on September 7,
2004. The Company recorded an expense of approximately $2.5 million related to (1) severance payments, (2) continuation of Mr. Gregory s
welfare benefits for a period of 36 months following separation, (3) extending the exercise dates for Mr. Gregory s outstanding options to 18
months following the separation date (for which the Company recorded approximately $62,000 for stock based employee compensation
expense), (4) payment of certain of his attorneys fees in connection with
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the Separation Agreement and (5) reimbursement of certain moving expenses. The Company has paid $2.4 million of this amount through
September 30, 2005. As of September 30, 2005, the Company had a liability of $60,000 related to the separation agreement.

The Company also agreed to (1) accelerate vesting of any of Mr. Gregory s outstanding options, (2) reimburse certain living and commuting
expense through the separation date consistent with past practice, (3) continue providing director and officer indemnification insurance for a
period of time, (4) pay bonuses earned through the separation date pursuant to the Company s bonus plan and (5) continue to reimburse expenses
for Mr. Gregory s office space in Connecticut through December 31, 2004. The cost of these items has been or will be expensed in the period
incurred. Under this Agreement, Mr. Gregory agreed to provide advisory services for a period of one year following the separation date, when
and as requested by the Board, and to release the Company from certain potential claims. The parties also agreed on certain procedures for the
repayment of Mr. Gregory s then outstanding loans to the Company, which were paid in full on July 28, 2004.

In June 2004, the Company recorded and paid severance expense of $111,000 primarily associated with staff reductions in the Automation &
Controls segment and a subsidiary within the Oil & Water Technologies segment.

In December 2003, the Company s management approved additional restructuring costs including a plan to close a location in Singapore and
recorded closure, severance and other expense of $692,000, of which $515,000 related to severance, $35,000 related to the termination of a lease
arrangement and $142,000 related to employee relocation. The Company had no liability related to this restructuring plan as of September 30,
2005, and does not expect to incur additional costs related to this office closure in 2005. The liability related to this restructuring plan was
$163,000 at September 30, 2004.

In September 2003, the Company recorded expenses of $722,000 associated with a management-approved restructuring plan, which included the
involuntary termination of certain administrative and operating personnel in connection with the closure of a manufacturing facility in

Covington, Louisiana, at the Company s corporate headquarters, at the Company s research and development facility in Tulsa, Oklahoma, and
related to the consolidation of operations in the UK. Of the total expense recognized under this restructuring plan, $640,000 related to
post-employment benefits, which were accounted for in accordance with SFAS No. 112, Employers Accounting for Post-employment Benefits,
an amendment of FASB Statements No. 5 and 43, and $82,000 related to consultant s fees, equipment moving costs and employee relocations,
which were accounted for in accordance with SFAS No. 146, Accounting for Costs Associated with Exit or Disposal Activities. During the year
ended December 31, 2004, the Company incurred an additional $51,000 of expense related to this restructuring plan, offset by accrual reversals

as a result of changes in the assessment of liability under this plan totaling $77,000, resulting in an increase in net income of $26,000 for the year
ended December 31, 2004. The Company had a liability of $28,000 related to this restructuring plan as of September 30, 2005 and does not
expect to incur additional costs in 2005.

Following is a summary of Closure, severance and other expense:

For the Three Months For the Nine Months
Ended September 30, Ended September 30,
2005 2004 2005 2004

(unaudited, in thousands)
Severance $2,032 $2,677 $2,072 $2,762
Contract expenses and other 44 94
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$2,076 $2,677 $2,166 $2,762
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A roll forward of the Company s accrued Closure, severance and other costs as of September 30, 2005 and December 31, 2004, follows

(unaudited, in thousands):

Balance at December 31, 2004
Payments

Severance accrual, net

Other (1)

Balance at September 30, 2005

(1)  Foreign exchange impact of $(150,000) and $94,000 of closure costs.

$ 1,547
(1,329)
2,072
(56)

$ 2,234

The estimated payment of this liability at September 30, 2005 is $946,000 in 2005, $523,000 in 2006 and $258,000 in 2007. In addition, the
Company has an estimated non-cash liability related to equity awards of $507,000.

(8) Long-Term Debt

The Company had the following consolidated borrowings as of the date indicated:

Bank debt

2004 term loan with variable interest rate (5.69% to 7.75% at September 30, 2005) and quarterly
payments of principal ($1,607) and interest, due March 31, 2007
2004 revolving credit bank loans with variable interest rate and quarterly interest payments, due

March 31, 2007

Promissory note with variable interest rate and quarterly payments of principal ($24) and interest, due

February 8, 2007

Revolving credit bank loans (export sales facility) with variable interest rate and monthly interest

payments, due March 31, 2007

Total
Less current installments

Long-term debt

September 30, December 31,
2005 2004
(unaudited)
(in thousands, except
percentages)

$ 33,750 $ 40,179
4,090

1,192

$ 33,750 $ 45,461
(6,429) (6,526)
$27,321 $ 38,935

On July 23, 2004, the Company and two of its subsidiaries entered into an international revolving credit agreement with Wells Fargo HSBC
Trade Bank, N.A. providing for loans of up to $10 million, subject to borrowing base limitations. This working capital facility for export sales is
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secured by specific project inventory and receivables, as well as certain other inventory, accounts receivable and equipment, and is partially
guaranteed by the US Export-Import Bank. Loans under this facility mature on March 31, 2007, and bear interest at either (1) a Base Rate, as
defined in the agreement, less 0.25% or (2) the London Interbank Offered Rate ( LIBOR ) plus 2.00%, at the Company s election. This facility
replaced a similar export sales credit facility that terminated on July 23, 2004. Letters of credit outstanding under this facility as of September
30, 2005 were $4.2 million. This facility had fees related to letters of credit of approximately 1.00% of the outstanding balance for the period
June 30, 2005 to September 30, 2005.

On March 15, 2004, the Company entered into a new term loan and revolving facilities agreement, referred to as the 2004 term loan and
revolving credit facilities, which provides for a term loan of $45.0 million, a US

11
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revolving facility with a borrowing capacity of $20.0 million, a Canadian revolving facility with a borrowing capacity of $5.0 million and a UK
revolving facility with a borrowing capacity of $10.0 million. All of the borrowing capacities under the 2004 revolving facilities agreement are
subject to borrowing base limitations.

The Company recorded a charge of $667,000 in March 2004 to expense unamortized loan costs related to its previous term loan and revolving
credit facilities, and incurred an additional $995,000 of deferred loan costs related to the 2004 term loan and revolving credit facilities (referred
to as the 2001 term loan and revolving credit facilities), which will be amortized as interest expense through the term of the 2004 facilities to
March 2007. The Company also incurred approximately $115,000 of deferred loan cost primarily during the first quarter of 2005 associated with
an amendment to the 2004 term loan and revolving credit facilities. This additional cost was amortized over the term of the amendment which
ended June 2005.

The 2004 term loan and revolving facilities agreement provides for interest at a rate based upon the ratio of Funded Debt to EBITDA, as defined

in the credit facility ( EBITDA ), and ranging from, at the Company s election, (1) a high of LIBOR plus 2.75% to a low of LIBOR plus 2.00% or
(2) a high of a base rate plus 1.75% to a low of a base rate plus 1.00%. The Company will pay commitment fees related to this agreement on the
undrawn portion of the facility, depending upon the ratio of Funded Debt to EBITDA, which were calculated at 0.375% at September 30, 2005.

Borrowings of $33.8 million were outstanding under the term loan portion of the 2004 term loan and revolving credit facility at September 30,
2005, which bore interest at an average rate of 6.25%. During the third quarter 2005, the Company repaid $2.5 million under the revolving credit
portion and there were no borrowings outstanding for the revolving credit portion of these facilities at September 30, 2005. The Company had
letters of credit outstanding under the 2004 term loan and revolving facilities of $15.8 million at that date. Fees related to these letters of credit
were approximately 2.00% of the outstanding balance at September 30, 2005. These letters of credit support contract performance and
warranties and expire at various dates through February 2008.

The 2004 term loan and revolving facilities agreement is secured by a first lien or first priority security interest in or pledge of substantially all of
the assets of the borrowers and certain subsidiaries, including accounts receivable, inventory, equipment, intangibles, equity interests in US
subsidiaries, 66 /3% of the equity interest in active, non-US subsidiaries and interests in certain contracts. Assets of the Company and its active
US subsidiaries secure the US, Canadian and UK revolving facilities, assets of the Company s Canadian subsidiary also secure the Canadian
facility and assets of the Company s UK subsidiaries also secure the UK facility. The US facility is guaranteed by each US subsidiary of the
Company, while the Canadian and UK facilities are guaranteed by NATCO Group Inc., each of its US subsidiaries and the Canadian subsidiary
or the UK subsidiaries, as applicable.

The Company paid commitment fees of 0.375% for the quarter ended September 30, 2005 on the undrawn portion of the revolving credit
facilities of the 2004 term loan and revolving credit facilities.

The 2004 term loan and revolving facilities agreement contains restrictive covenants including, among others, those that limit the amount of
Funded Debt to EBITDA, impose a minimum fixed charge coverage ratio and impose a minimum net worth requirement. In March 2005, the
Company s lenders approved an amendment of various provisions of the 2004 term loan and revolving facilities effective January 1, 2005. This
amendment revised certain restrictive debt covenants, modified certain defined terms and changed the submission of financial statements to the
lenders to more closely reflect the current SEC requirements for furnishing financial information. On September 30, 2005, the Company was in
compliance with all restrictive debt covenants under its loan agreements.

Table of Contents 24



Edgar Filing: NATCO GROUP INC - Form 10-Q

With respect to the 2004 term loan and revolving credit facilities, NATCO has agreed that it will not make any distributions of any property or
cash to the Company or its stockholders except dividends required under the Series B Preferred Stock provisions. No dividends were declared or
paid to preferred or common stockholders during the quarter ended September 30, 2005.
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On February 6, 2002, the Company borrowed $1.5 million under a long-term promissory note to finance the purchase of a manufacturing facility
in Magnolia, Texas. This note accrued interest at the 90-day LIBOR plus 3.25%, and required quarterly payments of principal of approximately
$24,000 and interest for five years beginning May 2002, with a final balloon payment due February 2007. This promissory note was
collateralized by the manufacturing facility in Magnolia, Texas. This note was paid in full during the third quarter of 2005.

The Company previously maintained a working capital facility for export sales that provided for aggregate borrowings of $10.0 million, subject
to borrowing base limitations, which expired on July 23, 2004, when it was replaced by the export credit facility described above. This export
sales credit facility was secured by specific project inventory and receivables, and was partially guaranteed by the US Export-Import Bank.

The Company also had unsecured letters of credit and bonds totaling $181,000 and guarantees totaling $23.4 million at September 30, 2005.

(9) Income Taxes

NATCO s effective income tax rate for the nine months ended September 30, 2005 was 40.7%, which exceeded the amount that would have
resulted from applying the U.S. federal statutory tax rate due to the impact of state income taxes, foreign income tax rate differentials, losses in
foreign subsidiaries, changes in valuation allowances recorded and certain permanent book-to-tax differences including the impact of the
exercised warrants. There are certain prior tax returns currently under review by taxing authorities. Although we believe we have adequately
provided for income taxes, the ultimate outcome may differ from the amounts recorded in our financial statements. Such determinations could
materially affect our financial results in that period or such periods for which such determination is made.

(10) Business Segments

NATCO restructured its organization effective as of January 1, 2005 in order to improve our execution and customer focus. The new reporting
units are Oil & Water Technologies, Gas Technologies and Automation & Controls.

The Oil & Water Technologies group includes both standard and traditional oil and gas separation and dehydration equipment sales
and related services and built to order systems focused primarily on oil and water production and processing.

The Gas Technologies group includes our CO, membrane business, the assets and operating relationship related to our gas processing
facilities in West Texas, H,S removal technologies including Shell Paques and other built-to-order gas-related technologies that focus
on removing contaminants from the gas stream.

The Automation & Controls group remains unchanged, focusing on sales of new control panels and systems which monitor and
control oil and gas production, as well as field service activities including repair, maintenance, testing and inspection services for
existing systems.

NATCO allocates corporate and other expenses to each of the business segments. This allocation is based on headcount, total assets, revenues
and bookings. Corporate assets are allocated to the segments based on the total assets of the segment. The accounting policies of the reportable
segments were consistent with the policies used to prepare the Company s condensed consolidated financial statements for the respective periods

Table of Contents 26



Edgar Filing: NATCO GROUP INC - Form 10-Q

presented. The Company evaluates the performance of its operating segments based on total segment profit, which is defined as net income
before net interest expense, income taxes, depreciation and amortization expense, closure and other, write-off of unamortized loan costs, other,
net and accounting changes.

Certain segment amounts previously reported for the three and nine months ended September 30, 2004 have been reclassified to conform to the
presentation of segment amounts reported for the three and nine months ended September 30, 2005.

13

Table of Contents 27



Edgar Filing: NATCO GROUP INC - Form 10-Q

Table of Conten

Summarized financial information concerning the Company s reportable segments is shown in the following table.

Three Months Ended September 30, 2005
Revenues from unaffiliated customers
Inter-segment revenues

Segment profit"

Total assets

Capital expenditures

Depreciation and amortization

Three Months Ended September 30, 2004
Revenues from unaffiliated customers
Inter-segment revenues

Segment profit"

Total assets

Capital expenditures

Depreciation and amortization

Nine Months Ended September 30, 2005
Revenues from unaffiliated customers
Inter-segment revenues

Segment profit)

Total assets

Capital expenditures

Depreciation and amortization

Nine Months Ended September 30, 2004
Revenues from unaffiliated customers
Inter-segment revenues

Segment profit"

Total assets

Capital expenditures

Depreciation and amortization

(1)  Segment profit is a non-GAAP financial measure. A reconciliation of total segment profit to net income is set forth below.

The following table reconciles total segment profit (a non-GAAP financial measure) to net income:
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0Oil &
Water Gas Automation &
Technologies Technologies Controls Eliminations Total
(unaudited, in thousands)
$ 76,114 $ 12,798 $ 13,488 $ 102,400
98 1,254 $ (1,352)
2,961 6,546 697 10,204
180,533 59,099 23,360 262,992
452 98 44 594
628 556 92 1,276
$ 59,841 $ 11,302 $ 13,170 $ 84,313
(23) 973 $ (950)
542 4,692 436 5,670
172,742 54,580 20,510 247,832
627 84 288 999
673 545 94 1,312
0Oil &
Water Gas Automation &
Technologies Technologies Controls Eliminations Total
(unaudited, in thousands)
$215,186 $ 27972 $ 42,546 $ 285,704
620 3,175 $ (3,795
6,878 14,426 3,581 24,885
180,533 59,099 23,360 262,992
1,914 153 330 2,397
1,999 1,653 279 3,931
$ 167,893 $ 28,844 $ 32,905 $ 229,642
162 2,535 $ (2,697
(331) 12,700 871 13,240
172,742 54,580 20,510 247,832
1,921 220 345 2,486
2,129 1,626 296 4,051
Three Months Ended Nine Months Ended
September 30, September 30,
2005 2004 2005 2004
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Total segment profit

Net interest expense

Depreciation and amortization
Closure, severance and other
Write-off of unamortized loan costs
Other, net

Net income before income taxes
Income tax provision

Net income
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(unaudited, in thousands)

$10,204  $5,670 $24.885  $13,240
1,147 1,123 3,593 3,273
1,276 1,312 3,931 4,051
2,076 2,677 2,166 2,762
667

1,630 420 2,024 1,394
4,075 138 13,171 1,093
1,686 85 5,361 463

$ 238 $ 53 §$ 7,810 $ 630
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The following table provides further information on revenues by product line within the Oil & Water Technologies segment for the three and
nine months ended September 30, 2005 and 2004.

For the Three Months For the Nine Months
Ended September 30, Ended September 30,
2005 2004 2005 2004

(unaudited, in thousands)

Traditional/standard/used equipment $ 46,671 $ 45,681 $ 141,921 $ 115,322
Built to order 30,754 16,746 77,678 57,121
Eliminations (1,213) (2,609) (3,793) (4,388)
Total Oil & Water Technologies segment revenue $76,212 $59,818 $ 215,806 $ 168,055

The Company s geographic data related to total assets for continuing operations for the nine months ended September 30, 2005 and
December 31, 2004 were as follows:

United United

States Canada Kingdom Other Consolidated

(unaudited, in thousands)

September 30, 2005
Total assets $154,887 $25659 $75551 $6,895 $ 262,992
December 31, 2004
Total assets $146,964  $26,592 $ 72910 $6,111 $ 252,577

(11) Pension and Other Postretirement Benefits

The Company maintains postretirement benefit plans that provide health care and life insurance benefits for retired employees of a predecessor
company. These plans are accounted for in accordance with SFAS No. 106, Employers Accounting for Postretirement Benefits Other than
Pensions. The Company has recorded a liability based upon the actuarially determined accumulated postretirement benefit obligation associated
with these plans.

On December 8, 2003, the President of the United States signed into law the Medicare Prescription Drug Improvement, and Modernization Act
of 2003. In May 2004, the Financial Accounting Standards Board issued SFAS Staff Position 106-2, Accounting and Disclosure Requirements
Related to the Medicare Prescription Drug, Improvement and Modernization Act of 2003. This pronouncement requires the Company to
determine whether or not the benefit provided under its plans is at least actuarially equivalent to the Medicare prescription drug-benefit
(Medicare Part D). If the benefit provided is at least actuarially equivalent to Medicare Part D and this federal subsidy is deemed a significant
event, the Company is required to account for the federal subsidy attributable to past services as an actuarial gain under FSP SFAS No. 106-2
and to reduce the accumulated postretirement benefit obligation. For the portion of the federal subsidy attributable to current or future service,
the Company is required to reduce net periodic postretirement benefit cost while the employee provides the service. The Company s actuary
made a preliminary assessment that the benefits provided under its postretirement benefit plans are at least actuarially equivalent to Medicare
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Part D and that this law could reduce the Company s overall accumulated postretirement benefit obligation by approximately $2.2 million, and
thereby reduce the annual net periodic benefit cost associated with these plans. Based on this assessment, for the year ended December 31, 2004,
net periodic benefit cost was reduced by approximately $374,000, of which approximately $170,000 related to a reduction of interest cost and
approximately $204,000 related to a reduction of the amortization of the cumulative experience loss, to reflect the most recent estimate of the
Company s net periodic benefit cost under these postretirement benefit plans.
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The following table summarizes the components of net periodic benefit cost under the Company s postretirement benefit plans as of

September 30, 2005 and 2004, respectively:

Three Months Ended Nine Months Ended
September 30, September 30,
2005 2004 2005 2004
(unaudited, in thousands)
Unrecognized prior service cost $(177) $ (146) $ (531) $ (438)
Interest cost 210 221 630 663
Unrecognized loss 177 150 531 450
Net periodic benefit cost $ 210 $ 225 $ 630 $ 675

During 2004 and 2005, modifications were made to increase the level of contributions provided to the plans by the plan participants.

(12) Goodwill and Intangible Assets

In accordance with SFAS No. 142, Goodwill and Other Intangible Assets, the Company evaluates intangible assets with indefinite lives,
including goodwill, on an impairment basis, while intangible assets with a defined term, such as patents, are amortized over the useful life of the

asset.

Intangible assets subject to amortization as of September 30, 2005 and December 31, 2004 were:

As of September 30, 2005

As of December 31, 2004

Gross Gross
Carrying Accumulated Carrying Accumulated
Type of Intangible Asset Amount Amortization Amount Amortization
(unaudited, in thousands)
Deferred financing fees $1,110 $ 624 $ 995 $ 256
Patents 191 69 164 52
Other 617 113 308 81
Total $1,918 $ 806 $ 1,467 $ 389
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Amortization and interest expense of $104,000 and $109,000 were recognized related to these assets for the three months ended September 30,
2005 and 2004, respectively and $422,000 and $370,000 for the nine months ended September 30, 2005 and 2004, respectively. During the first
quarter of 2004, the Company recorded expense of $667,000 related to the write-off of deferred financing fees, resulting from the retirement of

the 2001 term loan and revolving credit facilities. See Note 8, Long-Term Debt. The estimated aggregate amortization and interest expense for
these assets for each of the following five fiscal years is: 2005 $415,000; 2006 $418,000; 2007 $129,000; 2008 $49,000; and 2009 $35,000. For
segment reporting purposes, these intangible assets and the related amortization expense were allocated to each segment.

Net goodwill of $80.9 million at September 30, 2005 was comprised of $47.4 million, $29.1 million and $4.4 million for the Oil & Water
Technologies reporting unit, Gas Technologies reporting unit and Automation & Controls reporting unit, respectively. Net goodwill of $80.7
million at December 31, 2004 was comprised of $47.3 million, $29.0 million and $4.4 million for the Oil & Water Technologies reporting unit,
Gas Technologies reporting unit and Automation & Controls reporting unit, respectively. The change in the value of goodwill between
September 30, 2005 and December 31, 2004 was due entirely to the impact of foreign currency exchange rate changes.

In accordance with SFAS No. 142, the Company tested each business segment for impairment of goodwill at December 31, 2004, and, based
upon the results of this testing, management determined that goodwill was not

16
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impaired. The Company will test each business segment for goodwill impairment annually, as required by the pronouncement, or more
frequently if there are indications of goodwill impairment. No additional testing was performed during the nine months ended September 30,
2005, as management noted no indications of goodwill impairment. In accordance with SFAS No. 142, goodwill was reallocated based upon the
fair value method with the change in the business segments effective January 1, 2005 and reclassifications have been made to the prior year for
comparable information.

(13) Warranty Costs

Estimated future warranty obligations related to products are charged to cost of goods sold in the period in which the related revenue is
recognized. A tabular reconciliation of the changes in the Company s aggregate product warranty liability for the nine months ended September
30, 2005, is set forth below (unaudited, in thousands).

Balance at December 31, 2004 $ 1,657

Foreign currency translation (43)

Payments/charges (1,830)

Net accruals 2,286

Balance at September 30, 2005 $ 2,070
(14) Litigation

Magnum Transcontinental Corp. Arbitration and Petroserv, S.A. v. National Tank Company, 165" Jud. Dist. Ct., Harris Co., TX (Cause

No. 200418769). These matters stemmed from an agreement among NATCO Group, Magnum Transcontinental Corporation, the US
procurement arm and Petroserv S.A., and Zephyr Offshore, Inc., a Petroserv subsidiary, to manufacture and install a processing plant on a
Petroserv rig, and Petroserv s agency agreement with NATCO for certain projects in Brazil. NATCO claimed Magnum owed it $418,990 under
the plant manufacturing agreement for additional work performed in excess of the day