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This Form 10-K contains “forward-looking stateméras defined by the Private Securities Litigatioefétm Act of 1995. Forward-looking
statements should be read in conjunction with iglefactors described in Item 1A below and the icenatry statements included in this Form
10-K in Item 7, Management’s Discussion and AnalysiFinancial Condition and Results of Operationder the heading~orward Looking
Information”.

PART |

ITEM 1. BUSINESS
The Company

The Registrant, Connecticut Water Service, Indefred to as “the Company”, “we” or “ourfyas incorporated in 1974, with The Connec!
Water Company (Connecticut Water) as its largessisiiary which was organized in 1956. Connecticait& Service, Inc. is a non-operating
holding company, whose income is derived from tmiags of its six wholly-owned subsidiary companik 2006, approximately 62% of
the Company'’s earnings from continuing operatioesenattributable to water activities carried outhivi its regulated water company,
Connecticut Water. Connecticut Water supplies wiat&3,247 customers in 41 towns throughout ConcigctAs a regulated water company
Connecticut Water is subject to state regulatigiareing financial issues, rates, and operatingessand to various other state and federal
regulatory agencies concerning water quality andrenmental standards.

In addition to its regulated utility, the Companyrts five unregulated companies, two of which aneently active and three of which were
inactive as of December 31, 2006. In 2006, thesegutated companies, together with real estatsacions within Connecticut Water,
contributed the remaining 38% of the Company’s iesgsfrom continuing operations through real estigtesactions as well as services and
rentals. The two active companies are Chester Rdatt., a real estate company in Connecticut; [ded England Water Utility Services,
Inc., which provides contract water and sewer dpmara and other water related services.

The three inactive companies are The BarnstabldirtplICompany, a holding company which owns BARLARG®. (BARLACO) and
Barnstable Water Company (Barnstable Water); BARDA@ real estate company in Massachusetts whose Ewventory of land was sold
in 2006; and Barnstable Water, a company that wasblic service company until its assets were solthe Town of Barnstable,
Massachusetts in 2005. As a result of the salrefssets of Barnstable Water, results of its ¢ipasahave been classified as discontinued
operations. We expect that the three inactive comegawill be merged or dissolved during 2007.

Our mission is to provide high quality water seevio our customers at a fair return to our stoatéid while maintaining a work environment
that attracts, retains and motivates our emplot@ashieve a high level of performance.

Our corporate headquarters are located at 93 Wait $treet, Clinton, Connecticut 06413. Our teleghoumber is 860.669.8636, and our
Internet address is www.ctwater.com.
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The Company’s annual report on Form 10-K, quartexports on Form 10-Q, current reports on Form @idxy statements and all
amendments to these documents will be made avaifed# of charge through the “INVESTOR INFO (SE@ngs)” section of the
Companys Internet website (http://www.ctwater.com) as sasipracticable after such material is electrohjiddéd with, or furnished to, th
Securities and Exchange Commission (the SEC). dlheniing documents are also available through G@®RPORATE GOVERNANCE”
section of our website:

. Code of Conduc— Board of Director:

. Code of Conduc— Employees

. Audit Committee Charte

. Compensation Committee Char

. Corporate Governance Committee Cha

Copies of each of the Company’s SEC filings (withexhibits) and corporate governance documentsioresd above will also be mailed to
investors, upon request by contacting the Compadgtporate Secretary at Connecticut Water, 93 Wiash Street, Clinton, CT 06413.

Our Regulated Business

In April 2006, the Connecticut Department of Uiili€ontrol (DPUC) approved the Company’s applicatomerge Unionville Water
Company (Unionville) and Crystal Water Company &aj) into Connecticut Water. The Company compl¢hede mergers on May 31,
2006. We currently treat each of the prior compaa divisions of Connecticut Water. In July, tlmrpany filed a rate application with the
DPUC for the newly merged Connecticut Water regngsdn increase in rates of approximately $14.6ianil or 30%. On January 16, 2007,
the DPUC issued its final decision and approveétteédnent Agreement; negotiated with the Offic€€ohsumer Counsel and the DPUC'’s
Prosecutorial Staff; that allowed Connecticut Wateiincrease of revenues of approximately $10,9400,6r 22.3%. The Settlement
Agreement allowed Connecticut Water to defer phthe revenues on its books as it recognizes ttre@se in two phases through customer
rate changes. As part of the Settlement Agreen@orinecticut Water will also be able to recoveryag and operating costs related to a
maximum of $15.5 million of capital investments read 2007, upon a determination by the DPUC thainkiestments were made in the best
interests of our customers. Additionally, Conneadti/ater agreed not to apply for a general ratecame that would become effective prior to
January 1, 2010.

Our business is subject to seasonal fluctuatiodsaarather variations. The demand for water is gdlyegreater during the warmer months
than the cooler months due to customers’ high waiasumption related to cooling systems and varutdoor uses such as private and
public swimming pools and lawn sprinklers. Demarilll wary with rainfall and temperature levels frorear to year and season to season,
particularly during the warmer months.

In general, the profitability of the water utiligdustry is largely dependent on the timeliness aafefjuacy of rates allowed by utility
regulatory commissions. In addition, profitabilisyaffected by numerous factors over which we Hétle or no control, such as costs to
comply with security, environmental, and water gyakgulations. Inflation and other factors alsgpiact costs for construction, materials and
personnel related expenses.
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Costs to comply with environmental and water qyakigulations are substantial. Since the 1974 erextt of the Safe Drinking Water Act,
we have spent approximately $57,383,000 in constigi€acilities and conducting aquifer mapping resaey to comply with the requireme
of the Safe Drinking Water Act, and other federad atate regulations, of which $7,412,000 was eapérin the last five years. We are
presently in compliance with current regulationst, the regulations are subject to change at ang.tirhe costs to comply with future chan
in state or federal regulations, which could requis to modify existing filtration facilities and/oonstruct new ones, or to replace any
reduction of the safe yield from any of our currsotirces of supply, could be substantial.

Connecticut Water derives its rights and franchisesperate from special state acts that are sutgjedteration, amendment or repeal and do
not grant us exclusive rights to our service ar€as.franchises are free from burdensome restristiare unlimited as to time, and authorize
us to sell potable water in all the towns we nowaeThere is the possibility that the State of @gticut could attempt to revoke our
franchises and allow a governmental entity to taker some or all of our systems. While we wouldovasly oppose any such attempts, f
time to time such legislation is contemplated.

The rates we charge our water customers are estalilunder the jurisdiction of and are approvethbyDPUC. It is our policy to seek rate
relief as necessary to enable us to achieve aruatiecpte of return. As noted above, on Januargd®/, the DPUC approved an increase of
revenues of approximately $10,940,000, or 22.3%Cfmnecticut Water effective January 1, 2007. @atinut Water's new allowed Return
on Equity and Return on Rate base are 10.125% @78 respectively. The following table shows imfiation related to each of our
divisions’ prior to the Connecticut Water’s 200Terdecision.

Year of Prior Allowed Allowed
Rate Return or Return or
Decision Equity Rate Bast
Connecticut Wate 1991 12.7% 10.78%
Crystal 200t 10.(% 7.55%
Unionville 199¢x* 12.35% N/A*

* Unionville's rates were based on a return on equity methogologt a rate base methodoloy

**  Beginning mi+2003, Unionville began imposing a 30% surchargetsicustomers’ water bills to recover financingdamperating costs
related to the construction and use of a waterrzganection with a neighboring water suppli

Our Water Systems

Our water infrastructure consists of 28 noncontiguwater systems in the State of Connecticut. @atem, in total, consists of approximat
1,400 miles of water main and reservoir storageci#yp of 7.0 billion gallons. The safe, dependalidd from our 121 active wells and 18
reservoirs is approximately 49 million gallons pey. Water sources vary among the individual systdmt overall approximately 35% of 1
total dependable yield comes from reservoirs artd 6d5m wells.
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We supply water, and in most cases, fire protedticail or portions of 41 towns in Connecticut.2006, Connecticut Water's 83,247
customers consumed approximately 6,918 millionogesllof water generating $46,945,000 in revenue.
The following table breaks down the above totalifes by customer class as of December 31, 2006, 200 2004:
2006 2005 2004
Customers
Residentia 74,25 72,96¢ 71,877
Commercial 5,48t 5,33¢ 5,24¢
Industrial 42¢ 42¢ 43C
Public Authority 587 58C 58€
Fire Protectior 1,56z 1,52¢ 1,49¢
Other (including no- metered account: 931 92¢ 92¢
Total 83,24 81,76 80,56
Water Revenues ($0's)
Residentia $29,06° $29,98( $28,97¢
Commercial 5,652 5,61¢ 5,47¢
Industrial 1,58¢ 1,53¢ 1,63t
Public Authority 1,507 1,62t 1,43(C
Fire Protectior 8,70¢ 8,261 8,081
Other (including no- metered account: 422 424 402
Total $46,94¢ $47,45¢ $46,00¢
Customer Water Consumption (millions of galla
Residentia 4,93: 5,26( 5,00¢
Commercial 1,19¢ 1,18¢ 1,172
Industrial 424 42% 452
Public Authority 363 405 34¢
Fire Protectior — — —
Other (including no- metered account: — — —
Total 6,91¢ 7,27¢ 6,981

Connecticut Water owns various small, discrete glarof land that are no longer required for watgpdy purposes. At December 31, 2006,
this land totaled approximately 370 acres. Overptrs several years, we have been slowly dispagisgch excess land. For more
information, please refer ®egments of Our Busindsslow.

Additional information on land dispositions canfband in Item 7 — Management’s Discussion and Asialpf Financial Conditions and
Results of Operations — Commitments and Contingsnci
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Competition

Connecticut Water faces competition, presentlymaterial, from a few private water systems opegatiithin, or adjacent to, our franchise
areas and from municipal and public authority systevhose service areas in some cases overlappodfamur franchise areas.

Employee:

As of December 31, 2006, we employed a total of @&3ons. Our employees are not covered by callebtirgaining agreements.

Segments of Our Business

For management and financial reporting purposediwide our business into three segments: WatewnAiets, Real Estate Transactions, and
Services and Rentals.

As a result of the DPUC'’s final decision issueduayg 16, 2007, the Company has reclassified ceiteims on the Consolidated Statements
of Income in order to reflect the requirementsh&f DPUC'’s final decision. These reclassificatioad ho effect on Income from Continuing
Operations; however, there was an effect on incfsome our reportable business segments. Certaimee@gand costs associated with antt
leases previously reported as Non-Water Sales mgsiiiave been reclassified to Other Utility Incoséditionally, certain costs associated
with compensation of key employees are now showtherOther category of Other Income (Deduction)arathan Operation and
Maintenance Expense, as previously reported. Tieedassifications had no effect on the overall medrom Continuing Operations, but tt
allow the reader to compare results between yaaasnore meaningful manner. These reclassificatiawe increased income from Water
Activities and decreased income from Services aeat&s by approximately $482,000 and $449,000 052hd 2004, respectively.

The Water Activities segment is comprised of oueaegulated water activities to supply public Hifg water to our customers. This
segment encompasses all transactions of our regluleter company with the exception of its reahtestransactions. For additional
information, please see “Reclassifications and §tens” in Footnote 1 of the Consolidated FinanSi@tements, found on page F-10.

Our Real Estate Transactions segment involvesaleess donation for income tax benefits of our esthte holdings. These transactions can
be effected by any of our subsidiary companie&dbruary 2006, the Company sold 109 acres of laaidwtere owned by BARLACO to the
Town of Barnstable, Massachusetts for $1.0 millibime Company has recorded a gain on the bargaihsiale of $980,000.

During 2005, the Company had one significant laadgaction. Connecticut Water sold 74 acres of iagtistol, Connecticut for $475,000
resulting in a net profit of $256,000.




Table of Contents

8

During 2005, the Company reduced after-tax profi$B53,000 by recording a reserve for income takhis was due to an examination by
the Internal Revenue Service (IRS), which was eramgithe fair market value of the property reflects the Company’s 2002, 2003 and
2004 tax returns. The IRS completed its examinaliaing 2006 and no adjustment to the Company’2202004 tax liability was needed.
As a result, the reserve of $353,000, along witldditional $623,000 in reserves was reversed @%20he Company does not expect to
make similar reversals related to tax reservestuwré periods.

From 2002 to 2004, Crystal donated land to the Tofwillingly, Connecticut for protected open spgueposes. In January 2004, the last
parcel of land was donated to the Town of Killinfdy a reduction of income tax expense of approxatye5707,000.

In December 2004, Connecticut Water made a donafié® acres of land to the Town of Plymouth, Carticait for a new school. As a result
of legislation passed in 2004, this donation waglde for the Connecticut corporate tax credithe same manner as a donation for open
space purposes. The reduction of income tax exfemsethis transaction was $498,000. In 2005, #m®unt was increased by $37,000
primarily due to a higher valuation reflected oa ompany’s tax return as a result of an updatpdaigal.

A breakdown of the net income of this segment betwaur regulated and unregulated companies fqudkethree years is as follows:

Income (Loss) from Real Estate Transactions f
Continuing Operation

Regulatec Unregulatec Total
2004 $1,206,00 $ — $1,206,00!
2005 $ (69,000 $ 8,00( $ (61,000
2006 $1,083,00! $980,00( $2,063,00!

Our Services and Rentals segment provides contraetwices to water and wastewater utilities ahemtlients and also leases certain of our
properties to third parties through our unregulatehpanies. The types of services provided inctiaigract operations of water and
wastewater facilitied;inebacker®, our service line protection plan for public driim water customers; and providing bulk delivenés
emergency drinking water to businesses and resideria tanker truck. Our lease and rental inconmeesoprimarily from the renting of
residential and commercial property.

Some of the services listed above, including theise line protection plan, have little or no cortipen. But there can be considerable
competition for contract operations of large wated wastewater facilities and systems. Howevemhawe sought to develop a niche market
by seeking to serve smaller facilities and systenmur service areas where there is less competifibe services and rentals segment, while
relatively new and a small portion of our overalbimess, has grown significantly over the past yiars and now provides approximately

8 percent of our overall net income in 2006. Nebime generated by this segment of our busines$%is 000, $463,000 and $380,000 for
the years 2006, 2005 and 2004, respectively.
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ITEM 1A. RISK FACTORS

Our business, financial condition, operating ressatid cash flows can be impacted by a number @driadncluding, but not limited to, those
set forth below, any one of which could cause a@tma results to vary materially from recent resalt anticipated future results. For a
discussion identifying additional risk factors d@ntportant factors that could cause actual resaltfiffer materially from those anticipated,
the discussion in “Forward Looking Information”liem 7 below — “Management’s Discussion and AnalydgiFinancial Condition and
Results of Operations” and “Notes to Consolidatedicial Statements” at pages F-7 to F-29.

Because we incur significant capital expendituresially, we depend on the rates we charge our ousts.

The water utility business is capital intensive. @nannual basis, we spend significant sums foitiadd to or replacement of property, plant
and equipment. Our ability to maintain and meetfmancial objectives is dependent upon the rateslarge our customers. These rates are
subject to approval by the DPUC. The Company igledtto file rate increase requests, from timéinwe, to recover our investments in utility
plant and expenses; however as part of our recdtie@ent Agreement with the DPUC, we have agre¢darequest rate relief that would
become effective prior to January 2010. Once ainatease petition is filed with the DPUC, the @nguadministrative and hearing process
may be lengthy and costly. The timing of our futtate increase requests are dependent on terms cdte case decision on January 16, -
and also partially dependent upon the estimatetiofdke administrative process in relation to itheestments and expenses that we hope to
recover through the rate increase to the extermoappd. We can provide no assurances that any fulieencrease request will be approve
the DPUC; and, if approved, we cannot guaranteetiese rate increases will be granted in a timelgyufficient manner to cover the
investments and expenses for which we initiallygfduhe rate increase. Additionally, the DPUC malg that a company must reduce its
rates.

Our operating costs could be significantly increidecause of state and federal environmental aadtthand safety laws and regulations.

Our water and wastewater services are governedtyus federal and state environmental protecti@hleealth and safety laws and
regulations, including the federal Safe DrinkingtéfaAct, the Clean Water Act and similar state laawsd federal and state regulations issued
under these laws by the U.S. Environmental Praiecdigency and state environmental regulatory agsndihese laws and regulations
establish, among other things, criteria and statgir drinking water and for discharges into thegews of the United States and/or
Connecticut. Pursuant to these laws, we are ragjtirebtain various environmental permits from eowinental regulatory agencies for our
operations. We cannot assure that we have beeiil drevat all times in total compliance with thdaevs, regulations and permits. If we
violate or fail to comply with these laws, regutais or permits, we could be fined or otherwise 8aned by regulators. Environmental laws
and regulations are complex and change frequehtlgse laws, and the enforcement thereof, have detadeecome more stringent over time.
While we have budgeted for future capital and ofiegeexpenditures to maintain compliance with thieses and our permits, it is possible
that new or stricter standards could be imposetwiibraise our operating costs. Although thesstsanay be recovered in the form of higher
rates, there can be no assurance that the DPUQapplove rate increases to enable us to recochrcasts.
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In summary, we cannot be assured that our costsroplying with, or discharging liabilities undegyreent and future environmental and
health and safety laws will not adversely affeat lousiness, results of operations or financial @i

Our business is subject to seasonal fluctuationisiwbould affect demand for our water services andrevenues.

Demand for our water during the warmer months isegally greater than during cooler months due priignto additional requirements for
water in connection with irrigation systems, swimmpools, cooling systems and other outside water Throughout the year, and
particularly during typically warmer months, demamitl vary with temperature and rainfall levels.time event that temperatures during the
typically warmer months are cooler than normalf tinere is more rainfall than normal, the demaoddur water may decrease and adversely
affect our revenues.

Potential drought conditions may impact our abilityserve our current and future custon’ uses of water and our financial results.

We depend on an adequate water supply to meeteisert and future demands of our customers. Drazggiditions could interfere with our
sources of water supply and could adversely affac@bility to supply water in sufficient quantii€ our existing and future customers. An
interruption in our water supply could have a matexdverse effect on our financial condition aedults of operations. Moreover,
governmental restrictions on water usage duringigibconditions may result in a decreased demanduiowater, even if our water reserves
are sufficient to serve our customers during tltrseight conditions, which may adversely affect mwenues and earnings.

Any future acquisitions we may undertake may irevdbks and uncertaintie

An important element of our growth strategy is sloguisition and integration of water systems ireotd move into new service areas and to
broaden our current service areas. We will notide # acquire other businesses if we cannot ifjestiitable acquisition opportunities or
reach mutually agreeable terms with acquisitiordadates. It is our intent, when practical, to inmteg any businesses we acquire with our
existing operations. The negotiation of potent@wsitions as well as the integration of acquiredinesses could require us to incur
significant costs and cause diversion of our mamegé’s time and resources. Future acquisitionssbgould result in:

. dilutive issuances of our equity securiti

. incurrence of debt and contingent liabiliti

. failure to have effective internal control overdircial reporting
. fluctuations in quarterly results; a

. other acquisitio-related expense

Some or all of these items could have a materiabise: effect on our business as well as our alidifinance our business and comply with
regulatory requirements. The businesses we acuine future may not achieve sales and profitgbiiat would justify our investment and
any difficulties we encounter in the integratiomgess, including in the integration of
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controls necessary for internal control and finahe@porting, could interfere with our operatioresjuce our operating margins and adversely
affect our internal controls. In addition, as cdigadion becomes more prevalent in the water ansteveater industries, the prices for suitable
acquisition candidates may increase to unacceplaidés and limit our ability to grow through acsitions.

Water supply contamination may adversely affectbusiness.

Our water supplies are subject to contaminatioziuging contamination from the development of nallyroccurring compounds, chemicals
in groundwater systems, pollution resulting frommnamaade sources, such as MTBE, and possible tdraitécks. In the event that our water
supply is contaminated, we may have to interruptutbe of that water supply until we are able testitie the flow of water from an
uncontaminated water source or provide additioratinent. We may incur significant costs in oraetréat the contaminated source through
expansion of our current treatment facilities, evelopment of new treatment methods. If we are len@absubstitute water supply from an
uncontaminated water source, or to adequately tineatontaminated water source in a cost-effectiganer, there may be an adverse effect
on our revenues, operating results and financiadlition. The costs we incur to decontaminate a m&darce or an underground water system
could be significant and could adversely affect lousiness, operating results and financial condiéind may not be recoverable in rates. We
could also be held liable for consequences arisinigof human exposure to hazardous substances inaiar supplies or other environmental
damage. For example, private plaintiffs have tghtrto bring personal injury or other toxic toraichs arising from the presence of hazardous
substances in our drinking water supplies. Ourrgusce policies may not be sufficient to cover tbsts of these claims.

The need to increase security may continue to asgeur operating costs.

In addition to the potential pollution of our wagrmply as described above, in the wake of thec®adpr 11, 2001 terrorist attacks and the
ongoing threats to the nation’s health and secusig/have taken steps to increase security meastioes facilities and heighten employee
awareness of threats to our water supply. We hisectightened our security measures regarding ¢figedty and handling of certain
chemicals used in our business. We have and wiliicoe to bear increased costs for security prémasito protect our facilities, operations
and supplies. These costs may be significant. Wearently not aware of any specific threats tofaailities, operations or supplies;
however, it is possible that we would not be irpaifion to control the outcome of terrorist evestisuld they occur.

Key employee turnover may adversely affect ouraipey results

Our success depends significantly on the contimogigtidual and collective contributions of our mgeanent team. The loss of the services of
any member of our management team or the inalbdityire and retain experienced management perseon&l harm our operating results.

ITEM 1B. UNRESOLVED STAFF COMMENTS
None
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ITEM 2. PROPERTIES

The properties of our water company consist of l@adements, rights (including water rights), bodd, reservoirs, standpipes, dams, wells,
supply lines, treatment plants, pumping plantsiamaission and distribution mains and conduits, saimd other facilities and equipment used
for the collection, purification, storage and disfition of water. In certain cases, our water comypaay be a party to limited contractual
arrangements for the provision of water supply fregrghboring utilities. We believe that our propestare in good operating condition.
Water mains are located, for the most part, inipuiteets and, in a few instances, are locatddrhthat we own in fee simple and/or land
utilized pursuant to easement right, most of wiaich perpetual and adequate for the purpose forwvthiey are held.

The net utility plant of the Company at DecemberZ106 was solely owned by Connecticut Water. Coticigt Water’s net utility plant
balance as of December 31, 2006 was $263,187,000.

Sources of water supply owned, maintained, andatpeby Connecticut Water include eighteen reses\aid fifty-two well fields. In
addition, Connecticut Water has an agreement WweghMetropolitan District Commission (MDC) (a publiater and sewer authority presel
serving the City of Hartford and portions of sumding towns), which provides, among other things tfie operation and maintenance by
MDC of a filtration plant to supply up to 650,008llgns of treated water per day for Connecticut&WatCollinsville System. Collectively,
these sources have the capacity to deliver appairipnforty-seven million gallons of potable watkily to the fourteen major operating
systems in the following table. In addition to fréncipal systems identified, Connecticut Water syumaintains, and operates fourteen small,
non-interconnected satellite and consecutive watsiems that, combined have the ability to dela®yut one million gallons of additional
water per day to their respective systems. For semmadl consecutive water systems, purchased watgroomprise substantially all of the
total available supply of the system. During 20D@, Company entered into, and the DPUC approvpdrehased water agreement with the
South Central Connecticut Regional Water Authaf®WA) to purchase up to one million gallons per dédied at the RWAS wholesale rate
pending the approval of all necessary diversiomgsr As part of the DPUC's decision to allow theghased water, the Company will be
allowed to treat any purchased water as a regylatsset.

Connecticut Water owns and operates sixteen wittatibn facilities, having a combined treatmeapecity of approximately 29.33 million
gallons per day.

The Company’s estimated available water supplyjmstiding water purchases or non-principal systdamas follows:
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ESTIMATED
AVAILABLE SUPPLY
(MILLION GALLONS

PER DAY)

Chester Systet 1.6¢
Collinsville Systen 0.6t
Danielson Syster 3.7¢
Gallup Systen 0.6(
Guilford Systen 9.31
Naugatuck Syster 6.91
Northern Western Syste 16.1¢€
Plainfield Systen 1.01
Somers Syster 0.2¢
Stafford Systen 1.0C
Terryville Systerr 0.94
Thomaston Systel 0.7:
Thompson Syster 0.2¢
Unionville Systerr 3.8¢

Total 47.21

As of December 31, 2006, the transmission andibligton systems of Connecticut Water consistedppiraximately 1,400 miles of main. On
that date, approximately 76 percent of our maingevegght-inch diameter or larger. Substantiallyngilv main installations are cement-lined
ductile iron pipe of eight-inch diameter or larger.

We believe that our properties are maintained imdgmondition and in accordance with current redoiet and standards of good waterworks
industry practice.
ITEM 3. LEGAL PROCEEDINGS

We are involved in various legal proceedings frametto time. Although the results of legal proceedi cannot be predicted with certainty,
there are no pending legal proceedings to whichowany of our subsidiaries are a party, or to Wtany of our properties is subject, that
presents a reasonable likelihood of a material m@vienpact on the Company'’s financial conditiosults of operations or cash flows.

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

None.
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PART Il

ITEM 5. MARKET FOR THE COMPANY’S COMMON STOCK, RELA TED STOCKHOLDER MATTERS, AND ISSUER
PURCHASES OF EQUITY SECURITIES

Our Common Stock is traded on the NASDAQ Globak8eMarket under the symbol “CTWS”. Our quarterigthand low stock prices as
reported by NASDAQ and the cash dividends we paiihd 2006 and 2005 are listed as follows:

Price Dividends

Period High Low Paid
2006

First Quartel $26.4: $23.81 $.212¢

Second Quarte 27.71 20.2¢ 212%

Third Quartel 24.3¢ 21.9(C .215(C

Fourth Quarte 23.1¢ 21.3¢ .215(C
2005

First Quarte! $27.5: $24.7¢ .210(

Second Quarte 25.81 21.91 .210C

Third Quartel 28.17 24.2i .212¢

Fourth Quarte 26.3:2 22.6¢ 212%

As of March 1, 2007, there were approximately 4,B6lalers of record of our common stock.

We presently intend to pay quarterly cash dividend2007 on March 15, June 15, September 17 anérleer 17 subject to our earnings
financial condition, regulatory requirements ankeotfactors our Board of Directors may deem relevan

Purchases of Equity Securities by the Company In May 2005, the Company adopted a common steglrchase program (Share
Repurchase Program). The Share Repurchase Profjoava the Company to repurchase up to 10% of itstanding common stock, at a
price or prices that are deemed appropriate. A3sgember 31, 2006, no shares have been repurct@sedntly, the Company has no plans
to repurchase shares under the Share Repurchagarfro

Performance Graph— Set forth below is a line graph comparing the glative total shareholder return for each of tharge2001 — 2006 on
the Company’s Common Stock, based on the market pfithe Common Stock and assuming reinvestmedivmfends, with the cumulative
total shareholder return of companies in the Stah&aPoor’s 500 Index and the Standard and Podi® Btility Index.
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COMPARISON OF CUMULATIVE FIVE YEAR TOTAL RETURN

$200
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£100 ¢

$50
50 t t i 1 i
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—o— CONMECTICUT WATER SERVICE INC —3— S&P 500 INDEX—— S&P 500 UTILITIES

2001 2002 2003 2004 2005 2006

Connecticut Water Service, Ir 10C 87.91 99.3¢ 98.1¢ 93.97 90.4¢
Standard & Poc’s 500 Inde> 10C 77.9C 100.2¢ 111.1¢ 116.6: 135.0:
Standard & Poc’s 500 Utilities Inde: 10C 70.01 88.3¢ 109.8¢ 128.3¢ 155.2¢

(Source: Standard & Poor’s Institutional Market\&ez)
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ITEM 6. SELECTED FINANCIAL INFORMATION
SUPPLEMENTAL INFORMATION (Unaudited)
SELECTED FINANCIAL DATA
Years Ended December 31, (thousands of dollarspéxes share
amounts and where otherwise indicat 200¢ 200t 2004 200 200z
CONSOLIDATED STATEMENTS OF INCOME
Continuing Operation
Operating Revenue $ 46,94¢ $ 47,45; $ 46,00¢ $ 44,59¢ $ 43,27¢
Operating Expense $ 39,96 $ 37,48¢ $ 35,48 $ 33,38( $ 31,917
Other Utility Income, Net of Taxe $ 542 $ 571 $ 52C $ 46E $ 31€
Total Utility Operating Incom $ 7,52t $ 10,53¢ $ 11,04: $ 11,68 $ 11,67:
Interest and Debt Expen $ 4,461 $  3,58¢ $ 3,451 $  4,36¢ $ 4,241
Income from Continuing Operatiol $ 6,70¢ $  7,16¢ $ 9,16¢ $  8,89( $ 8,31¢
Cash Common Stock Dividends P. $ 7,01« $ 6,77¢ $ 6,641 $ 6,52¢ $ 6,271
Dividend Payout Ratio from Continuing Operatic 105% 95% 72% 73% 75%
Weighted Average Common Shares Outstan 8,227,95: 8,094,341 7,999,31! 7,956,42! 7,717,60:
Basic Earnings Per Common Share from Continuing

Operations $ 0.81 $ 0.8¢ $ 1.1¢ $ 1.12 $ 1.0¢
Number of Shares Outstanding at Year | 8,270,39 8,169,62 8,035,19! 7,967,37! 7,939,711
ROE on Year End Common Equ 7.C% 7.€% 10.4% 10.7% 10.4%
Declared Common Dividends Per Sh $ 0.85¢ $ 0.84t $ 0.83¢ $ 0.8zt $ 0.81¢
CONSOLIDATED BALANCE SHEET
Common Stockholde’ Equity $ 95,93¢ $ 94,07¢ $ 87,86¢ $ 83,31t $ 79,97t
Long-Term Debil 77,34% 77,404 66,39¢ 64,75¢ 64,73¢
Preferred Stock (Consolidated, Excluding Current

Maturities) 772 847 847 847 847
Total Capitalizatior $ 174,05 $ 172,32 $ 155,11: $ 148,91t $ 145,55¢
Stockholder' Equity (Includes Preferred Stoc 56% 55% 57% 57% 56%
Long-Term Debt 44% 45% 43% 43% 44%
Net Utility Plant $ 263,18 $ 247,70 $ 241,77¢ $ 235,09t $ 229,09
Total Asset: $ 315,19 $ 306,03! $ 290,94 $ 281,34 $ 264,79
Book Value— Per Common Shai $ 11.6( $ 115 $ 10.9¢ $  10.4¢ $ 10.07
OPERATING REVENUES BY REVENUE CLASS
Residentia $ 29,067 $ 29,98( $ 28,97 $ 27,83 $ 27,31
Commercial 5,652 5,61¢ 5,47¢ 5,32 5,141
Industrial 1,58¢ 1,53¢ 1,63¢ 1,61¢€ 1,70¢
Public Authority 1,507 1,62¢ 1,43( 1,302 1,24¢
Fire Protectior 8,70¢ 8,267 8,081 8,02¢ 7,35k
Other (Including No-Metered Accounts 422 424 40z 49€ 51¢
Total Operating Revenus $ 46,94¢ $ 47,45: $ 46,00¢ $ 44,59¢ $ 43,27¢
Number of Customers (Averag 82,55: 81,21 87,25¢ 86,14¢ 82,11¢
Billed Consumption (Millions of Gallons 6,91¢ 7,27¢ 7,801 7,64( 7,41¢
Number of Employee 20C 191 19z 19t 191
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ITEM 7. MANAGEMENT’S DISCUSSION AND ANALYSIS OF FIN ANCIAL CONDITION AND RESULTS OF OPERATIONS
FINANCIAL CONDITION
Overview

The Company is a non-operating holding company,sehincome is derived from the earnings of its diolly-owned subsidiary companies:
The Connecticut Water Company (Connecticut Wabée)y England Water Utility Services, Inc. (NEWUShé&Ster Realty Company
(Chester Realty), Barnstable Holding Company, Babie Water Company (Barnstable Water) and BARLAG©O, (BARLACO).

On May 31 2006, The Crystal Water Company (Crystat) Unionville Water Company (Unionville), previy wholly owned subsidiaries
of the Company, were merged into Connecticut W&erAugust 8, 2006, Connecticut Water Emergencyi€es, Inc., and Crystal Water
Utilities Corporation, previously wholly owned sidtiaries of the Company, were merged into NEWUS] @hester Realty, respectively.

In 2006, approximately 62% of the Company earning® continuing operations were attributable toevatctivities of its largest subsidiary,
Connecticut Water, a regulated water utility withB47 customers throughout 41 Connecticut towne.rétes charged for service by
Connecticut Water are subject to review and appioyshe Connecticut Department of Public Utilitp@rol (DPUC).

On July 18, 2006, Connecticut Water applied toDR&JC to amend its rates for the first time in 1&nge requesting approximately

$62.1 million in revenues, an increase of $14.6iom) or 30%. On January 16, 2007, the DPUC isstsefihal decision and approved a
Settlement Agreement; negotiated with the Offic€ohsumer Counsel and the DPUC’s Prosecutoriaf; $tat allowed Connecticut Water
an increase of revenues of approximately $10,940,0022.3%. The Settlement Agreement allowed Cotnng Water to defer part of the
revenues on its books as it recognizes the inciease phases through customer rate changes. A®pthe Settlement Agreement,
Connecticut Water will also be able to recoveryag and operating costs related to a maximum &f%nillion of capital investments made
in 2007, upon a determination by the DPUC thaitrnkiestments were made in the best interests ofestomers. Additionally, Connecticut
Water agreed not to apply for a general rate irsgrélat would become effective prior to Januarg0L0.

In the future, Connecticut Water plans to file $omaller but more frequent rate increases.
The Company'’s growth strategy continues to focusherfollowing:
. Investing in our water infrastructure and seekingety recovery of that investmer
. Marketing our services to private well owners wive Inear Connecticut Wa’'s water mains
. Working with local developers to encourage publatev use for new construction in Connecticut W's service are:
. Securing and retaining profitable Operations & Meirance contract
. Acquisition of water and wastewater utilities; ¢

. Expanding enrollments iLinebacke!®, the Compan’s service line repair prograi
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On a year-to-year basis Connecticut Water’'s easnang primarily influenced by weather patterns #ifgct our customers’ water usage and
thereby our revenues. Our revenues may fluctuateshyuch as $1.5 million (or 3.0%) above or belawanal year because customers use
more water in hot, dry growing seasons and lessmiratcool, rainy growing seasons.

Regulatory Matters and Inflation

The Company, like all other businesses, is affebtethflation, most notably by the continually ieasing costs required to maintain, impre
and expand its service capabilities. The cumuladffect of inflation over time results in signifitdy higher operating costs and facility
replacement costs, which must be recovered froardutash flows.

Connecticut Water is also subject to environmeatal water quality regulations. Costs to comply weitivironmental and water quality
regulations are substantial. We are currently mgiéance with current regulations, but the regoladi are subject to change at any time. The
costs to comply with future changes in state oefabregulations, which could require us to modifyrent filtration facilities and/or constr.
new ones, or to replace any reduction of the sade yrom any of our current sources of supply,lddee substantial.

Connecticut Water's ability to recover its incregxpenses and/or investment in utility plant ipatelent on the regulatory rates we charge
our customers. Changes to these rates must bevaploy the appropriate regulatory authority throfmimal rate proceedings. The rates
Connecticut Water charges its customers are reggitat the DPUC. Due to the subjectivity of ceriééms involved in the process of
establishing rates such as future customer gramfiation, and allowed return on investment, we dao assurance that we will be able to
raise our rates to a level we consider appropraate raise rates at all, through any future pateeeding.

Critical Accounting Policies and Estimates

The Company’s consolidated financial statementpegpared in conformity with Generally Accepted Agnting Principles in the United
States of America (GAAP) and as directed by thellegry commissions to which the Company’s subsieléaare subject. (See Note 1 to the
Consolidated Financial Statements for a discussiaur significant accounting policies.) The Compaelieves the following policies and
estimates are critical to the presentation ofdtssolidated financial statements.

Public Utility Regulatior— Statement of Financial Accounting Standards No¢:*&ccounting for the Effects of Certain Types of
Regulation” (SFAS 71), requires cost based, ragedeted enterprises such as Connecticut Watefflecteéhe impact of regulatory decisions
in their financial statements. The state regulattw®ugh the rate regulation process, can cregfglatory assets that result when costs are
allowed for ratemaking purposes in a period aftergeriod in which costs would be charged to expéysan unregulated enterprise. The
balance sheet includes regulatory assets anditiebias appropriate, primarily related to incomeets and post-retirement benefit costs. The
Company believes, based on current regulatory wistances, that the regulatory assets recordeikahg to be recovered and that its use of
regulatory accounting is appropriate and in acamcdawith the provisions of SFAS 71. Material regoilg assets are earning a return.
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Revenue Recogniti— Revenue from metered customers includes billiagsistomers based on quarterly or monthly mestings plus an
estimate of water used between the custasriast meter reading and the end of the accoupenigd. The unbilled revenue amount is liste

a current asset on the balance sheet. The amaantiesl as unbilled revenue is generally highemdutihe summer months when water sales
are higher. Based upon historical experience, memagt believes the Company’s estimate of unbiks@mues is reasonable. Beginning in
2007, the Company will begin to record deferrecereies in the amount of $3.8 million a year (footaltdeferral of approximately

$4.8 million). The deferral will stop in April 2008hen the Company will begin receiving a portiortred $4.8 million deferral in rates, over a
twenty year amortization period, and a return anuhcollected balance through rate base treatment.

Benefit Plan Accountin— Management evaluates the appropriateness ofgbeuht rate through the modeling of a bond parfalhich
approximates the pension and postretirement pédnilities. Management further considers rates gh lgjuality corporate bonds of
approximate maturities as published by nationabognized rating agencies consistent with the ouratf the Company’s pension and
postretirement plans.

The discount rate assumption we use to value awsipe and postretirement benefit obligations hasterial impact on the amount of
expense we record in a given period. Our 2006 &M% pension and postretirement expense was cadulsing assumed discount rates of
5.50% and 5.75%, respectively. In 2007, our penaiwhpostretirement expense will be calculatedguamassumed discount rate of 5.75%.
The following table shows how much a one perceahge in our assumed discount rate would have cldamgrereported 2006 pension and
postretirement expense:

Increase Increase
(Decrease (Decrease
in pensior in postretiremen
expenst expense
A 1% increase in the discount r: $(332,00() $(168,00()
A 1% decrease in the discount r $ 387,00( $ 204,00(

Outlook

The Companys earnings and profitability are primarily depertdgpon the sale and distribution of water, the ami@f which is dependent «
seasonal weather fluctuations, particularly duthggsummer months when water demand will vary wathfall and temperature levels. The
Company’s earnings and profitability in future yeaiill also depend upon a number of other factush as the ability to maintain our
operating costs at lower levels, customer growtthénCompany’s core regulated water utility bussnggowth in revenues attributable to non-
water sales operations, and the timing and adeqpfa@te relief when requested, from time to tifoy our regulated water company.

The Company believes that the factors describedeabnd those described in detail below under tlagling “Commitments and
Contingencies” may have significant impact, eithlene or in the aggregate, on the Company’s easrangd profitability in fiscal years 2007
and beyond.
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Please also review carefully the risks and unasies described in Item 1A — Risk Factors and theseribed below under the heading
“Forward Looking Information”.

Based on the Company'’s current projections, the izom believes that its Net Income from Continuinge@tions for the year 2007 will
increase from the levels reported for 2006, prityias$ a result of Connecticut Water’s 22.3% ratzéase that was approved by the DPUC
effective January 1, 2007. During 2007 and subssqresars, the ability of the Company to maintaid arcrease its Net Income from
Continuing Operations will principally depend upibie effect on the Company of the factors descrdimm/e in this “Outlook” section, those
factors described in the section entitled “Commitieeand Contingencies” and the risks and unceigaitescribed in “Forward Looking
Information.”

FINANCIAL CONDITION
Liquidity and Capital Resources

In recent years, we have relied on both interngdigerated funds and periodic debt issuances im twdand our construction budget.
However, in the future, we expect construction exjieires will be in excess of cash generated frperations and funds generated from the
Company’s dividend reinvestment plan; thereforewilerequire additional external debt financin§fge expect that this funding will initially
come in the form of interim bank loans, with reficang into long-term debt as the aggregate balandke interim loans accumulate. While
the Company considers both market interest ratdsranavailability of tax-exempt financing opporities through the Connecticut
Development Authority, we cannot be assured thatriterest rates will be favorable to the Companthat any new debt issuances will be
tax exempt.

The following table shows the total constructiopenditures excluding non-cash contributed utilignp for each of the last three years and
what we expect to invest on construction project2d07.

Constructior

Gross Funded by Constructior

Constructior Developers & Funded by

Expenditures Others Company
2004 $11,045,00 $2,647,00 $ 8,398,00!
2005 $16,957,00 $2,701,00 $14,256,00
2006 $17,792,00 $1,593,00! $16,199,00
2007 (Projected $20,750,00 $4,500,00! $16,250,00

We currently fund our working capital requiremetiiough our lines of credit with three banks, whichvide liquidity to satisfy ongoing
cash needs. We consider the current aggregateGRLBAD lines of credit to be adequate to finangeexpected short-term borrowing
requirements that may arise in 2007. If additidnabing is needed during 2007, the Company doe$onesee any obstacles to obtaining I
short-term financing arrangements. The lines oflitteave lives that range from 12 to 29 months,clvtéxpire during 2007 and 2008. We
expect to renew the lines as they expire. Theeéstaates payable are variable and fluctuate over
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time based on financial conditions. The weighteerage interest rate on the $5,250,000 aggregaedmbutstanding at December 31, 2006
was 5.735%.

During the first quarter of 2004, Connecticut Watfinanced an additional portion of its long-tedebt through the issuance of $12,500,000
of variable rate, taxable debenture bonds Serié4 20th a maturity date of January 4, 2029. Thedsomere secured by an irrevocable direct
pay letter of credit issued by a financial insiiat with a five-year term expiring in March 2005he proceeds of the sale of the bonds, which
are general debt obligations of Connecticut Watere used to redeem the $12,050,000 aggregatepairmenount of Connecticut Water’s
First Mortgage Bonds (Series V) and to pay a portibthe expenses associated with the bonds’ r@ignd

In connection with the issuance of the bonds, Coticig Water entered into an interest rate swapstation with a counterparty in the
notional principal amount of $12,500,000. The iegtrate swap agreement provides that, beginnifgiiit 2004 and thereafter on a monthly
basis, Connecticut Water will pay the counterparfixed interest rate of 3.73% on the notional amidar a period of five years. In exchan
the counterparty began in April 2004 and thereadtea monthly basis, paying Connecticut Water atiig interest rate (based on 105% o
U.S. Dollar one-month LIBOR rate) on the notionalcant for a period of five years. The purpose efititerest rate swap is to manage the
Company’s exposure to fluctuations in prevailintgrast rates.

On September 1, 2004, Connecticut Water refinaageaoktion of its existing bond indebtedness. CotiogcWater borrowed $9.55 million
sale proceeds from the issuance of Water FaciiRifsinding Revenue Bonds by the Connecticut Deveéoyt Authority (Authority). The
bonds were sold in two series with the followingis:

2004 A Series: $5,000,000 Variable Interest Matyfil/2028
2004 B Series: $4,550,000 Variable Interest Mag€ifi/2028

The proceeds of the transaction were used to regeiemobligations to the Authority that were sestiby the Series T and Series U first
mortgage bonds of Connecticut Water.

In November 2005, Connecticut Water borrowed $Wlianithrough the issuance of Water Facilities Rawe Bonds by the Authority sold in
one series with an interest rate of five percertunrag on October 1, 2040. The proceeds from the agfathe bonds were used to finance
construction and installation of various capitapmmvements to Connecticut Water’s existing watatemys.

In November 2005, Crystal borrowed $5 million thgbuthe issuance of Water Facilities Revenue Bogdbéd Authority sold in a single
series with an interest rate of five percent mamon October 1, 2040. The proceeds from the ddleedonds are being used to finance the
construction of a water treatment plant in the Takillingly, CT and to facilitate the interconnigan of two systems in the Town of
Killingly. As a result of the merger of Crystal m€onnecticut Water, this debt issuance becanabdity of Connecticut Water.

Barnstable Water Company’s note payable was pdith @005 in connection with the sale of BarnstalMater’s assets. As a result of the
prepayment, the Company paid the lender a prepayi@emf $322,000.
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Off-Balance Sheet Arrangements and Contractual Obgjations

We do not use off-balance sheet arrangements susbcaritization of receivables with any unconsabd entities or other parties. The
Company does not engage in trading or risk manageautivities (other than the interest rate swag@aent discussed above) and does not
have material transactions involving related pesson

The following table summarizes the Company’s futmatractual cash obligations as of December 30620

Payments due by Periods
(in thousands of dollars)

Less More

than 1 Years Years than 5

Contractual Obligation Total year 2and 3 4 and E years
Long-Term Debt (LTD) $ 77,35¢ $ 7 $ 15 $ 16 $ 77,31¢
Interest on LTC 77,70( 3,431 6,872 6,871 60,52(
Operating Lease Obligatiol 917 30¢€ 431 17¢% —
Purchase Obligations(1)( 103,09° 2,20z 1,744 1,78¢ 97,36:
Long-Term Compensation Agreement 43,66 3,37 6,07¢ 6,084 28,121
Total (4) (5) (6) $302,72¢ $ 9,32¢ $15,14. $14,93: $263,32¢

(1) Connecticut Water has an agreement with thetSCentral Connecticut Regional Water AuthorRY(A) to purchase water from
RWA. The agreement was signed on May 13, 2005 athdemain in effect for a minimum of ten (10) ysdrom that date. Connecticut
Water has agreed to purchase at least three m{Bi@®90,000) gallons of water per calendar yeanfRWA. Water sales to Connecticut
Water are billed monthly at the most current RWtaileate.

(2) Connecticut Water has an agreement with Te&dpolitan District (MDC) to purchase water fronDi@. The agreement became
effective on October 6, 2000 for a term of fiftyf5/ears beginning May 19, 2003, the date the waipply facilities related to the
agreement were placed in servi

(3) Pension and post retirement contributionsio&be reasonably estimated beyond 2006 and maydsected by such factors as return on
pension assets, changes in the number of plarciparits and future salary increas

(4) Advances for Construction are r-interest bearing

(5) We pay refunds on Advances for Constructieer@ specific period of time based on operativgmnees related to developer-installed
water mains or as new customers are connectedittalia service from such mains. After all refundsgaid, any remaining balance is
transferred to Contributions in Aid of Constructidime refund amounts are not included in the atbalvke because the refund amounts
and timing are dependent upon several variablekjding new customer connections, customer consomfgvels and future rate
increases, which cannot be accurately estimatetioRs of these refund amounts are payable anntlaibygh 2020 and amounts not
paid by the contract expiration dates become-refundable

(6) We intend to fund these contractual obligationdwtish flows from operations and liquidity sourbekl by or available to u
Interim Bank Loans Payable at year-end 2006 waa585000, which was $500,000 higher than at theof2005.

During 2006, the Company incurred approximately.8iillion of construction expenditures. The Compénanced the expenditures
through internally generated funds, long-term destances, proceeds from its dividend reinvestiplamt, customersadvances, contributior
in aid of construction and short-term borrowings.
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The Board of Directors has approved a $16.25 miltionstruction budget for 2007, net of amountsetditanced by customer advances and
contributions in aid of construction. Funds prirhagrovided by operating activities and short-tdsorrowings are expected to finance this
entire construction program given normal weathétepas and related operating revenue billings.

RESULTS OF OPERATIONS

Overview of 2006 Results from Continuing Operations

The Company has reclassified certain expensesesgthues on the 2005 Consolidated Statement of latcordifferent sections as a result of
the rate treatment called for in Connecticut Wat@006 rate case and the subsequent January 28Qjecasion. Expenses that were not
allowed for rate making purposes have been refileddrom utility Operating Expenses to Other Ineo(@eductions). Revenues and certain
interest income which were previously consideregnees for rate making purposes have been redtasfibm NonWater Sales and intere
income to Other Utility Income. These reclassifi@as had no effect on the overall Income from Qauitig Operations, but they allow the
reader to compare results between years in a meamimgful manner.

Overall the reclassifications had the following @apon previously reported Consolidated Statemefliscome line items:
Increase (Decrease) to Segment Earnings

2005
Water Activities Segme
Operation and Maintenance Expel $ 654,00(
Income Taxe: (179,000
Other Utility Income, Net of Taxe 571,00(
Other Income (Deductions), Net of Ta>- Allowance for Funds Used During Construct (117,000
Other Income (Deductions), Net of Ta>- Other (881,000
Interest on Lon-Term Debt 8,00(
Other Interest Charge 426,00(
Total Water Activities Segme $ 482,00(
Services and Rental Segm
Other Income (Deductions), Net of Ta>- Non-Water Sales Earning $(482,000)
Total Services and Rental Segm $(482,000
Net Effect on Continuing Operatio $ 0

Income from Continuing Operations for 2006 was 68,800, or $0.81 per basic share, a decrease 8{(G or $0.08 per basic share,
compared to 2005. The decrease in earnings watdower net income in our Water Activities segmpattially offset by increases in net
income in our Real Estate segment. Changes imoefrie for our segments were as follows:




Table of Contents

24
Increase (Decreas
Business Segme In Net Income
Water Activities $ (2,634,000
Real Estatt 2,124,001
Services and Renta 52,00(
Net (Decrease $ (458,000
Water Activities

The decrease in net income from Water Activitie2306 was $2,634,000, or $ 0.34 per share, lovaar ttwas in 2005. A breakdown of the
components of this decrease was as follows:

Increase

(Decrease

Operating Revenue $ (508,000
Operation and Maintenance expe 2,591,001
Depreciation expens 157,00(
Income Taxe! (462,000
Taxes Other than Income Ta» 190,00
Other Utility Income (29,000
Other Income 1,320,00!
Interest and Debt Expense (net of AFUL 941,00(

Total (Decrease $(2,634,000)

The 1.0% decrease in Operating Revenues was plyndae to the following:

- a $947,000, or 2.4%, decrease in revenuesinetered customers in 2006 due to decreased custeaer consumption of
approximately 4.9%, due to unfavorable weather itimms$, despite an increase in the number of custerserved of 1.8%

- off-setting the decrease from metered revemsesa $439,000, or 5.1%, increase in non-meterghtees which was primarily due to
increased fire protection charges related to thaesion of our water system which increased thelbrurof fire hydrants and revenue
generating mains upon which these charges are t

The $2,591,000, or 10.9%, increase in OperationMaiditenance expense was primarily due to theiollg expenses:
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Increase

(Decrease
Labor $1,464,00!
Other employee benefit cos 1,142,00!
Utility Costs 412,00(
Pension expens 254,00(
Other outside service (486,000
Legal service! (185,000)
Maintenance (122,000
Other 102,00(
Total Increast $2,591,00!

The increase in Labor over 2005 levels was duentorarecurring wage adjustment for a majority ofithp employees made early in 2006.
Other employee benefits increased primarily duadoeased costs associated with medical benefisenf to employees and retirees of the
Company. Utility costs have increased as our pgwaviders continue to increase the rates they ehargustomers. Offsetting these
increases was a decrease to Other outside sedteet® a decrease in audit fees and general constees.

The decrease in Income Tax expense associatedhgitWater Activities segment of $462,000 was dumarily to lower pre-tax net income
in 2006, and by flow through accounting relatethdok/tax timing differences.

The increase in Taxes Other Than Income Taxes viaaply due to increased payroll taxes relatethtweased salaries.

The decrease in Other Utility Operating Income was to a reduction of income generated from antsiiea leased to telecommunication
companies on our utility property.

The increase in Other Income was primarily duéhtoregulatory treatment of income taxes relatezkttain compensation and directors fees
(disallowed costs) based on the outcome of the @oyip Settlement Agreement issued by the DPUChmidiy 2007. This change resulted
in a reversal of a regulatory liability of $986,000

The increase in Interest and Debt Expense wasadilne tfollowing:

- Higher interest expense on long-term debharily due to the issuance of $15.0 million in neends in November 2005, resulting in
a full yea’s worth of expense in 2006 compared to a partiat ire2005;

- Higher other interest charges on interim bank loaitis higher interest rates; ai

- Amortization of the debt issuance costs of the kassiued in 200¢
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Real Estate

The net income generated by the Real Estate segnueeased $2,124,000, or $0.26 per share, in 20@6€o the sale of land from
BARLACO to the Town of Barnstable, Massachusettsnd2006. The agreement the Town of Barnstableredtinto with the Company to
purchase Barnstable Water’s assets also inclugeovésion whereby the Town of Barnstable would aagjuhrough a bargain sale purchase,
all of the land owned by BARLACO for an additiorgdl million. The BARLACO land was sold in Februa®08. The Company recorded a
gain on the bargain land sale for 2006 of $980,00@s gain is reported on the Gain (Loss) on PrypEransactions line of the Consolidated
Statements of Income.

Additionally, the Company reversed $976,000 of nese related to an examination by the Internal ReeeService (IRS) of the Company’s
Federal Income Tax Returns for the years 2002 4 288ich focused primarily on the value of land dtad by the Company. The IRS
completed its examination in 2006 without adjustirerthe previously filed tax returns. We do nopest to make similar reversals related to
tax reserves in future years.

Income from this business segment is largely depeinoh the tax deductions received on donatioresgs#l available land. This typically
occurs when utility-owned land is deemed to bensaiessary to protect water sources. The Compamngntlyr does not project completing
any material land transactions in 2007.

Services and Rentals

Net income generated from the Services and Reagamhent in 2006 increased $52,000, over 2005 lewgtls,no impact on earnings p
share. The increased net income was primarily dircreases in the prices we charge our custonmerfnacustomer enrollment in our sery
line maintenance program.

Overview of 2005 Results from Continuing Operations

The Company has reclassified certain expensesesgthues on the 2005 Consolidated Statement of latcordifferent sections as a result of
the rate treatment called for in Connecticut Wat@006 rate case and the subsequent January 28Qjecasion. Expenses that were not
allowed for rate making purposes have been refileddrom utility Operating Expenses to Other Ineo(@eductions). Revenues and certain
interest income which were previously consideregnees for rate making purposes have been redtasfibm NonWater Sales and intere
income to Other Utility Income. These reclassifi@as had no effect on the overall Income from Qauitig Operations, but they allow the
reader to compare results between years in a meamimgful manner.

Overall the reclassifications had the following #apon previously reported Income Statement liems:
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Increase (Decrease) to Segment Earnings
2005 2004
Water Activities Segme
Operation and Maintenance Expel $ 654,00( $ 283,00(
Income Taxe! (179,000 (91,000
Other Utility Income, Net of Taxe 571,00( 520,00
Other Income (Deductions), Net of Ta>- Allowance for Funds Used During Construct (117,000 (22,000
Other Income (Deductions), Net of Ta>- Other (881,000) (543,000
Interest on Lon-Term Debt 8,00( 9,00(
Other Interest Charge 426,00( 282,00(
Total Water Activities Segme $ 482,00( $ 449,00(
Services and Rental Segm
Other Income (Deductions), Net of Ta>- Non-Water Sales Earning $(482,000) $(449,000)
Total Services and Rental Segm $(482,000) $(449,000)
Net Effect on Continuing Operatio $ 0 $ 0

On May 20, 2005, the Company completed the sallbeofssets of Barnstable Water to the Town of Babhs, Massachusetts. The sale of
Barnstable Water’s assets has been classified igsdbtinued Operations” in the Consolidated Statemef Income due to the loss of a
management contract with the Town of Barnstablaimuary 2006. All of the results of Barnstable Wateluding current and prior years
and the gain on the sale of the utility’s assetsghbeen reclassified and are included as “Discoatl Operations”.

Net Income from Continuing Operations for 2005 #@sl66,000, or $0.89 per basic share, a decredklk @7,000, or $0.26 per basic sh
when compared to 2004. The decrease in earningslueato lower net income in Water Activities andaREstate segments partially offset
an increase in net income in the Services and Resggment.

Increase

(Decrease
Business Segme In Net Income
Water Activities $ (813,000
Real Estat (1,267,00i)
Services and Renta 83,00(
Net (Decrease $(1,997,000)

Water Activities

The decrease in net income from Water Activitie2005 was $813,000, or $ 0.11 per share, from 2AMdteakdown of the components of
this decrease is as follows:
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Increase

(Decrease
Operating Revenue $1,445,00
Operation and Maintenance expe 1,807,00!
Depreciation expens 154,00(
Income Taxe: (168,000
Taxes Other than Income Ta> 206,00(
Other Utility Income 51,00(
Other Income (289,000
Interest and Debt Expense (net of AFUL 21,00(
Total (Decrease $ (813,001

The 3.1% increase in Operating Revenues was ptyrtare to the following:

. a $1,244,000, or 3.3%, increase in metered regemu2005 which was due to increased customemrwatessumption attributable to a
hotter summer and a 1.5% increase in the numbeusibmers served; a

. a $201,000, or 2.4%, increase in non-meteredhte@which was primarily due to increased fire getibn charges related to the
expansion of our water system which increased timelaer of fire hydrants and revenue generating mgies which these charges
are basec

The $1,807,000 or 8.2% increase in Operation anitgl@ance expense was primarily due to the folloverpense increases:

Increase

Utility Costs $ 491,00(
Pension expens 335,00(
Other employee benefit cos 80,00(
Legal service! 274,00(
Other outside service 119,00(
Maintenance 185,00(
Labor 148,00(
Other 175,00(

Total Increas: $1,807,00!

The increase in Depreciation expense was due tGadngpany’s investment in new utility plant.

The decrease in Income Tax expense was due prnaifibwer pretax net income in 2005, partially offset by flowdhgh accounting relat
to book/tax timing differences.

The increase in Taxes Other Than Income Taxes viaaply due to increased municipal taxes relatedur increased investment in utility
plant.
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The increase in Other Utility Income was due ta@ased number of leases and higher lease ratggechtar the telecommunications
companies that lease space on our water storaige fiarntheir antenna sites.

The increase in Interest and Debt Expense wasadilne tfollowing:
. Higher interest expense on I-term debt primarily due to the issuance of $15.0igniin new bonds in 200t

. Higher other interest charges due primarily wréased commitment fees on the letters of credaaated with bonds issued in 2004
plus higher interest expense on interim bank laegitls higher interest rates; ai

. Amortization of the debt issuance costs of the lsasslued in 2004 and 20(

Real Estate

The net income generated by the Real Estate segleergased $1,267,000, or $0.16 per share, in B&€&use there were no large sales or
donations of land compared with the two donatidnamd we made in 2004 and in 2005 the Companyeamed its tax reserves related to
prior year land donations.

Services and Rentals

Net income generated from the Services and Reegamhent in 2005 increased $83,000, or $0.01 peesbaer 2004 levels. The increased
income is primarily due to a 15% increase in cugtoenrollment in our service line repair programnichtincreased our income from
Linebacker® by approximately $49,000.

COMMITMENTS AND CONTINGENCIES

Security — The Bioterrorism Response Act of 2001 requireghgypublic water system serving over 3,300 peaplerépare Vulnerability
Assessments (VA) of their critical utility assefhie last of these assessments required to bebfjledir companies were submitted to the U.S.
Environmental Protection Agency in June 2004 ans felowed by updated Emergency Response Plangdember 2004, per statutory
requirements. The information within the VA is motbject to release to the public and is proteataeh fFreedom of Information Act inquirie

Investment in security-related improvements is@tiooing process and management believes that$ts associated with any such
improvements would be eligible for recovery in figuate proceedings.

Reverse Privatization— Connecticut Water derives its rights and franehi® operate from state laws that are subjedteéoation,
amendment or repeal, and do not grant permanehisixe rights to our service areas. Our franché&@esfree from burdensome restrictions,
are unlimited as to time, and authorize us toysaihble water in all towns we now serve. Theréésgossibility that states could revoke our
franchises and allow a governmental entity to ker some or all of our systems. From time to tgsueh legislation is contemplated.

On May 20, 2005, the Company completed the sallbeofssets of Barnstable Water to the Town of Babths, Massachusetts. The Company
received $10.0 million in gross proceeds from thile sf its water utility assets, advances, andrdmutton in aid of construction which was
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recorded in 2005. The gain on the sale of thesetgsset of income taxes of $1.6 million, was $8ilion and has been classified as
‘Discontinued Operations’ in the Consolidated Stegats of Income. All of the results of Barnstablatér, including current and prior years
and the gain on the sale of the utility’s assetsgelbeen reclassified and were included as ‘Discoatl Operations’ for 2004, 2005 and 2006.

A separate real estate transaction for the BARLA&®@ was completed in February 2006 with additiqgrabeeds of $1 million. The sale of
the BARLACO land has been classified as Contin@pgrations because BARLACO was initially formedhatihe sole purpose of selling
land.

Environmental and Water Quality Regulation — The Company is subject to environmental and waatity regulations. Costs to comply
with environmental and water quality regulations substantial. We are presently in compliance waiittient regulations, but the regulations
are subject to change at any time. The costs tglyowith future changes in state or federal regatet, which could require us to modify
current filtration facilities and/or construct n@nes, or to replace any reduction of the safe yielsh any of our current sources of supply,
could be substantial.

Rate Relief— Connecticut Water is a regulated public utilighich provides water services to its customers. rates that regulated
companies charge their water customers are subjéiee jurisdiction of the regulatory authoritythe DPUC.

In July, the Company filed a rate application vtk DPUC for the newly merged Connecticut Wateuestjng an increase in rates of
approximately $14.6 million or 30%. On January 28)7, the DPUC issued its final decision and appdov Settlement Agreement,
negotiated with the Office of Consumer Counsel tu@dDPUC’s Prosecutorial Staff, that allowed Cotticet Water an increase of revenues
of approximately $10,940,000, or 22.3%. The Settienf\greement allowed Connecticut Water to defer githe revenues on its books as it
recognizes the increase in two phases throughmestmte changes. As part of the Settlement Agragr®nnecticut Water will also be al
to recover carrying and operating costs relatenaximum of $15.5 million of capital investmentade in 2007, upon a determination by
the DPUC that the investments were made in theib&sests of our customers. Additionally, ConnadtiWater agreed not to apply for a
general rate increase that would become effective o January 1, 2010.

In any future rate proceedings, the DPUC may aigbd@onnecticut Water to charge rates which the OROnsiders to be sufficient to
recover the normal operating expenses, to provwiddd for adding new or replacing water infrastrugtand to allow Connecticut Water an
opportunity to earn what the DPUC considers to fsraand reasonable return on our invested capital

Land Dispositions— The Company and its subsidiaries own additioaatqs of land in Connecticut, which may be su#ablthe future for
disposition, either by sale or by donation to mipaltties, other local governments or private ctadnfie entities. These additional parcels
would include certain Class | and Il parcels presly identified by the Connecticut DEP, which haegstrictions on development and resale.
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In previous years, the Company generated a sulmtpottion of its net income in land donations @ates. However, land donations are not
expected to generate income at historical levefatimme periods. Currently, there are no matertadations planned for 2007.

Taxes— The Company and its subsidiaries may be suljeztigher tax burden through changes in statsl&gin. Also, the Company’s
future property tax burden may increase if statlet@itowns is decreased.

FORWARD LOOKING INFORMATION

This report, including management'’s discussionamalysis, contains certain forward-looking statetmeagarding the Company’s results of
operations and financial position. These forwaking statements are based on current informatiginexpectations, and are subject to risks
and uncertainties, which could cause the Compaamtisal results to differ materially from expectegults.

Regulated water companies, including ConnecticuteWyare subject to various federal and state atgryl agencies concerning water quality
and environmental standards. Generally, the watkrstry is materially dependent on the adequa@ppfoved rates to allow for a fair rate of
return on the investment in utility plant. The &pito maintain our operating costs at the lowestgible level, while providing good quality
water service, is beneficial to customers and s$tolders. Profitability is also dependent on theelimess of rate relief to be sought from, and
granted by, the DPUC, when necessary, and numégiots's over which we have little or no controlghkias the quantity of rainfall and
temperature, industrial demand, financing costerggnrates, tax rates, and stock market trendshahiy affect the return earned on pension
assets, and compliance with environmental and vepiality regulations. The profitability of our otheevenue sources is subject to the am

of land we have available for sale and/or donatilba,demand for the land, the continuation of tineent state tax benefits relating to the
donation of land for open space purposes, regylatoproval of land dispositions, the demand faedemmunications antenna site leases and
the successful extensions and expansion of ouicgecentract work. We undertake no obligation tdatp or revise forward-looking
statements, whether as a result of new informafidgore events, or otherwise.

ITEM 7A. QUANTITATIVE AND QUALITATIVE DISCLOSURE AB  OUT MARKET RISK

The primary market risk faced by the Company isnest rate risk. As of December 31, 2006, the Coypad no exposure to derivative
financial instruments or financial instruments waignificant credit risk or off-balance-sheet risksaddition, the Company is not subject in
any material respect to any currency or other codityoisk.

The Company is subject to the risk of fluctuatintgrest rates in the normal course of businessCiimepany’s exposure to interest
fluctuations is managed at the Company and sulbbgidjgerations levels through the use of a combineadi fixed rate long-term debt (and
variable rate borrowings) under financing arrangeimentered into by the Company and its subsidianl the use of the interest rate swap
agreement discussed below. The Company has $16@D0urrent lines of credit with three banks, unabich interim bank loans payable at
December 31, 2006 were $5,250,000.
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During the first quarter of 2004, Connecticut Wadatered into a five-year interest rate swap treticain connection with the refunding of
its First Mortgage Bonds (Series V). The swap ageyd provides for Connecticut Water's exchangdazting rate interest payment
obligations for fixed rate interest payment obligas on a notional principal amount of $12,500,008e purpose of the interest rate swap
manage the Company’s exposure to fluctuationsenailing interest rates. See “Liquidity and CapR&lsources” section of Item 7 —
“Management’s Discussion and Analysis and Restil@pzrations” above for further information. Ther@many does not enter into
derivative financial contracts for trading or spletive purposes and does not use leveraged instrigme

Management believes that changes in interest vatiesot have a material effect on income or cdstwfduring 2007, although there can be
no assurances that interest rates will not sigamifily change.

ITEM 8. FINANCIAL STATEMENTS AND SUPPLEMENTARY DATA

The Consolidated Financial Statements of Conneciitater Service, Inc., and the Notes to Consolili&ieancial Statements together with
the report of PricewaterhouseCoopers LLP are irduterein on pages F-2 through F-29.

ITEM 9. CHANGES IN AND DISAGREEMENTS WITH ACCOUNTAN TS ON ACCOUNTING AND FINANCIAL DISCLOSURE
None

ITEM 9A. CONTROLS AND PROCEDURES

Disclosure Controls and Procedures- As of December 31, 2006, management, includiegctbmpany’s Chief Executive Officer and Chief
Financial Officer, evaluated the effectivenesshef design and operation of the Company'’s disclosangrols and procedures (as defined in
Exchange Act Rule 13a-15(e)). Based upon, and #geadate of that evaluation, the Chief Executivéc®r and Chief Financial Officer
concluded that the Company’s disclosure controtsncedures were effective.

Management’s Report on Internal Control Over Finandal Reporting — Internal control over financial reporting (asidefl in Exchange
Act Rule 13a-15(f)) is a process designed to pmvahsonable assurance regarding the reliabilifinafcial reporting and the preparation of
financial statements for external purposes in at@oce with generally accepted accounting principles

Management of the Company is responsible for dstdbf and maintaining adequate internal contr@rdinancial reporting. We have used
the criteria established Internal Control — Integrated Framewoigsued by the Committee of Sponsoring Organizatidrise Treadway
Commission (COSO) in conducting our evaluationhef éffectiveness of the internal control over fitiahreporting. Based on our evaluati
we concluded that the Company’s internal contr@rdinancial reporting is effective as of DecemBg&y 2006. Our managementissessme
of the effectiveness of the Company’s internal oaraver financial reporting as of
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December 31, 2006 has been audited by Pricewatee@mopers LLP, an independent registered publiocwenting firm, as stated in their
report which appears herein.

Because of its inherent limitations, internal cohtiver financial reporting may not prevent or @¢taisstatements. Also, projections of any
evaluation of effectiveness to future periods afgect to the risk that controls may become inadegjbecause of changes in conditions, or
that the degree of compliance with the policieprocedures may deteriorate.

Changes in Internal Control Over Financial Reporting — Beginning in 2003, the Company implemented a cefmnsive plan to review,
document, test the operational effectiveness, aatliate the processes and systems of internalaiemver financial reporting, as required
under Section 404 of the Sarbanes Oxley Act of 2062 Public Accounting Oversight Board Standard NdAn Audit of Internal Control
Over Financial Reporting Performed in Conjunctioithfn Audit of Financial Statements” (Standard . which was adopted in

June 2004.

There were no changes in the Company’s internakabaover financial reporting that occurred durihg Company’s most recent fiscal
quarter that have materially affected, or are reably likely to materially affect, the Company’seémal control over financial reporting.

ITEM 9B. OTHER INFORMATION
None
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PART IlI

Pursuant to General Instruction G(3), the infororatialled for by Items 10, (except for informatimoncerning the executive officers of the
Company) 11, 12, 13 and 14 is hereby incorporayeetference to the Company’s definitive proxy staet to be filed on EDGAR on or
about March 31, 2007. Certain information concegrilre executive officers of the Company is includedtem 10 of this report.

ITEM 10. DIRECTORS, EXECUTIVE OFFICERS AND CORPORAT E GOVERNANCE

The following is a list of the executive officertbe Company:

Period Held ol Term of Office
Name Age in 2007 Office Prior Positior Expires
M. T. Chiaraluce 64 Chairman of the Board ar Held position of President sin 2007 Annual Meeting

Executive Officer January 1992 and position ¢
Chief Executive Officer since
July 1992 until his retirement

of March 1, 200¢

E. W. Thornburg 47 President, Chief Held position since March 1, 2007 Annual Meeting
Executive Officel 2006
D. C. Benoit 49 Vice President — Finance Held current position or othe 2007 Annual Meeting
Chief Financial Officer an executive position with the
Treasurel company since April 199
T. P. O'Neill 53 Vice President — Held current position or other 2007 Annual Meeting
Operations & engineering position with the
Engineering Company since February 19
M. P. Westbrook 47 Vice President — Held current 2007 Annual Meeting

Administration and
Government Affairs

position or other
management position
with the Company
since September
1988
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Period Held o Term of Office
Name Age in 2007 Office Prior Positior Expires
T. R. Marston 54 Vice President — Held current position or other 2007 Annual Meeting
Planning & management position with the
Treatmen Company since June 197
D. J. Meaney 47 Corporate Secretary Held current position or othe 2007 Annual Meeting

communications position witt
the Company since August 1€

For further information regarding the executiveadfs see the Company’s Proxy Statement dated MarcR007.

ITEM 11. EXECUTIVE COMPENSATION

ITEM 12. SECURITY OWNERSHIP OF CERTAIN BENEFICIAL O WNERS AND MANAGEMENT AND RELATED
STOCHOLDER MATTERS

ITEM 13. CERTAIN RELATIONSHIPS AND RELATED TRANSACT IONS, AND DIRECTOR INDEPENDENCE
ITEM 14. PRINCIPAL ACCOUNTING FEES AND SERVICES
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PART IV

ITEM 15. EXHIBITS AND FINANCIAL STATEMENT SCHEDULE
(@) 1. Financial Statements:

The report of independent registered publioanting firm and the Company’s Consolidated Finah8tatements listed in the Index to
Consolidated Financial Statements on pa-1 hereof are filed as part of this report, commegcin page -2.

Page
Index to Consolidated Financial Statements and &db F-1
Report of Independent Registered Public Accourfing F-2
Consolidated Statements of Income for the yearg&mkecember 31, 2006, 2005, and 2 F-4
Consolidated Statements of Comprehensive Incomtéoyears ended December 31, 2006, 2005, and F-4
Consolidated Balance Sheets at December 31, 2@D8G0% F-5
Consolidated Statements of Cash Flows for the yeaided December 31, 2006, 2005, and - F-6
Notes to Consolidated Financial Statem F-7

2. Financial Statement Schedu

The following schedule of the Company is includecdtioe
attached page as indicatt
Schedule Il Valuation and Qualifying Accounts aresBrves for the years ended December 31, 2006, 2065200+ S-1

All other schedules provided for in the apdiiearegulations of the Securities and Exchange Cission have been omitted because of the
absence of conditions under which they are requirdzecause the required information is set fartthe financial statements or notes
thereto.
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(b) Exhibits:
Exhibits for Connecticut Water Service, Inc. ar¢hia Index to Exhibit:

Exhibits heretofore filed with the Securities andtEange Commission as indicated below are incotpdraerein by
reference and made a part hereof as if filed hehe&ixhibits marked by asterisk (*) are being fileatewith.
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INDEX TO CONSOLIDATED FINANCIAL STATEMENTS AND SCHE DULE
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Reports of Independent Registered Public Accourfing

Consolidated Statements of Income for the years@icember 31, 2006, 2005, and 2

Consolidated Statements of Comprehensive Incomthéoyears ended December 31, 2006, 2005, and
Consolidated Balance Sheets at December 31, 2@D800%

Consolidated Statements of Cash Flows for the yeaaled December 31, 2006, 2005, and

Notes to Consolidated Financial Statem

Schedule I— Valuation and Qualifying Accoun
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Report of Independent Registered Public Accountingrirm
To the Board of Directors and Stockholders of Caticat Water Service, Inc.:

We have completed integrated audits of Connectatier Service, Inc.’s consolidated financial statat and of its internal control over
financial reporting as of December 31, 2006 in adance with the standards of the Public CompanyAnting Oversight Board (United
States). Our opinions, based on our audits, asepted below.

Consolidated financial statements

In our opinion, the accompanying consolidated badasheets and the related consolidated statemfeintsome, of cash flows and of
comprehensive income present fairly, in all matedapects, the financial position of Connecticuatéf Service, Inc. and its subsidiaries at
December 31, 2006 and 2005, and the results afdperations and their cash flows for each of ktined years in the period ended
December 31, 2006 in conformity with accountingipipples generally accepted in the United Statesnoérica. These financial statements
are the responsibility of the Company’s managent@ut.responsibility is to express an opinion orsthBnancial statements based on our
audits. We conducted our audits of these stateneiaiscordance with the standards of the Public gamg Accounting Oversight Board
(United States). Those standards require that am g@hd perform the audit to obtain reasonable assarabout whether the financial
statements are free of material misstatement. Alit afifinancial statements includes examiningadest basis, evidence supporting the
amounts and disclosures in the financial statemasgessing the accounting principles used andfisamt estimates made by management,
and evaluating the overall financial statement gméstion. We believe that our audits provide agrable basis for our opinion.

Internal control over financial reporting

Also, in our opinion, management’s assessmentyded in the accompanying Management’s Report arriat Control Over Financial
Reporting, that the Company maintained effectiterimal control over financial reporting as of Det®m31, 2006 based on criteria
established imnternal Control- Integrated Frameworkssued by the Committee of Sponsoring Organizatidriee Treadway Commission
(COSO0), is fairly stated, in all material respebti@sed on those criteria. Furthermore, in our opinihe Company maintained, in all material
respects, effective internal control over financegorting as of December 31, 2006, based on ierigstablished itnternal Control-
Integrated Frameworissued by COSO. The Company’s management is reigpe@ifer maintaining effective internal control avienancial
reporting and for its assessment of the effectigernd internal control over financial reporting.r@esponsibility is to express opinions on
management’s assessment and on the effectivenéss @bmpany’s internal control over financial rep@ based on our audit. We
conducted our audit of internal control over fin@hceporting in accordance with the standard$efRublic Company Accounting Oversight
Board (United States). Those standards requireatbailan and perform the audit to obtain reasonaséeirance about whether effective
internal control over financial reporting was mained in all material respects. An audit of inté@ntrol over financial reporting includes
obtaining an understanding of internal control drgaincial reporting, evaluating management’s agsest, testing and evaluating the design
and operating effectiveness of internal controtl parforming such other procedures as we conselegssary in the circumstances. We
believe that our audit provides a reasonable Wasisur opinions.




Table of Contents

F-3

A company'’s internal control over financial repogiis a process designed to provide reasonablessesuregarding the reliability of
financial reporting and the preparation of finahstatements for external purposes in accordantiegeinerally accepted accounting
principles. A company'’s internal control over firgad reporting includes those policies and proceduhat (i) pertain to the maintenance of
records that, in reasonable detail, accuratelyfainly reflect the transactions and dispositionshaf assets of the company; (ii) provide
reasonable assurance that transactions are recasdegtessary to permit preparation of financakestents in accordance with generally
accepted accounting principles, and that receipdsexpenditures of the company are being madeinrdgcordance with authorizations of
management and directors of the company; and(idyide reasonable assurance regarding preventitmely detection of unauthorized
acquisition, use, or disposition of the companygsats that could have a material effect on then@iizd statements.

Because of its inherent limitations, internal coht@iver financial reporting may not prevent or @¢taisstatements. Also, projections of any
evaluation of effectiveness to future periods afgect to the risk that controls may become inadegjbecause of changes in conditions, or
that the degree of compliance with the policieprocedures may deteriorate.

PricewaterhouseCoopers LLP
Boston, Massachusetts
March 15, 2007
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Connecticut Water service, Inc. and Subsidi:

CONSOLIDATED STATEMENTS OF INCOME

For the Years Ended December 31, (in thousandgpeyer share date 200¢€ 200¢ 2004
Operating Revenue $46,94¢ $47,45; $46,00¢
Operating Expense
Operation and Maintenan 26,45 23,86( 22,05:
Depreciatior 5,881 5,724 5,57(
Income Taxe: 2,05¢ 2,517 2,68¢
Taxes Other Than Income Ta» 5,57¢ 5,38t 5,17¢
Total Operating Expens: 39,96: 37,48¢ 35,485
Net Operating Revenuu 6,98: 9,961 10,52
Other Utility Income, Net of Taxe 542 571 52C
Total Utility Operating Incom: 7,52¢ 10,53¢ 11,04:
Other Income (Deductions), Net of Tay
Gain (Loss) on Property Transactic 2,06: (672) 1,20¢
Non-Water Sales Earning 51t 463 38C
Allowance for Funds Used During Construct 45¢ 521 41C
Other 60¢ (7112 (429
Total Other Income, Net of Tax 3,644 211 1,57:
Interest and Debt Expens
Interest on Lon-Term Debt 3,52¢ 2,92¢ 2,90¢
Other Interest Charge 514 294 204
Amortization of Debt Expens 421 36C 33¢
Total Interest and Debt Expens 4,461 3,58: 3,451
Income from Continuing Operatiol 6,70¢ 7,16¢€ 9,16:
Discontinued Operations, Net of Tax of $(244), 80,and $238 in 2006, 2005 and 200
respectively 243 3,15¢ 231
Net Income 6,951 10,32 9,39¢
Preferred Stock Dividend Requirem: 38 38 38
Total Net Income Applicable to Common Stc $ 6,918 $10,28¢ $ 9,35¢
Weighted Average Common Shares Outstanc
Basic 8,18¢ 8,09« 7,99¢
Diluted 8,231 8,14: 8,03¢
Earnings Per Common Sha
Basic— Continuing Operation $ 0.81 $ 0.8¢ $ 1.1f
Basic— Discontinued Operatior 0.0: 0.3¢ 0.02
Basic $ 0.84 $ 1.27 $ 1.17
Diluted — Continuing Operation $ 0.81 $ 0.8¢ $ 1.14
Diluted — Discontinued Operatior 0.0z 0.3¢ 0.02
Diluted $ 0.84 $ 1.2¢ $ 1.1€
CONSOLIDATED STATEMENTS OF COMPREHENSIVE INCOME
For the Years Ended December 31, (in thousa 200¢€ 200t 2004
Net Income $ 6,918 $10,28¢ $ 9,35¢



Other Comprehensive Income, net of
Quialified cash flow hedging instrument net of t&$(22), $129, and $58 in 2006, 20

and 2004, respective (45)
Adjustment to initially apply FASB 158, net of tak$(103) in 200¢ (152
Comprehensive Inconr $ 6,71¢€

The accompanying notes are an integral part ofélmmsolidated financial statements.
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Connecticut Water Service, Inc. and Subsidi:

CONSOLIDATED BALANCE SHEETS

December 31, (in thousands, except share amo

ASSETS
Utility Plant
Construction Work in Progre:
Utility Plant Acquisition Adjustment

Accumulated Provision for Depreciati
Net Utility Plant
Other Property and Investmel

Cash and Cash Equivalel
Restricted Cas

Accounts Receivable (Less Allowance, 2(- $285; 200E- $256)

Accrued Unbilled Revenue
Materials and Supplies, at Average C
Prepayments and Other Current As:
Shor-Term Investmen
Barlaco Assets Held for Sa

Total Current Asset
Unamortized Debt Issuance Expel
Unrecovered Income Tax
Pos-Retirement Benefits Other Than Pens
Goodwill
Deferred Charges and Other Cc

Total Regulatory and Other Lo-Term Assett

Total Assets

CAPITALIZATION AND LIABILITIES
Common Stockholde’ Equity:
Common Stock Without Par Valu

Authorized- 25,000,000 Share— Issued and Outstandin
2006- 8,270,394; 200- 8,169,627

Retained Earning

Accumulated Other Comprehensive Incc

Common Stockholde’ Equity
Preferred Stoc
Long-Term Debt

Total Capitalizatior

Interim Bank Loans Payab

Current Portion of Lor-Term Debt
Accounts Payable and Accrued Exper
Accrued Taxe:

Accrued Interes

Other Current Liabilitie:

Total Current Liabilities
Advances for Constructic
Contributions in Aid of Constructio
Deferred Federal and State Income Te
Unfunded Future Income Tax
Long-Term Compensation Arrangemel
Unamortized Investment Tax Cred
Commitments and Contingenci

Total Capitalization and Liabilitie

The accompanying notes are an integral part ofél@msolidated financial statements.

200¢€ 200%

$ 364,05 $340,75!
2,75¢ 5,50¢
(1,220) (1,279
365,50; 344,98
(102,405 (97,289
263,18 247,70
4,90¢ 4,54z
1,377 4,43¢
— 2,62¢
5,30¢ 5,88¢
4,23: 3,91¢
90C 86C
2,33¢ 1,274
— 6,81¢

— 324
14,15( 26,14¢
7,39¢ 7,82:
11,42t 12,98¢
6,02° 1,59¢
3,60¢ 3,60¢
4,497 1,637
32,95 27,64«
$ 315,19: $306,03!
$ 60,16 $ 58,00
35,67¢ 35,77
97 294
95,93¢ 94,07¢
772 847
77,34’ 77,40«
174,05 172,32°
5,25( 4,75

7 2,331

6,04¢ 4,77¢
464 154

887 69¢

314 51¢
12,97( 13,22¢
32,18: 29,35¢
47 21 45,70¢
26,00: 24,91
7,20¢ 11,27¢
13,03 7,541
1,62° 1,68¢

$ 315,19: $306,03:!
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CONSOLIDATED STATEMENTS OF CASH FLOWS

For the Years Ended December 31, (in thousa

Operating Activities
Net Income
Discontinued Operatior

Income from Continuing Operatio!

Adjustments to Reconcile Net Income to Net CaslviBeal by Operating Activities
Gain on Sale of BARLACO Assets Sc
Allowance for Funds Used During Construct
Depreciation (including $396 in 2006, $188 in 2088¢ $253 in 2004
charged to other accoun
Change in Assets and Liabilitie
(Increase) in Accounts Receivable and Accrued Ushil
Revenue!
(Increase) Decrease in Other Current As
(Increase) in Other N¢«-Current Items
Increase (Decrease) in Accounts Payable, Accrugaiises and
Other Current Liabilitie!
(Decrease) Increase in Deferred Income Taxes arasiment
Tax Credits, Ne
Total Adjustment:
Net Cash and Cash Equivalents Provided by (Used In)
Continuing Operation
Net Cash and Cash Equivalents Provided by (Used In)
Discontinued Operatior
Net Cash and Cash Equivalents Provided by (Used In)
Operating Activities
Investing Activities;
Company Financed Additions to Utility Ple
Advances from Others for Constructi
Net Additions to Utility Plant Used in Continuingo@rations
Proceeds from Sale of BARLACO Assets Sold (Net35 #$ Transaction Cost
Proceeds from Sale of Barnstable Water Companyta¢siet of $114 in
Transaction Cost:
Release of Restricted Ca
Sale (Purchase) of Short Term Investmq
Net Cash and Cash Equivalents Used in Investingifies
in Continuing Operation
Net Cash and Cash Equivalents Used in Investingifies
in Discontinued Operatior

Net Cash Used in Investing Activiti

Financing Activities:
Net Proceeds from Interim Bank Loe
Net Repayment of Interim Bank Loa
Proceeds from Issuance of Common Si
Proceeds from Issuance of L-Term Debt
Redemption of Preferred Sto
Repayment of Lor-Term Debt Including Current Portic
Costs Incurred to Issue La-Term Debt and Common Sto
Advances from Others for Constructi
Proceeds from Exercise of Stock Optit
Cash Dividends Pai
Net Cash and Cash Equivalents Provided by (UseBinmgncing
Activities in Continuing Operatior
Net Cash and Cash Equivalents Provided by (UseHimgncing
Activities in Discontinued Operatior

Net Cash and Cash Equivalents Provided by (UseBingncing

F-6

Connecticut Water Service, Inc. and Subsidi:

200¢€

$ 6,951
248
6,70¢

(980)
(497)

6,271

26€
(805)
(549)

69C

(1,497)
2,91¢

9,62¢
243
9,86¢

(16,199
(1,102)
(17,30)
965

2,68¢
6,92

(6,729

(6,726)

5,25(
(4,750)
1,401

75
(2,38))

(4)
1,10z
284

(7,030
(6,209

200¢

$ 10,32«
3,15¢
7,16¢

(57

5,91-

(342)
2,60(
(55€)

(3,609)

2,33:
5,76¢

12,93¢

(18%)
12,74¢

(14,25¢)

(1,95¢)
(16,217

9,88¢

(6,719
(13,039

171)
(13,210

4,75(

(5,650)
2,03¢

12,28:

(665)

(934)
1,95¢
45E

(6,83¢)
7,39:

(3,200

200¢
$ 9,39/

231
9,16:

(41¢)
5,76%
(769)
28¢
(46¢)
1,67¢

99¢
7,06¢

16,22¢
497
16,72
(8,399)
(2,057)
(10,455

(10,455

177
(10,62)

5,65(

(9,700
1,751

23,58

(21,769

(1,309)
2,057

(6,529
(6,255

(259)



Activities
Net Increase (Decrease) in Cash and Cash Equisi
Cash and Cash Equivalents at Beginning of ®
Cash and Cash Equivalents at End of Y

Non-Cash Investing and Financing Activitie
Non-Cash Contributed Utility Plant (see Note 1 for dsj:
Shor-term Investment of Bond Proceeds Held in T
Supplemental Disclosures of Cash Flow Informat
Cash Paid for Continuing Operations During the Yfear
Interest
State and Federal Income Ta:

Cash Paid for Discontinued Operations During tharYer:
Interest
State and Federal Income Ta:

The accompanying notes are an integral part ofél@msolidated financial statements.

8 &H

© &

(6,519

(415)
1,122

707

@ & & A

©# &

2,331

3,44(
1,38

141
31




Table of Contents
F-7

NOTE 1: SUMMARY OF SIGNIFICANT ACCOUNTING POLICIES

BASIS OF PRESENTATION —The consolidated financial statements include frerations of Connecticut Water Service, Inc. (the
Company), an investor-owned holding company ansixtsvholly owned subsidiaries, listed below:

The Connecticut Water Company (Connecticut Water)
Chester Realty, Inc. (Chester Realty)

New England Water Utility Services, Inc. (NEWUS)
The Barnstable Holding Company

The Barnstable Water Company (Barnstable Water)
BARLACO, Inc. (BARLACO)

Connecticut Water is our sole public water utittynpany serving 83,247 customers in 41 towns tHrougConnecticut. During 2006, The
Crystal Water Company of Danielson (Crystal) aneé Tmionville Water Company (Unionville) were mergatb Connecticut Water.

Chester Realty is a real estate company whoserofitisgfrom rental of property are included in t@¢er Income (Deductions), Net of Taxes
section of the Consolidated Statements of IncontbérNon-Water Sales Earnings category. During 2Q0gstal Water Utilities Corporation
was merged into Chester Realty.

NEWUS is engaged in wa-related services, including tihénebacker® program, emergency drinking water, pool water amtract
operations. Its earnings are included in the NorieW&ales Earnings category in the Other Incomel(Dions), Net of Taxes section of the
Consolidated Statements of Income. During 2006 ,n€oticut Water Emergency Services, Inc. was meigfedNEWUS.

Barnstable Holding Company is an inactive holdinghpany, owning the stock of two other inactive camips, Barnstable Water and
BARLACO. Barnstable Water was a public water ytitbmpany serving customers in Barnstable, Massatts) until the Company sold the
assets of Barnstable Water to the Town of Barnsfddissachusetts in May 2005. After the sale araligh February 2006, Barnstable Wi
operated the system under a management contrabiefdrown of Barnstable, Massachusetts. In Febr2@0g, the Town of Barnstable,
Massachusetts terminated the management contrdcBainstable Water. BARLACO is a real estate camgpahich held real estate for sale.
In February 2006, BARLACO sold all of its real dstholdings to the Town of Barnstable. We expeat these three inactive companies will
be merged or dissolved during 2007.

Intercompany accounts and transactions have baamated.

PUBLIC UTILITY REGULATION —Our public water utility company is subject to region for rates and other matters by the Connet
Department of Public Utility Control (DPUC) and lfmlvs accounting policies prescribed by the DPUG: Tompany prepares its financial
statements in accordance with Generally Acceptezbiating Principles in the United States of AmeiGRAAP), which includes the
provisions of Statement of Financial Accountingr8i@rds No. 71, “Accounting for the Effects of Cartalypes of Regulation,” (SFAS 71).
SFAS 71 requires cost-based, rate-regulated ergespisuch as Connecticut Water, to reflect theaohpf regulatory decisions in their
financial statements. The state regulators, thrahghate regulation process, can create regulatsgts that result when costs are allowe
ratemaking purposes in a period after the periaglhith the costs would be charged to expense naegulated enterprise. The balance
sheets include regulatory assets and liabilitiespgsopriate, primarily related to income taxes posit-retirement benefit costs. In accordance
with SFAS 71, costs which benefit future periodstsas tank painting, are expensed over the petieysbenefit. The Company believes,
based on current regulatory circumstances, thatetpalatory assets recorded are likely to be remal/and that its use of regulatory
accounting is appropriate and in accordance withptiovisions of SFAS 71. Material regulatory asse¢searning a return.

USE OF ESTIMATES — The preparation of financial statements in canfor with GAAP requires management to make estimated
assumptions that affect the reported amounts eftassd liabilities, and disclosure of contingesgeds and liabilities at the date of the
financial statements, and the reported amountswaitue and expenses during the reporting periotiafesults could differ from these
estimates.

REVENUES — Most of our water customers are billed quartesiigh the exception of larger commercial and indastustomers, as well as
public fire protection customers who are billed itintyn Most customers, except fire protection custesrare metered. Revenues from met
customers are based on their usage multiplied pyoapd, regulated rates. Public fire protectionrgha are based on the length of the water
main and number of hydrants in service. Private firotection charges are based on the diametbeafdannection to the water main. Our
water companies accrue an estimate for the amduatenues relating to sales earned but unbillédeaend of each quarter.

UTILITY PLANT - Utility plant is stated at the original cost otk property when first devoted to public servidélity plant accounts are
charged with the cost of improvements and replacésnaf property including an allowance for fundedisiuring construction. Retired or

disposed of depreciable plant is charged to accatedllprovision for depreciation together with angts applicable to retirement, less any
salvage received. Maintenance of utility plantharged to expense. Accounting policies relatingtkeer areas of utility plant are listed belc

CONNECTICUT WATER SERVICE, INC. AND SUBSIDIARIES




Table of Contents

F-8

Allowance For Funds Used During Construction -Allowance for Funds Used During Construction (AFUDSthe cost of debt and
equity funds used to finance the construction dityplant. The amount shown on the Consolidatéat&nents of Income relates to the
equity portion. The debt portion is included in &tlnterest Charges. Generally, utility plant undemstruction is not recognized as part of
rate base for ratemaking purposes until facilitiesplaced into service, and accordingly, AFUDCharged to the construction cost of
utility plant. Capitalized AFUDC, which does nopresent current cash income, is recovered throaigis over the service lives of the
facilities.

In order for certain water system acquisitions miadend after 1995 to not degrade earnings, CormmgdVater has received DPUC
approval to record AFUDC on certain of its investitsein these systems. Through December 31, 200t &ticut Water has capitalized
approximately $3.9 million of AFUDC relating to fincing these acquisitions. As part of the Compamgst recent rate decision,
approved on January 16, 2007 and effective asmafaig 1, 2007, the DPUC has approved the inclusidhis capitalized amount in rate
base.

Connecticut Water’s allowed rate of return on tzee is used to calculate its AFUDC.

Customers’ Advances For Construction, Contributed FPant and Contributions In Aid Of Construction —Under the terms of
construction contracts with real estate developatsothers, Connecticut Water periodically receitfser advances for the costs of new
main installations or title to the main after icisnstructed and financed by the developer. Refarelsnade, without interest, as service:
connected to the main, over periods not exceedfitegh years and not in excess of the original adeaUnrefunded balances, at the en
the contract period, are credited to contributionaid of construction (CIAC) and are no longewurefable.

Utility Plant is added in two ways. The majoritytbe Company’s plant additions occur from direeeistment of Company funds that
originated through operating activities or finamgsnThe Company manages the construction of thHasé gdditions. These plant additions
part of the Company’s depreciable utility plant @md generally part of rate base. The Companyéshyase is a key component of how its
regulated rates are set, and is recovered thrdwgtdpreciation component of the Company’s ratkee.second way in which plant additions
occur are through developer advances and conmititinder this scenario either the developer ftinesidditions through payments to the
Company, who in turn manages the construction®ptioject, or the developer pays for the plant tanton directly and contributes the
asset to the Company after it is complete. Pladitiads that are financed by a developer, eithexatlly or indirectly, are excluded from the
Company'’s rate base and not recovered throughatkes process, and are also not depreciated.

The components that comprise Net Additions to tytiflant during the last three years are as follows

in thousands

2006 2005 2004

Additions to Utility Plant:
Company Finance $16,19¢ $14,25¢ $ 8,39¢
Allowance for Funds Used During Construct 491 57& 41€
Subtotal Utility Plant Increase to Rate Ba 16,69( 14,83 8,81¢
Non-Cash Contributed Pla 3,298 1,231 2,331
Advances from Others for Constructi 1,102 1,95¢ 2,057
Subtotal Gross Additions to Utility Plar 21,08% 18,017 13,21(
Less: No-Cash Contributed Pla 3,29¢ 1,231 2,331
Net Additions to Utility Plan— Continuing Operation 17,79: 16,78¢ 10,87:
Plus: Discontinued Operatio — 171 172
Net Additions to Utility Plan $17,79: $16,957 $11,04¢

Depreciation— Over 99% of the Company’s depreciable plant is@ivby Connecticut Water. Depreciation is compuoted straight-line
basis at various rates as approved by the staiategs on a company by company basis. Depreciatiows the utility to recover the
investment in utility plant over its useful lifeh& overall consolidated company depreciation tzeed on the average balances of
depreciable property, was 2.0% for 2006, 2005,20G4.

INCOME TAXES - The Company provides income tax expense fottilisywoperations in accordance with the regulatacgounting
policies of the applicable jurisdictions. The Coctieut DPUC requires the flow-through method of@etting for most state tax temporary
differences as well as for certain federal tempodifferences.

The Company computed deferred tax liabilities fbteanporary book-tax differences using the lighilnethod prescribed in Statement of
Financial Accounting Standards No. 109, “Accountiogincome Taxes.” Under the liability method, ee&d income taxes are recognized at
currently enacted income tax rates to reflect éxeefffect of temporary differences between therfaia reporting and tax bases of assets and
liabilities. Such temporary differences are theultesf provisions in the income tax law that eithequire or permit certain items to be repo

on the income tax return in a different period tkttagy are reported in the financial statementseBedl tax liabilities that have not been
reflected in tax expense due to regulatory treatraendescribed as unfunded future income taxesaemexpected to be recoverable in fu
year! rates.

CONNECTICUT WATER SERVICE, INC. AND SUBSIDIARIES
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The Company believes that all deferred income et will be realized in the future. The majodtyall unfunded future income taxes relate
to deferred state income taxes.

Deferred Federal Income Taxes consist primarilgrabunts that have been provided for acceleratedigpion subsequent to 1981, as
required by federal income tax regulations. Defétexes have also been provided for temporaryréiffees in the recognition of certain
expenses for tax and financial statement purpcsefi@ved by DPUC ratemaking policies.

MUNICIPAL TAXES - Municipal taxes are generally expensed oventledve-month period beginning on July 1 following tien date,
corresponding with the period in which the munitigervices are provided.

STOCK OPTIONS - In the past, the Company has issued stock optinosrtain employees; but has not done so sin8.Z8r more
information regarding stock based compensatiomggiesee Note 14, Stock Based Compensation Plans.

UNAMORTIZED DEBT ISSUANCE EXPENSE - The issuance costs of long-term debt, includigremaining balance of issuance costs
on long-term debt issues that have been refinapdedto maturity, and related call premiums, améatized over the respective lives of the
outstanding debt, as approved by the state regalato

GOODWILL - The Company accounts for goodwill in accordanite Gtatement of Financial Accounting Standards Nt2, ‘Goodwill anc
Other Intangible Assets” (SFAS 142). SFAS 142 rexguthat goodwill no longer be amortized on a fatébsis. In accordance with SFAS
142, goodwill must be allocated to reporting uaitsl reviewed for impairment at least annually. Tloenpany utilized a net income valuation
approach in the performance of the annual goodmvplairment test. As of December 31, 2006, there meagnpairment of the Company’s
goodwill.

EARNINGS PER SHARE —The following is a reconciliation of the numeratarsd denominators of the basic and diluted earrpegshare
for the years ended December 31, 2006, 2005, abdl. 20

Years ended December { 200¢€ 200& 2004
Basic earnings per share from Continuing Operat $ 0.81 $ 0.8¢ $ 1.1f
Dilutive effect of unexercised stock optic — 0.01 0.01
Diluted earnings per sha $ 0.81 $ 0.8¢ $ 1.14

Numerator (in thousand?):

Basic income from Continuing Operatic $ 6,70¢ $ 7,16¢ $ 9,16:
Diluted income from Continuing Operatio $ 6,70¢ $ 7,16¢ $ 9,16:

Denominator in thousandy):

Basic weighted average shares outstan 8,18¢ 8,094 7,99¢
Dilutive effect of unexercised stock optic 49 19 40
Diluted weighted average shares outstan 8,231 8,11: 8,03¢

RECLASSIFICATIONS AND REVISIONS - Certain reclassifications have been made to confoewiously reported data to the current
presentation.

Within the Consolidated Statements of Income, tbm@any has reclassified certain expenses and resdoudifferent sections of the income
statement as a result of the rate treatment chdleid Connecticut Water's 2006 rate case and tisequent January 2007 rate decision.
Expenses that were not allowed for rate making gagp have been reclassified from utility operagirngenses to Other Income (Deductions).
Revenues and certain Interest Income which wenaqarsly considered revenues for rate making purpbsee been reclassified from Non-
Water Sales and Interest Income to Other Utiligoime.

These reclassifications had no effect on the ovBrebme from Continuing Operations, but they alldwe reader to compare results between
years in a more meaningful manner. Overall theassifications had the following impact on previguglported Income Statement line iter

CONNECTICUT WATER SERVICE, INC. AND SUBSIDIARIES
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Increase (Decrease) to Segment Earnings
2005 2004
Water Activities Segme
Operation and Maintenance Expel $ 654,00( $ 283,00(
Income Taxe! (179,000 (91,000
Other Utility Income, Net of Taxe 571,00( 520,00
Other Income (Deductions), Net of Ta>- Allowance for Funds Used During Construct (117,000 (22,000
Other Income (Deductions), Net of Ta>- Other (881,000) (543,000
Interest on Lon-Term Debt 8,00( 9,00(
Other Interest Charge 426,00( 282,00(
Total Water Activities Segme $ 482,00( $ 449,00(
Services and Rental Segm
Other Income (Deductions), Net of Ta>- Non-Water Sales Earning $(482,000() $(449,000()
Total Services and Rental Segm $(482,000) $(449,000)
Net Effect on Continuing Operatio $ 0 $ 0

For additional information please see FootnoteSEgyment Reporting.

NEW ACCOUNTING PRONOUNCEMENTS - In July 2006, the FASB issued FASB Interpretatitm 48, ‘Accounting for Uncertainty i
Income Taxes” (“FIN 48") which prescribes a recdmm and measurement threshold process for reapidithe financial statements
uncertain tax positions taken or expected to bertak a tax return. Additionally, FIN 48 providesigance on the derecognition,
classification, accounting in interim periods amsttbsure requirements for uncertain tax positidrss interpretation is effective for fiscal
years beginning after December 15, 2006; as suchillvee required to adopt this interpretation e tfirst quarter of 2007. The Company
in the process of determining the impact, if ahg, &doption of FIN 48 will have on our consolidati@@ncial statements.

In September 2006, the FASB issued Statement afinigial Accounting Standards No. 154, “Accountinga@dres and Error

Corrections” (SFAS 154). SFAS 154 replaces AccagnBrincipals Board (APB) No. 20, “Accounting Chasfjand Statement of Financial
Accounting Standards No. 3, “Reporting Accountirfta@ges in Interim Financial Statements” and chatigesequirements for the
accounting for and reporting of a change in acdagntrinciple. Previously, most voluntary changes¢counting principles were required to
be recognized by way of a cumulative effect adjestowithin net income during the period of charf§EAS 154 requires retrospective
application to prior periods’ financial statemeatdess it is impracticable to determine eitherghaod-specific effects or the cumulative
effect of the change. SFAS 154 is effective forrgdseginning after December 15, 2006; as such Wéwirequired to adopt this SFAS in the
first quarter of 2007. The Company currently doeshelieve that there will be a material impactoom consolidated financial statement upon
adoption.

In September 2006, the FASB issued Statement afi€ial Accounting Standards No. 157, “Fair Valueasirement” (SFAS 157). SFAS
157 provides a single definition of fair value rarhework for measuring fair value, and requiredtamtl disclosure about the use of fair
value to measure assets and liabilities. SFAS 4 gffective for fiscal years beginning after Novemb5, 2006; as such we will be require
adopt this SFAS in the first quarter of 2007. ThmmPany is currently evaluating the impact the aidopdf SFAS 157 will have on our
consolidated financial statements and does nototxpe impact of implementation to be material.

NOTE 2: SALE OF BARNSTABLE WATER COMPANY ASSETS — DISCONTINUED OPERATIONS

On May 20, 2005, the Company completed the sallkebfssets of one of its Massachusetts’ subsidjB@rnstable Water, to the Town of
Barnstable, Massachusetts. Upon completion ofdle the Town of Barnstable and Barnstable Wattred into a one year management
contract for Barnstable Water to provide the Towthwull operating and management services fonthger system’s operations. Under the
terms of the one year management contract, Balestghter was paid $130,000 a month for operatiryraanagement services performed
by Barnstable Water for the Town of Barnstable sTthanagement contract could be terminated witlériihmonth period by 30 days writi
notice by either party. In January 2006, the Corgpaneived notice of termination. The last dayhaf bperating contract was February 7,
2006.

The Company received $10.0 million in gross prosdeaim the sale of its water utility assets, adesnand contribution in aid of
construction. The gain, net of income taxes of $dilion was $3.0 million in 2005 and has been ingd in Net Income from Discontinued
Operations.

CONNECTICUT WATER SERVICE, INC. AND SUBSIDIARIES
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The sale of Barnstable Water’s assets has beesifiddsas ‘Discontinued Operations’ in the Consatet Statements of Income as there will
be no continuing involvement due to the terminatibthe management contract with the Town of Baigt All of the results of Barnstable
Water, including current and prior years and thia ga the sale of the utility’s assets, have bestassified and are included &iscontinuec
Operations’.

Discontinued Operations for the years ended DeceBihe2006, 2005 and 2004 was comprised of theviatig:

Year ended December :

(in thousands 200¢ 200¢ 2004
Water Activities:
Operating Revenue $ — $ 80z $ 2,48
Income Taxe: (2449 9 191
Utility Operating Income $ 24: $ (1)) $ 15F
Services and Rental
Revenue:! $ 12 $ 1,067 $ 16¢
Income Taxe: 12 132 47
Income from Services and Rent $ — $ 21c $ 76
Gain on Sale of Asset
Gross Proceec $ — $10,00( $ —
Income Taxe: — 1,597 —
Gain on Sale of Asse $ — $ 2,95¢ $ —
Total Net Income from Discontinued Operatic $ 248 $ 3,15¢ $ 231

NOTE 3: SALE OF BARLACO ASSETS

The agreement the Town of Barnstable entered iittottve Company to purchase Barnstable Watassets also included a provision whe
the Town of Barnstable would acquire, through ajbir sale purchase, all of the land owned by BARDAGr an additional $1 million. The
BARLACO land was sold in February 2006. The Comphay recorded a gain on the bargain land saleOf@® &f $980,000. This gain is
reported on the Gain (Loss) on Property Transastiore of the Consolidated Statements of Income.

NOTE 4: INCOME TAX EXPENSE

Income Tax Expense from Continuing Operationslieryears ended December 31, is comprised of theiolg:

(in thousandy) 200¢€ 200¢ 2004
Federal Classified as Operating Expense from ComgnOperation: $ 2,08( $ 2,40( $ 2,401
Federal Classified as Other Utility Income from @oning Operation: 232 251 221
Federal Classified as Other Income from Contin@gration:
Land Sale: 287 13z —
Land Donatior (892) 87 (280)
Nonr-Water Sale: 264 21€ 19C
Other (9817) 17¢ (74)
Total Federal Income Tax Expense from Continuingr@gons 99C 3,26¢ 2,45¢
State Classified as Operating Expense from Comt@peration: (26) (62 19z
State Classified as Other Utility Income from Caonthg Operation 68 60 67
State Classified as Other Income from Continuingi@pons:
Land Sale: 89 31 —
Land Donatior (902) 22t (965)
Nonr-Water Sale: 79 59 51
Other (197) 34 31
Total State Income Tax Expense (Benefit) from Guiitig Operation (883 347 (623
Total Income Tax Expense from Continuing Operat| $ 107 $ 3,617 $ 1,83¢

CONNECTICUT WATER SERVICE, INC. AND SUBSIDIARIES
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The components of the Federal and State incomprtassions from Continuing Operations are:
(in thousand?) 200¢€ 200t 2004
Current from Continuing Operatior
Federal $ 1,16t $ 1,75¢ $ 1,813
State 221 (377 24C
Total Current from Continuing Operatio 1,38¢ 1,381 2,057
Deferred Income Taxes from Continuing Operations;
Federal
Investment Tax Cred (63) (62 (64)
Land Donation: (507) 38¢ (94)
Depreciatior 1,17¢ 721 86¢
Other (784 45¢ (70
Total Federal from Continuing Operatic (17%) 1,50¢ 64C
State from Continuing Operatio
Land Donation: (139 (25) (7249)
Other (970 75C (13§
Total State from Continuing Operatio (1,109 728 (862
Total Deferred Income Taxes from Continuing Operagi Net (1,279 2,231 (222)
Total from Continuing Operatior $ 107 $ 3,617 $ 1,83¢
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Deferred income tax (assets) and liabilities ategarized as follows on the Consolidated Balancseg&h
(lin thousandy) 200¢€ 200¢
Unrecovered Income Tax $(11,42%) $(12,98¢)
Deferred Federal and State Income Te 26,00: 24,91t
Unfunded Future Income Tax 7,20¢ 11,27:
Unamortized Investment Tax Cre 1,62 1,68¢
Other (80 (68)
Net Deferred Income Tax Liabilit $ 23,32¢ $ 24,82(
Deferred income tax (assets) and liabilities amamised of the following:
(iin thousand?) 200¢€ 200t
Charitable Contribution Carryforward ( $ (1,32¢) $ 29C
Tax Credit Carryforward (Z (1,349 (1,339
Alternative Minimum Tax Carryforwar 4) (22%)
Prepaid Income Taxes on CI/£ (72 (12¢)
Prepaid FIT on Service (g)) (12€)
Other Comprehensive Incor 63 18¢
Accelerated Depreciatic 25,82: 24,62¢
Net of AFUDC and Capitalized Intere 18¢€ 22t
Unamortized Investment Tax Cre 1,62